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The Financial Crisis of 2008
(The Problem)

Saving the Financial System
Federal Government: TARP
Plan A: Buy Up Toxic Assets

 SHAPE  \* MERGEFORMAT 



Plan B: Recapitalize Major Banks

 SHAPE  \* MERGEFORMAT 



Saving the Financial and Economic System
The Fed and Monetary Policy

	Changes in Short-Term Interest Rates

Fed Funds Rate: Overnight, interbank lending rate
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	Changes in the Money Supply

Quantitative Easing (QE) : printing/destroying money





The Quantity Theory of Money

Economic Growth, Population, & the Money Supply

	The Game of Monopoly
	# of Players
(Population)
	# of Properties
(Economy)
	# of Dollars
(Money Supply)
	# of Properties
per Player
	# of Dollars
per Player
	# of Dollars
per Property

	Original
	4
	8
	$16
	2
	$4
	$2

	Double All (Normal Growth)
	8
	16
	$32
	2
	$4
	$2

	Double Dollars only (Inflation)
	4
	8
	$32
	2
	$8
	$4

	Half Dollars
	4
	8
	8
	2
	$2
	1


Velocity of Money
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	Velocity: 
how many times each dollar is spent in a year

Inflation: 
When MS Growth Rate > Real GDP Growth Rate
Money Supply Definitions

 M0:= currency in circulation + cash held by banks

 MB:= M0 + bank reserves

 M1:= M0 + demand deposits (column 3).

 M2: M1 + savings deposits + small (< $100,000) time deposits



Money Supply, Velocity, Inflation, and GDP
	
	Money Supply X Velocity
	= Nominal GDP =
	Price Level X Real GDP

	Initital Position
	$.5T X 10
	$5T
	1.0 X $5T

	Growth without Inflation
	$1.5T X 10
	$15T
	1.0 X $15T

	Economic Crisis of 2008

(Velocity drops, Fed increases MS)
	$3T X 5
	$15T
	1.0 X $15T

	Economic Recovery with Inflation

(Velocity returns, Inflation results)
	$3T X 10
	$30T
	1.5 X $20T

	Economic Recovery without Inflation

(Fed decreases MS as Velocity returns)
	$2T X 10
	$20T
	1.0 X $20T


Dodd–Frank Wall Street Reform and Consumer Protection Act (2010)
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	Financial Services Oversight Council (2010)

Chaired by Treasury Secretary plus major financial regulators

Mission: coordinate financial regulation and identify emerging risks to financial stability

	Treasury Department

(Part of Executive Branch under the President)

Secretary: (President’s Cabinet)

· Bush: Henry Paulson

· Obama: Tim Geithner
Mission & Purpose:

· Manage federal government finances & debt

· Promote economic growth and stability

	Federal Reserve System (Fed) (1913)  U.S. Central Bank

· Alan Greenspan (87-06) / Ben Bernanke (06-present)

Mission & Purpose:

· Regulate and protect the money & banking system

· Promote economic growth and price stability

Organization
· Federal Reserve Board
(7 members appointed by president for 14 years)

· Regional Federal Reserve Banks + 25 Branches

· Commercial Bank members + nonmembers

	FDIC (1933)

Federal Deposit Insurance Corporation

· Funded by insurance fees on banks

· Guarantee bank deposits (250K)

· Prevent bank failures (small, not likes of Citi, BOA
	BCFP (2010)

Bureau of Consumer Financial Protection
· Created by Elizabeth Warren

	SEC (1934) - Securities and Exchange Commission

Mission: To protect investors, maintain fair, orderly, and efficient markets, (Regulate Wall Street)
	CFTC (1974)

Commodity Futures Trading Commission

Mission: Prevent manipulation/fraud in futures & options mkts


Brief History of 20th Century Financial Regulation & Deregulation

2. Federal Reserve Act of 1913

 Congress creates the Fed
3. Banking Act of 1933 (aka Glass-Steagall)
 Establishes FDIC

 Separates commercial (with FDIC & Fed backing) from investment banking (without government backing)

4. Misc. Acts 1980-1994

 All commercial banks to abide by the Fed's rules; allowed banks to merge

 Removed interest rate controls

 Allowed unlimited mergers within and between states via bank holding companies

5. Financial Modernization Act of 1999 (Gramm-Leach-Bliley)
 Repealed Glass-Steagall rule that separated commercial and investment banking

 Allows banks to sell insurance

6. Commodity Futures Modernization Act of 2000 (Gramm/Enron Loophole)

 Deregulated oil futures and CDOs
7. Dodd–Frank Wall Street Reform and Consumer Protection Act (2010)
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Regulate OTC Derivatives Markets
* Centralized clearing
* Standardized reporting
* Supervision of derivatives dealers
Consumer Financial Protection Agency
* Reduce predatory lending and
deceptive practices
Regulation of Hedge Fund Industry
* Register with SEC
International Coordination
* Accounting standards
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[image: image9.jpg]Assets

Cash (reserves)

Loans

Bonds (U.S. government
and municipal)

Bank building,
equipment, fixtures

Total Assets

$ 2,000,000

6,100,000

1,500,000

400,000

$10,000,000

Li; and Capital

Transaction deposits

(checking deposits) $ 5,000,000
Savings and

time deposits 4,000,000
Total Liabilities $ 9,000,000
Capital 1,000,000
Total Li: S

and Capital $10,000,000



