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Summary

Financial markets continueto experience significant disturbance and the banking
sector remainsfragile. Effortsto restore confidence have been met with mixed success
thus far. After attempting to deal with troubled institutions on a case-by-case basis,
Treasury has proposed a plan to purchase mortgage-related assetsto alleviate stressin
financial markets and in the banking system. This report provides answers to some
frequently asked questions concerning the financial disruptions of September 2008 and
the Troubled Asset Relief Program (TARP) in H.R. 3997.

Current Concerns

What, if anything, is wrong with the financial system? Banks and other
financial institutions have been reluctant to lend or otherwise engage with other
ingtitutions for fear of exposure to the bad assets of troubled counterparties. That is, a
relatively healthy bank is afraid to sign a contract with other institutions because of the
fear that the other institution will not be ableto fulfil itsobligations. For similar reasons,
banksthat need to raise capital have had trouble doing so because potential investors are
afraid that the full extent of damage to banks' assets has not yet been revealed. Under
these conditionsitisdifficult for peoplewho depend on regularly accessing credit markets
to get loans, which in turn can affect the broader economy. Often, thislack of confidence
in other financial institutions expresses itself in wide spreads between market interest
ratesand theyield on Treasury securities. These spreads have beenrelatively widefor the
past year. They spiked following recent interventions intended to prevent disorderly
bankruptcies, an indication of significant loss of confidence.*

When did troublein the financial markets start? Lossof market confidence
can be proxied by spreadsin interest rates between Treasury securities and riskier assets
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of similar maturities. These spreads first spiked in August 2007.> Although spreads
declined following policy responsesby the Federal Reserve, the Treasury, and the passage
of the stimulus package, the spreads did not return to their pre-August 2007 level. The
persistence of historically wide spreads during 2007-2008 suggests that full confidence
has not been restored.

What caused financial market turmoil? Although there are severa
contributing elements, most observers agree that rising defaults among residential
mortgage borrowers sparked the initial loss in financial market confidence.® Various
observersplace different emphasison low interest rates that caused a housing bubbl e that
in thisview was bound to eventually burst, insufficient regulation of subprime mortgage
lending practices, andinsufficient monitoring of complex financial productsand services,
especially rating agencies and derivatives markets.*

If 97% of borrowers are still current on their mortgage, why is the
financial turmoil so large? Several factorsmagnify theeffectsof loan defaultsonthe
financial system. First, banksareleveraged, which meansthat for agiven dollar reduction
inthevaue of their assetsthey must either raise additional capital or reducetheir lending
by a multiple of the loss.® Second, banks have become less transparent because of
changesin accounting and risk management. Thislack of transparency has madeit more
difficult for banks to raise additional capital as an alternative to reducing lending or
selling assets. Third, the use of financial derivativesthat should have reduced risk in the
banking system may have had the effect of increasing leverage and making it even harder
to identify sound counterparties.

Where are the problem loans located? Two of the problem loan categories,
subprime and Alt-A, are disproportionately located in areas that had previously
experienced rapid price appreciation. This includes Florida, California, Arizona, and
Nevada. In addition, subprime loans are disproportionately located in relatively low
income and minority neighborhoods across the country.®

Why did the financial shocks happen? Reasonable people will continue to
disagree as to the root cause of the turmoil. The following factors are not mutually
exclusive. Some believe that low interest rates and loose monetary policy caused a
housing bubble that was bound to burst when interest rates rose.” Others place more
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emphasis on loose lending standards that may have been fostered by alack of regulation
of non-bank lendersand alack of market discipline by mortgage-backed securitiesissuers
who sold the loans to other investors.® Another group places the blame on the failure of
officias to regulate relatively recent innovations in finance. Still others emphasize
potentially irresponsible marketing practices or fraud by subprime lenders. Some
observers blame investors and borrowerswho did not adequately investigate the risks of
their decisions.

Who is affected by the financial turmoil? Thefinancial turmoil aso affects
anyone seeking credit, including troubled home owners who wish to refinance out of a
troubled mortgage. Restrictionsin credit have contributed to adownward spiral in home
prices. The people most directly affected by financial market turmoil are investment
bankers and investors. These people may losetheir jobsand livelihood. Businessfirms
are also affected because their cost of financing possible projects hasrisen, which in turn
can hurt the broader economy.

How have policymakers responded to financial turmoil? Many modern
macroeconomists believe that there are two basic policy responsesto avoid an economic
sowdown.® First, the Federal Reserve can provide expansionary monetary policy by
loweringinterest rates, asit did starting inthefall of 2007.° Second, the government can
provide expansionary fiscal policy by spending more than it collects in taxes, as it did
with the stimulus package.* In addition to pursuing both of these responses,
policymakers have also sought to prevent the financial sector from ceasing to function.
Liquidity was increased by expanding the range of collateral accepted at the Federal
Reserve' s discount window and by holding regular liquidity auctions.*?> Policymakers at
the Federa Reserve and the Treasury have also tried to overcome collective action
problems among private investorsto help arrange buyers of distressed firms, asit did for
Bear Stearns and Lehman Brothers (even though the government was unwilling to also
provide funding to facilitate a purchase of Lehman Brothers).

Policymakers have also sought to help stabilize mortgage markets. In addition to
Treasury, the Department of Housing and Urban Development (HUD), and the Federal
Deposit Insurance Corporation (FDIC) effortsto hel p organize loan servicersthrough the
HOPE Now program, the Securities and Exchange Commission (SEC) and Internal
Revenue Service (IRS) haveissued rules clarifying the ability of loan servicersto modify
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loansheldinsecuritized trusts.** Thegovernment also enacted (P.L. 110-289) avoluntary
plan to allow banks to write down the balance of existing loans so that borrowers can
refinance into FHA to avoid foreclosure.*> The act also provided some Community
Development Block Grant (CDBG) funds to allow loca communities to acquire and
redevel op vacant and foreclosed properties.’® Theact also created anew regul ator for the
government-sponsored enterprises (GSEs), Fannie Mae, Freddie Mac, and the Federal
HomeLoan Banks."” Theact gave Treasury the temporary authority to purchase debt and
equity securities of the GSEs.

September 2008 saw a series of financial market interventions. First, the newly
reorganized Federal Housing Finance Agency (FHFA) placed the GSEs in a
conservatorship with agreements by the Federal Reserve Bank of New Y ork to assure
liquidity and by the Treasury to purchase enough preferred stock and securitiesto ensure
adequate capitalization.’® On asingleweekend, policymakers helped broker adeal to sell
investment bank Merrill Lynch to Bank of Americaand failed to broker asimilar deal for
Lehman Brothers, reportedly because the government declined to provide financia
support. Lehman Brothers subsequently declared bankruptcy. A policy of no financia
support did not survive the week, as insurer AIG was granted a bridge loan three days
later.”® The next day financial markets froze up and Treasury announced a proposal to
buy mortgage-related assets from financial institutions.

Why has the Federal Reserve not restored order in financial markets?
The Federal Reserve's primary tools help provide liquidity but do not restore capital
levels. Liquidity generally refersto the ability to access markets, either asafirmissuing
bonds or as a person selling a good, without suffering “fire-sale” prices. An adequate
capital level is generally determined as arelation between assets and liabilities. All of a
firm’ s assets can be completely liquid (cash) but the firm can remain undercapitalized if
small losses can reduce its capital to near insolvency. These concepts arerelated. Even
if afirm hasliquid assets, it may have difficulty accessing credit markets to borrow more
funds because it is too close to insolvency to be perceived as a good credit risk.
Compl exitiesof mortgage-rel ated securitieshavemadeit difficult to ascertaintheir value,
thus those assets have becomelessliquid. Furthermore, investors know that some banks
have suffered |oan losses that reduced their capital, but the complexities of the mortgage-
related assets have made it difficult to identify which banks are undercapitalized. Asa
result, the liquidity of mortgage-related assets has been reduced, and the liquidity of
financial firms has been reduced. The Federa Reserve has taken steps to increase the
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liquidity of particular assets, for example, by expanding the categoriesof assetsthat it will
accept as collateral for loans, but the Federal Reserve has not restored bank capital.

What does Treasury propose to do? The Department of the Treasury
proposed replacing the case-by-case approach to interventions in the financial markets
that had prevailed from summer 2007 through summer 2008 with a systemic program.?
Somebelievethat intervening on behalf of someailing financial institutionsbut not others
contributes to investor uncertainty. Treasury proposed a program similar to the
Resolution Trust Corporation (RTC) that could acquire $700 billion of mortgage-rel ated
assetsfrom the banking system. Theoriginal proposal gave the Secretary of the Treasury
broad discretion to determine the terms of asset acquisition and the operations of the
program. Some policymakers have suggested that any program provide greater
management oversight, limits on the executive pay of participating financial institutions,
and other conditionsto monitor the use of taxpayer funds. Some policymakers have also
suggested that bankruptcy judges be granted the authority to modify loans of troubled
borrowers under some circumstances. Another possibility is providing a government
guarantee of payment on the assets rather than government acquisition.

What were some of the additions and deletions to the proposal offered
in H.R. 3997? The expressed purpose of the Emergency Economic Stabilization Act
of 2008, H.R. 3997, was to “...provide authority and facilities that the Secretary of the
Treasury can useto restoreliquidity and stability tothefinancial system.”?* Thismeasure,
voted down on September 29, 2008, addressed some of the concerns that some
policymakers may have had regarding the three-page Treasury plan. A short description
of some of the provisions of the Troubled Asset Relief Program (TARP) follows.

o Itexcludesforeign central banksfrom the definition of eligiblefinancia
institutions but includesinstitutionsin U.S. territories, such as Guam and
the Virgin Islands.

e It providesfor insurance of some troubled assets as an aternative to, or
in addition to, purchasing troubled assets.

o ItcreatesaFinancia Stability Oversight Board to review the exercise of
authority under the program. Theboard will be made up of the Chairman
of the Federal Reserve, the Secretary of the Treasury, the Secretary of the
Department of Housing and Urban Development, the Director of the
Federal Housing Finance Agency, and the Chairman of the Securitiesand
Exchange Commission.

e The Treasury will manage the acquisition and sale of assets with any
proceeds accruing to the general fund for reduction of the public debt.

e The measure instructs the Secretary of Treasury to implement a plan to
maximize assistance for homeowners and to encourage |oan servicersto
participate in the Hope for Homeowners program. Assistance to
homeowners includes consent to reasonable loan modification requests.

2 CRSReport RS22957, Proposal to Allow Treasury to Buy Mortgage-Rel ated Assetsto Address
Financial Instability, by Edward V. Murphy and Baird Webel.

2 H.R. 3997 was originally introduced as atax relief measure to assist service members. The
present discussion isbased on adraft (asof 9:10 p.m., Sep. 28, 2008) offered by the Housein the
nature of a substitute.



CRS-6

The measure puts limits on executive compensation of institutions that
participate. Under certain circumstances, these limitsinclude limits on
incentive compensation for risk-taking during the period that the program
has an equity or debt position in the firm, recovery of incentive bonuses
paid to senior executives based on financia statements that are later
shown to be false, and a prohibition of golden parachutes.

The Comptroller General has ongoing oversight of TARP management
and activities.

e Thereisto be astudy of excessive leveragein financial institutions.

The President will appoint a specia inspector for TARP, with Senate
confirmation.

The debt limit israised to $11.3 trillion.

A Congressional Oversight Panel is created in the |legislative branch to
monitor financial markets and make regular reports to Congress, and to
provide a report on financial market regulatory reform by January 20,
20009.

Thereisno provisionfor allowing bankruptcy judgesto reduce mortgage
debit.



