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The Classic Parable

One day a little Dutch boy was walking 
home when he noticed a small leak in a 

dike that protected the people in the 
surrounding town. He stuck his finger in 
the hole, called for help, and became a 

hero to all. 
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What a Difference a Month Makes!

• Freddie and Fannie: taking the “S” out of GSE

• Investment Banks: ruin and restructuring

• AIG: the Fed takes out insurance

• Money Market Funds: sleepy no more

• The TARP: A bad asset plan?
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Home Prices
Year over Year Change, Case-Shiller Index
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Past Their Prime
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MBS Issuance
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Senior Loan Officer Survey: Commercial Loans
Net Percentage of Respondents Tightening Credit

Source: Federal ReserveSource: Federal ReserveSource: Federal ReserveSource: Federal Reserve
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Rationing the Balance Sheet
Quarterly Growth of Loans & Leases

Source: Federal Reserve
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The Parable According to Milton Friedman

One day a little Dutch boy was walking home when he noticed a leak in a 
dike that protected the people in the surrounding town. He started to stick 
his finger in the hole, but then he remembered his moral hazard lesson. 
“The companies that built this dike did a terrible job,” the boy said. “They 

don’t deserve a bailout. And doing that would just encourage more 
shoddy construction. Besides, the dumb people who live here should 

never have built their homes on a floodplain.” The boy continued on his 
way home.
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The Lehman Bankruptcy

• PDCF in place; 
seeking a private 
sector resolution

• All thought that new 
capital or a merger 
partner would 
appear

• Bankruptcy 
announced, 
September 15
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Too Connected to Fail?

• Left counterparties scrambling 
• Challenged clearing houses and wire 

systems
• Chilled the secured lending markets
• Those who hedged with Lehman were left 

unprotected
• Created losses in money market funds
• Spooked counterparties and made them 

hesitant to transact
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Spiraling Downward

Losses

Downgrades

Collateral CallsReduced
Liquidity

Distressed
Asset Sales

• Models accelerate the process
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Next Up: AIG

AIG Share Price
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Money Fund Stress
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Roiling the Funding Markets

LIBOR/OIS
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• Institutions are 
scared of one 
another

• LIBOR is way out of 
line

• Term funding is not 
available

• Volatile trading 
ranges
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“The End of Wall Street”

• Investors uncomfortable with the 
investment bank model

• Merrill Lynch sells to Bank of America
• Morgan Stanley and Goldman Sachs rush 

to become Bank Holding Companies
– Higher capital
– More regulation
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The Biggest Failure

• No cost to FDIC, 
but…

• …senior note 
holders were 
unprotected

• How many deep-
pocketed 
acquirers are 
left?
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The Bad Asset Fund

Pros
• Begins to address 

the disease and not 
the symptoms

• Improved tone 
surrounding financial 
firms

• Will not cost $700 
billion

Cons
• Bailout is a dirty 

word
• Does not assist with 

capital levels
• May come too late 

for some institutions
• Prices will be key!
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Words to Live By

“The markets can be wrong longer than you can stay 
solvent.”

– John Maynard Keynes

“You don’t find out who’s been skinny dipping until the 
tide goes out.”

– Warren Buffett

“There are no atheists in foxholes, and no ideologues 
in financial crises.”

– Ben Bernanke
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Average Credit Default Swap 
Spread
Financial Sector Industries
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The Parable According to Carl Tannenbaum

The little Dutch boy worried about the horrors of the flood, 
stuck his finger in the dike and held it there.  He realized 
that he was creating moral hazard, be he also realized that 
he and his family would be washed out if the dike burst.

As the help took time to arrive, he noticed another leak 
opening a few feet away.  So he stretched and plugged it 
with his other hand.

Then, a leak opened below the first one.  So he stuck his 
toe in it.  Another leak opened…another toe.

Then, the fifth leak opened…
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mac-ro-pru-den-sh=l

• Gathering support as a new regulatory 
model

• Views risks “horizontally” across firms 
and jurisdictions (regulatory and 
national)

• Goes beyond the boundaries of the 
balance sheet

• Might allow more balanced supervision 
across the business cycle
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Conclusions

• The American financial landscape has 
changed historically in just the past four 
weeks; maybe more ahead?

• The Treasury and the Fed have been 
exceptionally active

• Critics say that steps taken haven’t always 
been consistent

• We’ll be learning from and debating recent 
events for years to come 
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