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I. Introduction

The Board of Governors of the Federal Reserve System
 in the past year has taken several actions of an extraordinary nature to support financial markets in the United States.
  In addition to lowering key interest rates, the Federal Reserve broadened the availability of credit to depository institutions, expanded the types of collateral it accepts for loans, created new credit facilities for securities dealers, and extended credit to facilitate the acquisition of a failing securities firm.  
These initiatives stretched the federal “safety net” beyond traditional limits and broadened it to cover non-bank financial institutions that previously did not have access to federal financial support.  The Federal Reserve’s actions have long-term implications for the financial system and raise questions concerning its role as the nation’s central bank and the future structure of financial regulation in the United States.  While the Federal Reserve has been widely praised for stabilizing the financial markets and averting an economic collapse, its actions also have been criticized as a “bail out” of the securities industry, a misuse of its legal authority, and otherwise inappropriate.  
This paper describes the actions of the Federal Reserve, examines the legal authority under which it acted, and discusses the implications for the federal safety net and the financial regulatory structure.  
II. Liquidity Enhancing Actions 

A. Interest Rate Adjustments

Beginning in August of 2007, the Federal Reserve Board, in conjunction with the Federal Open Market Committee,
 lowered its target for the federal funds rate in the first of a series of such cuts.
  The “federal funds rate” is the rate at which banks lend excess funds to other banks on an overnight basis and is influenced by open market activities of the Federal Reserve Bank of New York acting on instructions from the FOMC.  By April 2008, the Board and FOMC had reduced the target by 300 basis points from 5¼ percent to 2¼ percent.  
These rate cuts included a 75 basis point cut at an emergency telephone meeting of the FOMC on January 22, 2008 in response to stock market volatility.
  The FOMC had never before cut its federal funds target by as much as 75 basis points.  The FOMC made another 50 basis point cut at its January 30, 2008 meeting and a further 75 basis point adjustment at its March 2008 meeting.

Also, in November of 2007, the Federal Reserve increased the frequency with which it releases economic projections to four times each year from twice yearly, as had been its practice since 1979.  In addition, the projection horizon was extended from two years to three years.

B. Discount Window Loans for Banks

The Federal Reserve also made corresponding cuts in the discount rate—the rate at which banks may borrow directly from the Federal Reserve Banks—the “discount window”—and took other action to ease the availability of liquidity to banks from the Federal Reserve System.  The Federal Reserve also reduced the spread between the federal funds rate and the discount rate to 50, and then 25, basis points from the customary 100 basis points.
  The spread historically has been intended to encourage banks to first access the federal funds market before borrowing from the discount window.
To further enhance market liquidity, the Federal Reserve Board increased the maximum maturity of primary credit discount window loans to banks to 30 days, renewable by the borrower.
  Previously, banks were entitled to borrow from the primary credit discount window on an overnight basis only.  The Board said this action was “designed to provide depositories with greater assurance about the cost and availability of funding.”
  The Board also said it would continue to accept a wide range of collateral for discount window loans, including home mortgages and related assets.  The Board further increased the maximum maturity of primary credit discount window loans to banks to 90 days in March of 2008.
  

The discount window is open to depository institutions every business day to ensure that institutions can meet their funding needs.
  The “primary credit” program is the main source of discount window loans for most banks that are in sound overall condition but in need of short-term, backup funding.  Under normal economic circumstances, primary credit generally is granted on an overnight basis.
  Primary credit is granted on a “no-questions-asked” basis with no restrictions placed on a bank’s use of the credit.  Secondary credit is available to banks that do not qualify for primary credit and generally is offered on an overnight basis only and at a rate 50 basis points higher than for primary credit.
  
Prior to the introduction of the primary and secondary credit programs in 2003, banks were eligible for “adjustment credit” at the discount window but were required to reasonably exhaust all other sources of short-term liquidity first.  The discount window was more of a last resort than it is today and thus a “stigma” attached to banks that resorted to it.
  The Federal Reserve Board’s recent actions—including the term auction facility described below—have been designed to minimize the stigma of Federal Reserve credit.
All discount window loans must be collateralized.  Acceptable collateral includes the following:  commercial, industrial, or agricultural loans; consumer loans; residential and commercial real estate loans; corporate bonds and money market instruments; obligations of U.S. government agencies and government-sponsored enterprises; asset-backed securities; collateralized mortgage obligations; U.S. Treasury obligations; state or political subdivision obligations.  All collateral must be free of any conflicting claims, liens, security interests or restrictions upon transfer or pledge to the Reserve Bank
C. Term Auction Facility for Banks
On December 12, 2007, the Federal Reserve Board announced the creation of a temporary Term Auction Facility as a means of injecting additional liquidity into the credit markets.
  Under the new facility, the Federal Reserve auctions off loans to qualifying banks on a bi-weekly basis.  The term auction facility is designed to encourage borrowing by banks without stigma.

On March 7, 2008, the Board increased the amount of loans outstanding under the term auction facility to $100 billion and stated that it would continue to conduct auctions for “at least the next six months unless evolving market conditions clearly indicate that such auctions are no longer necessary.”

The new facility is open to all depository institutions judged to be in generally sound financial condition and that are eligible to borrow under the primary credit discount window program.
  Each institution may submit bids through their local Reserve Bank.
  
In contrast to the discount window, where an individual bank can request specific amounts to satisfy its immediate credit needs on a particular day, the new term facility provides a pre-determined amount of longer-term funding on an auction basis.  The Board stated that “this facility could help promote the efficient dissemination of liquidity when the unsecured interbank markets are under stress”
 and that the goal of the facility is to “reduce the incentive for banks to hoard cash and increase their willingness to provide credit to households and firms.”
  

Chairman Bernanke has stated that the Term Auction Facility will continue “as long as necessary to address elevated pressures in short-term funding markets” but that “such measures alone cannot fully address fundamental concerns about credit quality and valuation, nor do these actions relax the balance sheet constraints on financial institutions.”
  Thus, Bernanke said, monetary policy measures (i.e., the management of short-term interest rates) remain the “best tool” for promoting macroeconomic objectives; that is, maximum sustainable employment and price stability.

In conjunction with the new facility, the Federal Reserve also announced that it would accept a broader range of collateral than normally accepted for discount window loans.  All loans under the facility must be fully collateralized.  
At the April 7, 2008, auction, 79 institutions submitted bids worth $91.569 billion for available auctioned credit of $50 billion.  Bids were pro-rated at 67.70 percent among institutions that met the “stop out rate” of 2.820 percent.

As of April 16, 2008, the Federal Reserve had on its balance sheet $100 billion outstanding in auctioned funds under this facility, compared to $7.8 billion in primary credit discount window loans.
  
D. Term Repurchase Agreements
As a means of enhancing liquidity in the financial markets, the Federal Reserve enters into large volumes of agreements involving the sale and repurchase of government securities held in its portfolio.
  These transactions generally are collateralized by government securities and are done on an overnight basis only.
On November 26, 2007, the Federal Reserve Bank of New York announced that it would conduct a series of term repurchase agreements, the first of which was for $8 billion, to mature on January 10, 2008.
  On March 7, 2008, the Federal Reserve announced that it would initiate a series of term repurchase transactions in government securities amounting to approximately $100 billion.
  
The new term transactions would be conducted as 28-day term repurchase agreements, as opposed to overnight agreements.  In addition, primary dealers may deliver as collateral any of the types of securities—Treasury bills, agency debt, or agency mortgage-backed securities—that are eligible as collateral in conventional open market operations.  

As of April 9, 2008, the Federal Reserve held approximately $120 billion in repurchase agreements.
  

E. Term Securities Lending Program 
The Federal Reserve Bank of New York also operates a securities lending program under which primary dealers may borrow Treasury securities from the Federal Reserve’s portfolio on an overnight basis by posting different Treasury securities as collateral.
  By making a portion of the Federal Reserve’s holdings available for borrowing, the securities lending program increases the potential supply of Treasury securities available to the “repo” market, which is a major source of liquidity in the broader financial markets.  

On March 11, 2008, the Federal Reserve Board announced an expansion of the securities lending program under which it will lend up to $200 billion of Treasury securities to primary dealers for a term of 28 days (rather than overnight).
  The Board also said it would accept new forms of collateral, effectively allowing primary dealers to swap less-liquid mortgage-related securities for more-liquid Treasury securities.
  
The Board said its action was intended “to promote liquidity in the financing markets for Treasury and other collateral and thus to foster the functioning of financial markets more generally.”
  The first auction was held on March 27, 2008, with an offering of $75 billion.  
F. Primary Dealer Credit Facility

On March 16, 2008, the Federal Reserve Board announced the creation of a new lending facility for primary dealers to be operated by the Federal Reserve Bank of New York.
  The new facility will function in a manner similar to the discount window facility available to banks in that it will provide daily access to funding for eligible institutions in amounts determined by each institution’s needs and collateral.  The Board said the new facility will be in place for at least six months and may be extended “as conditions warrant.”  

Under the facility, primary dealers may seek overnight extensions of credit and may offer a broad range of investment-grade debt securities as collateral, including all collateral eligible for pledge in open market operations, plus investment grade corporate securities, municipal securities, mortgage-backed securities, and asset-backed securities.  No non-priced collateral will be eligible for pledge.  The interest rate charged on the credit will be the same as the primary credit rate, or discount rate, at the Federal Reserve Bank of New York—currently 25 basis points above the target federal funds rate.

Only primary dealers registered with the Federal Reserve Bank of New York are eligible to participate in the new facility.
  The Board stated that the new facility is intended “to bolster market liquidity and promote orderly market functioning” and that “liquid, well-functioning markets are essential for the promotion of economic growth.”
  

The new facility is subject to custody rules under which primary dealers will communicate their demand for funding to their clearing banks, which will then verify that a sufficient amount of eligible collateral has been pledged and notify the Reserve Bank accordingly.  Once the Reserve Bank receives notice that a sufficient amount of margin-adjusted eligible collateral has been assigned to the Reserve Bank’s account, the Reserve Bank will transfer the amount of the loan to the clearing bank for credit to the primary dealer.  The pledged collateral will be valued by the clearing banks based on a range of pricing services.  Loans made under the facility are with recourse beyond the pledged collateral to the primary dealer entity itself.

The Board stated that primary dealer loans will increase the total supply of reserves in the banking system in much the same way that discount window loans to banks do.  To offset this increase, the Board stated that the FOMC trading desk would utilize a number of tools, including outright sales of Treasury securities, reverse repurchase agreements, redemptions of Treasury securities, and changes in the sizes of conventional repurchase transactions.

The Board noted that the primary dealer credit facility differs from discount window lending to commercial banks in several ways.  The discount window currently offers to banks, in addition to overnight loans, term funding for up to 90 calendar days at the primary credit rate secured by eligible collateral.  The primary dealer facility, by contrast, is a temporary overnight facility.  In addition, the primary dealer facility is subject to a frequency-of-usage fee, and the loans are secured by a different basket of securities than those eligible for pledging at the discount window.
  

For the week ending April 11, 2008, the amount of credit outstanding to primary dealers under the new credit facility was $32.6 billion, compared to $10 billion outstanding to banks under the discount window.
  An additional $100 billion was outstanding to banks under the term auction facility.
The Board stated that the primary dealer credit facility will remain in operation “as long as is needed to provide funding to primary dealers in exchange for program eligible collateral and to foster the functioning of financial markets.”

In connection with the primary dealer credit facility, the Federal Reserve Bank of New York established a new supervisory unit to monitor securities dealers that access the facility.  Bank examiners from the unit, at the invitation of the SEC, have visited various of the securities dealers for the purpose of examining their books and records. 
III. Bear Stearns’ Transaction

On March 16, 2008, the Federal Reserve Board intervened with financial assistance to facilitate the acquisition of Bear Stearns by JPMorgan Chase & Co.  The transaction prevented the bankruptcy of Bear Stearns and thereby averted a potential calamity in the financial markets.  The transaction represented a major test of the Federal Reserve’s toolkit and the strength of the federal safety net.  The Board’s action was widely viewed as necessary to avert a major financial debacle that could have had devastating economic repercussions.
  Yet, the Board’s role was controversial and the transaction was criticized as a “taxpayer bailout” of an unregulated securities firm. 

The Bear Stearns transaction already has received scrutiny in the news media and Congress, and undoubtedly will be studied for years to come as a key moment in the Federal Reserve’s handling of the subprime mortgage crisis.  It also will be a focal point in the inevitable debate over the proper scope of the federal safety net and, more broadly, the future structure of the financial regulatory system.  In particular, the Bear Stearns transaction, along with the related decision of the Federal Reserve to extend credit to primary dealers, raises issues concerning the degree to which securities firms should be subject to bank-like supervision and regulation and who should regulate them.  
The following discussion of the Bear Stearns transaction is taken from newspaper accounts and publicly available documents, including press releases and Congressional testimony by the parties involved. 
A. The Parties

JPMorgan Chase & Co. (“JPMorgan”) is a bank holding company regulated by the Federal Reserve Board.  As of December 31, 2007, it had assets of $1.6 trillion and subsidiaries engaged in banking and securities activities in more than 60 countries.  It describes itself as “a leader in investment banking, financial services for consumers, small business and commercial banking, financial transaction processing, asset management, and private equity.”
  
JPMorgan’s principal banking subsidiary is a national bank regulated by the Office of the Comptroller of the Currency (“OCC”) and the Federal Deposit Insurance Corporation (”FDIC”).  Its securities broker-dealer and investment advisory subsidiaries are regulated by the Securities and Exchange Commission (“SEC”), the Financial Industry Regulatory Authority (“FINRA”),
 and other domestic and international securities regulators.

The Bear Stearns Companies Inc. (“Bear Stearns”) describes itself as a “leading global investment banking, securities trading and brokerage firm” with core business lines in institutional equities, fixed income, investment banking, global clearing services, asset management, and private client services.  Like other investment banks, Bear Stearns is heavily leveraged.  Prior to its agreement with JPMorgan, its assets were 33 times greater than its equity capital.    

Bear Stearns is regulated by the SEC, FINRA, and other domestic and international securities regulators.  As of January, 2007, Bear Stearns’ stock was valued at $171 per share.  As of March 20, 2008, its stock was valued at $5.96 per share. 

B. Events Leading to the Acquisition

Bear Stearns experienced a deterioration of its financial condition in the second quarter of 2007 when it reported a 10 percent decline in quarterly earnings and announced that it had committed $3.2 billion in secured loans to prop up one of its two troubled hedge funds.  Bear Stearns later told clients that the assets in one of its troubled funds were essentially worthless, while those in the other were worth 9 percent of what their value had been at the end of April.  The hedge funds had invested heavily in subprime mortgage-related instruments.
By August 2007, Bear Stearns’s two troubled funds filed for bankruptcy protection.  Bear Stearns froze assets in a third fund and its co-president, Warren Specter, resigned.  In September, Bear Stearns reported a 68 percent drop in quarterly income and a $42 billion drop in accounts between May and August. 

In November, Bear Stearns announced that it would write down $1.62 billion and book a fourth-quarter loss.  In December, Bear Stearns took a $1.9 billion write-down and CEO Cayne said he would skip his 2007 bonus.  By the end of the year, Bear Stearns had laid off approximately six percent of its employees.  In January, Bear Stearns CEO Cayne retired under pressure, leaving President Alan Schwartz in charge.

In March 2008, rumors began to circulate that Bear Stearns did not have enough cash to meet its obligations.  Notwithstanding denials by Bear Stearns, a “run” on the firm began and Bear Stearns experienced cash outflows on several fronts, including repurchase agreement customers concerned about the quality of Bear Stearns’ collateral, prime brokerage clients, and margin calls on derivative contracts.  Although Bear Stearns’ net capital remained in excess of federal regulatory requirements, it faced a liquidity void.

The Chairman of the SEC described what happened to Bear Stearns as “unprecedented”:  

What happened to Bear Stearns during the week of March 10th was … unprecedented.  For the first time, a major investment bank that was well-capitalized and apparently fully liquid experienced a crisis of confidence that denied it not only unsecured financing, but short-term secured financing, even when the collateral consisted of agency securities with a market value in excess of the funds to be borrowed.  Counterparties would not provide securities lending services and clearing services.  Prime brokerage clients moved their cash balances elsewhere.  These decisions by counterparties, clients, and lenders to no longer transact with Bear Stearns in turn influenced other counterparties, clients, and lenders to also reduce their exposure to Bear Stearns.

On March 13, Bear Stearns notified regulators that, without emergency funding, it would lack cash to operate the next day and would need to file for bankruptcy protection.  Fearing that a Bear Stearns’ failure could unleash panic in the $4.5 trillion market for repurchase agreements and trigger runs on other primary dealers, the Federal Reserve tried to find a buyer for the firm, but failed.  Instead, it arranged a funding facility for Bear Stearns through JPMorgan.
  

C. Federal Reserve Loan to Bear Stearns

On March 14, JPMorgan announced that, in conjunction with the Federal Reserve Bank of New York, it had agreed to provide secured funding to Bear Stearns, as necessary, for an initial period of up to 28 days.
  Under the arrangement, the Reserve Bank would provide non-recourse, back-to-back financing to JPMorgan through the Discount Window.  Because of the non-recourse nature of the loan, JPMorgan stated that the transaction did not expose its shareholders to any material risk.  JPMorgan also announced that it was working closely with Bear Stearns on securing permanent financing or other alternatives for the company.  
The Federal Reserve reportedly had never before made a direct loan to a securities brokerage firm.  Because of the extraordinary nature of the arrangement and the volatility in the financial markets, the Federal Reserve first consulted with the Secretary of the Treasury, who briefed President Bush.  

On March 14, the Board released the following statement:

The Federal Reserve is monitoring market developments closely and will continue to provide liquidity as necessary to promote the orderly functioning of the financial system.  The Board voted unanimously to approve the arrangement announced by JPMorgan Chase and Bear Stearns this morning.

JPMorgan was used as a conduit for the Federal Reserve’s loan because it served as Bear Stearns’ securities clearing bank and Bear Stearns had contacted it for assistance.  The Federal Reserve apparently was not prepared at that moment to open its credit facility for primary dealers (described above), which it did three days later.

Notwithstanding the Federal Reserve loan, Bear Stearns’ stock went into a free fall, declining from $60 a share the week before to just above $2 per share.  Credit-rating agencies downgraded Bear Stearns to two or three levels above junk status, which severely limited the firm’s number of potential trading partners.  By the evening of March 14, banks and other counterparties were refusing to do any business with Bear Stearns and stopped taking collateral on short-term lines of credit, even those backed by the highest-quality mortgage bonds backed by Fannie Mae and Freddie Mac.  Prime-brokerage clients also fled the company.  

It became apparent that Bear Stearns was facing immediate bankruptcy absent a sale of the company.  Bankruptcy was an undesirable outcome because it could result in a forced liquidation of Bear Stearns’ assets and trigger chaos in the financial markets.  A number of potential buyers expressed interest in acquiring all or part of the company, including J.C. Flowers & Co., Kohlberg Kravis Roberts & Co., Barclays PLC, and Royal Bank of Canada.  None of them was able to put together a deal in time before Asian markets opened on Sunday, March 16, however, which U.S. regulators considered crucial in order to avoid severe repercussions in the financial markets.  
D. The Acquisition
On March 16, 2008, JPMorgan announced that it had reached an agreement to acquire Bear Stearns at a price of $2 per share, or $236.2 million, with funding support from the Federal Reserve. According to the president of the Federal Reserve Bank of New York, “only JPMorgan Chase was willing to consider an offer of a binding commitment to acquire the firm and to stand behind Bear’s substantial short-term obligations.”

As part of the acquisition, JPMorgan announced that, effective at once, it would guarantee the trading obligations of Bear Stearns and its subsidiaries and provide management oversight for Bear Stearns’ operations.  The guaranty was viewed by the Federal Reserve as vital to avoid market instability.
  The guaranty has no cap and can be enforced directly against JPMorgan.
  JPMorgan also agreed to guarantee Bear Stearns’ borrowings from the Federal Reserve Bank of New York.  With respect to obligations that were not covered by the guaranty, JPMorgan stated:  “JPMorgan Chase fully expects that Bear will honor all of its obligations, whether or not guarantied.  The guaranty is additional credit support to reassure customers and counterparties.”

Just one week prior to its acquisition by JPMorgan, Bear Stearns stock was worth $3.5 billion and, one day earlier, $6.7 billion.  Bear Stearns President and CEO, Alan Schwartz, stated that “this transaction represents the best outcome for all of our constituencies based upon the current circumstances.”  The same day, the Federal Reserve Board issued a statement that it had approved the financing arrangement.  Also on the same day, the Board unveiled its new lending facility for primary dealers, as described above.  

The transaction was structured as a stock-for-stock exchange whereby JPMorgan would exchange shares of its common stock for Bear Stearns’ common stock.
  The transaction initially was valued at $2 per share of Bear Stearns stock.  In order to increase the likelihood of shareholder approval of the transaction, the terms were amended on March 24 with an increase in the share price to $10 per share.
  In addition, JPMorgan and Bear Stearns entered into a share purchase agreement under which JPMorgan would purchase 95 million newly issued shares of Bear Stearns common stock, or 39.5 percent of the outstanding Bear Stearns common stock at $10 per share.  The purchase of the 95 million shares was completed on or about April 8, 2008, giving JPMorgan approximately 45 percent of Bear Stearns’ equity and thereby making it all but impossible for another bidder to take control of Bear Stearns.

The terms were considered to be highly favorable to JPMorgan.  According to some analysts, JPMorgan effectively acquired Bear’s prime brokerage business for free since it was twice the size of Bank of America’s prime brokerage subsidiary, which was for sale at a price of approximately $1 billion.  Moreover, JPMorgan acquired an irrevocable option to purchase Bear Stearns’ new headquarters building at a bargain basement price, even if Bear Stearns’ board rejected the deal.  
JPMorgan’s acquisition of Bear Stearns was not subject to any material conditions, other than shareholder approval, which came at the end of May 2008.  

E. Federal Reserve Financing  

To facilitate the acquisition of Bear Stearns, the Federal Reserve Bank of New York extended credit in the amount of $29 billion.  That amount, and an additional $1 billion from JPMorgan, were loaned to a limited liability company specially created to hold Bear Stearns’ assets collateralizing the loan.  The loans were collateralized by a portfolio of $30 billion in assets of Bear Stearns, based on the value of the portfolio as marked to market by Bear Stearns on March 14, 2008.
  The loans are for a term of 10 years, renewable by the Reserve Bank.

Upon liquidation of the Bear Stearns assets, the $29 billion loan by the Reserve Bank will be paid first.  JPMorgan will be repaid its $1 billion only if funds are available after the Federal Reserve’s loan is paid off.  Any surplus remaining from the liquidation of the assets after the loans have been paid will be retained by the Reserve Bank as profit.  The Federal Reserve hired a private firm, BlackRock Financial Management Inc., to manage and liquidate the Bear Stearns assets.

The interest rate due on the loan from the Reserve Bank is the primary credit rate (currently 2.5 percent) and fluctuates with the discount rate.  The interest rate on the subordinated note from JPMorgan is higher—the primary credit rate plus 475 basis points (currently, a total of 7.25 percent).  Repayment of the loans will begin on the second anniversary of the loan, unless the Reserve Bank determines that payments should begin earlier. 
The Federal Reserve issued a statement stating that its provision of financial assistance to facilitate the Bear Stearns acquisition was intended “to bolster market liquidity and promote orderly market functioning.”
  The Reserve Bank loan reportedly is the largest ever made by the Federal Reserve to a single firm.
  
In testimony before Congress, Federal Reserve Chairman Bernanke described the exigent nature of the circumstances warranting its intervention in the Bear Stearns transaction:

Our financial system is extremely complex and interconnected, and Bear Stearns participated extensively in a range of critical markets.  The sudden failure of Bear Stearns likely would have led to a chaotic unwinding of positions in those markets and could have severely shaken confidence.  The company’s failure could also have cast doubt on the financial positions of some of Bear Stearns’ thousands of counterparties and perhaps of companies with similar businesses.  Given the exceptional pressures on the global economy and financial system, the damage caused by a default by Bear Stearns could have been severe and extremely difficult to contain.  Moreover, the adverse impact of a default would not have been confined to the financial system but would have been felt broadly in the real economy through its effects on asset values and credit availability.

F. The Role of Treasury and the SEC 
The Treasury Department and the SEC played only tangential roles in the Bear Stearns transaction.  Both agencies were in close communication with the Federal Reserve during the events that transpired, but neither agency had the authority of the central bank to “rescue” Bear Stearns in the way that was done. 

The Treasury Department does not have direct regulatory jurisdiction over the banking industry or the securities industry.
  In testimony before Congress concerning the Bear Stearns transaction, Under Secretary Robert Steel described the Treasury’s role as follows:

Our role at the Treasury Department was to support the independent regulators and their efforts with private parties as credit markets were operating under considerable stress, and we believed that certain prudent actions would help to mitigate systemic risk, enhance liquidity, facilitate more orderly markets, and minimize risks to the taxpayers.

The Treasury Department supports the actions taken by the Federal Reserve Bank of New York and the Federal Reserve.  We believe the agreements reached were necessary and appropriate to maintain stability in our financial system during this critical time.
Obviously, each independent regulator had to make its own individual assessment and determination as to what actions it would or would not take.  While the Treasury Department was not a party to any agreements, we have a great deal of respect for the leadership of each regulator and appreciate their efforts during this extraordinary time.

According to Under Secretary Steel, “regulators were continuously communicating with one another, working collaboratively, and keeping each other apprised of the changing circumstances.”

The role of the SEC in the Bear Stearns crisis also was limited.  Although the SEC regulates Bear Stearns under its “consolidated supervised entities” program,
 the SEC does not have the function or authority to extend credit or liquidity facilities to investment banks or any other regulated entity.  
Because the SEC is Bear Stearns’ federal supervisor, the Federal Reserve Board maintained close communication with that agency in connection with the negotiations leading to the acquisition of Bear Stearns.  On the day after the acquisition of Bear Stearns, the SEC asked Federal Reserve Bank examiners to directly assess the condition of the major investment banks under the SEC’s jurisdiction.
  The Federal Reserve does not have direct authority to examine investment banks, other than those that are owned by bank holding companies.
IV. Legal Authority

Certain of the Federal Reserve’s recent actions have been unusual and innovative, raising questions as to whether the Federal Reserve acted within its legal authority.  Among other commentators, for example, former Federal Reserve Board Chairman Paul Volcker said of the Board’s involvement in the Bear Stearns transaction that it extended “to the very edge of its lawful and implied powers. . . .”
  
A review of the relevant provisions of the Federal Reserve Act nevertheless indicates that the Federal Reserve’s actions were supported by ample legal authority.

A. Authority to Target Interest Rates

The Federal Reserve’s actions targeting reductions in the federal funds rate through purchases and sales of government securities in the open market were taken pursuant to sections 12A and 14 of the Federal Reserve Act. 

Section 12A provides for the establishment of the Federal Open Market Committee and requires the FOMC to “consider, adopt, and transmit to the several Federal Reserve banks, regulations relating to the open-market transactions of such banks.”
  Section 12A provides authority for the Federal Reserve to purchase and sell government securities in the open market with a view to influencing interest rates.  Section 14 of the Act also authorizes the Reserve Banks to purchase and sell bankers’ acceptances, gold, and government securities.
  The time, character, and volume of all such purchases and sales “shall be governed with a view to accommodating commerce and business and with regard to their bearing upon the general credit situation of the country.”

While some commentators have questioned the timing and amounts of the FOMC’s interest rate adjustments, the FOMC’s legal authority generally is well recognized and has not been challenged.

B. Authority for Loans and Discounts to Banks
Several provisions of the Federal Reserve Act authorize the Federal Reserve Board to act as the “lender of last resort.”
  

Section 10B of the Federal Reserve Act authorizes each Federal Reserve Bank, under regulations prescribed by the Board, to make advances to depository institutions that have maturities of not more than four months and that are secured to the satisfaction of the Reserve Bank.
  Section 13 of the Act authorizes the Federal Reserve Banks to make advances to banks, secured by Treasury bills or other eligible collateral, for a maximum of 90 days.
  Section 13 of the Act authorizes the Reserve Banks to discount commercial paper of banks, subject to regulation by the Board.
  Section 14 of the Act authorizes the Federal Reserve Board to establish “rates of discount” to be charged to banks for loans, which “shall fixed with a view of accommodating commerce and business.”

The Federal Reserve’s “discount window” operates pursuant to this authority.
  Although the Reserve Banks discounted paper at one time, the Reserve Banks now extend credit primarily by making advances rather than by discounting paper.

The Board’s Regulation A establishes the rules under which a Federal Reserve Bank may extend credit to depository institutions and others and states as a matter of policy that the Federal Reserve System extends credit “with due regard to the basic objectives of monetary policy and the maintenance of a sound and orderly financial system.”
  Regulation A describes three types of credit available to banks, as follows:

(a) Primary credit.  
A Federal Reserve Bank may extend primary credit on a very short-term basis, usually overnight, as a backup source of funding to a depository institution that is in generally sound financial condition in the judgment of the Reserve Bank.  Such primary credit ordinarily is extended with minimal administrative burden on the borrower.  A Federal Reserve Bank also may extend primary credit with maturities up to a few weeks as a backup source of funding to a depository institution if, in the judgment of the Reserve Bank, the depository institution is in generally sound financial condition and cannot obtain such credit in the market on reasonable terms.  Credit extended under the primary credit program is granted at the primary credit rate.
(b) Secondary credit.  
A Federal Reserve Bank may extend secondary credit on a very short-term basis, usually overnight, as a backup source of funding to a depository institution that is not eligible for primary credit if, in the judgment of the Reserve Bank, such a credit extension would be consistent with a timely return to a reliance on market funding sources.  A Federal Reserve Bank also may extend longer-term secondary credit if the Reserve Bank determines that such credit would facilitate the orderly resolution of serious financial difficulties of a depository institution.  Credit extended under the secondary credit program is granted at a rate above the primary credit rate.
(c)  Seasonal credit.  
A Federal Reserve Bank may extend seasonal credit for periods longer than those permitted under primary credit to assist a smaller depository institution in meeting regular needs for funds arising from expected patterns of movement in its deposits and loans.  An interest rate that varies with the level of short-term market interest rates is applied to seasonal credit.
  * * * *

The recent actions of the Federal Reserve Banks in extending credit to commercial banks and other depository institutions were taken pursuant to the above authority.

C. Authority for Term Auction Facility for Banks

On December 17, 2007, the Board amended Regulation A to authorize the term auction facility available to banks, as described above.
  As authority for this action, the Board cited section 10B of the Federal Reserve Act.
  Regulation A, as amended, provides as follows:

(e) Term auction facility. 
(1) A Federal Reserve Bank may make an advance to a depository institution pursuant to an auction conducted under this paragraph and at the rate specified in § 201.51(e) if, in the judgment of the Reserve Bank, the depository institution is in generally sound financial condition and is expected to remain in that condition during the term of the advance.  An auction under this paragraph shall be conducted subject to such conditions, including conditions regarding the participants, size and duration of the facility, minimum bid amount, maximum bid amount, term of advance, minimum bid rate, use of proceeds, and schedule of auction dates, as the Board may establish from time to time in connection with the term auction facility.  The Board may appoint one or more Reserve Banks or others to conduct the auction.  

(2) Authorization for the term auction facility established by § 201.4(e)(1) shall expire on such date as set by the Board.

D. Authority for Loans to Non-Depository Institutions

The Federal Reserve Act also authorizes the Federal Reserve to provide credit to non-depository institutions.  Until the Bear Stearns transaction, the Board had not used this authority since the 1933’s.

Section 13 of the Federal Reserve Act authorizes the Reserve Banks to make advances of up to 90 days to “any individual, partnership or corporation” secured by direct obligations of the United States or by ay obligation which is a direct obligation of, or fully guaranteed as to principal and interest by, any agency of the United States.
  
In addition, and subject to more stringent limitations, section 13 authorizes the Reserve Banks to discount for “any individual, partnership, or corporation” notes, drafts, and bills of exchange when such notes, drafts, and bills of exchange are indorsed or otherwise secured to the satisfaction of the Federal Reserve Bank.
  The authority discount is limited to “unusual and exigent circumstances” and a Reserve Bank must have evidence that the recipient of the discount is “unable to secure adequate credit accommodations from other banking institutions.”  Any such action must be approved by the affirmative vote of at least five Board members, and all discounts for individuals, partnerships, and corporations “shall be subject to such limitations, restrictions, and regulations as the Board of Governors of the Federal Reserve System may prescribe.”

Regulation A addresses the availability of “emergency credit for others”:
Emergency credit for others.  In unusual and exigent circumstances and after consultation with the Board of Governors, a Federal Reserve Bank may extend credit to an individual, partnership, or corporation that is not a depository institution if, in the judgment of the Federal Reserve Bank, credit is not available from other sources and failure to obtain such credit would adversely affect the economy.  If the collateral used to secure emergency credit consists of assets other than obligations of, or fully guaranteed as to principal and interest by, the United States or an agency thereof, credit must be in the form of a discount and five or more members of the Board of Governors must affirmatively vote to authorize the discount prior to the extension of credit.  Emergency credit will be extended at a rate above the highest rate in effect for advances to depository institutions.

This provision authorized the Federal Reserve’s extension of credit to Bear Stearns prior to its acquisition by JPMorgan. There is little doubt that the circumstances preceding the loan were “unusual and exigent.”  As the president of the Federal Reserve Bank of New York testified before Congress:  “We judged that a sudden, disorderly failure of Bear would have brought with it unpredictable but severe consequences for the functioning of the broader financial system and the broader economy, with lower equity prices, further downward pressure on home values, and less access to credit for companies and households.”

The Federal Reserve Act does not specifically authorize the Federal Reserve to examine non-depository institutions to which it extends credit and does not subject such institutions to any reporting or other regulatory requirements.
  Although the Federal Reserve Bank of New York has sent examiners to certain of the securities dealers that have accessed the primary dealer credit facility, it has done so pursuant to informal arrangements with the SEC and the institutions involved (i.e., “at the invitation of” the SEC and “with the concurrence of” the institutions involved).

E. Authority for JPMorgan Acquisition of Bear Stearns 

JPMorgan’s acquisition of Bear Stearns generally did not require any formal approval by federal regulators—including the Federal Reserve, OCC and SEC—although the regulators reviewed the transaction on an expedited basis and were involved in the negotiations leading to the acquisition.  

The Reserve Bank loan of $29 billion which facilitated the transaction did require approval by the Federal Reserve Board.  Such approval was forthcoming pursuant to the Board’s lending authority discussed above.

As a financial holding company, JPMorgan was permitted to acquire Bear Stearns without prior regulatory approval by virtue of section 4(k) of the Bank Holding Company Act (“BHC Act”).
  The BHC Act required only that JPMorgan notify the Board within 30 days after acquiring control of Bear Stearns and its nonbanking subsidiaries.
  JPMorgan’s acquisition of Bear Stearns Bank & Trust, a subsidiary trust company of Bear Stearns, did require Federal Reserve approval, which the Board granted on an expedited basis.
  

In order to facilitate the transaction, the Board exempted JPMorgan from the prohibitions on transactions between banks and their affiliates in sections 23A and 23B of the Federal Reserve Act.
  The exemption was for a period of 18 months, up to an aggregate of 50 percent of the bank’s capital.  The Board previously has granted similar temporary exemptions to facilitate the orderly integration of merged companies and internal reorganizations.  The exemption is subjection to the following conditions:

· The exemption applies only to extensions of credit by JPMorgan Bank to an affiliate and to guarantees issued by the bank on behalf of an affiliate that are fully collateralized and subject to daily mark-to-market and re-margining requirements; 
· JPMorgan (the parent bank holding company) must guarantee the performance of the affiliate for the benefit its subsidiary bank in connection with any exempt extension of credit or guarantee by the bank;

· In the second quarter of 2008, the exemption would be limited in the aggregate to 50 percent of the bank’s capital stock and surplus.  The amount of the exemption would then be reduced by one-sixth (that is, 8.33 percent of the bank’s capital stock and surplus) in each subsequent quarter until the exemption expires after six quarters. 
· In addition, the bank would continue to be subject to the requirement of section 23B of the Federal Reserve Act that financial transactions between a bank and an affiliate be on terms that are substantially the same, or at least as favorable to the bank, as those that the bank would in good faith offer to nonaffiliates. 

The Board stated that granting the exemption would have “substantial public benefits” by assisting JPMorgan in ensuring the liquidity of Bear Stearns and facilitating the orderly integration of Bear Steams with and into JPMorgan after the acquisition.
The Board also granted relief from the risk-based capital and leverage requirements applicable to bank holding companies.
  Specifically, the Board permitted JPMorgan, for an18-month period, to exclude from its total risk-weighted assets (the denominator of the risk-based capital ratios) any risk-weighted assets associated with the assets and other exposures of Bear Stearns for purposes of applying the risk-based capital guidelines.  This exemption applies to risk-weighted assets of Bear Steams existing on the date of acquisition of Bear Stearns by JPMorgan, up to a total amount not to exceed $220 billion.  The amount of the exemption will be reduced by one-sixth in each subsequent quarter and also will be reduced in the event that JPMorgan sells or otherwise transfers to third parties any of certain specified Bear Steams subsidiaries.   
The Board also permitted JPMorgan, for a period of 18 months, to exclude from the denominator of its tier 1 leverage capital ratio any balance-sheet assets of Bear Stearns acquired by JPMorgan, for purposes of applying the leverage capital guidelines.  The exemption applies to the assets of Bear Steams existing on the date of acquisition of Bear Stearns by JPMorgan up to an amount not to exceed $400 billion.  As with the risk-based capital exemption, the amount of the leverage exemption will be reduced by one-sixth in each subsequent quarter and upon sale or transfer of the assets.
The Board stated that these actions were necessary to assist JPMorgan in acquiring and stabilizing Bear Stearns and would facilitate the orderly integration of Bear Steams into JPMorgan.  
V. Implications For The Federal Safety Net

The Federal Reserve’s actions in response to the crisis in U.S. financial markets have raised questions concerning the scope of the federal “safety net” underlying the financial system.  These questions generally concern whether the safety net has been expanded too far and what should be done about it.  In particular, a key issue is whether securities firms should have the same access to central bank credit as banks do and, if so, whether they should be subject to a heightened degree of regulation.  Another issue is when and how the federal safety net should be retracted and whether and how it can be limited in the future to avoid “moral hazard.”

Rather than presuming to answer these questions, which involve important issues of public policy, this paper will simply describe the safety net concept and set forth some of the concerns that have been voiced. 
A. The Safety Net

The federal safety net traditionally has been thought of as the implicit and explicit government guarantees that stand behind the banking system.  Historically, these have included federal deposit insurance and access to the Federal Reserve discount window for liquidity purposes.  Some commentators also include within the safety net two other features of the banking system:  access to the Fedwire payments system and prudential supervision of banks.

The rationale for the federal safety net is that banks are “special” in a number of ways that warrant special protection.  In his classic essay, Gerald Corrigan postulated that banks are special for three reasons:  (i) they offer transaction accounts, (ii) they are the backup source of liquidity for all other institutions, and (iii) they are the transmission belt for monetary policy.
  While other financial institutions have taken on some of the attributes of banks in recent years, still no other type of institution combines these three unique characteristics of banks.  Because of their special characteristics, the safety net affords banks a measure of support not generally available to other financial institutions.  

Former Federal Reserve Board Chairman Alan Greenspan has described the benefits of the federal safety net as follows: 

The safety net, along with our improved understanding of how to use monetary and fiscal policies, has played a critical role in this country in eliminating bank runs, in assuaging financial crises, and arguably in reducing the number and amplitude of economic contractions in the past sixty years.  Deposit insurance, the discount window, and access to Fedwire and daylight overdrafts provide depository institutions and financial market participants with safety, liquidity, and solvency unheard of in previous years.
 

Despite these benefits, Chairman Greenspan has referred to the safety net as a “mixed blessing”:

These benefits, however, have come with a cost: distortions in the price signals that are used to allocate resources, induced excessive risk-taking, and, to limit the resultant moral hazard, greater government supervision and regulation.  Clearly, the latter carries with it attendant inefficiencies and limits on innovation.

Until the latest financial crisis, concerns about safety net expansion have focused primarily on banking organizations.  As banking institutions have consolidated into more complex and diverse organizations and expanded into broader financial markets, questions have been raised about expanding the safety net to nonbank affiliates of banks, third party outsource vendors, and risks from non-traditional activities.  These questions have focused on the potential for increased taxpayer costs stemming from larger bank failures and demands on supervisory resources, as well as complaints that the safety net effectively subsidizes bank affiliates, giving them an unfair competitive advantage over nonbank competitors that do not enjoy deposit insurance and other safety net benefits.  Concerns also have been raised that the implicit federal safety net guarantee creates moral hazard by inducing excessive risk-taking and uneconomic market behavior, resulting in artificial distortions in the marketplace. 

To counter complaints of competitive advantage, banks have responded that they pay for the federal safety net through deposit insurance premiums, supervisory fees and the cost of complying with a host of regulatory requirements.
  They also point out that borrowings from the discount window are fully collateralized and subject to restrictions that make it unfeasible to use the discount window as a source of general operating funds in the ordinary course of business.  They also maintain that undue risk-taking is deterred by risk-based capital requirements, restrictions on bank transactions with affiliates under sections 23A and 23B of the Federal Reserve Act, internal risk-management processes, and market discipline.
Chairman Greenspan has commented on the government subsidy to the banking sector inherent in the federal safety net.  His remarks in this regard are perhaps the most comprehensive description of the federal safety net, and are quoted here at length:

In this century the Congress has delegated the use of the sovereign credit—the power to create money and borrow unlimited funds at the lowest possible rate—to support the banking system.  It has done so indirectly as a consequence of deposit insurance, Federal Reserve discount window access, and final riskless settlement of payment system transactions.  The public policy purpose was to protect depositors, stem bank runs, and lower the level of risk to the financial system from the insolvency of individual institutions.  In insuring depositors, the government, through the FDIC, substituted its unsurpassable credit rating for those of banks.  Similarly, provisions of the Federal Reserve Act enabled banks to convert illiquid assets, such as loans, into riskless assets (deposits at the central bank) through the discount window, and to complete payments using Federal Reserve credits.  

All these uses of the sovereign credit have dramatically improved the soundness of our banking system and the public’s confidence in it.  In the process, it has profoundly altered the risks and returns in banking.  Sovereign credit guarantees have significantly reduced the amount of capital that banks and other depositories need to hold, since creditors demand less of a buffer to protect themselves from the failure of institutions that are the beneficiaries of such guarantees.  In different language, these entities have been able to operate with a much higher degree of leverage—that is, to obtain more of their funds from other than the owners of the organization—than virtually all other financial institutions.  At the same time, depositories have been able to take greater risk in their portfolios than would otherwise be the case, because private creditors—depositors and others—are less affected by the illiquidity of, or losses on, the banks’ portfolios.  The end result has been a higher risk-adjusted rate of return on depository institution equity.  Moreover, the enhanced ability to take risk has contributed to economic growth, while the discount window and deposit insurance have contributed to our macroeconomic stability.  

But all good things have their price.  The use of the sovereign credit in banking—even its potential use—creates a moral hazard that distorts the incentives for banks: the banks determine the level of risk-taking and receive the gains therefrom, but do not bear the full costs of that risk.  The remainder of the risk is transferred to the government.  This then creates the necessity for the government to limit the degree of risk it absorbs by writing rules under which banks operate, and imposing on these entities supervision by its agents—the banking regulators—to assure adherence to these rules.  * * * *
The subsidy to the banking and other depositories created by the use of the unsurpassable sovereign credit rating of the United States government is an undesirable but unavoidable consequence of creating a safety net.  Indeed, one measure of the effectiveness of a safety net is our ability to minimize the subsidy and limit its incidence outside of the area to which it was directed.  Some of the value of the subsidy has been passed to depositors of, and borrowers from, banks, for example, as well as to the original bank shareholders.  But, the United States government has been remarkably successful in containing the value of most of the subsidy within depository institutions.  The bank holding company organizational structure has, on balance, provided an effective means of limiting the use of the sovereign credit subsidy by other parts of the banking organization.  To be sure, bank holding companies have indirectly benefited from the subsidy because their major assets are subsidiary banks.  The value of the subsidy given to the subsidiary banks has no doubt been capitalized in part into the share prices of holding companies and has improved their debt ratings, lowering their cost of capital.  But, holding companies also own nonsubsidized entities that have no direct access to the safety net.  Accordingly, both bank holding companies and their nonbank subsidiaries have a higher cost of capital than banks. 

This is clear in the debt ratings of bank subsidiaries of bank holding companies, which are virtually always higher than those of their parent holding companies.  Moreover, existing law and regulation under Sections 23A and 23B of the Federal Reserve Act require that any credit extended by a bank to its parent or affiliate not only be totally collateralized and subject to quantitative limits, but also be extended at arms-length and at market rates, making a direct transfer of the safety net subsidy difficult. 

It is true that a bank could pay dividends from its earnings, earnings which have been enhanced by the safety net subsidy, to fund its parent's nonbank affiliates.  However, the evidence appears to be that such transfers generally do not occur.  Existing holding company powers are limited and do not offer a broad spectrum of profitable opportunities.  Accordingly, it is not surprising that data for the top 50 bank holding companies indicate that transfers from bank subsidiaries to their parents which, like dividends, embody the subsidy, appear to have approximately equaled holding company net transfers to their own shareholders and long-term creditors.  This indicates that few subsidized dollars in the aggregate found their way into the equity accounts of holding company nonbank affiliates from the upstreaming of bank funds. 

We must, I think, be continually on guard that the subsidy provided by the safety net does not leak outside the institutions for which it was intended and provide a broad subsidy to other kinds of activities.  Put another way, we must remain especially vigilant in maintaining a proper balance between a safety net that fosters economic and financial stabilization and one that benefits the competitive position of private businesses for no particular public purpose.  As I noted, safety net subsidies have costs in terms of distorted incentives and misallocated resources.  That is why the Congress must be cautious in how the sovereign credit is used.
 

The concerns expressed by former Chairman Greenspan and others about extending the “sovereign credit” have made policymakers cautious about expanding the safety net to cover financial institutions other than deposit-taking entities.  Congress and the federal banking regulators have sought to limit expansion of the federal safety net through a variety of regulatory provisions and  supervisory policies.
  Moreover, federal regulators in recent years have attempted to offset the effects of the federal safety net by relying more on market discipline in their supervision of banks.
  Former Chairman Greenspan has suggested that the safety net be priced on market terms, including charging more for FDIC insurance.
    

B. Enhancement of the Safety Net for Banks
The recent actions of the Federal Reserve Board have enhanced the federal safety net for banks by creating a new term auction facility, lengthening the maturities on discount window primary credit, and extending credit to facilitate the acquisition of a securities dealer by a banking organization.  The Board’s actions, which appear consistent with its legal authority, demonstrate the flexibility of the federal safety net in stabilizing the banking system in times of stress. 
 

Nevertheless, the Board’s actions raise questions as to whether this broad deployment of the federal safety net reinforces or increases the moral hazard inherent in the safety net.
  Federal Reserve Chairman Bernanke addressed these concerns recently:

The provision of liquidity by a central bank can help mitigate a financial crisis.  However, central banks face a tradeoff when deciding to provide extraordinary liquidity support.  A central bank that is too quick to act as liquidity provider of last resort risks inducing moral hazard; specifically, if market participants come to believe that the Federal Reserve or other central banks will take such measures whenever financial stress develops, financial institutions and their creditors would have less incentive to pursue suitable strategies for managing liquidity risk and more incentive to take such risks.
 
According to Chairman Bernanke, the moral hazard liability can be minimized through supervisory measures requiring banks to adopt risk management practices designed to manage liquidity risks more effectively:
Although central banks should give careful consideration to their criteria for invoking extraordinary liquidity measures, the problem of moral hazard can perhaps be most effectively addressed by prudential supervision and regulation that ensures that financial institutions manage their liquidity risks effectively in advance of the crisis.  * * * *  Indeed, under the international Basel II capital accord, supervisors are expected to require that institutions have adequate processes in place to measure and manage risk, importantly including liquidity risk.

Bernanke noted that the Federal Reserve and other supervisors are reviewing their supervisory policies and guidance regarding liquidity risk management to determine what improvements can be made.  In particular, he said, future liquidity planning must take into account the possibility of a sudden loss of substantial amounts of secured financing. 
Concerns also have been voiced about the long-term prudence of increasing the amount of loans outstanding on the Federal Reserve’s balance sheet resulting from its enhanced credit facilities, and the large amount of mortgage-backed securities the Federal Reserve has accepted as collateral for such loans.  As one commentator pointed out, nearly one-half of the Federal Reserve’s balance sheet—more than $400 billion—is now exposed to credit risk through the new lending facilities.
  
Some commentators have questioned whether the Federal Reserve has misdiagnosed the nation’s economic problem and has expanded the safety net to no avail when it should be pursuing other policies.
  Others have suggested that the Federal Reserve’s actions are only stopgap solutions and that the central bank’s tools need to be modernized.

Questions also have been raised as to whether the Federal Reserve’s intervention in the JPMorgan/Bear Stearns transaction was an appropriate use of its role as lender of last resort, and whether the Federal Reserve was too closely involved in negotiating the terms of a transaction between private parties.
  Former Federal Reserve Board Chairman Paul Volcker has commented that the Board’s actions were on the “very edge of its lawful and implied powers” and “transcend[ed] the process certain long-embedded central banking principles and practices.”
  
C. Expansion of the Safety Net to Securities Firms
The Federal Reserve’s extension of emergency liquidity credit to Bear Stearns and other securities dealers expanded the federal safety net beyond the banking industry, raising questions as to how far the safety net will be stretched in the future and what price securities firms should pay for safety net protection.  
Among other things, the Board’s action has been criticized as a “taxpayer bailout” of Bear Stearns that “rewarded bad behavior” and created an unwise “too-big-to-fail” precedent among securities firms, as well as creating potential taxpayer losses if the $29 billion loan is not repaid.
  Critics have faulted the Board for creating an open-ended exposure to securities dealers and putting its balance sheet “in harm’s way.”
  Concerns also have been voiced that the Board has damaged its reputation as an “honest broker” in financial crises.

On the other hand, it is widely recognized that the Federal Reserve “had no choice.”
  Indeed, the Board has been criticized for not acting sooner to provide a credit facility for securities dealers that might have prevented Bear Stearns from collapsing.
  Moreover, the Fed has said, the risk of taxpayer loss as a result of the transaction is small in view of the collateral backing it.  And the dramatic consequences for Bear Stearns’ shareholders would seem to dissuade undue risk-taking or “moral hazard” in the future.
Under its current authority, the Federal Reserve may extend credit to securities dealers or other non-depository institutions only when “unusual and exigent circumstances” exist (unless the loans are fully secured by U.S. government securities).  At some point, the Board will need to determine when such circumstances no longer exist and terminate the credit facility for primary dealers.  In creating the facility, the Board stated that it would be in place for at least six months and might be extended “as conditions warrant.”  In the meantime, lawmakers in Congress will be considering whether to broaden the Board’s authority to loan to securities dealers on a more permanent basis and on what terms and conditions.  

If the safety net is extended to securities firms on a more permanent basis, questions will arise as to which components of the safety net should apply, what regulatory provisions should apply, and which agency of government should apply them.
  Senator Shelby, for one, has questioned whether the Federal Reserve should have unilateral authority to “bailout” non-depository institutions or whether this authority should be shared with other agencies and the President.

The price of access to the Federal Reserve’s credit facilities for banks is cradle-to-grave supervision.  Banks are subject to a heavy regime of regulation, including year-round on-site examination, risk-based capital requirements, restrictions on affiliate transactions, activity limitations, lending limits, a host of consumer protection rules, community reinvestment obligations, and a long list of other requirements.  If securities dealers obtain the same access to safety net credit as banks, the question will arise as to whether they should be subject to the same degree of regulation, and who should regulate them.  
Some experts argue that extending bank-like regulation to securities firms would interfere with free market forces, introduce unnecessary regulatory costs, and induce risk-taking by such firms, thereby contributing to increased moral hazard in the financial system.
  Moreover, these experts argue, securities firms are different from banks in ways that would make bank-like regulation—as well as bank-like access to the discount window—inappropriate:

There is no reason in principle that the failure of a securities firm—no matter how large—should be a systemic event.  Securities firms and investment banking firms are different from banks, and people who believe that size alone is what determines whether a firm is too big to fail do not understand this difference. . . . The argument that large securities firms should have regularized access to the Fed’s discount window ultimately rests upon the erroneous notion that they are too big to fail.  While this could conceivably be true for some banks, it is clearly not true for securities firms. * * * *

Commercial banks make loans, which can be difficult to sell when they need cash to meet depositors’ demands.  In addition, when depositors generally want to hold cash instead of bank deposits, the need for a large number of banks to sell assets at the same time can drive down market prices and weaken the financial condition of the banks.  This is exactly the same process that is causing turmoil in today’s markets, although the reason is more complicated than a simple demand for cash by depositors.  The Fed’s discount window was established in order to address this problem.  It allowed banks to pledge their best and most liquid assets to the Fed as collateral for loans, with the assurance that they could redeem the assets when the deposit withdrawals have ended and the loans are repaid. 
In principle, then, discount window access should not be required for securities firms.  Unlike commercial banking, in which the essence of the business is to acquire assets—loans—that are inherently difficult to liquidate, the securities industry presents a completely different pattern.  Virtually all the assets of securities firms are securities, not commercial loans, and are thus inherently more liquid than the assets of banks. Securities can be sold or pledged for financing without difficulty when markets are functioning normally. Thus, if one were designing a system from scratch in, say, 2005, there would have been no reason to assume that any financial institutions other than commercial banks would need a facility like the Fed’s discount window.
The collapse of Bear Stearns was an unfortunate event, but it is wrong to believe that the Fed would have stepped in if conditions in the financial markets at that moment were not so dire.  The collapse and bankruptcy of Drexel Burnham and Kidder Peabody, as noted above, occurred without any substantial market impact.  * * * *  Drexel had asked the Fed for support, but was refused.  Extending bank-like regulation to the securities industry rests upon the false assumption that Bear Stearns would have been bailed out regardless of market conditions simply because it was a large financial player.  To be sure, Bear Stearns was one of the major securities firms, but its failure under normal market conditions would not have caused systemic risk—no matter what its size.
The reason for this is another difference between commercial banks and investment banks.  Commercial banks do not collateralize their borrowings.  They borrow on the basis of their balance sheets.  In addition, the business of banking requires that banks hold deposits from other banks, and banks are always in the process of clearing payments and deposits on which other banks may already have paid out funds.  As an example, if a check drawn on bank A is deposited in bank B, it would not be unusual for bank B to allow its customer to use the funds before they have actually been collected from bank A. Multiplied millions of times a day, it is obvious that large sums are always in the process of collection between banks.  If a large bank were to fail, its inability to meet its payment obligation would cascade down through the banking system, jeopardizing the ability of other banks down the line to make their own payments.  That is why a large bank could be too big to fail. 
Securities firms, also called investment banks, are entirely different.  They do not borrow on the basis of their balance sheets.  Instead, their borrowing is generally collateralized by the securities they hold.  If they fail, their counterparties can sell the collateral, which is generally highly liquid, to make themselves whole.  The problem that Bear Stearns and other investment banks have encountered in the recent market turmoil is that their collateral was no longer acceptable, or was not acceptable for the funding they needed.  For this reason, it is incorrect to say that securities firms—simply because they are large or connected to many other firms—have become too big to fail.  When markets are functioning normally, the failure of a securities firm does not have anything like the market effect of the failure of a bank, because the lenders and counterparties of securities firms are generally protected by collateralization of the obligations they hold.  It was the fact that markets were not functioning normally that made the possible failure of Bear Stearns a systemic event.  The collateral that would normally have protected the firm’s counterparties could not be marketed, and the psychological effect of the failure would have seriously worsened the loss of market confidence that then prevailed.
  

On the other hand, New York Reserve Bank President Geithner has commented on the increasingly bank-like role of investment banks in the financial system which may justify an expansion of the federal safety net to cover them:  

Over the past 30 years, we have moved from a bank-dominated financial system to a system in which credit is increasingly extended, securitized and actively traded in a combination of centralized and decentralized markets.  In many ways, the business models of banks and non-bank financial institutions—especially large securities firms—have converged, with banks playing a greater agency role in the credit process, and securities firms doing more of the financing.
It is important to understand that investment banks now perform many of the economic functions traditionally associated with commercial banks, and they are also vulnerable to a sudden loss of liquidity.  Unlike commercial banks, which rely significantly on deposits for funding, investment banks operate according to a business model in which they fund large portions of their balance sheets on a secured, short-term basis in what is known as the repo market. Because the assurance of access to short-term secured funding on a daily basis is such a critical component of business functioning for these entities, they are vulnerable to the possibility of a sudden pullback in short-term lending, or a reduction in the willingness of investors to lend against certain classes of securities. 
As we have seen throughout the past nine months, these changes in the relative roles of traditional commercial banks and investment banks have changed the nature of financial stability.  In the United States, the regulatory framework and most of the tools that were created to prevent and manage financial crises were developed in a bank-dominated era, and we have had to adapt those tools to deal with current market realities.

Former Federal Reserve Chairman Volcker has expressed concern that a broad expansion of the federal safety net to securities firms and other institutions may implicate political questions that are unsuited for a central bank and could undermine the Federal Reserve’s independence:

Recent events raise another significant question for central banking.  Given the strong pressures and the immobility of the mortgage markets – pressures spreading well beyond the sub-prime sector – central banks in the United States and elsewhere have directly or indirectly intervened in a large scale in those markets.  That approach departs from time-honored central bank practices of limiting lending or direct purchases of securities to government obligations or to strong highly rated commercial loans.  Apart from any consequent risk of loss, intervention in a broad range of credit market instruments may imply official support for a particular sector of the market or of the economy.  Questions of appropriate public policy may in turn be raised, going beyond the usual remit of central banks, which are typically provided a high degree of insulation from political pressures.  That independence is integral to the central responsibility of the Federal Reserve (and other central banks) for the conduct of monetary policy.

VI. Implications for the Financial Regulatory Structure 

Any discussion of extending the federal safety net to securities firms and other financial institutions necessarily implicates the structure of financial regulation.  In particular, any expansion of the federal safety net likely will mean an expansion of the Federal Reserve Board’s regulatory authority over securities firms, potentially at the expense of the SEC.  On the other hand, it also could mean a reduction of the Board’s role in the day-to-day supervision of banking organizations.
The expansion of the federal safety net has broad implications for the future of financial regulation in the United States.  The Chairman of the Joint Economic Committee of Congress has stated that the crisis signified a failure of regulation as much as a failure of the marketplace:
In my view, this credit crisis is as much a failure of regulation as it is a failure of the marketplace.  The goal of regulation should always be to encourage entrepreneurial vigor while ensuring the health of the financial system.  We found that balance in the past, but it seems to have been lost.  We have a 21st century global financial system, but a 20th century national set of financial regulations.  That needs to change soon.

Shortly after the Bear Stearns transaction, the Treasury Department released a comprehensive Blueprint for a Modernized Financial Regulatory Structure.
  Although this report had been in the making for more than a year, it addressed certain of the issues raised by the Bear Stearns transaction and the extension of the federal safety net to non-depository institutions.  

The Treasury’s Blueprint, and the Bear Stearns crisis, are potentially consequential for the financial regulatory system as a whole and for the Federal Reserve and SEC in particular.  

A. Implications for the Federal Reserve

Among its recommendations for longer term reform, the Blueprint recommends that the Federal Reserve Board be designated the “market stability regulator.”  As such, it would have broad new powers over all types of financial institutions, including securities firms and insurance companies as well as banks.  The Board’s new responsibilities are not clearly enumerated in the Blueprint but would be “broad, important, and difficult to undertake.”
  Among other things, the Board would have authority to conduct joint examinations of financial institutions with their primary regulator, require financial information reporting and disclosure by financial institutions, and take corrective actions when necessary in the interest of overall financial market stability.  
The Blueprint adopts the view that, whatever the ultimate financial structure, the Federal Reserve needs to play a central role in maintaining stability in the marketplace and that it can do so only if it has a regulatory relationship with financial institutions.  The Blueprint is unclear, however, as to what that relationship should be precisely.

Oddly enough, while the Blueprint would significantly enhance the Board’s authority over securities firms and other financial institutions, it would substantially eliminate the Board’s traditional role as a day-to-day regulator of state banks and bank holding companies.
  The Blueprint thus raises questions as to how broad the Board’s regulatory powers would be in practice.  The Board has long insisted that it needs the vantage point provided by daily supervision of banking organizations in order to perform its central banking functions most effectively.
  Thus, as a practical matter, the efficacy of the Board’s role as the “market stability regulator” may be questionable under the Blueprint’s recommendations. 
In response to the Blueprint’s recommendations, former Federal Reserve Chairman Paul Volcker emphasized the need to maintain and strengthen the role of the Federal Reserve in banking supervision and regulation:

The Federal Reserve has in practice, and enshrined in its founding mandate, certain responsibilities for commercial banking supervision.  In practice, it has in my mind been properly considered as “primus inter pares” among the various financial regulators.
In my view, a continuing strong role in banking regulation and supervision by the Fed has been important for at least three reasons.  First, as the “lender of last resort” and the ultimate provider of financial liquidity, it should be intimately aware of conditions in the banking system generally and of particular institutions within it, a precondition for decisions with respect to financial or other assistance.
Second, the widely understood and accepted independence of the central bank provides strong protection from the narrow political pressures that may be brought to bear in the exercise of regulatory responsibilities.
Third, the broad responsibilities of the Federal Reserve to encourage orderly growth seem to me to encourage an even-handedness over time in its approach toward regulation.
I have long thought the Federal Reserve lead role in banking (and financial) supervision should be recognized more clearly than in present law.  Experience over time, reinforced by recent events, also strongly suggests that if that Federal Reserve role is to be maintained and strengthened, important changes will be necessary in its internal organization.  

Specifically, direct and clear administrative responsibility should lie with a senior official, designated by law.  Stronger staff resources, adequately compensated, will be necessary.
  

The president of the Federal Reserve Bank of Richmond has argued that, in order to contain moral hazard, the Federal Reserve Board’s supervisory oversight of financial institutions should be “at least commensurate with the extent of access to central bank credit.”
  Chairman Volcker has expressed a similar view:
[I]t seems inevitable that the nature of the Fed’s response will be taken into account and be anticipated, by officials and market participants alike, in similar future circumstances.  Hence, the natural corollary is that systemically important investment banking institutions should be regulated and supervised along at least the basic lines appropriate for commercial banks that they closely resemble in key respects.

The President of the Federal Reserve Bank of New York similarly has argued for a more unified system of consolidated regulation of all institutions that operate in the financial market, under the purview of the Federal Reserve:

The most fundamental reform that is necessary is for all institutions that play a central role in money and funding markets—including the major globally active banks and investment banks—to operate under a unified framework that provides a stronger form of consolidated supervision, with appropriate requirements for capital and liquidity. * * * *

The Federal Reserve should play a central role in this framework, working closely with supervisors here and in other countries.  At present the Federal Reserve has broad responsibility for financial stability not matched by direct authority, and the consequences of the actions we have taken in this crisis make it more important that we close that gap.
 

Chairman Volcker nevertheless has recognized that a broader supervisory and regulatory role for the Federal Reserve could undermine its independence from political influences:

I recognize that, if supervisory and regulatory responsibilities are to extend well beyond the world of commercial banking and its holding companies, then a more fundamental question will need to be faced.  Should such a large responsibility be vested in a single organization, and should that organization reasonably be in the Federal Reserve without risking dilution of its independence and central bank monetary responsibilities?

Indeed, the Federal Reserve Board has been widely criticized for not using its regulatory powers to prevent the subprime mortgage crisis in the first place
 and ignoring the housing bubble.
  While the Board’s continued independence generally is assured, public criticism of its regulatory decisions can only tarnish its stature as the nation’s central bank.
These and other issues concerning the supervisory and regulatory role of the Federal Reserve Board undoubtedly will be a focal point in the coming debate over the structure of financial regulation.

B. Implications for the Securities and Exchange Commission 
Much of the debate over financial regulation necessarily will focus on the role of the SEC.  The SEC has been criticized for not being alert to Bear Stearns’ predicament, and SEC Chairman Cox has admitted that the SEC could not have done anything about it in any case:

[T]he fact remains that even today, the SEC has no explicit statutory mandate to supervise the nation's investment banks on a consolidated basis.  The statutory no-man's land that continues nine years after the Gramm-Leach-Bliley Act should not be tolerated indefinitely.
  
The Treasury Department’s Blueprint for a Modernized Financial Regulatory Structure does not prescribe significant changes in the SEC’s regulatory mandate, but recommends that the SEC merge with the Commodity Futures Trading Commission and adopt the CFTC’s “principles-based” approach to the regulation of securities firms.  This approach has been greeted with some skepticism by SEC supporters who believe it would emasculate the SEC’s enforcement powers.

In a letter published in the New York Times, three of the SEC’s former chairmen defended the SEC, blaming its regulatory impotence in the Bear Stearns crisis on a “lack[] of money, manpower and tools it needs to do its job.”  They urged against any hasty action that would impair the SEC’s enforcement and investor protection role:

The downfall of Bear Stearns, the release of Treasury Secretary Henry Paulson’s sweeping blueprint for the overhaul of our financial regulatory structure, and the worsening health of the stock market and our economy has raised serious questions for the future of the Securities and Exchange Commission.  As the capital-markets regulator and investor’s advocate, the S.E.C. is a natural recipient of finger-pointing during a market crisis. * * * *
Yet we fear that the current conversation about the future of the S.E.C. is getting ahead of itself.  Secretary Paulson’s proposals to change the structure and function of the S.E.C., if adopted, risk inflicting serious damage to investors and our capital markets.
The current housing and credit troubles do not present a sufficient basis for reforming the entire financial regulatory system.  Instead of moving hastily, policymakers need to examine what went wrong, why it went wrong and what the best approaches are for re-establishing the unequaled reputation and performance of the American capital markets. * * * *
Any reforms undertaken after the commission completes its study should not undermine the S.E.C.’s central roles as an investor’s advocate and a law enforcement agency.  But the Treasury Department proposal envisions an S.E.C. that would no longer regulate through hard-and-fast rules enforced swiftly and justly, but rather would practice “prudential” regulation, offering up principles and conceptual guidelines and working collaboratively behind closed doors with regulated entities and their self-regulatory organizations when they have violated the law.
This approach would turn the S.E.C. from a market referee into an industry coach — a regulator that is heavy on forgiveness and light on punishment.  That’s not a viable way to address wrongdoing.  In our experience, tough enforcement of the securities laws deters bad behavior by market participants. 
The problem with the S.E.C. today is that it lacks the money, manpower and tools it needs to do its job.  The commission’s 2009 enforcement budget does not keep pace with inflation, although it does provide significant increases in the risk-assessment function.
The S.E.C.’s effectiveness is not contingent just on the size of its budget.  Historically, the S.E.C. has been effective in using the bully pulpit to affect the behavior of market actors.  But before we merge the S.E.C. with other regulatory agencies or change its regulatory mission, we should empower it to do its current job by providing it with what it needs to be a more effective regulator.

It is unlikely that Congress ever would give the SEC powers like those of the Federal Reserve to provide liquidity support to the institutions it regulates.  The ability to “bail out” a major industry player requires central banking facilities, which requires the ability to create money, and no one is suggesting that any government agency other than the Federal Reserve should have such authority.  The question being asked rather is to what extent the Federal Reserve, rather than the SEC, should have enhanced supervisory authority over securities firms that are eligible to access the Federal Reserve’s credit facilities.  Given the SEC’s lack of liquidity facilities, does it make sense to broaden the SEC’s regulation of securities firms rather than give that authority to the Federal Reserve?

The Treasury’s Blueprint for a Modernized Financial Regulatory Structure raises significant issues concerning the future role of the SEC as well as the Federal Reserve in financial regulation.  Given the complexity of these issues, the amount of regulatory turf at stake, and the powerful political and bureaucratic interests involved, it is difficult to envision any major changes that would affect the core regulatory jurisdiction of either the SEC or the Federal Reserve in the near future.  Nevertheless, each agency likely will be faced with a variety of proposals for regulatory reform affecting the scope of their jurisdiction in the months and years ahead.
VII. Conclusion
The Federal Reserve Board in 2007 and 2008 initiated a number of actions designed to bolster liquidity in the financial markets and forestall the bankruptcy of a major securities firm at a time when such a failure could have had devastating global economic consequences.  
The Federal Reserve’s actions demonstrated the flexibility of the federal safety net as a means of maintaining financial stability but raised important policy issues that regulators and lawmakers will be grappling with in the months and years ahead.  Foremost among these are the extent to which the federal safety net should be extended to securities firms and what regulatory requirements and restrictions should attach to institutions that access federal liquidity facilities.  
A related issue is whether the existing allocation of regulatory jurisdiction over financial institutions needs to be changed.  The Federal Reserve’s handling of the Bear Stearns crisis affirmed that agency’s efficacy as a financial regulator but highlighted the powerlessness of the SEC to stave off a major calamity in the marketplace.  Already, the Treasury Department has released a “Blueprint” of suggested reforms that would rearrange jurisdiction among the existing regulatory authorities and give the Federal Reserve broad new powers as the “market stability” regulator.  Yet, at the same time, the Blueprint appears to strip the Federal Reserve of its role as the day-to-day regulator of financial holding companies, raising questions as to whether the central bank could respond to a financial crisis as effectively in the future.  
Although the Federal Reserve’s actions appear to have minimized the potential damage to the financial system resulting from turbulence in the financial markets, they do not address the root causes of the current economic downturn, which are being driven by larger macroeconomic forces.  It remains to be seen whether the Federal Reserve’s actions will stave off a major economic recession in the United States and whether further intervention will be necessary to stabilize the financial markets.  

In any case, the central bank has demonstrated that it has ample authority under the Federal Reserve Act to take extraordinary and creative measures to support the financial system in times of crisis and thereby minimize the impact of weakness in the financial sector on the economy as a whole.  Its use of its authority is not without controversy, however, and difficult issues remain as to when and how it should withdraw the new liquidity facilities from the market.

The Bear Stearns crisis and its aftermath clearly have significant implications not only for the financial system, but for the government agencies that regulate it.  How these implications will manifest themselves in concrete regulatory solutions will unfold in the months and years ahead.

Appendix A—Statement by Federal Reserve Bank of New York  
Excerpts from testimony by Timothy F. Geithner, President and CEO of the Federal Reserve Bank of New York, before the Senate Committee on Banking, Housing and Urban Affairs on April 3, 2008, concerning the Reserve Bank’s involvement in the acquisition of Bear Stearns by JPMorgan.  

* * * * *

Let me begin with the market situation in which Bear was operating in the days leading up to March 13. Fixed-income traders had begun hearing rumors that European financial institutions had stopped doing fixed income trades with Bear. Fearing that their funds might be frozen if Bear wound up in bankruptcy, a number of U.S.-based fixed-income and stock traders that had been actively involved with Bear had reportedly decided to halt such involvement. Many firms started pulling back from doing business with Bear. Some hedge funds that had used Bear to borrow money and clear trades were withdrawing cash from their accounts. Some large investment banks stopped accepting trades that would expose them to Bear, and some money market funds reduced their holdings of short-term Bear-issued debt. The rumors of Bear’s failing financial health caused its balance of unencumbered liquidity on March 13 to decline sharply to levels that were not adequate to cover maturing obligations and funds that could be withdrawn freely. This precipitated the phone call that I described in the beginning of my testimony.

The news that Bear’s liquidity position was so dire that a bankruptcy filing was imminent presented us with a very difficult set of policy judgments. In our financial system, the market sorts out which companies survive and which fail. However, under the circumstances prevailing in the markets the issues raised in this specific instance extended well beyond the fate of one company. It became clear that Bear’s involvement in the complex and intricate web of relationships that characterize our financial system, at a point in time when markets were especially vulnerable, was such that a sudden failure would likely lead to a chaotic unwinding of positions in already damaged markets. Moreover, a failure by Bear to meet its obligations would have cast a cloud of doubt on the financial position of other institutions whose business models bore some superficial similarity to Bear’s, without due regard for the fundamental soundness of those firms. 

The sudden discovery by Bear’s derivatives counterparties that important financial positions they had put in place to protect themselves from financial risk were no longer operative would have triggered substantial further dislocation in markets.  This would have precipitated a rush by Bear’s counterparties to liquidate the collateral they held against those positions and to attempt to replicate those positions in already very fragile markets.

In short, we judged that a sudden, disorderly failure of Bear would have brought with it unpredictable but severe consequences for the functioning of the broader financial system and the broader economy, with lower equity prices, further downward pressure on home values, and less access to credit for companies and households.

Following that initial call with the SEC on March 13, my colleagues in New York and in Washington spent the night focusing on the implications of a large-scale default by Bear and how we might contain the consequential damage. Bear renewed conversations that began earlier that day with JPMorgan Chase, which is Bear’s clearing bank for its repo arrangements, to explore a range of possible financing options. The New York Fed dispatched a team of examiners to Bear Stearns to look at its books so that we could get a better handle on what could be done. We gathered the best information we could, evaluated the risks involved, and explored a range of possible actions.

At 5:00 a.m., we participated in a conference call with our colleagues at the Board of Governors and the Treasury to review the options and decide on the way forward. After careful deliberation, together we decided on a course of action that would at least buy some time to explore options to mitigate the foreseeable damage to the financial system. With the support of the Secretary of the Treasury, Chairman Bernanke and the Board of Governors agreed that the New York Fed would extend an overnight non-recourse loan through the discount window to JPMorgan Chase, so that JPMorgan Chase could then “on-lend” that money to Bear Stearns.

This action was designed to allow us to get to the weekend, and to enable us to pursue work along two tracks: first, for Bear to continue to explore options with other financial institutions that might enable it to avoid bankruptcy; and second, for policymakers to continue the work begun on Thursday night to try to contain the risk to financial markets in the event no private-sector solution proved possible.

Over the course of that day, March 14, Bear was downgraded by the credit rating agencies, and the flight of customer business from Bear accelerated. This set in motion a chain of decisions across the financial system as market participants prepared for the possibility that Bear would not be open for business once Asian markets opened on Sunday night. This highlighted the urgency of working toward a solution over the weekend, ideally a solution that would definitively address the prospect of default by Bear.

Bear approached several major financial institutions, beginning on March 13. Those discussions intensified on Friday and Saturday. Bear’s management provided us with periodic progress reports about a possible merger. Although several different institutions expressed interest in acquiring all or part of Bear, it was clear that the size of Bear, the apparent risk in its balance sheet, and the limited amount of time available for a possible acquirer to conduct due diligence compounded the difficulty. Ultimately, only JPMorgan Chase was willing to consider an offer of a binding commitment to acquire the firm and to stand behind Bear’s substantial short-term obligations.

As JPMorgan Chase and other institutions conducted due diligence, my colleagues in New York and Washington continued to examine ways to contain the effects of a default by Bear. As part of these discussions, we began to design a new facility that would build on other liquidity initiatives taken by the Federal Reserve System, and provide a more powerful form of liquidity to major financial institutions.

Following the announcement on March 11 of the Term Securities Lending Facility, which allowed primary dealers to pledge a wider range of collateral in order to borrow Treasury securities, we had consulted with market participants on how to structure the auctions to maximize their potential benefits to market functioning. Those discussions yielded a number of helpful suggestions. In view of those suggestions, and after considering the greater risks to the financial system posed by the Bear situation, we were able to work quickly on a companion facility that would transmit liquidity to parts of the market where it could be most powerful.

This is what led the Board of Governors of the Federal Reserve System to approve the establishment of the Primary Dealer Credit Facility on March 16. Under Section 13(3) of the Federal Reserve Act, the Board of Governors is empowered to authorize a Federal Reserve Bank like the New York Fed to lend to a corporation, such as an investment bank, in extraordinary circumstances under which there is evidence that the corporation cannot “secure adequate credit accommodations from other banking institutions.” The Board of Governors needed to make the statutory finding that the circumstances were exigent and extraordinary, and it did so, based on the situation prevailing in the financial markets and the distinct possibility that absent an assurance of liquidity to major investment banks the deterioration in financial conditions likely would have continued with substantial effects on the economy.

We recognized, of course, that the use of this legal authority was, in itself, an extraordinary step. At the same time, we were mindful that Congress included this lending power in the Federal Reserve Act for a reason, and it seemed irresponsible for us not to use that authority in this unique situation. Even with an agreement in place that might reduce the probability of a default by Bear, we decided that independent of that outcome, it was important to get assured liquidity to primary dealers by Monday morning, to address the accelerating process of deleveraging and tightening liquidity seen in the financial system.

On Sunday morning, executives at JPMorgan Chase informed us that they had become significantly more concerned about the scale of the risk that Bear and its many affiliates had assumed. They were also concerned about the ability of JPMorgan Chase to absorb some of Bear’s trading portfolio, particularly given the uncertainty ahead about the ultimate scale of losses facing the financial system. In this context, we began to explore ways in which we could help facilitate a more orderly solution to the Bear situation. We did not have the authority to acquire an equity interest in either Bear or JPMorgan Chase, nor were we prepared to guarantee Bear’s very substantial obligations. And the only feasible option for buying time would have required open ended financing by the Fed to Bear into an accelerating withdrawal by Bear’s customers and counterparties.

We did, however, have the ability to lend against collateral, as in the back-to-back non-recourse arrangement that carried Bear into the weekend. After extensive discussion with my colleagues at the New York Fed, Chairman Bernanke, and Secretary Paulson, and with their full support, the New York Fed and JPMorgan Chase reached an agreement in principle that the New York Fed would assist with non-recourse financing. Using Section 13(3) of the Federal Reserve Act, the New York Fed agreed in principle to lend $30 billion to JPMorgan Chase and to secure the lending with a pledge of Bear Stearns assets valued by Bear on March 14 at approximately $30 billion. This step made it possible for JPMorgan to agree to acquire Bear and to step in immediately to guarantee all of Bear’s short-term obligations. This guarantee was especially important to stave off the feared systemic effects that would be triggered by the panic of a Bear bankruptcy filing and of the failure to honor its obligations. And by agreeing to lend against a portfolio of securities, we reduced the risk that those assets would be liquidated quickly, exacerbating already fragile conditions in markets. The portfolio of securities is described in Annex II to this testimony.

On the evening of Sunday the 16th, I sent a letter to James Dimon, the CEO of JPMorgan Chase, to memorialize the fact that we had reached a preliminary agreement that the New York Fed would assist the acquisition with $30 billion in financing, with the understanding that the parties would continue working during the week towards a formal contract. We also provided regulatory approvals, including under Section 23A, to assist with the merger and a transitional period for phasing in the assets under our capital rules.

The announcement of the agreement between Bear Stearns and JPMorgan Chase and the announcement of the Primary Dealer Credit Facility were finalized just before Asian markets opened on Sunday night, and the announcement of these actions helped avert the damage that would have accompanied default.

On Monday morning, March 17, the $13 billion back-to-back non-recourse loan through JPMorgan Chase to Bear was repaid to the Fed, with weekend interest of nearly $4 million. The Primary Dealer Credit Facility was made available to the market. And at the request of and with the full cooperation of the SEC, examiners from the New York Fed were sent into the major investment banks to give the Federal Reserve the direct capacity to assess the financial condition of these institutions.

Discussions were also continuing regarding the details of the Fed’s financial arrangement with JPMorgan Chase. Our legal teams engaged in the meticulous work of finalizing the legal structure of the lending arrangement that had been agreed to in principle, including defining the precise pool of collateral and related hedges that would secure the $30 billion loan.

At the same time, several infirmities became evident in the agreement between JPMorgan and Bear during the week of March 17th that needed to be cured. 

Negotiations between the two sets of counterparties proceeded almost immediately between the New York Fed and JPMorgan Chase on the one hand, and between JPMorgan Chase and Bear Stearns on the other. The New York Fed and JPMorgan discussed the details for the secured financing. Bear Stearns and JPMorgan continued to negotiate changes to the merger agreement that would tighten the guarantee and provide the necessary certainty that the merger would be consummated. All the parties shared an overriding common interest: to move toward a successful merger and avoid the situation in which they found themselves on March 14.

The extended Easter weekend saw intense sets of bilateral negotiations among the three parties. The deal, finally struck in the early morning hours on March 24, held benefits for all parties. That deal included a new, more precise guaranty from JPMorgan, which lifted the cloud of default risk that had been hanging over the transaction. Bear stockholders were to receive a higher share price. In addition to fixing the guaranty, JPMorgan gained assurance that its merger with Bear would take place. And the New York Fed obtained significant downside protection on the loan and a tighter guaranty on its exposure. The new Fed financing facility will be in place for a maximum of ten years, though it could be repaid earlier, at the discretion of the Fed. This is an important feature: the assets that are being pledged as collateral can be managed on a long-term basis so as to minimize the risks to the market and the risk of loss. They can be held or disposed of at any time over the next decade. A summary of Terms and Conditions is attached as Annex III.

In keeping with the traditional role of a lender of last resort, the extensions of credit to Bear Stearns that the Fed made to facilitate the merger were secured by collateral. The $29 billion loan will be extended only when and if JPMorgan Chase and Bear merge. We will be protected from loss by three different risk mitigants: first, a substantial pool of professionally-managed collateral that, as of March 14, was valued at $30 billion; second, the agreement on the part of JPMorgan Chase to absorb the first $1 billion of any loss that ultimately occurs in connection with this arrangement; and third—and perhaps most importantly—a long-term horizon during which our collateral will be safe-kept and, if sold, will be sold in an orderly fashion that is not affected by the unnaturally strong downward market pressures that have been associated with the recent liquidity crisis.

Are there risks here?  Yes, but the risks are modest in comparison to the substantial damage to the economy and economic well-being that potentially would have accompanied Bear’s insolvency.  Congress created the Federal Reserve after the Panic of 1907 with broad authority and a range of instruments to assume precisely this type of risk, in support of overall financial stability and economic growth. Assisting the JPMorgan Chase merger with Bear was the best option available in the unique circumstances that prevailed at the time.

There are those who have suggested that by intervening to forestall, and ultimately prevent, a bankruptcy filing by Bear Stearns, the Federal Reserve risks magnifying the chance of future financial crises, by insulating market participants from the consequences of excessive risk taking. It is important to recognize that had we not acted we would in effect have penalized those individuals, companies and financial institutions that had behaved more prudently, but would have suffered significant damage from the effects of default by a major institution.

The negative consequences to Bear’s owners and employees from recent events have been very real—so real that no owner or executive or director of a financial firm would want to be in Bear Stearns’ position. While we clearly knew that our actions, both in the context of the JPMorgan Chase transaction and in the establishment of the Primary Dealer Credit Facility would affect incentives for financial market participants, adding to the risk of “moral hazard,” we believe that the lesson of the actual outcome for equity holders will serve to check and even diminish incentives for undue risk-taking.

I believe that the actions taken by the Federal Reserve on a number of fronts in recent months have reduced some of the risk to the economy that is inherent in this adjustment in financial markets. By reducing the probability of a systemic financial crisis, the actions taken by the Fed on and after March 14 have helped avert substantial damage to the economy, and they have brought a measure of tentative calm to global financial markets. Relative to the conditions that existed on March 14, risk premia have narrowed, foreign exchange markets are somewhat more stable, energy and commodity prices are lower, perceptions of risk in the financial system have diminished, and the flight to quality is less pronounced.

Appendix B— Reducing Systemic Risk in a Dynamic Financial System 

Excerpts from a speech by Timothy F. Geithner, President and CEO of the Federal Reserve Bank of New York, at the Economics Club of New York City, June 9, 2008.
Any agenda for reform has to deal with three important dimensions of the regulatory system. 

Regulatory policy. These are the incentives and constraints designed to affect the level and concentration of risk-taking across the financial system. You can think of these as a financial analog to imposing speed limits and requiring air bags and antilock brakes in cars, or establishing building codes in earthquake zones. 
Regulatory structure. This is about who is responsible for setting and enforcing those rules. 
Crisis management. This is about when and how we intervene and about the expectations we create for official intervention in crises.

Here are a few broad points on each of these. 

Regulatory Policy
The objectives of regulatory policy should be to improve the capacity of the financial system to withstand the effects of failure and to reduce the overall vulnerability of the system to the type of funding runs and margin spirals we have seen in this crisis. 

First, this means looking beyond prudential supervision of the critical institutions to broader oversight of market practices and the market infrastructure that are important to market functioning. Two obvious examples: we need to make it much more difficult for institutions with little capital and little supervision to underwrite mortgages, and we need to look more comprehensively how to improve the incentives for institutions that structure and sell asset-backed securities and CDOs of ABS. And supervision will have to focus more attention on the extent of maturity transformation taking place outside the banking system. 

Second, risk-management practices and supervisory oversight has to focus much more attention on strengthening shock absorbers within institutions and across the infrastructure against very bad macroeconomic and financial outcomes, however implausible they may seem in good times. After we get through this crisis and the process of stabilization and financial repair is complete, we will put in place more exacting expectations on capital, liquidity and risk management for the largest institutions that play a central role in intermediation and market functioning. 

This is important for reasons that go beyond the implications of excess leverage for the fate of any particular financial institution. As we have seen, the process of de-leveraging by large but relatively strong institutions can cause significant collateral damage for market functioning and for other financial institutions. 

Inducing institutions to hold stronger cushions of capital and liquidity in periods of calm may be the best way to reduce the amplitude of financial shocks on the way up, and to contain the damage on the way down. Stronger initial cushions against stress reduces the need to hedge risk dynamically in a crisis, reducing the broader risk of a self-reinforcing, pro-cyclical margin spiral, such as we have seen in this crisis. 

How should we decide where to set these constraints on risk-taking? This is hard, but the objective should be to offset the benefits and the moral hazard risk that come from access to central bank liquidity in crises, without setting the constraint at a level that will only result in pushing more capital to the unregulated part of the financial system. 

Risk management and oversight now focuses too much on the idiosyncratic risk that affects an individual firm and too little on the systematic issues that could affect market liquidity as a whole. To put it somewhat differently, the conventional risk-management framework today focuses too much on the threat to a firm from its own mistakes and too little on the potential for mistakes to be correlated across firms. It is too confident that a firm can adjust to protect itself from its own mistakes without adding to downward pressure on markets and takes too little account of the risk of a flight to safety—a broad-based, marketwide rush for the exits as the financial system as a whole de-leverages and tries collectively to move into more liquid and lower risk assets of government obligations. 

Third, although supervision has to focus first on the stability of the core of financial institutions, it cannot be indifferent to the scale of leverage and risk outside the regulated institutions. 

I do not believe it would be desirable or feasible to extend capital requirements to institutions such as hedge funds or private equity firms. But supervision has to ensure that counterparty-credit risk management in the regulated institutions contains the level of overall exposure of the regulated to the unregulated. Prudent counterparty risk management, in turn, will work to limit the risk of a rise in overall leverage outside the regulated institutions that could threaten the stability of the financial system. 

Supervision has to explicitly focus on inducing higher levels of margin and collateral in normal times against derivatives and secured borrowing to better cover the risk of market illiquidity. Greater product standardization and improved disclosure can also help, as will changes to the accounting rules that govern what risks reside on and off balance sheets. 

Finally, central banks, governments and supervisors have to look much more carefully at the interaction between accounting, tax, disclosure and capital requirements, and their effects on overall leverage and risk across the financial system. Capital requirements alone are rarely the most important constraint. * * * * *
Regulatory Structure
Apart from the mix of incentives and constraints set by regulatory policy, the structure of the regulatory system in the United States needs substantial reform. Our current system has evolved into a confusing mix of diffused accountability, regulatory competition, an enormously complex web of rules that create perverse incentives and leave huge opportunities for arbitrage and evasion, and creates the risk of large gaps in our knowledge and authority. 

This crisis gives us the opportunity to bring about fundamental change in the direction of a more streamlined and consolidated system with more clarity around responsibility for the prudential safeguards in the system. In this regard, Secretary Paulson's blueprint outlines a sweeping consolidation and realignment of responsibilities, with a clear set of objectives for achieving a better balance between efficiency and stability, between market discipline and regulation. This proposal has stimulated a very constructive set of discussions, and will help lay the foundation for action when the dust settles. 

The most fundamental reform that is necessary is for all institutions that play a central role in money and funding markets—including the major globally active banks and investment banks—to operate under a unified framework that provides a stronger form of consolidated supervision, with appropriate requirements for capital and liquidity. 

To complement this, we need to put in place a stronger framework of oversight authority over the critical parts of the payments system, not just the centralized payments, clearing and settlements systems but the infrastructure that underpins the decentralized over-the-counter markets. 

The Federal Reserve should play a central role in this framework, working closely with supervisors here and in other countries. At present the Federal Reserve has broad responsibility for financial stability not matched by direct authority, and the consequences of the actions we have taken in this crisis make it more important that we close that gap. 

Crisis Management
No financial system will be free from crises, whatever the design of the regulatory framework or the rules of the game. The framework of lender-of-last-resort policies and the regime for facilitating an orderly resolution of a major non-bank financial institution are critical to our ability to contain financial crises. 

In response to this crisis, the Federal Reserve has designed and implemented a number of innovative new facilities for injecting liquidity into the markets. These facilities have played a significant role in easing liquidity strains in markets and we plan to leave them in place until conditions in money and credit markets have improved substantially. 

We are also examining what suite of liquidity facilities will be appropriate in the future, with what conditions for access and what oversight requirements to mitigate moral hazard risk. Some of the mechanisms we have employed during this crisis may become permanent parts of our toolkit. Some might be best reserved for the type of acute market illiquidity experienced in this crisis. 

It would be helpful for the Federal Reserve System to have greater flexibility to respond to acute liquidity pressure in markets without undermining its capacity to manage the federal funds rates at the FOMC's (Federal Open Market Committee) target. The authority Congress has granted the Fed to pay interest on reserves beginning in 2011 will be very helpful in this regard. We welcome the fact that Congress is now considering accelerating that authority. 

The major central banks should put in place a standing network of currency swaps, collateral policies and account arrangements that would make it easier to mobilize liquidity across borders quickly in crisis. We have some of the elements of this framework in place today, and these arrangements have worked relatively well in the present crises. We should leave them in place, refine them further and test them frequently. 

The Federal Reserve Act gives us very broad authority to lend in crises. We used that authority in new and consequential ways, but in the classic tradition of central banks and lenders of last resort. As we broadened the range of collateral we were willing to finance, extended the terms of our lending and provided liquidity insurance to primary dealers, our actions were carefully calibrated to improve overall market functioning by providing an effective liquidity backstop and to avoid supplanting either the interbank market or the secured funding market. 

In addition to these new facilities, the Fed made the judgment, after very careful consideration, that it was necessary to use its emergency powers to protect the financial system and the economy from a systemic crisis by committing to facilitate the merger between JPMorgan Chase and Bear Stearns. We did this with great reluctance, and only because it was the only feasible option available to avert default, and because we did not believe we had the ability to contain the damage that would have been caused by default. 

Our actions were guided by the same general principles that have governed Fed action in crises over the years. There was an acute risk to the stability of the system; we were not confident that the damage could be contained through other means; we acted only to help facilitate an orderly resolution, not to preserve the institution itself; and the management of the firm and the equity holders of the institution involved suffered very substantial consequences. 

Although we assumed some risk in this transaction, that risk is modest in comparison to the risk of very substantial damage to the financial system and the economy as a whole that would have accompanied default. 
* * * * *
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� The Federal Reserve System consists of the seven-member Board of Governors (the “Board”) and the twelve Federal Reserve Banks operating in districts around the country.  As of the date of this paper, the Board had two vacancies and only five members serving.  Ben Bernanke currently serves as Chairman of the Board.


� The Board’s actions were necessitated by massive losses and liquidity tightness in the financial industry caused by soaring delinquencies on adjustable rate and other home mortgages as a result of declining home values beginning in 2006—the “bursting of the housing bubble” and “subprime mortgage crisis.”  Many of those in default were higher-risk borrowers who were enticed to borrow by loan incentives and the false prospect of ever-increasing home prices.  Many of the questionable loans were packaged as asset-backed securities and sold to investors who relied on credit rating agencies to value the securities.  When those investors experienced significant losses, they lost confidence in the ratings and withdrew from the markets, putting pressure on the liquidity of banks and other financial institutions that had originated or purchased large volumes of loans with the expectation of selling them.  Major banks and financial institutions globally reported losses of nearly $400 billion as of May 2008.  The crisis in the housing market, along with rising oil prices and weakness in the dollar, contributed to substantial overall weakness in the U.S. economy in 2008.


� The Federal Open Market Committee (“FOMC”) consists of the Federal Reserve Board and five representatives selected from the 12 Federal Reserve Banks.  


� Federal Reserve Board Press Release dated August 17, 2007.


� See Fed’s Action Stems Sell-Off in World Markets, New York Times, Jan. 23, 2008 (“The Federal Reserve, confronted by deepening panic in global financial markets about a possible recession in the United States, struck back on Tuesday morning with the biggest one-day reduction of interest rates on record and at least temporarily stopped a vertigo-inducing plunge in stock prices.”).  Federal Reserve Board Press Release dated Jan. 22, 2008 (“The Committee took this action in view of a weakening of the economic outlook and increasing downside risks to growth.  While strains in short-term funding markets have eased somewhat, broader financial market conditions have continued to deteriorate and credit has tightened further for some businesses and households.  Moreover, incoming information indicates a deepening of the housing contraction as well as some softening in labor markets.”).  


� Federal Reserve Board Press Releases dated January 30, 2008 and March 18, 2008.


� The Federal Reserve issues projections for increases in the price index for total personal consumption expenditures (PCE) as well as projections for real GDP growth, the unemployment rate, and core PCE price inflation.


� See Federal Reserve Board Press Releases dated August 17, 2007 and March 16, 2008. 


� Federal Reserve Board Press Release dated August 17, 2007.


� Id. 


� Federal Reserve Board Press Release dated March 16, 2008.  


� The discount window is not widely used as a source of liquidity in normal conditions.  See Remarks by Federal Reserve Board Vice Chairman Donald L. Kohn at the Federal Reserve Bank of New York and Columbia Business School Conference on the Role of Money Markets, n.2 (“The Federal Reserve makes loans at the discount window against a wide range of collateral, but under most circumstances this facility is lightly used.”).


� See 12 C.F.R. § 201.4.  


� See generally Federal Reserve Board, Office of the Comptroller of the Currency, Federal Deposit Insurance Corporation, Office of Thrift Supervision, Interagency Advisory on the Use of the Federal Reserve’s Primary Credit Program in Effective Liquidity Management, July 23, 2003.  


� See Remarks by Federal Reserve Chairman Ben Bernanke at the Reserve Bank of Atlanta Financial Markets Conference, May 13, 2008 (“[T]he efficacy of the discount window has been limited by the reluctance of depository institutions to use the window as a source of funding.  The “stigma” associated with the discount window, which if anything intensifies during periods of crisis, arises primarily from banks’ concerns that market participants will draw adverse inferences about their financial condition if their borrowing from the Federal Reserve were to become known.”).


� Federal Reserve Board Press Release dated December 12, 2007.


� Federal Reserve Board Press Release dated March 7, 2008.


� Eligible depository institutions include banks, savings associations, credit unions, and other deposit-taking entities.  Securities firms are not authorized to take deposits and are not eligible for primary or secondary credit at the discount window.


� The minimum bid rate for the auctions is established at the overnight indexed swap (OIS) rate corresponding to the maturity of the credit being auctioned.  The OIS rate is a measure of market participants’ expected average federal funds rate over the relevant term.  The maximum bid that may be submitted by any institution may not exceed 10 percent of the offering amount which, as of March 2008, increased to $50 billion per auction from the $20 billion initially offered.  The minimum bid—initially $10 million—was later reduced to $5 million.


� Federal Reserve Board Press Release dated Dec. 17, 2007. 


� Testimony of Federal Reserve Board Chairman Bernanke before the House Committee on the Budget, Jan. 17, 2008. 


� Id.


� Federal Reserve Board Statistical Release H.4.1.


� The Federal Reserve holds approximately $814 billion in government securities, including $560 billion that are held outright and not subject to repurchase agreements and other credit arrangements.  Federal Reserve Board Statistical Release H.4.1, April 10, 2008.  Most of the Federal Reserve’s holdings in government securities back the issuance of Federal Reserve notes— the primary form of paper currency in the U.S.


� Federal Reserve Bank of New York, Statement Regarding Repurchase Agreements Covering Year-End, Nov. 26, 2007.


� Federal Reserve Board Press Release dated March 7, 2008.


� Federal Reserve Board Statistical Release H.4.1.


� The program uses a competitive auction format.  When a bid is accepted, the particular security is delivered to the dealer’s account.  The dealer, in turn, delivers a different Treasury security to the Federal Reserve as collateral and pays a lending fee.  


� Federal Reserve Board Press Release dated March 11, 2008.


� Id.  Acceptable collateral includes federal agency debt, federal agency residential-mortgage-backed securities, non-agency AAA/Aaa-rated private-label residential mortgage-backed securities, agency collateralized-mortgage obligations, and AAA/Aaa-rated commercial mortgage-backed securities.


� Federal Reserve Board Press Release dated March 11, 2008.


� Federal Reserve Board Press Release dated March 16, 2008.


� As of November 30, 2007, the primary dealers included the following:  





BNP Paribas Securities Corp.�Banc of America Securities LLC�Barclays Capital Inc.�Bear, Stearns & Co., Inc.�Cantor Fitzgerald & Co.�Citigroup Global Markets Inc.�Countrywide Securities Corporation�Credit Suisse Securities (USA) LLC�Daiwa Securities America Inc.�Deutsche Bank Securities Inc.�Dresdner Kleinwort Wasserstein 


        Securities LLC�
Goldman, Sachs & Co.�Greenwich Capital Markets, Inc.�HSBC Securities (USA) Inc.�J. P. Morgan Securities Inc.�Lehman Brothers Inc.�Merrill Lynch Government Securities Inc. �Mizuho Securities USA Inc.�Morgan Stanley & Co. Incorporated�UBS Securities LLC 


�
�



� Federal Reserve Board, Press Release dated March 16, 2008. 


� For example, only priced securities are acceptable collateral for the primary dealer facility.


� Federal Reserve Board Statistical Release H.4.1.  The amount decreased to $24.8 billion during the week ending April 16, 2008.  Id. 


� Board Press Release dated March 16, 2008.


� See, e.g., Remarks by Treasury Secretary Henry M. Paulson, Jr. on Current Financial and Housing Markets at the US Chamber of Commerce, March 26, 2008.


 


� JPMorgan web site.


� FINRA resulted when the regulatory functions of the NASD and New York Stock Exchange merged in 2007.


� Testimony by Christopher Cox, Chairman, Securities and Exchange Commission, before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008.  (“At all times during the week of March 10 – 17, up to and including the time of its agreement to be acquired by JPMorgan Chase, Bear Stearns had a capital cushion well above what is required to meet the Basel standards.”).  


� Id.  See also Letter dated March 20, 2008, from Cox to the Basel Committee on Banking Supervision providing details regarding Bear Stearns’ capital position (“the fate of Bear Stearns was the result of a lack of confidence, not a lack of capital.”).


� See Remarks by Donald L. Kohn, Vice Chairman, Federal Reserve Board, at the Federal Reserve Bank of New York and Columbia Business School Conference on the Role of Money Markets, May 29, 2008 (“A bankruptcy filing would have forced its secured creditors to liquidate the underlying collateral, which would have added to already severe downward pressures on prices given the illiquidity of the markets for some of this collateral.  Those creditors and counterparties, which included money market funds and other highly risk-averse investors, might well have responded to the sharp and unexpected reduction in the liquidity of their portfolios, as well as to possible losses and a heightened risk of future losses, by pulling back from providing secured financing to other primary dealers.  In those circumstances, in which a much broader and less containable liquidity crisis threatened to emerge, the Federal Reserve Board judged that it needed to use its emergency liquidity powers to avoid a bankruptcy filing by Bear Stearns.”). 


� JPMorgan Press Release dated March 14, 2008.


� Testimony of Timothy F. Geithner, President and CEO of the Federal Reserve Bank of New York, before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008.  Excerpts of Mr. Geithner’s testimony, providing a detailed account of the events leading to Bear Stearns’ acquisition, are attached hereto as Appendix A.


�   Testimony of Timothy F. Geithner, supra (“This guarantee was especially important to stave off the feared systemic effects that would be triggered by the panic of a Bear bankruptcy filing and of the failure to honor its obligations.  And by agreeing to lend against a portfolio of securities, we reduced the risk that those assets would be liquidated quickly, exacerbating already fragile conditions in markets.”). 


� A copy of the Amended and Restated Guaranty Agreement and Q’s and A’s is available on JPMorgan’s web site.  The guaranty covers all short and long-term loans whether entered into under lines of credit, revolving credit facilities, term loan facilities or on a one-off basis and letter of credit reimbursement obligations; all contracts associated with Bear’s trading businesses, including prime brokerage (“trading contracts”); and all obligations to deliver cash, securities or other property held by Bear Stearns to customers under custody arrangements.  (Trading contracts include contracts for the sale and purchase of a security, commodity contracts, futures contracts, forward contracts, tolling agreements, energy management agreements, lending and borrowing arrangements, swaps, options, other derivatives, foreign exchange, repurchase and reverse repurchase agreements, settlement and clearing contracts, prime brokerage arrangements, custody or safekeeping arrangements, margin loan agreements, any guaranty of any of the foregoing, any obligation to provide margin or credit support in connection with any of the foregoing, and customary brokerage commissions with respect to the above types of transactions.)


The guaranty does not cover Bear Stearns’ bond debt and other debt securities issued by it, including structured notes, employee and trade/vendor claims, obligations to fund commitments to lend, obligations under operating leases, and claims for violations of law or non-contractual breach of duty.  The guaranty period ends and the guaranty will be terminated as to new liabilities 120 days after the acquisition is consummated (at which point Bear will become a wholly-owned subsidiary of JPMorgan).  Even though the guaranty terminates as to new liabilities, the guaranty of obligations guaranteed during the guaranty period will remain in effect following the closing.  


� Guaranty Q’s and A’s, March 24, 2008, released by JPMorgan. 


� JPMorgan created a wholly owned Delaware corporation to merge with Bear Stearns.  Bear Stearns will become a subsidiary of JPMorgan as result.  Agreement and Plan of Merger by and Between The Bear Stearns Companies Inc. and JPMorgan Chase & Co. dated as of March 16, 2008 (the “Merger Agreement”); Amendment No. 1 to the Merger Agreement dated as of March 24, 2008 (“Amended Merger Agreement”). 


� Under the terms of the initial agreement, JPMorgan was obligated to guarantee Bear Stearns’ obligations even if the shareholders voted against the acquisition—a serious flaw in the original agreement that prompted the amended agreement.


� Bear Stearns’ management apparently did not need shareholder approval to issue the new shares because they were less than 40 percent of the firm’s value.  JPMorgan’s acquisition of 39.5 percent of Bear Stearns’ stock was approved pursuant to an exemption from the rules of the New York Stock Exchange (“NYSE”).  NYSE rules generally require shareholder approval prior to the issuance of securities that are convertible into more than 20 percent of the outstanding shares of a listed company.  An exception is available in cases where the delay involved in securing shareholder approval for the issuance would seriously jeopardize the financial viability of the listed company.  Pursuant to that exception, Bear Stearns’ board of directors approved the stock purchase.  


� The portfolio consists largely of mortgage-related assets, including collateralized mortgage obligations (CMOs), the majority of which are obligations of government-sponsored entities (GSEs), such as the Federal Home Loan Mortgage Corporation (Freddie Mac), as well as asset-backed securities, adjustable-rate mortgages, commercial mortgage-backed securities, non-GSE CMOs, collateralized bond obligations, and various other loan obligations.  The assets were reviewed by the Federal Reserve and its advisor, B1ackRock Financial Management and were not individually selected by JPMorgan Chase or Bear Stearns.


� The Federal Reserve has been asked to explain the details of its selection of BlackRock as manager for the Bear Stearns assets.  See Letter dated April 7, 2008 from Henry A. Waxman, Chairman, House Committee on Oversight and Government Reform, to Timothy F. Geithner, President, Federal Reserve Bank of New York. 


� Federal Reserve Board Press Release dated March 16, 2008.


� The Federal Reserve loaned Bank of New York $22.6 billion in 1985 when that firm’s operations were disrupted by a computer malfunction.  The Federal Reserve also loaned approximately $8 billion to Continental Illinois when that bank faced insolvency in 1984, and was repaid by the FDIC out of proceeds resulting from a liquidation of the bank’s assets.


� Testimony of Federal Reserve Chairman Ben Bernanke before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008.


� The Office of the Comptroller of the Currency, the agency within the Treasury Department that charters and regulates national banks, generally operates independently.


� Testimony of Robert K. Steel, Under Secretary of the Treasury for Domestic Finance, before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008. 


� Id. 


� Through its CSE program, the SEC provides oversight of the financial and operational condition of five major securities firms:  Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill Lynch, and Morgan Stanley at both the holding company and regulated entity levels.  Its oversight includes monitoring for firm-wide financial and other risks that might threaten the regulated entities within the CSE, especially the U.S. regulated broker-dealer and their customers and other regulated entities.  In particular, the SEC requires that firms maintain an overall Basel capital ratio at the consolidated holding company level of not less than the Federal Reserve’s 10 percent “well-capitalized” standard for bank holding companies. CSEs  provide monthly Basel capital computations to the SEC.  The CSE rules also provide that an “early warning” notice must be filed with the SEC in the event that certain minimum thresholds, including the 10 percent capital ratio, are breached or likely to be breached.  


� Testimony of Timothy F. Geithner, supra (“On Monday morning, March 17, . . . at the request of and with the full cooperation of the SEC, examiners from the New York Fed were sent into the major investment bank to give the Federal Reserve the direct capacity to assess the financial condition of those institutions.”).


� Remarks by Paul Volcker in a speech to the Economic Club of New York, as reported by Bloomberg.com, April 8, 2008.  


� The relevant provisions of the Federal Reserve Act are sections 10A, 10B, 11(i), 11(j), 13, 13A, 14(d), and 19 (12 U.S.C. §§ 248(i)–(j), 343 et seq., 347a, 347b, 347c, 348 et seq., 357, 374, 374a, and 461).  Although the Federal Reserve Board typically cites all of these sections as authority for its discount window and other monetary policy actions, this memorandum refers to the provisions that are most directly relevant.


� 12 U.S.C. § 263.


� 12 U.S.C. § 353-55.


� 12 U.S.C. § 263.


� In the past, the legality of the FOMC under the U.S. Constitution has been challenged, but these challenges have been dismissed by the courts.  See, e.g., Melcher v. Federal Open Market Committee, 836 F.2d 561 (D.C. Cir. 1987); Riegle v. FOMC, 656 F.2d 873 (D.C. Cir.), cert. denied, 454 U.S. 1082 (1981).


� This phrase is not included in the Federal Reserve Act but is often used to describe the Federal Reserve’s role in this regard.  See generally Howard H. Hackley, Lending Functions of the Federal Reserve Banks:  A History (May 1973) for an authoritative description of the legal authority underlying the Federal Reserve’s lending function.  Hackley was a former general counsel of the Federal Reserve Board.


� 12 U.S.C. § 347b(a).


� 12 U.S.C. § 263(8).


� 12 U.S.C. § 263(2).


� 12 U.S.C. § 357.


� The “discount window” is the colloquial term used to describe the Federal Reserve’s lending facilities, reminiscent of earlier times when the Reserve Banks discounted commercial paper.


� The Reserve Banks are under no obligation to make, increase, renew, or extend any advance or discount to any depository institution.  12 C.F.R. § 201.3(b).


� 12 C.F.R. § 201.1.


� 12 C.F.R. § 201.4(e).


� 72 Fed. Reg. 71,202 (December 17, 2007).


� 12 U.S.C. § 347b.


� 12 C.F.R. § 201.4(e).


� Former section 13(b) of the Federal Reserve Act, enacted in 1934 and repealed in 1958, authorized the Reserve Banks, directly or in participation with a commercial bank, to make loans to commercial or industrial enterprises for the purpose of supplying working capital if the borrower were unable to obtain assistance from usual sources.  A participating bank had to obligate itself for at least 20 percent of any loss and the loans were for periods of up to five years.  Through 1939, the Reserve Banks approved 2,800 applications and commitments totaling $188 million at rates from 2.5 to 6 percent.  The Reserve Banks provided an additional $382 million to 741 applicants through 1946.  Federal Reserve Board Annual Report, 1946 at 10, cited in Anna J. Schwartz, The Misuse of the Fed’s Discount Window, Federal Reserve Bank of St. Louis Review, September/October 1992.  Section 13(b) was repealed in 1958.  See Howard H. Hackley, Lending Functions of the Federal Reserve Banks:  A History 144-45 (May 1973).


� 12 U.S.C. § 263(13).


� 12 U.S.C. § 263(3).


� Id. 


� 12 C.F.R. § 201.4(d).


� Testimony of Timothy F. Geithner, President and Chief Executive Officer, Federal Reserve Bank of New York, before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008.


� The Federal Reserve does have jurisdiction to examine securities dealers that are subsidiaries of bank holding companies pursuant to authority in the Bank Holding Company Act.


� Telephone conversation by the author with senior staff of the Federal Reserve Bank of New York, April 22, 2008.


� 12 U.S.C. § 1843(f).  This section was added as a regulatory reform measure by the Gramm-Leach-Bliley Act in 1999.  Only well-capitalized bank holding companies that qualify as financial holding companies, as does JPMorgan, are eligible to take advantage of this provision.


� 12 U.S.C. § 1843(k)(6); 12 CFR 225.87.  


� Board Order dated effective April 1, 2008, approving JPMorgan acquisition of Bear Stearns Bank & Trust.


� Board Letter dated April 1, 2008.  Section 23A and the Board’s implementing regulation—Regulation W—limit the aggregate amount of “covered transactions” between a bank and any single affiliate to 10 percent of the bank’s capital stock and surplus, and limit the aggregate amount of covered transactions with all affiliates to 20 percent of the bank’s capital stock and surplus.  “Covered transactions” include, among other things, the extension of credit by a bank to an affiliate and the issuance by a bank of a guarantee on behalf of an affiliate.  In addition, the statute and rule require a bank to secure its extensions of credit to, and guarantees on behalf of, affiliates with prescribed amounts of collateral.


� Id.  


� “Moral hazard” results from the tendency of a party insulated from risk to behave in a less risk-averse manner than it would if fully exposed to the risk


� See generally Alan Greenspan, The Financial Safety Net, Remarks before the 37th Annual Conference on Bank Structure and Competition of the Federal Reserve Bank of Chicago, �May 10, 2001; Controlling the Safety Net, Remarks by Federal Reserve Board Governor Laurence H. Meyer at the 37th Annual Conference on Bank Structure and Competition of the Federal Reserve Bank of Chicago, Chicago, Illinois, May 10, 2001; Lehnert and Passmore, “The Banking Industry and the Safety Net Subsidy,” Federal Reserve Board, Finance and Economics Discussion Series 99-34; Kenneth Jones and Barry Kolatch, The Federal Safety Net, Banking Subsidies, and Implications for Financial Modernization, FDIC Banking Review (May 1999); John R. Walter and John A. Weinberg, How Large is the Federal Financial Safety Net?, Cato Journal, Vol. 21, No. 3 (Winter 2002); “The Question of Subsidy to Subsidiaries of Banks,” Remarks by Richard S. Carnell, Assistant Treasury Secretary for Financial Institutions, before the Federal Reserve Bank of Chicago 35th Annual Conference on Bank Structure and Competition, May 6, 1999; Myron L. Kwast and S. Wayne Passmore, Federal Reserve Staff Paper, The Subsidy Provided by the Federal Safety Net: Theory, Measurement and Containment, Dec. 1997.


� E. Gerald Corrigan, President, Federal Reserve Bank of Minneapolis, Are Banks Special?, 1982 Annual Report Essay published by the Federal Reserve Bank of Minneapolis.  A retrospective on Corrigan’s essay was published by the Federal Reserve Bank of Minneapolis in 2000.  See Corrigan, Are Banks Special? A Revisitation, Special Issue 2000.  See also Mark W. Olson, Member, Federal Reserve Board, Are Banks Still Special?, Remarks at the Annual Washington Conference of the Institute of International Bankers, Washington, DC, March 13, 2006.  


� Greenspan, The Financial Safety Net, supra.  See also Remarks by Alan Greenspan before the Annual Meeting and Conference of the Conference of State Bank Supervisors, Nashville, Tennessee, May 2, 1998.


� Id. 


� See generally, Financial Services Roundtable, “Refuting the Federal Safety Net ‘Subsidy’ Argument,” Sept. 1999. 


� Federal Reserve Board Chairman Alan Greenspan, Testimony  before the Subcommittee on Financial Institutions and Consumer Credit of the Committee on Banking and Financial Services, U.S. House of Representatives, Feb. 13, 1997.


� See Federal Reserve Chairman Ben S. Bernanke, Financial Regulation and the Invisible Hand, Remarks at the New York University Law School, New York, New York, April 11, 2007. 


� The Basel II capital accord, for example, includes three “pillars” for measuring capital, the third of which relies on market discipline.  The regulators also have explored using subordinated debt as a supervisory tool.  See Study Group on Subordinated Notes and Debentures, “� HYPERLINK "http://www.federalreserve.gov/pubs/staffstudies/1990-99/ss172.pdf" �Using Subordinated Debt as an Instrument of Market Discipline,”� Staff Study 172, Board of Governors of the Federal Reserve System, 1999.


� Greenspan, The Financial Safety Net, supra (“[I]f we retain the safety net, we ought to price and otherwise manage it so that the banking system is as close as possible to the one the market alone would provide.”).


� For a discussion of the theoretical underpinnings of the Federal Reserve’s provision of financial markets liquidity, see “Liquidity Provision by the Federal Reserve,” Remarks by Federal Reserve Chairman Ben Bernanke at the Reserve Bank of Atlanta Financial Markets Conference, May 13, 2008


� See, e.g., Ethan Penner, Our Financial Bailout Culture, Wall St. J., April 11, 2008, A17; Volcker Questions Fed’s Role in Bear Deal, New York Times, April 8, 2008.


� Remarks by Federal Reserve Chairman Ben Bernanke at the Reserve Bank of Atlanta Financial Markets Conference, May 13, 2008.


� Id. 


� See Vincent Reinhart, Our Overextended Federal Reserve Board, Wall St. J., March 26, 2008, A15.  Reinhart is a former director of the Federal Reserve Board’s Division of Monetary Affairs.


� Desmond Lachman, A Very Different U.S. Recession, American Enterprise Institute, March 26, 2007 (“By merely providing the banks with a breathing space, the Fed is not going to make the losses on their bad loans go away nor is it going to stop home prices from falling.  Instead, what is really now needed are far-reaching policies to provide a real floor to housing market prices and a comprehensive plan to shore up a creaking financial system.”).


� P. Krugman, Success Breeds Failure, New York Times, May 5, 2008 (“So far the Fed has cobbled together makeshift arrangements to save the day.”).


� See Volcker Questions Fed’s Role in Bear Deal, New York Times, April 8, 2008.


� Remarks by Paul Volcker in a speech to the Economic Club of New York, as reported by Bloomberg.com, April 8, 2008.  


� See Vincent Reinhart, Our Overextended Federal Reserve Board, Wall St. J., March 26, 2008, A15. 


� Id. 


� See Vincent Reinhart, Fallout From a Bailout, How the Bear Stearns Intervention Will Haunt the Fed, Washington Post, May 22, 1008, A25 (“Another casualty of the Bear bailout is the Federal Reserve’s reputation.  The Fed has dealt with financial crises before.  A key component in its response to past crises was that it entered each episode with open, but empty, hands. . . .That posture gave the Fed a special status as an honest broker.  Pages from this central banking playbook include the encouragement of depositories to lend after the default of Penn Central in the commercial paper market in 1970, the provision of reserves after the stock market crash in 1987, and the good offices given to the private-sector creditors of Long-Term Capital Management in 1998 to work toward a mutually beneficially solution that did not involve taxpayer funds.  What will happen the next time top officers of key investment banks are thrown together to discuss a failing institution? Those titans of finance, not a charitable lot by profession, will no doubt ask: Where is the government's contribution?”) 


� See Peter J. Wallison, Bear Facts:  The Flawed Case for Tighter Regulation of Securities Firms, American Enterprise Institute, Financial Services Outlook, April 11, 2008 (“The Fed, however, had no choice. . . .The cascading losses—and the cascading fear of losses—would have been too much for the market to absorb at a time when it was already so fragile that the largest banks were afraid to lend to each other.”).  


� Senator Johnson has commented on the divergence of views regarding the Federal Reserve’s actions:  “There appears to be little consensus on the effects of the recent Federal Reserve action.  There has been criticism waged from a large spectrum of people.  I have received letters from my constituents with concerns that this is a federal bailout of a big bank that creates a moral hazard.  Others have wondered if it is appropriate to offer help to Wall Street firms, while insisting on market discipline for troubled homeowners.  There has also been applause for the decision from some quarters.  The US markets responded favorably; other investment banks believed to be in trouble saw their stock value rise; foreign governments applauded this as a positive move for global markets, and other analysts suggested that the Federal Reserve actions averted what could very well have been a modern-day run on the bank. The reality of the situation is probably somewhere near the middle.”  Prepared remarks of Senator Timothy Johnson before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008.


� See Prepared remarks of Senator Richard Shelby at a hearing before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008 (“If the evolution of our markets leads to the Federal safety net being extended to non-banks, attention should be given to ensure that the proper decision-making process and safeguards are in place.”).


� See Remarks of Senator Shelby at Senate Hearings on April 3, 2008, noting that the Board’s authority to extend financial assistance to securities firms “is in sharp contrast to the regulatory scheme set forth under FDICIA for bank failures involving systemic risk, which includes roles for the FDIC, the Fed, the Treasury Secretary, and the President.”


� See Peter J. Wallison, Bear Facts:  The Flawed Case for Tighter Regulation of Securities Firms,” American Enterprise Institute, Financial Services Outlook, April 11, 2008.


� Wallison, supra.


� Statement of Timothy F. Geithner, President and CEO, Federal Reserve Bank of New York, before the Senate Committee on Banking, Housing and Urban Affairs, April 3, 2008.


� Statement of Paul A. Volcker before the Joint Economic Committee of Congress, May 4, 2008.


� Opening statement by Charles E. Schumer, Chairman, at hearings before the Joint Economic Committee of Congress, May 14, 2008, “Wall Street to Main Street: Is the Credit Crisis Over and What Can the Federal Government Do to Prevent Unnecessary Systemic Risk in the Future?”.


� Department of the Treasury, Blueprint for a Modernized Financial Regulatory Structure (March 2008) (the “Blueprint”).


� Blueprint at 148.  With respect to extending discount window access to nonbank institutions, the Treasury’s Blueprint recommends that the liquidity provision process be “calibrated and transparent” and appropriate conditions be attached.  The Blueprint does not specify what those conditions might be or who would impose them.  The Blueprint emphasizes the importance of ensuring that information flows to the Federal Reserve are adequate, whether by on-site examination or other means, and recommends that the President’s Working Group on Capital Markets consider the broader regulatory issues raised by providing discount window access to non-depository institutions.  Treasury Blueprint at 6-7.


� It is unclear how bank holding companies would be regulated under the Treasury’s Blueprint.  Federal Reserve officials informally have voiced objections to the Treasury’s proposal.  The Treasury’s Blueprint is controversial in other respects as well and is not expected to be given serious consideration by Congress in the near future.


� See, e.g., Remarks by Governor Laurence H. Meyer before the Institute of International Bankers Annual Breakfast Dialogue, Sept. 27, 1999 (“While macro financial tools and monetary policy may be sufficient to do that job most of the time, supervisory and regulatory policies have important economic and stability implications.  Particularly in a crisis, a central bank without knowledge of the way markets actually operate—knowledge that can be gained only by experience and hands-on contact with banking organizations—will be, if you will excuse an ex-professor’s metaphor, at risk of failing its final exam.  As a result, I think the separation of central banking and supervision and regulation is dangerous.”). 


� Statement of Paul A. Volcker before the Joint Economic Committee of Congress, May 14, 2008.
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