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Financial crises not only impose short-term ecomoronsts but also create enormous
regulatory risks. The financial crisis that is @ntly gripping the global economy is
already producing voluminous proposals for reguiateform from all quarters. Previous
financial crises—most obviously the Great Deprasstbrought significant financial
regulatory changes in their wake, most of whichensrbsequently discredited by
economists and economic historians as counterptiveuc

Since the 1980s, the United States has been remmovamy of those regulatory
missteps by allowing banks to pay market interatstsron deposits, operate across state
lines, and offer a wide range of financial serviaad products to their customers, thus
diversifying banks’ sources of income and improvingir efficiency. It is worth
remembering how long it took for unwise regulatacgions taken in the wake of the
Depression to be reversed; indeed, some regulptigies introduced during the
Depression—most obviously, deposit insurance—\k#lly never be reversed.
Ironically, financial economists and economic histes regard deposit insurance (and
other safety-net policies) as the primary sourcéhefunprecedented financial instability
that has arisen worldwide over the past thirty géBarth, Caprio, and Levine 2006;
Demirguc-Kunt, Kane, and Laeven 2009; CalomirisG4)0

Will the current regulatory backlash in responsehfinancial crisis once again
set back financial efficiency, or will it lead the refinement and improvement of our
financial regulatory structure? As of this writirgmixed outcome seems likely. Some
changes in the content of banking regulation &edylito be constructive. In other
areas—the reform of the regulatory use of ratingnag opinions, and putting an end to

the subsidizing of leverage in housing—the fuigrencertain; counterproductive, knee-



jerk reactions or preservation of the status gespectively, seem as likely as thoughtful
reform. In some of the areas where reform wouldd®@rable—most obviously,
eliminating entry barriers in consumer banking—iaghis likely to occur. Finally, with
respect to the implementation of supervision agglegion, major changes are afoot that
will probably rearrange and consolidate financiarsight and extend the powers of the
Federal Reserve Board into new areas. Reconsidéréngllocation of regulatory power
will likely bring a mix of unpredictable outcomddnfortunately, one desirable change—
removing the Fed from its current role as a micpesuisor and regulator of banks—is
unlikely to occur.

This chapter considers several important areassgfanse (or nonresponse) of
banking regulation to the crisis. | begin with arerview of the causes of the crisis and
the ways in which the crisis has highlighted thechor regulatory reform. | review the
prospects for the reform of regulatory contentsbaonsider and evaluate the potential

changes in the structure of regulation and supervisoming out of the crisis.

|. The Origins of the Crisis

Many commentators argue that the financial inn@vetiassociated with the
securitization of subprime mortgages by banks amdstment banks, and the repo
finance of investment banks, permitted subprimetgage originators to sidestep
commercial bank prudential regulation (of on-batasbeet bank holdings of subprime
mortgages and related instruments) so that theld @asume more risk at lower cost by
boosting leverage. There is no doubt that, had mwbprime loans been placed on the

balance sheets of commercial banks, financial sységeraging would have been



smaller. But that would not have prevented thesriSovernment policies that
promoted risk taking in housing finance, and retpulastandards for measuring risk
when setting minimum capital requirements (for lsamkvestment banks, and their
securitizations), were far more important in getiegathe hugely underestimated risks
that brought down the U.S. financial system.

As Calomiris (2009a) shows, on an ex ante basigraune default risk was
substantially underestimated during 2003—-7. Reddentorward-looking estimates of
risk were ignored, and senior management structtoagpensation for asset managers to
maximize incentives to undertake underestimatdd ris

Those mistakes were not the result of random nmsssity; rather, they reflect a
policy environment that strongly encouraged finahoianagers to underestimate risk in
the subprime mortgage market. Risk taking was driwegovernment policies. Four
categories of government error were most important:

1. Lax monetary policy, especially from 2002 thro@®&905, promoted easy credit
and kept interest rates low for a protracted peridde history of postwar monetary
policy has seen only two episodes in which the fe@ddral funds rate remained negative
for several consecutive years: the high-inflatiprsede of 1975-78 (which was reversed
by the rate hikes of 1979-82) and the accommodagvied of 2002-5. The Fed
deviated sharply from the “Taylor Rule” in settimgerest rates during 2002-5; the
federal funds rates remained substantially andgiergly below levels that would have
been consistent with that rule. Not only were shemin real rates held at persistent
historic lows, but unusually high demand for lontggm Treasuries related to global

imbalances flattened the Treasury yield curve dutive 2002-5 period, resulting in



extremely low interest rates across the yield cudceommodative monetary policy and
a flat yield curve meant that credit was excesgiaghilable to support expansion in the
housing market at abnormally low interest ratesctviencouraged the overpricing of
houses and subprime mortgages.

2. Numerous housing policies promoted subprimetaking by financial
institutions (Calomiris 2009a, 2009b). Those pelcincluded (a) political pressures
from Congress on the government-sponsored entespi3SEs), Fannie Mae and
Freddie Mac, to promote “affordable housing” byasting in high-risk subprime
mortgages, (b) lending subsidies for housing fieavia the Federal Home Loan Bank
System to its member institutions, (c) Federal Hop#dministration (FHA)
subsidization of high mortgage leverage and ridkgbvernment and GSE mortgage
foreclosure mitigation protocols that were devetbpethe late 1990s and early 2000s to
reduce the costs to borrowers of failing to meét dervice requirements on mortgages,
which further promoted risky mortgages, and—almuwdielievably—(e) 2006 legislation
that encouraged ratings agencies to relax stanftardsbprime securitizations.

All these policies encouraged the underestimatf@ubprime risk, but the
behavior of members of Congress toward Fannie Mdd~aeddie Mac, which
encouraged reckless lending by the GSEs in the md@mkordable housing, were
arguably the most damaging actions leading updctisis. For Fannie and Freddie to
maintain lucrative implicit (now explicit) governmieguarantees on their debts, they had
to commit growing resources to risky subprime lo@alomiris and Wallison 2008).
Fannie and Freddie ended up holding $1.6 trillioexposures to those toxic mortgages,

half the total of non-FHA outstanding amounts ofitanortgages (Pinto 2008).



3. Government regulations limiting the concentnatof stock ownership and the
identity of who can buy controlling interests imlia have made effective corporate
governance within large banks virtually impossilhlax corporate governance allowed
bank management to pursue investments that werefitaple for stockholders in the
long run but were very profitable to managemerthashort run, given the short time
horizons of managerial compensation systems. Wioeklsolder discipline is absent,
managers can set up the management of risk toibémehselves at the expense of
stockholders. An asset bubble (like the subprintgbbriof 2003-7) offers an ideal
opportunity; if senior managers establish compemsatystems that reward subordinates
based on total assets managed or total revenuestedl, without regard to risk or future
potential loss, then subordinates have the incentivexpand portfolios rapidly during
the bubble without regard to risk. Senior managjezs reward themselves for having
overseen “successful” expansion with large sharteonuses and cash out their stock
options quickly so that a large portion of theirmag is invested elsewhere when the
bubble bursts.

4. The prudential regulation of commercial bankd mvestment banks has
proven to be ineffective. That failure reflects f@damental problems in measuring
bank risk resulting from regulation’s ill-considdreeliance on inaccurate rules of thumb,
credit rating agencies’ assessments, and inteard models to measure risk, and (b) the
too-big-to-fail problem (Stern and Feldman 2004hjclk makes it difficult to credibly
enforce effective discipline on large, complex fingl institutions (such as Citibank,
Bear Stearns, AIG, and Lehman) even if regulatetedt large losses or imprudently

large risks.



The risk measurement problem has been the prinadoyd of banking regulation
and a subject of constant academic criticism forarban two decades. Regulators use
different means to assess risk, depending on #eeo$ithe bank. Under the simplest
version of regulatory measurement of risk, subpnmaogtgages (like all mortgages) have
a low asset risk weight (50 percent) relative tmogtercial loans, although they are
riskier than those loans. More complex measurenadnisk (applicable to larger U.S.
banks) rely on the opinions of ratings agenciethernternal assessments of banks,
neither of which is independent of bank management.

Rating agencies, after all, cater to buy-side ntgpketicipants (i.e., banks,
pensions, mutual funds, and insurance compani¢snhiatained subprime-related asset
exposures). When ratings are used for regulatonygses, buy-side participants reward
rating agencies for underestimating risk becauaehtélps the buy-side clients reduce the
costs associated with regulation. Many observeahgly believe that the problem with
rating agency inflation of securitized debts id th&llers (sponsors of securitizations) pay
for the ratings; on the contrary, the problem &t tihebuyers of the debts want inflated
ratings because of the regulatory benefits thegivedrom such ratings.

The too-big-to-fail problem involves the lack oédible regulatory discipline for
large, complex banks. The prospect of their failsxgonsidered so potentially disruptive
that regulators have an incentive to avoid intetieen That ex post “forbearance” makes
it hard to ensure compliance ex ante. The too-bifail problem magnifies incentives to
take excessive risks; banks that expect to be ¢extdoy deposit insurance, Fed lending,
and Treasury-Fed bailouts and believe that theypayend discipline will tend to take on

excessive risk because taxpayers share the dowrsstie



The too-big-to-fail problem was clearly visibletime behavior of large investment
banks in 2008. After Bear Stearns was rescued ichjd.ehman, Merrill Lynch,

Morgan Stanley, and Goldman Sachs sat on theirshimaéix months awaiting further
developments (i.e., either an improvement in theketaeenvironment or a handout from
Uncle Sam). In particular, Lehman did little tos@icapital or shore up its position. But
when conditions deteriorated and the anticipatéidiafailed to materialize for Lehman
in September 2008 (showing that there were linoit§reasury-Fed generosity), the other
major investment banks immediately were either meduor transformed themselves into
bank holding companies to increase their accegedernment support.

This review of government policy contributionstie financial crisis has not
mentioned deregulation. During the 2008 electioanpyncandidates (including President
Obama) made vague claims that “deregulation” haded the crisis. That claim makes
no sense: involvement by banks and investment biarésbprime mortgages and
mortgage securitization was in no way affected &#yking deregulation. In fact, the
deregulation of the past two decades (which cogdist the removal of branching
restrictions and the expansion of permissible mntivities) facilitated adjustments to
the subprime shock by making banks more diversdied by allowing troubled
investment banks to become stabilized by beconuingeing acquired by, commercial
banks (Calomiris 2009a). Since the election, Pezgi@bama and other erstwhile critics
of deregulation have begun properly to focus onven@us failures of regulation, rather

than deregulation, as causes of the crisis.



Il. Reforming the Substance of Regulation

The policy errors enumerated above were all subjafcsubstantial research before the
financial crisis. It is not surprising, therefotlat credible solutions to those problems
have been identified by financial economists whaenabout public policy. It is perhaps
more surprising that the emerging academic conseaisout reform is being embraced
by Congress and the administration (at least 9o taven populist demagogues such as
Barney Frank and Chris Dodd (who were egging orpttaiforks-and-torches crowd
during the disgraceful AIG bonus hullaballoo) hamewn some restraint in their
regulatory reform advocacy.

Of course, the devil is in the details, and sigaifit risks remain, including the
possibility of counterproductive limits on competisa that could drive talent to less-
regulated environments abroad, trading or reportithgs that would impose implicit
taxes on the development of new derivatives prajlarriers to competition
masquerading as “stabilizing” regulation, and thewerment of politicized regulators
who would in turn politicize credit flows and othf@rancial decisions.

No credible voice within the administration or Coesp is pushing to repeal the
1999 Gramme-Leach-Bliley Act, which allowed bankdaitered entry into investment
banking, although some (notably, Paul Volcker) hexgressed the view that proprietary
trading should be segregated from other aspediariing. Barney Frank recently
agreed with Chairman Bernanke during his testimmafpre Frank’s committee, in
particular with respect to the appropriate regulagpproach toward the hedge fund

industry, which Bernanke argued should focus pniyan disclosure rather than



regulatory control of hedge funds’ risk or capgalicture (the approach favored in much
of continental Europe).

The emerging consensus reflects, inter alia, tliksFability to take the
intellectual lead, thanks to its substantial stesiources and experience. Few in
Washington have the wherewithal to dispute the $kdbwledge and expertise on the
technical matters of regulation. Having succeadezlevating the discussion on
regulatory reform, the Fed has given reformerdifoiag myself) hope that this time
government will not compound its errors too badiyt$ regulatory response to the
financial crisis.

The following list summarizes sensible policy mefie (see Calomiris 2009b for
details), many of which have been advocated byesagr Geithner, Chairman Bernanke,
and members of Congress and are reflected in demtr€&20 declaration on regulatory
reform (although the details the various partidé advocate remain uncertain):

1. Limit incentives for large, complex institutiottstake advantage of too-big-to-
fail protection by (a) employing regulatory suralpes on complexity (e.g., requiring
higher capital or liquidity by large, complex irtgtions) and (b) giving a financial
regulator the authority to establish new procedtoesmtervening and resolving the
problems of large, complex, distressed financisfiintions (banks and nonbanks), rather
than simply bailing them out. Secretary Geithngports both elements. Some critics
(e.g., Diebold and Skeel 2009) are legitimatelyossned that discretionary resolution
authority could lead to incompetent or politicathptivated interventions. Other critics
worry that defining an institution as “large andrgaex” might actually encourage

bailouts. The answer to both problems is to redanmge, complex institutions to devise



detailed and regularly updated plans to resolvi tven problems. Those plans would
specify how control would be transferred to a poged bridge bank if the institution
became severely undercapitalized and specify fasidar loss sharing among
international subsidiaries of the bank (such ldssiag arrangements would be
preapproved by regulators in countries where sidrsed are located). Credible,
preapproved plans would discourage such banks taking advantage of their large size
and complexity to avoid discipline and would redtloe costs of too-big-to-fail
protection. Such plans would also avoid the chgmticess of coordinating international
loss sharing after the fact, in that the intere$wifferent countries regulating different
subsidiaries of troubled institutions often dive{gamajor contributor to the chaos over
the management of the crisis in Europe and the neamaining challenge to resolving the
Lehman Bros. bankruptcy).

2. “Macro” prudential regulation is a relativelywédea that has been gaining
support, including by Secretary Geithner, many am@ess, and the G20. A macro
prudential regulator would vary capital and liqtydiequirements over time in response
to changes in macroeconomic and financial systeootistances. For example, during
booms, minimum capital would be set higher, esplgafea boom were occurring in
which asset prices and credit were rising rapigising capital requirements on banks
would discourage a protracted bubble from formind ereate a larger equity cushion for
banks if a bubble should burst. Calomiris (200@vjews various ideas for setting
dynamic capital requirements, arguing that it isgdlole to devise simple, desirable rules

to implement such a policy.
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3. Replace housing leverage subsidies with sulsstteg carry less risk to low-
income, first-time home buyers. Democrats in thei$¢o Senate, and White House have
not yet supported concrete measures that wouldtceetthe vulnerability of housing
finance going forward; many Democrats have, howestepped claiming that Fannie
and Freddie were mere victims of the crisis. Theddaber 9, 2008, hearings in the
House resulted in a bipartisan consensus that €amii Freddie had been major
contributors to the crisis and that it is necessamgform these institutions (which are
currently in conservatorship). Given the huge prditstakes, however, the prospects for
reform are uncertain.

4. Use regulatory surcharges (capital or liquidgguirements) to encourage
clearing of over-the-counter (OTC) transactionstigh clearinghouses, thus simplifying
and rendering transparent counterparty risk ifQf€ market. Secretary Geithner has
advocated encouraging some migration of derivatblesring to centralized
clearinghouses (in fact, he championed the needpoove derivatives clearing when
serving as president of the New York Fed). He seéemsderstand the need to
distinguish between homogeneous derivatives pradilike plain vanilla interest-rate
swaps) that are good candidates for centralizeatiolg and other customized products
that are not. Progress in bringing some derivagpresiucts into clearinghouses has
already been made.

5. Require timely disclosure of OTC positions tguiators and lagged public
disclosure of net positions. This would help tragktemwide risks by the macro

prudential regulator and the market. The poterbats of too much disclosure or too
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rapid disclosure of positions are that such disoles could reduce market liquidity under
some circumstances (see Calomiris 2009b).

6. An important area that has not been much digclisg policy makers is the
need to reform the regulatory techniques for meaguisk. Secretary Geithner talks
about the need for “capital, capital, capital,” ndre capital alone is not an effective
solution; financial institutions can raise asssk to offset higher capital requirements
using various means, some of which are hard tatiéfibere is no substitute for effective
risk measurement; yet ideas for reforming risk meament have been missing in the
congressional testimonies and speeches and G2ripgstat least thus far. The most
promising approach would be to use market pricemtoplement improved versions of
existing measures of risk based on rating agenoyays and internal models. The key
problem with the current approach is that it deen bank reporting, supervisors’
observations, and rating agencies’ opinions. Ndribase three parties has a strong
interest in accurate, timely measurement of riskttfermore, even if supervisors were
extremely diligent in measuring risk, how couldytiseiccessfully defend high risk
estimates that were entirely the result of theinamodels and judgment? Part of the
solution is to bring objective information from thearket into the regulatory process and
to bring outside (market) sources of disciplinel@bt markets to bear on bank risk
taking. A large body of evidence favors that appio The Fed and Treasury blocked
that approach in 1999 (in response to lobbyingsumesfrom the big banks), but Fed
officials seem more amenable now.

7. Avoid grade inflation in rating agencies’ oping Lots of bad ideas are

surfacing about how to accomplish that goal, onetath is to require that the buy side
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pay for ratings rather than the sell side. As adgai@ove, this would not improve the
reliability of ratings. The regulated buy-side ist@s (banks, pensions, mutual funds,
and insurance companies) pushed for ratings ioflatf securitized debts to loosen
restrictions on what they could buy; it is ludicsaio argue that giving the buy side more
power would discourage ratings inflation. Anothadbdea gaining ground in Europe is
to have regulators micromanage the ratings progdssh would be destructive to the
content of ratings. There are better alternatigas, of which would force ratings to be
guantitative. Letter grades have no objective meathat can be evaluated or penalized
for inaccuracy. Numerical estimates of the probihbif default (PD) and loss given
default (LGD), in contrast, do have objective, mgable meanings. Rating agencies that
provide ratings used by regulators (so-called NRSRsDhould provide specific estimates
of the PD and LGD for any rated instrument (thegady calculate and report such
statistics). Requiring NRSROs to express ratingsgusumbers could alter their
incentives dramatically. If NRSROs were penalizedslystematically underestimating
risk over a significant period of time (say, witlsia&-month “sit out” from having their
ratings used for regulatory purposes), they woaldeha strong self-interest in correctly
estimating risk because the reduced demand fardberices during the sit out would
affect their fee income.

8. Change corporate governance rules to encouettgr ldiscipline of bank
management. Rather than deal with the symptomsaf governance in banks (e.qg.,
compensation structure), it would be better to mwprthe ability of stockholders to

discipline management. One such reform would baiteinate ownership concentration
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limits on stockholders of bank holding companiekiclh would significantly improve
their corporate governance.

Unfortunately, we are far from seeing legislationych less sensible legislation,
on most or all of the reforms listed, and thersubstantial risk of mischief. But
compared to the backlash we could be facing, thepacts for reform are reasonably
good, with an encouraging absence of terrible idéasn the discussion on regulating
compensation has so far focused on the need to mliggmmagement incentives with long-
term performance, rather than trying to limit theiall size of compensation.

Other desirable reforms, unrelated to the findrariais, include, most
importantly, permitting nonfinancial companies tde consumer banking.
Telecommunications and retail networks could prewidst-effective alternatives to bank
branches and improve access for low- and middlenArecconsumers. That sort of

deregulation was a long shot before the crisis; ot a realistic near-term possibility.

lll. Reallocating Regulatory and Supervisory Power
An area in which prospects for change are not f&vlerand on which economics is less
helpful in guiding policy is the reallocation ofg@atory and supervisory authority. The
increased weight given to Fed opinions about reforay not be helpful here; the Fed’s
main goal in such debates has always been to peeaad expand its own authority,
which has not generally been in the public inte(€stlomiris 2006).

A lot is up for grabs in the reallocation of regiary power, with one question
being whether we should maintain the current sysiemultiple prudential bank

regulators. The Office of the Comptroller of ther@acy regulates national banks, the
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Fed regulates Fed-member, state-chartered bamkB[XIC regulates state-chartered,
non-Fed member banks, the Office of Thrift Supeowvisegulates nationally chartered
thrifts, and the Securities and Exchange Commig@&C) regulates investment banks.
Some critics fear that a “race to the bottom” doeihsue as regulators compete to attract
banks to their sphere of influence through lax déads. But the traditional view among
banking historians has been that competition ammegglators, who otherwise may be
excessively prohibitive in their approach, fosteester regulation and supervision.
Although no convincing evidence supports the radglé bottom argument, not much
more evidence exists to support benefits from r@guy competition.

A second question is whether banking regulatiamukhbe compartmentalized
(e.g., separating prudential regulation from consupnotection regulation) to improve
enforcement. Aspects of prudential regulation mayflect with regulation designed to
foster access (e.g., encouraging banks to tolgratder risk when lending to low-income
borrowers). Some advocates favor creating sepbhaalies for consumer and prudential
matters so that each supervisory/regulatory bodlyhave a clear, focused agenda.
Others argue that combining consumer protectionpandential regulation in the same
regulatory authority prevents regulators from isguwontradictory instructions.

Third, now that new regulatory actions relatindai@e, systemically important
financial institutions are being proposed, wherk those new authorities be housed?
The Fed is perhaps the most likely choice. It psses the resources and breadth of
perspective to gauge risks and relevant trendsdretonomy better than any other macro
prudential regulator. Furthermore, as the centmakband a lender to financial

institutions, it already needs to maintain timelformation about systemwide risk. The
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Fed is also a candidate for the new resolutionaityh(and is explicitly favored for that
role by Barney Frank). Congress has generally perdeo vest powers in the Fed
because it exercises more control over the Feddkar other financial regulators. With
respect to resolution powers and other new micndgmtial authority, however, many
strongly argue against expanding the Fed'’s role.

Indeed, policy makers should require the Fed te g its role as a micro
regulator, rather than expand that role through reswlution authority. Former secretary
Paulson advocated reforms to remove the Fed froptadday regulatory and
supervisory authority but gave it a new mandateusue macro prudential supervision
and regulation.

Removing the Fed from micro regulation and supsson would have substantial
advantages (Calomiris 2006). The United Statetm®st alone among developed
economies in relying on its monetary authoritytagprimary day-to-day bank regulator
and supervisor. The Fed not only sets and enfgneegential and consumer regulations
but approves bank mergers and acquisitions andekegrhat constitutes permissible
activities for banks. Why have other countriesatised their monetary authorities from
such things? First, monetary authorities—especiahgn subject to political oversight
by Congress, as the Fed is—may be less reliabidategy enforcers. Second, combining
regulatory powers with monetary authority politeszmonetary authorities, thus
threatening independent monetary policy. Unfortelyagiven the dominant role of the
Fed in the current debates over the reallocatiquowfer, there is little chance of
distancing the Fed from the day-to-day responsisliof supervision and regulation,

despite the benefits.
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IV. Conclusion

Financial crises produce regulatory reactionspeiter or worse, often for worse. The
reforms in reaction to the current crisis haveywaitbeen settled, and prospects for
reform are mixed.

The most important desirable changes in reguldtighlighted by the crisis
would be (1) regulatory taxes and reforms of resahuprocesses that would discourage
too-big-to-fail protection of large, complex bank®) macro prudential regulatory
authority to gauge overall risk in the financiab®m and structure dynamic capital and
liquidity requirements accordingly, (3) eliminatiohleverage subsidies in housing, (4)
rules to encourage OTC clearing in clearinghou&gsjisclosure standards for OTC
market participants, (6) improvements in the meament of regulatory risk that would
include market-based measures, (7) changes irsthefuating agencies’ opinions to
discourage grade inflation, and (8) eliminatingule¢pry limits on the concentration of
ownership in banks.

Items (1), (2), (4), and (5) seem likely to be iepkented in some form, but the
others are less certain. In areas unrelated tortbis (most importantly, the relaxation of
entry barriers in consumer finance) there is liibge of progress at the moment, and in
many areas (e.g., new compensation rules) thgmea potential for mischief from
regulatory overreach; it is too early to be confidef measured reform.

With respect to reallocating regulatory and supsam powers, important
guestions remain unresolved in theory and uncenmgmmospect. One desirable reform—

removing the Fed from day-to-day regulatory andesugory decisions, especially in the
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most highly politicized areas of regulatory deamsmaking—remains unlikely given the
Fed'’s thirst for power, Congress’s general prefeedor vesting the Fed with power, and
the Fed’s growing influence in the current debatesegulatory reform. Indeed, if
anything, the Fed’s role as a micro prudential f&tgu is likely to grow, particularly

through an expansion of its authority over the Iiggan of distressed financial firms.
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