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The United States and Europe are now in the miostsamnificant economic slowdown.
It is imperative that we understand what has letthégoroblem, critical if we are to
devise appropriate policy responses—including desgyregulatory frameworks that
make the recurrence of another such crisis lesyylikThe cumulative loss in output—
the gap between what output would have been had tia¢ been a crisis, and what is
actually produced—will almost surely amount to ktess of several trillion dollars
before the economy recovers.

The analysis here is motivated in part by obsermatof a large number of
banking crises, especially in developing countriesmany ways, this financial crisis has
similarities to these earlier crises, though cartapects of the resolution are markedly
different. In my boolRoaring Ninetie§ | provide an interpretation of the market
scandals of the late nineties and early yearsiefcéntury. Here, | want to provide a
similar interpretation of the 2007/2008 crisis riique of the policy responses
undertaken so far, and a set of proposals for tnefarward. In my earlier work, |
argued that information and incentive problems @taynportant roles in the financial
market scandals of the late 1990s. Here, | washtov that they also have played an
important role in the financial crisis of 2007/2008

Financial markets are supposed to allocate cagitéimanage risk. They did
neither well. Products were created which wereuplicated that not even those that
created them fully understood their risk implicasorisk has been amplified, not
managed. But meanwhile, products that should baea created—to help ordinary

citizens manage the important risks, which theyfrmmt—were not.
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No one can claim that financial markets did a atgthb in allocating resources in
the late 1990s—uwith 97 percent of the investmamtger optics taking years to see any
light. But at least that mistake had an unintenokeakfit: as the costs of interconnections
were driven down, India and China became more iated into the global economy.

This time, there were some short-term benefits filoenexcess investments in real estate:
some Americans enjoyed the pleasures of home ohipesad living in a bigger home
than they otherwise would have—for a few monthsit & what a cost to themselves and
the world economy! Millions will lose their homead with that, their life savings.
Meanwhile, as families are being forced out of themes, the homes get trashed and
gutted; in some communities, government has firgtpped in—to remove the remains.
In others, the blight spreads, and so even thogehatie been model citizens, borrowing
prudently and maintaining their homes, find marketisies depreciating beyond their
worst nightmares.

American banks mismanaged risk on a colossal swéle global consequences,
and meanwhile, those running these institution®e heaiked away with billions of
dollars in compensation. By some estimates, apmately 40 percent of corporate
profits in recent years have accrued to the fira@rsgctor. To be sure, it has played an
important role in providing finance to the trulyniovative parts of the American
economy, through venture capital firms, and theselbeen well rewarded for their
services. But this is but a small part of Amerscihancial system. From a systemic
perspective, there appears to be a mismatch betsomgés and private returns—and

unless social and private returns are closely atigthe market system cannot work well.
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This chapter provides an analysissomeof the sources of the problem, and it
provides a set of proposals for the design of a megulatory framework, which will
make the recurrence of such problems less liketierfuture. A companion chapter

provides a critique of current policy responses sugestions for whahouldbe done.

The Sour ce of the Problem

Many factors contributed to the current problensjuding lax regulations and a flood of
liquidity. We can push the analysis back, askify the excess liquidity and lax
regulations? What were the political and econdmices leading to each? Elsewhere, |
have explained, for instance, how growing inequadittax cut for upper income
Americans, global imbalances, and rising oil pricestributed to what would have
been—in the absence of loose monetary policy andelgulation—an insufficiency of
aggregate demand, in spite of large fiscal defiditsxplain too the role played by
monetary policies, which focused excessively otatidn and paid insufficient attention
to the stability of financial markets; these pa@giwere often justified by simplistic
economic theorie3.

Here, | focus more narrowly on how particular dieficies in the regulatory
framework contributed to the housing bubble, foogsn particular on theupply side,
the behavior of lendersThere were other regulatory failures, which conitdal on the
demand side—the failure, for instance, to respiedatory lending.

Some of the same problems that had contributeltetearlier problems were at

play here. There were incentives for providingleading information and conflicts of
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interest. Two additional elements were preseentives for excessive risk taking and
fraudulent behavior (a problem that played an irtgotrrole in the S&L debacl8).
Perhaps more important though than these pervacsatives was a failure in modeling:
a failure to understand the economics of secutitizeand the nature of systemic risk,

and to estimate well small probability evehts.

Incentive Problems

Executive compensation systems

Executive compensation schemes (combined with axtit@uregulations) encouraged the
provision of misleading information. Executivestlare paid with stock options have an
incentive to increase the market value of shares tleis may be more easily done by
increasing reported income than by increasingproéts. Though Sarbanes-Oxley fixed
some of the problems that were uncovered in thericand related scandals, it did
nothing about stock options. With stock optionslveing expensed, shareholders often
were not fully apprised of their cost. This prasdstrong incentives to pay exorbitant
compensation through stock optich®&ut worse than this dissembling, the use of stock
options encourages managers to try to incregs@ertedincome—so stock prices rise,
and with the rise in stock prices, so too their pensation; and this in turn can lead them
to employ bad accounting practices

In addition, stock options—where executives onlgtipgpate in the gains, but not

the losses—and even more so, analogous bonus selpeevalent in financial markets,
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provide strong incentives for excessive risk takily undertaking high-risk ventures,
they might garner more profits in the short-tern@reby increases compensation; but
subsequent losses were borne by others. In a,sbegevere designed to encourage
risk-taking. The problem is that they encouragecessiveisk-taking, because of the
mismatch between their private returns and soetakns.

Accounting frameworks exacerbated these probleBasks could record profits
today (and executive enjoy compensation relatélddse profits), but the potential

liabilities were placed off the balance sheet.

Incentives for accounting firms

The Enron/Worldcom scandal brought to the fore Ieewpgnized incentive problems
with accounting (auditing) firms, and some cleanftiots of interest. Hired by the
CEOs, and with much of their pay related to comsglservices, they had an incentive to
please the CEOs—to improve accounts that overspat#ds, which led to higher share
value, and greater CEO compensation. Sarbanesr@d& important steps to improve
matters—the accounting firms were limited in pravginon-accounting services, and
they were hired by the audit committees of cormobatards. Yet, few thought that this
would fully resolve the problems. Boards, inclugdaudit committees, are still often
beholden to the CEO, and typically see the wontdugh lens provided by the CEO.
Accounting firms still have an incentive to pleéise CEO and the companies that hire
them. This may provide part of the reason thattteounting firms did not do the job

that one might have hoped in exposing off-balameesrisks.
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Securitization

Recent years have seen increasing reliance on teankeluding securitization, and a
decreasing reliance on banks for the provisiorrediit. Much of the attention has
focused on the greater ability of markets to difemssk. Markets, by underestimating
the extent to which these risks were correlatedrestimated the risk diversification
benefits. Meanwhile, markets ignored three otlmeblems.

More than fifteen years agd questioned this move to securitization.
Securitization creates new information asymmetribanks have an incentive to make
sure that those to whom they issue mortgages gay tbem, and to monitor behavior to
make sure that they do (or that the probability thay do is high). Under securitization,
the originator only has an incentive to producegseof paper that it can pass off to
others'?

The securitization actually createderiesof new problems in information
asymmetries: the mortgages were bought by investb@ks, repackaged, with parts
sold off to other investment banks and to pensioni$ and others; part retained on their
own balance sheet. In retrospect, it was cledmibiaeven those creating the products
were fully aware of the risks. But the complexafythe products made it increasingly
difficult for those at each successive stage ofpttoeessing and reprocessing to evaluate
what was going on.

Securitization poses two further problems. It make renegotiation more

difficult when problems arise. It is impossibleawticipate fully all contingencies, and to
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specify what is to be done in each in the loanremtt When the borrower cannot meet
his repayments, it may be mutually beneficial toeigotiate—the costs are lower than
default (foreclosure on a mortgage). Yet suchgetiation may be more difficult under
securitization, when there are many creditors, whoterests and beliefs differ. Some
may believe that by bargaining hard, they can gaeron average, even if it means that
some of the loans will fall into default. Thisaspecially the case when those who
assume the risk do not trust fully those who manhgédoan to act in their behalf; they
may worry that their incentives (related to managehfiees) are not fully in accord with
the creditors’, and so may impose restrictionsesregotiations. Moreover, the banks
may have a richer “information” context with whitthevaluate the problems; they can
more easily ascertain whether the default is atstjic default” (where the borrower is
simply trying to have his debt burden reduced), &hdther a loan restructuring—
deferring repayments—uwill allow the borrower eveilyito repay, or whether it will
simply mean that the cumulative loss will be greatespecially in the litigious
American context, renegotiation has proven diftichécause any creditor has an
incentive to sue those responsible for renegotiaaying they could have done a better
job* This problem should have been anticipated: & faa harder to renegotiate the
securitized debt in the 1997-98 crisis than to getiate the bank debt in the Latin
American debt crisis of the 1980s.

The second is that the new securities that welaenevere highly non-
transparent. Indeed, their complexity may havenlme® of the reasons that they were so
“successful.” In the East Asia crisis, there wageat deal of criticism of the countries

of East Asia for their lack of transparency. Buwvas precisely this lack of transparency
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that had, in some sense, attracted investors se tteuntries. They believed that they
had “differential information” which would allow &m to get above normal (risk
adjusted) returns. So too, it was the complexithe product that helped generate the
“supernormal” returns. Participants in New Yorkizancial markets put their trust in the
reputations of these premier financial institutiamsl the rating agencies. They have

reason to be disappoint&d.

Rating agency incentives

The rating agencies had been widely berated far fhidures in the 1997 global financial
crisis. They had underrated the risks in East;Azidas they became so large that they
could no longer be ignored, their sudden downgdirthese assets forced them to be
sold by pension funds and other fiduciaries. Tihag clearly contributed to financial
market instability"® It seemed strange, given this record, that Béageit such stress on
rating agenci€é. The rating agencies again faifédThey played a critical role: their
financial alchemy—converting F rated sub prime mages into A rated securities safe
enough to be held by pension funds—ensured a eongrilow of funds into these
mortgages. Not unlike medieval alchemists whoelvelidl there was money to be made
by converting base metals like lead into gold, eéhgas plenty of money to be made—
and shared by all involved in the process—in theveesion of these assets.

Part of the problem is again flawed incentivestifRpagencies—paid by those
who they were rating—had an incentive to give ttfgood grades® and to believe in

the ability of the investment banks to engaggnancial alchemy
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New conflicts of interest and a new culture: répédslass-Steagall

During the discussion of the repeal of Glass Stkag#ics had worried about conflicts

of interest which might open up as a result ofttteaking down of the barriers between
investment and commercial banks. Advocates hat] Skiust us.” Besides, they said,
we will construct Chinese walls, to make sure thate are not abuses. Critics were (as
it turned out, rightly so) skeptical; and raised tfuestion, if effective Chinese walls were
constructed, where were the economies of scopgtbaided the rationale for the
mergers?

That the elimination of the barriers between innesit and commercial banking
provided more scope for conflicts of interest wagply demonstrated by the World
Com/Enron scandals, e.g. the commercial divisiadileg to firms that the investment
division had issued IPO’s, in order to make theensenore “viable *®

Was it just an accident that so many problemserfittancial system surfaced so
soon after the repeal of Glass Steagall in 199B8&s@ conflicts of interests may have not
been at the center of the problem, but they clgadyed a role—so too in the 2007/2008
crisis. Indeed, the closer interplay between itmest banks and commercial banks
almost surely contributed to the necessity of tee Bail-out of Bear Stearns. It was not
just a few investors’ wealth that was at stakeusth8ear Stearns fail, but the entire
financial system.

There have been other effects of the integratianwa@stment and commercial

banks that almost surely played a role in the debathe culture of conservatism that
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had traditionally dominated commercial banking cante clash with the speculative

drive of the investment banks, and it was the lattéture that dominatet.

The Bernanke-Greenspan Put and Moral Hazard

Economists have long been aware of the distorteehitives that bail-outs provide. If a
bank gambles (e.g. by making risky loans), and wims shareholders keep the gains. If
a bank gambles and loses, there is a limit todesds. The government picks up the
pieces’® That is one of the reasons for the need for copervision of banks; just like a
company providing fire insurance needs to make thatethose insured have sprinklers,
to reduce the extent of losses, so too the govarhyméich either implicitly or explicitly
is providing insurance, needs to make sure thatdare not engaging in excessive risk
taking.

Allowing the banks to grow in size and to becoménserdependent exacerbated
the risk of being “too big to fail,” and therefaitee risk of bail-out. The repeated bail-
outs—including of a hedge fund, LTCM (Long-Term @abManagement}—made it
clear that America would not let one of its majoahcial institutions fail.

The Fed has now extended the coverage of bail{detsder of last resort”) to
investment banks, exacerbating all the problenwghich we have already called
attention.

Though the adverse incentive effects of bail-ouwtscéear, it is not always so
clear who benefits from thef. The question is, what would have happened wenme th

not a bail-out? Who is better off? Who is wor#@ oClearly, taxpayers are worse off:
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at the very least, they have assumed risks thaldwiberwise have been borne by
others. The full answer depends in part, of cquosdhe terms of the bail-out. For
instance, in the discussion below of the bail-duB@ar Stearns, those who would have
lost money if Bear Stearns had gone under arerlmdfteBear Sterns shareholders are
better off than they would have been had it gorgeun Those who had “bet” on Bear
Stearns going under are worse off. Part of theareahat it is difficult to get a fully
satisfactory answer to this question is that tierencertainty about what would have
happened if there had not been a bail-out. Ifotld have led to a cascade of other

failures, then all of these who otherwise wouldéhgone under have benefited.

Creating a Credit Freeze

Even before September 15, and the real freezirgeofit markets following the
bankruptcy of Lehman Brothers, it was apparentc¢hedit markets were not functioning
properly. The reason for the malfunctioning wassparently the lack of transparency:
They were so non-transparent that when problemarbegsurface, no bank knew what
its own balance sheet looked like, let alone that loank to which it might lend.

There is a striking similarity between what hapmgkatter Lehman Brothers was
allowed to go into bankruptcy and the IMF (Intefoaél Monetary Fund) and U.S.
Treasury policies in Indonesia’s banking crisid897. Then, 16 banks were shut down,
the IMF made it clear that others would follow,tthiavould not disclosure which banks
would close, and that there would be at most lichdeposit insurance. What followed

was a panic, as funds fled the private banks.
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This time, it was already evident that many banksanwn serious difficulties.

The presumption was that the government wouldddikt least the larger banks. By
allowing Lehman brothers to go into bankruptcy,a&ry and Fed were, in effect,
saying: “Other banks will be allowed to fail; wéllwot tell you which we will allow to

fail and which we will not. But we will not providany guarantees.” What followed was
a predictable panic.

Problems were made worse by large counterpartg,nsikh huge outstanding
positions. Again, the analogy to 1997 is instueti Some Korean banks believed that
they had purchased insurance against exchangehatges, but they had failed to assess
counterparty risk. In the complex web of interdegence, a failure of one institution
could lead to a failure of others. One could etitwho was or was not financially
viable, because one could not assess which “insatgrolicies would or would not pay

off.?*

Transparency and Complexity

Much attention has been centered on the lack n§parency of financial markets. But it
is not just the lack of transparency, but the caxipy of the products created: even if
the terms of the contracts were fully disclosedatld be difficult to assess fully their
import.

It should be clear that there are strong incentisesomplexity (and lack of

transparency). The more transparent and stan@ardiarkets are, the more competitive,
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and the lower profit margins. Lack of transpareany high levels of complexity were
thus a central part of the business model of Aragsiinancial institutions.

At the same time, it should be clear that increasiansparency (improved
information) will not necessarily lead to greatearket stability”> More deeply, the
forces that have given rise to the current crisisnet be resolved simply by increasing
transparency. The incentives that gave rise fodétransparend and increased

complexity would still be at play. Deeper reforare required’

Incentives—and opportunities—for fraud

It should have been obvious to almost anyone iredhfrom those originating the
mortgages, to those repackaging and securitiziegnifio the rating agencies, and to the
regulators—that there was something very wrongggoim Some of the mortgages
required no documentation, and no down paymentsh $8me of the appraisal
companies owned by the mortgage originating congsaiinere were clear conflicts of
interest. A structure was in place for frauduleethavior—for loans greater than the
value of the houdBand it is clear that such fraudulent behavioratidur. Incentives

matter, and if there are perverse incentives, tagggerverse outcomes.

Both the regulators and those buying these seesistiould have been suspect: a 100
percent non-recourse mortgage is an option—if tieef the house goes up, the owner
keeps the difference, if it goes down, he walksyawRroviding such mortgages is

equivalent to giving away money. But banks aretragtitionally in the business of
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giving away money, especially to poor people. H@aw one make money by giving
away money? The answer was simple: they wereeibtisiness of creating pieces of
paper that they could pass on to others. As theession goes, a fool is borne every
moment, enough to create a market: especially wlnese fools are aided and abetted by
wise men, with strong reputations, rating agenareslong established investment banks.
Not all of the mortgages provided, in effect, 1@@qent financing® This
provided another incentive for bad behavior. Mbek been written in recent years
about the amount of money that lies at the bottbthepyramid, and America’s
financial institutions were determined to extraginauch of that money out as fast as they
could. Many put their life savings into the purseaf their homes—money that in effect
went to pay commissions to the mortgage brokerso#imels who benefited from the
housing boom so long as people continued to financerefinance their homes. They
walked away with their commissions, no matter wregipened to housing prices; it was
the poor that were left to bear the risk.
Many recognized that there was predatory lendingggon. Not surprisingly, the
predation was especially strong among those whe Weancially not well educated.
There were attempts to stop this predatory behabidrlobbyists for those who were

doing well by exploiting these groups prevailed.

What was going on? Regulatory and accountingrad@t? Mispricing risk and
excessive leverage?

Incentives clearly played an important role in dedacle. But even with (conventionally

defined) well designed incentives, problems mayehascurred, because social and
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private returns differed. There were opportunit@sregulatory arbitrage. If, for
instance, one could somehow convert the F rateghsnte mortgages into A rated
securities, then one could open up a huge potetgiabnd from fiduciaries who could
not otherwise have purchased these assets. Tinefgam regulatory arbitrage were
large, ample enough to pay everyone along the ptamuchain, from the rating agencies
(that gave their seal of approval), to the invesiinianks (who did the repackaging), to
the mortgage brokers, who manufactured the pieicpaper to be repackaged.

Accounting anomalies (especially with stock optjomvide further
opportunities for “arbitrage,” e.g. booking profae repackaging, while retaining some
of the unsold assets and the implicit risks offabake sheet.

Some of what was going on was a new version ofdugame: leverage. With
high leverage, one can make large profits on adadnamount of capital—if things turn
out right. The new instruments allowed, in effeety high leverage, in a non-
transparent way. There were points of high levethgoughout the financial system,
from the homeowners with low down payment homesmnBut one of the insights of
modern finance theory (from Modigliani Miller onwn) is that there is no money to be
made in leveraging in a well-functioning finanamaarket. The risk increases with the
leverage, and if markets are pricing assets cdyrebere is nothing to be gained in risk
adjusted returns.

To put it another way: trading in securities maske (approximately) a zero sum
game. The profits of the winners are matched byldhses of the losers. There are
social returns only to the extent that there islfirhoned matching of risks; the scale and

nature of the transactions suggests tinatwas not what was going on. Rather, there
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seems to have been massive deception and selftaecdmt somehow something real

was going on, generating enormous net real value.

Modeling Problems

Still, many of the mistakes of the financial maskg@nhcluding the banks and rating
agencies) are attributable not to bad incentivestdbad models—mistakes in modeling
that were and should have been obvious beforeditegpse (to be sure, bad incentives
may have encouraged them to adopt faulty modédlegy failed to understand the
perverse, predictable and predicted, consequericbe mcentive structures that they

had created (described above).

Failing to understand diversification

Market participants (including banks and ratingreges) systematically ignored (or
underestimated the importance of) systemic riskeyTthought that securities consisting
of a large number of mortgages would have a snabability of losing more than, say,
10 percent of their market value. Based on rebstory, what was the probability of
large numbers going into default at the same time?

They failed to realize that diversification hasyolited value when risks are
correlated; a fall in the price of housing, a fizéhe interest rate, and an economic
downturn all could give rise to correlated risk—hacrease in the default rate. The

2007/2008 sub-prime mortgage crisis was not tis¢ tiime that financial markets seemed
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to have underestimated both systemic risk and elyli&vents. Once in a century
problems seemed to be happening every ten years.

These failures were multiplied with default inswan If the products being
insured had correlated risks, then the net wortih@insurance companies would be
insufficient to make good on their promises. Weehseen this play out: as the
insurance companies have lost their ratings, tbdymts that they insured have lost their

ratings, in a cascading of down-gradifig.

Failing to understand systemic risk—a critical fmi of the Basel |l framework

Basel Il required banks to manage their own risks+-that is what they would not have
done on their own. It presumed that the regulatotdd monitor complicated risk
management systems of banks, and that the ratenceass could assess risk. Itis now
clear that banks did not know how to manage riskkthat the rating agencies did not
know how to assess risk (or did not have the incesito do it well).

But there was a more fundamental flaw with the BAgeamework. Banks
obviouslyshouldhave incentives to manage their risks. Regulateesled to focus on
those areas where individual private risk managémeght not accord with managing
social or societal risks well.

One obvious example is provided by what happened \(é&at had happened
earlier, in 1987): if all banks are using simifesk management systems, they may all try

to sell certain assets in particular contingengresshich case they can'’t; prices fall in
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ways that were not anticipated. Using similar ngknagement systems can give rise to
correlated risks, with far larger than normal pricevements’

Banks have been criticized for using the samsioilar) models? That is not
really the key issue: indeed, if they are allttigat model, based on rational
expectations, then they would have to be using#mee model* The problem was that
they were all using similar wrong models. Theyevesing models that were not
consistent with rational expectations; they weteisihg models that were such that, if
they all used that model, the outcome could noelseen consistent with the models
themselves.

There was a role for the regulator: at the veagteit could have checked the
consistency of the models. Each firm may have heavilling to share its model with
other firms—they presumably believed that theitigbio manage risk well may have
given them a competitive advantage over other baBks they can be required to share
their model with the regulator, who can assessystemic implications, and the
consistency of the models with systemic behavior.

More generally, it was a major failing of Basehbit to recognize that there are

systemic externalities—presumably one of the rea$amregulation in the first place.

Detecting Ponzi schemes

In this crisis, as in many earlier crises, a litleught about the economic situation
should have revealed that what was going on wasustainable. Understanding why

this is the case may be as much a matter of sesyahology as of economics. Market
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participants reinforce reach others beliefs aboit'torrectness” of their views. But
certain short sighted and dysfunctional aspectearkets may play a role. For instance,
those who did not engage in the “game” would neehzad as high returns on their
equity—and stock prices would have suffered. Bwihout distorted incentives, a bank
that resisted the conventional wisdom would hawenlibe subject of a take-over move.

Behind the scenes, somewhat obfuscated by theciedanarket “innovations,”
were two classic problems: excessive leveragec@ylp in a non-transparent form) and
a pyramid scheme. Everything might have worked iivebuse prices had continued to
rise. Those who borrowed beyond their ability &y prould have made sufficiently large
capital gains that they could have repaid whatevesd. Those who lent without due
diligence would have done just as well as those ndth

With money loans having in effect negative amotiorg the borrowers owed
more at the end of the period than at the beginnBgme expressed concern about what
would happen when they had to pay the full intedest (as in most of the loans, after an
initial period of “teaser rates.”) They were tofaht to worry: they would easily
refinance the loan. They would then even be ab#pend some of the capital gains,
through mortgage equity withdrawals.

But it should have been obvious that it was unjikbht prices could have
continued to rise, even without an increase inrnterest rate. Real incomes of most
Americans have been declining. Yet median housep(even adjusting for overall
inflation) were increasing, and dramatically sdiefle was an obvious limit to the amount
that can be paid for housing. Anybody looking &alhe at housing prices saw that what

was going on was not sustainable. How could priadpisted for overall inflation)
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continue to rise, as real incomes of most Americand especially those at the bottom,
continued to fall? Everyone in the system shoalgetrealized that they were engaged in

a classical pyramid scheme.

Intellectual incoherence

It should have been obvious that there was songthiong with the reasoning
underlying much of what was going on in the finahanarkets. The failures to
recognize the problems make it difficult to recdm&iehavior with any notion of market
rationality.

Those creating the new products argued that thefimewcial instruments were
fundamentally changing the structure of the econefityvas these fundamental changes
which presumably justified their huge compensatiBuat at the same time, they were
using data from before the introduction of these mestruments to estimate the
parameters of their models, including the likelidad default. If it were true that they
had opened up a new era, surely these parameteaid iave changed!

How could they not have recognized that securibmabad altered incentives?
How could they not have responded by tighteningitnong? How could they not have
recognized that there was something peculiar abeuton-recourse mortgages that were
being issued? How could they not have recognizegerverse incentives to which the
short sighted and asymmetric incentive systems giereg rise? To be sure, some
academics did raise questions about each of tlspsets of the market, but “the market”

studiously ignored these warnings.
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There were other examples of intellectual incohegerOne of the reasons for the
drying up of interbank credit flows was the largeidative positions. The banks had
failed to net out these positions. When asked \wg/response was that it was “easier”
to undo a derivative position by creating a neveeitting position. The two were
equivalent, so long as there was no bankruptcynanahe could imagine a bankruptcy
on the part of one of the major banks. Counteyp@k was assumed away.

Yet, among the fastest growing parts of the deixeanarket were credit default
swaps—bets on whether one of the major banks wgmlsankrupt. Surely, they must
have recognized the enormous mess that would hesme dreated by the default of a
major bank, and that failing to net out positioresvgiving rise to enormous systemic
risk.3*

Perhaps most significantly, many in the financiarket argued that financial
markets were relatively efficient, believed in edigliani-Miller theorem, understood
that there was no such thing as a free lunch, ahdgre still unfazed by the huge returns
accruing to the financial sector. These were pnedily the just rewards for increasing
the ability of the economy to allocate resources manage risks; and yet where were the
corresponding improvements in tteal economy.The only thing that could be pointed

to was the unsustainable increases in investmenthrprime housing!

The failure of the financial system to performessential functions: what were they
doing? Regulatory arbitrage?

In short, it is hard to reconcile what happenethat episode (as in the earlier ones) with

any model of “rational” behavior. But whether catal or irrational, failures in financial
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markets in the late 90s and in 2007/2008 have igigteld the importance of information
imperfections. In each instance, the results wkzar: the financial system failed to
perform the functions which it is supposed to pericallocating capital efficiently and
managing risk. In the late 90s, there was massigessive investment, say, in fiber
optics; in the first decade of this century, thees massive excessive investment in
housing. And while new products were created whiehe supposed to facilitate the
management of risk, they actually created risk.

While they were creating risks with their new protd they were not creating the
products that would help manage the socially imgodrtisks that needed to be managed.
They were (for the most part) not creating riskduas that were tailored to the needs of
those that needed to have risk managed (theirégitumanage their own risks suggests
that they might not have had the competence tadeven if they had wanted to). In
many cases, funds would buy the new derivative yctsdas part of portfolios. Sub-
prime mortgages and other assets were being siimédiced, and then recombined, and
the resulting products would then be mixed witheotsimilarly artificially constructed
products—and no one could easily ascertain theprisgerties of the resulting portfolio.
As | suggest below, they were not really managisks they were engaged in regulatory
arbitrage.

There were real social needs for risk managemeiateeced by the fact that
millions of Americans may lose their hom@sThe new mortgages increased the risk
borne by poor homeowners of interest rate fluctunstiand credit market conditions.
This was especially true of those mortgages wiletrerovisions or balloon payments,

which were often sold on the presumption that titgviduals could refinance their
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mortgages. There are alternative mortgages thaldd@ave shifted more of the risk to
the market or made it easier for individuals to agmthese risks (e.g. mortgages with
variable maturities but fixed payments.)

One hypothesis about what was really going on—béyofancier and hard to
detect pyramid scheme, or the newest form of ademydeception, to replace those that
had been exposed in the Enron/World Com scandalthaighis was a fancy version of
regulatory arbitrage. The problem facing finanamgrkets was how to place these high
risk sub-prime mortgages that were being createdsources of funding, many of which
were highly regulated (such as pension funds).s@&laee regulated for a good reason:
these institutions are fiduciaries, entrusting tkensure that funds are available for the
purposes intended, financing individuals’ retiretnefhey are, accordingly, not allowed
to speculate on highly risky securities. The bahey invest in must have a high rating.
These regulations give rise to the demand for irmalchemy. If poorly rated sub-
prime mortgages could somehow be converted int@saat with a high enough rating to
be placed in pension funds and other fiduciarles,et was money to be made: if these
assets could yield a slightly higher return thareotomparably rated bonds, then there
was an insatiable demand. The difference betweeneturn on the low rated sub-prime
mortgage and the AAA products created by finaraliethemy provided billions of dollars
to be divided among all those patrticipating in $bam—from those originating the
mortgages (both the companies and those who wdokeem), to those who did the
repackaging, to the rating agencies.

Someone, everyone had forgotten the oldest of eximnadages: there is no such

thing as a free lunch. Evidently, in their mindgney had been left on the table for
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decades, and only the power of modern finance tiawdf it. Where were the billions of
dollars of true welfare gains that correspondeithédbillions of dollars of seeming
profits, bonuses, and commissions coming from? elNevnd, if no one could find a
good answer.

There was, of course, a simple answer, providetthé&yapital gains based
pyramid scheme—some were cashing in on the gaasing the future losses to others.
At the same time, it became clear that financialygss had created not only new
vehicles for what might be called systemic deceptiut had exposed a deeper problem
within the capitalist system. It was difficultlast to tell who was managing assets well,
who was taking a long run gamble that would paya#fi to the fund manager, but likely
at the expense of those whose funds he was mana@ing could create assets that had a
low probability of a large loss. Assume, by wayesbmple, that an asset had a 95
percent probability of a return that was above radioy 1 percent—in conventional
terms, “almost certain"—but a 5 percent probabititya loss of x percent. If x > 20
percent, the expected return to this risk assattisally less than a safe asset. But on
average, it will take twenty years before finding the value of x. It will be 20 years
before one finds out whether the 1 percent exegssiris enough to compensate for the
loss. But, of course, the hedge fund managerpaidenot on the basis of 20 year
performances; they walk away with the positive mesiregardless of the loss that occurs

in that 20th year.

PREVENTING FUTURE CRISES: REFORMING FINANCIAL REGULATION

57



As we have repeatedly emphasized, there is a cimgpalgument for regulation: the
actions within the financial sector have effectotrersand government (partly as a
result of this) will have to bear the costs of mkgs. Just as fire insurance companies
must regulate those they insure, requiring thetretee sprinklers, so too government, as
insurer of last resortmust do what it can to lower the probability of (iraplicitly or
explicitly) insured against event occurr&d.

It is clear, for all the best intentions, regulasadmposed in the past have not
worked, and as we think of new regulatory systemeshave to think of the reasons for
the failure of past systems. At least three facpday a role: (a) Recent beliefs—
grounded neither in economic theory, or historeogderience—in self-regulation (that
market discipline ensures that only the best sejvnas resulted in deregulation. (b)
Regulatory capture—the regulatory mechanism has bagtured by those that it is
supposed to regulate, especially common in thenat®nal context. (c) A lack of
understanding of finance and accounting has ledguolatory frameworks that are open
to regulatory arbitrage and manipulation. In additthere is always a lack of balance:
there is no comparison between the compensatitmeatgulators and those they are
supposed to be regulating. This may contributegulatory capture, but it should be
clear—it does not make regulation infeasible. \Va@eeha tax system which collects taxes,
even though those paid to avoid taxes are paichfee than the tax collectors. But an
understanding of this imbalance has implicatiomgte design of the regulatory system.

There are two more challenges facing the desidheofegulatory system. We
want to encourage innovation, and we want to premedcro-stability. We have noted

earlier how some regulations, for instance, mayaaautomatic destabilizers.
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Finally, in our world of globalization, each countworries about competition.
There is a worry this will generate a race to tbi#dm. | believe that good regulation is,
or can be, a competitive advantage. Singaporattu@cted funds because those putting
money into that country have some confidence tedianks are viable. But just as
actions of banks have externalities, so too dolagégry frameworks, and it would be best
if there were coordinated actions in adopting gaeglilatory frameworks. But if this is
not achieved, | argue in the final subsection, Ehabpe and the United States have
sufficient economic influence to ensure the adeptibgood regulatory frameworks
within their borders.

In the paragraphs below, | describe certain kegetspof the regulatory framework
that | think may not have received sufficient atitem (a) Regulators should focus more
on improving incentives; (b) we need to pay mdterdion to accounting frameworks,
and (c) we need some new regulatory frameworkddb& more carefully both at the
risk properties of particular financial assets ahthe characteristics of the overall

financial system.

Improving Incentives

There have been problems in market incentives egulatory incentives that almost
surely played an important role in each of the [gwis detailed above. For markets to
work well, private incentives have to be alignedhvsocial objectives. This has not been
the case. Here are a set of reforms that woukhat improve the alignment of

incentives.
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Improved incentives in securitization

One of the problems with securitization is that tgage originators did not hold the
mortgages, and so had less incentive to ensuréhin@iorrower had the ability to repay.
Their incentives were directed@rsuadinghe buyer of the mortgages that they had the
ability to pay. Requiring that mortgage originators retain a framti of the risk of the

loans that they originate would encourage greataredn lending.

Improved incentives in rating agencies

This is one of the two incentive issues that haaenbwidely discussed: with rating
agencies being paid by those putting together ¢ingptex products, they have an
incentive to please those who are paying them. pfboklems are analogous to those
confronting the accounting firms that Sarbanes-@alempted to address. The fix here
is not so easy. There are large numbers of bwjesscurities, and it is not obvious how
to design a system in which the buyers of the siesipay the cost. The problems are
related to fundamental problem in the supply obinfation; it is one of the reasons that
in some key areas (like food safety) we do not oglyprivate certification. There is at
least an overlay of government oversight. Thigag of the motivation for the financial

products safety commission discussed below.

Improved incentives in hedge funds and financiahaggers
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Part of the problems in recent years in financiatkats may be related to the incentive
structures facing hedge fund managers, and finbimzgiaagers more generally. These
are incentive structures designed to enhancealskg. The question is, are they
encouraging excessive risk taking, and partly atetkpense of the public? The incentive
structures encourage gambling. Financial managersio well for themselves if they
make large amounts one year, even if they aretdffsequal losses the next. The former
results in large bonuses; the latter has no penalty

It is when the hedge funds interact with reguldbedncial entities, like banks and
fiduciaries, that the problems become particuladyte. Government has imposed
regulations on these financial entities for gocasm—concern about systemic risk and
the protection of the savings of retirees. Itas the intent of government to give
opportunities for those in the financial marketsitake money through regulatory
arbitrage or by taking advantage of implicit or Bxpgovernment insurance (bail-outs).
But the current system gives them ample opportunityo so. Accordingly, the
incentive pay structures of those hedge fundsnanftial entities that either receive funds
from or provide products to these regulated finalnaistitutions should be regulated.
The incentive pay structures within the regulaiadricial institutions (banks, fiduciaries)
should similarly be regulated.

At a minimum, bonuses must be based not on themeaince in any single year,
but on the performance over a much longer timeogeat least a substantial part of the
bonus paid in any one year should be held in esdbe offset against losses

attributable to the investments made in subseqesns.
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Critics will worry about the excessive obtrusivesmi@go the market economy. Is
there not a risk that such regulation interfereth winovation—including innovation in
incentive structures? There are two answers t socerns. First, in those parts of the
financial system where there is not an overridinglig interest, there is still scope for
such innovation for testing out new incentive sceerand evaluating them. Secondly,
and more to the point, there are real questionatahe nature of the innovations in
compensation schemes in recent years. Greatencelion stock optioret least for
firms that are not cash constrainestems more driven by a concern towards deceiving
shareholders than to increasing managerial effigieThe resistance of corporations to
having the value of stock options disclosed in wilgs shareholders can understand is
certainly suggestive. A closer look at executigenpensation suggests that there is in
fact little relationship between pay and long tgrenformance—in bad years (when the
stock does not do well), executives find alterratiays of receiving their compensation.
Moreover, there are better ways of providing conspdéion that provide higher powered

incentives with less risk to managers and withttemefits®’

Improved incentives for requlators

The full regulatory authority of the regulatorsgeof the Fed) was not used to prevent
the current problems. It was only after the crisa the Fed adopted regulations—a
classic case of closing the barn door after thedsare out. There is a large literature on
regulatory capture; self-regulation typically doed suffice, partly because of incentives

(those in the financial markets were making gooah@ypno one wants to be a party
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pooper), partly because of mind-set (those witheihdustry are less likely to see a
bubble than disinterested third-parties).

Those entrusted with regulating the industry havieléntify with those who are
most likely to lose in the event of a malfunctidrtlee market, not with those who are
winning as a result of the malfunction of the markat the very least, there is a need for
greater balance.

In many industries, expertise resides mainly irséhim the industry, and this
poses a particular problem in the design of reguyauthorities. There are today,
however, large numbers of highly qualified indivadisiwho understand financial markets
(especially in academia) who could play a morevaatole in regulation. One would still

have to take precautions, e.g. against revolvirggsio

Conflicts of interest

Conflicts of interest give rise to distorted indeas. There are several potential conflicts
of interests that have surfaced; at this junctiiie,important to ascertain what role they
played. Those involved in the mortgage busindsania point in the supply chain)
should not have a financial interest in firms thppraise property values. The problems
are obvious.

Similarly, for a financial firm to buy “insurancédr its mortgages (bonds) from a
company in which it owns a large stake vitiatespghgose of insurance. It is not

insurance, but self-insurance. It does not trartekerisk, even if it helps improve
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“ratings.” But if it does help improve ratingsjstalmost surely partially due to failures
in the rating methodologies.

At the time Glass-Steagall was repealed, there werees about a variety of forms of
conflicts of interest. In the years since, it agogethat some of those worries have, at
least in some instances, were justified. Whileghway be no appetite for reinstating
restrictions, more thought should be given to ratjoihs, with penalties for those that

disregard them, that might address some of thelgmubthat have appeared.

Information, Accounting and Capital Adequacy Fraroeks

Much recent discussion has focused on increasegpaaency and more extensive
disclosure. It has become increasingly cleardisatiosure requirements by themselves
will not suffice, and that the manner in which infation is disclosed makes a
difference. The latter point was highlighted bg ttontroversy over disclosure of stock
options, and the requirement that they be “expehsdeny firms that made extensive
use of stock options did not object to disclosimgf information in footnotes, presumably
because they understood that such disclosures whawkl few consequences; they
objected strenuously to even conservative appraatchaccounting for these stock
options because it would reveal the extent to wbighership claims were being
diluted®

Accounting is important, because it provides framw in which information is
presented. On the basis of that information, taxedevied, firms make decisions, e.g.

about which activities to expand, and which to cactt and investment gets allocated.
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Flawed and distorted information leads to flawed distorted decisions. The problem,
repeatedly noted, is that there are incentivesduige flawed and distorted information.
Firms have an incentive to provide too low an eatevof profits for tax purposes, too
high an estimate to persuade investors to inves¢ inaheir company. These
countervailing incentives often act as a checkregjaach other.
In recent years, innovations in accounting (nobajpositive value) have enabled some
firms to maintain, in effect, multiple books—preteg one set of numbers to tax
authorities, another set of numbers to invest&ut just as they learned how better to
deceive tax authorities (by and large, viewed lEgg@imate activity), they learned how
better to deceive investors. Making matters walstorted compensation systems—
including stock options—provided even stronger imees for providing distorted
information®®

The Enron-Worldcom scandals of the early year$isfdecade exposed some of
these accounting problems. Not enough attentisrblean paid to the failure of the
accounting frameworks in the current context. Téigypaled huge profits in 2003-20086,
but did not signal the offsetting even larger les®at have now been exposed. This
should not have happened; what it signals isnkiithat something is wrong with the
accounting frameworks.

Bad accounting frameworks not only do not provideusate information; they
lead to distorted behavior. Not marking to markat,nstance, provides an incentive for
excessive risk taking: one can sell off assetshaae gained in value, recording a profit,

and hold on to assets that have decreased in (kdaping them at book value.)
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But we are beginning to discover some consequesfagmorly designed) mark
to market systems. Banks are now marking to mahlegt liabilities. As their default
probability increases, the value of their bondsel@ses, and so their balance sheet
improves! Bonds, of course, may have covenantghies cannot be bought back at
below par—without such covenants, borrowers woualdehan incentive to announce bad
news, to depress the value of their debt, so tbaldduy it back at below par. Never
mind that the fall in the price of bonds indicatiest the firm is going to face higher
borrowing costs in the future—it is signaling wofature prospects for firms. Under
current U.S. rules, the firm can record an improgetin its position.

In the current crisis, off-balance sheet assetg wbviously incorrectly priced.
Banks could book some of the profits they mada@packaging” sub-prime mortgages,
even though they retained residual risk in the§é&alance sheet mispriced assets. It is
not clear to what extent these accounting problemply misled those looking at the
banks and to what extent these provided the unidgriyotivation for the transactions.
In any case, it is clear that accounting failunes/jgled scope for the problems that have
been uncovered.

While the problems of not-marking to market havwegld®een understood, the
recent crisis has exposed some of the problemsiong§ unmarking to market for capital
adequacy (highlighting problems that critics adyuedised before mark to market was
imposed): market prices migbtvershootthe decline in market prices exceeding the
“true” decrease in value, forcing the bank to umssarily raise more capital and/or cut
back on lending. The cutback in lending wouldium, lead to further weakening in the

economy (it is, perhaps, ironic, that from the chams of markets comes an argument
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based on market failure). Marking to market maysthxacerbate the automatic pro-
cyclical effects of capital adequacy standards.

Given the long standing tendency of financial megke over expand in booms,
there is a need for countercyclical controls. @mm is cyclically adjusted capital
adequacy standards. In the most recent crisimy@es set of controls might have
sufficed. As the bubble progressed, while the @bdliy of a decline in price increased,
the loan-to-value ratios increased. Requiringdadpwn payments (and assigning
disproportionately higher risk to higher loan tdueamortgages) almost surely would
have dampened the bubble.

Designing better provisioning requirements (andisiijg these to the changing
circumstances) might both have dampened the fltiotuand ensured that the
consequences of the breaking of the bubble wese M#ile Greenspan often said that
one cannot predict with certainty when there isiblite, as home prices increased
(relative to incomes), the likelihood that pricesul fall (by any given amount) was
increased, and there should, accordingly, have laegear provisions.

By the same token, there are other indicia of indpanproblems, and these
ought to be incorporated in provisioning requiretrard capital adequacy standards.
Research suggests that there may be some simptainfiproblems. Had these been
employed, red flags would have been raised abounési the potential problems. As a
World Bank study, headed by Amar Bhattacharya, dmgfere the 1997 crisis pointed
out'’, a strong indicator of a looming problem, for arste, is rapidly expanding credit
(in the aggregate, or in particular institution3he capacity of institutions to expand

rapidly and their ability to make sound judgmeriiswt credit worthiness is limited.
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Problems in lending typically do not show up utwib or three years after the rapid
expansion has begun, so that in such situationsatieeof non-performing loans provides
a poor indicator. There is seldom an economicstamation that would warrant this
kind of rapid credit expansion. One of the recomdaions of the World Bank study
was the imposition of “speed bumps,” for instareguiring higher than normal risk
adjustments in capital adequacy standards andegneavisioning for such rapid credit

expansion$’

New Regulatory Frameworks

Improvements in incentives and accounting framewavill help, but they will not
suffice. Financial markets have been plagued miimias and bubbles that inevitably
burst. One can never be sure that one is in albuwintil after it bursts—but as prices
soar beyond historical ranges, the probability tre is in such a bubble increases. For
all the sophistication of modern risk managemectit@ues, they have done little to
affect the occurrence of these bubbles, perhapgdsarn how to manage risk better, we
take more risks, and the new financial innovatioage facilitated the ability to take on
these additional risks (some argue that the useodtern risk management actually
makes crises more frequent. In the case of matlyeofiew financial products, it was
difficult to ascertain what was theconomidunction, i.e. they were not really tailoring
risk products to meet the particular risk profifeparticular investors. Were the assets

that were stripped apart reassembled in ways trdtibuted to a lack of transparency?
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It is clear that no one really understood fully tis& characteristics. These products,

rather than helping individuals manage risks, madere difficult.

Financial products safety commission

Financial markets have innovated, but these inmavsithave resulted in hundreds of
thousands of loans that go beyond individuals’ighid pay. Even many of those that
are making their payments are facing hardship,eapxand stress. Clearly, the financial
sector has not done a good job at analyzing theamprences of the products that they
produce. Defective products can clearly have tlisas effects both on those who buy
them and on our economy.

In the current instance, those evaluating risk lmaade a number of systematic
mistakes to which we have already called attertbdi

Earlier, | explained the problem of having privaeztor certification. A financial
products safety commission could help fill in treggparticularly in relationship to
products being produced by and invested in by etgdlentities. Each product would
have to have a stated objective (e.g. in what wasit helping manage and mitigate
risk; what was the risk profile for whom the protlu@s intended). Its risk
characteristics would be identified, using constéveamodels which paid due attention to
the failures previously noted. The Financial Paidibafety commission would evaluate
whether products provided significant risk mitigatibenefits of the kind purported by

the product. There would be a presumption thatthis no free lunch,” i.e. that higher
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returns could only be obtained at the expenseeddtgr risk; and a strong presumption
against complex products, the full import of whasle hard to analyze.

The Financial Products Safety Commission wouldbdistatransparency
standards that all those dealing with regulatedriomal entities would have to satisfy
(including hedge funds and sovereign wealth fundisjvould have the power to ban
certain products from the balance sheets of tretpdated entities (just as there are
currently restrictions on the assets that theyhmd. )"

Critics will worry that the Commission will inhibibnovation. As in our earlier
discussion of compensation, there are two resporiSest, there can still be unrestricted
innovation in the unregulated parts of the finahsystem. Products can be tried out
there. They can be evaluated: who is buying thé&nzhey really understand the risks?
Is it meeting some real risk need? Secondly, we lsaen that most of the innovation in
recent years—while highly privately profitable—Hasd questionable social benefits;
when the subsequent market turmoil to which theseuments have given rise, the net
social return is almost surely negative. Indessinfa theoretical perspective, it should
have been obviously so: much of the finance litemis premised on the assumption of
“spanning,” that there is (close to) a full seseturities in the market for addressing
most of the relevant risks. It is this assumptiwat allows the easy pricing of derivatives
and other new securities. If that is the case) the only value of new products is the
lowering of transactions costs from “prepackagioeitain risk products—and with
relatively efficient capital markets the benefitpoe-packaging are likely to be small.
Moreover, when a truly innovative product with sdaialue is created, at most the cost

would be a slight delay in its introduction; thesb cost of that is likely to be small, in
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comparison with the costs of the kind of crisisave now facing. Furthermore,
restricting unproductive innovation may finally unck financial markets to direct their
attention to providing risk products that are neetdehelp ordinary individuals manage
their wealth, products like inflation adjusted berathd GDP bonds. Ironically, financial
markets resisted the introduction of these innoegpiroducts’

The Financial Products Safety Commission, workoggether with the Financial
Systems Stability Commission, would have the resjlity for identifying gaps in the
current financial system—risks that are not beiagdted well (such as risks previously
discussed with current mortgages), groups thatoddave access to credit—and help
design new products that would address these n&¥dsshould remember that the
government and government created institutions hadgionally played an important
role in key financial innovations—a much greatderthan market advocates typically
recognize”> There is no reason to believe that they couldpfent as important a role in
the future as they have in the past.

These reforms are particularly important givengbepe for regulatory arbitrage
that has been exposed in the recent crisis. Satepnortgages were transformed, as if
by financial alchemy, into AAA assets, so that tkeuld be placed in fiduciaries who
otherwise would not have been allowed to hold thesgy products. Limitations in our
accounting system similarly provide scope for “aotiing arbitrage.” We understand

better now some of th@rong motivations for the production of new financial gusts.

Requlatory Instruments and the Financial Markegbity Commission
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Not all the regulatory instruments that could hbeen used have been used to control
the bubbles that have imposed such costs on thego For instance, increasing
collateral requirements (margin requirements, dpayments) was a natural instrument
to have employed, both in the stock bubble of & &nhd the housing bubble of today.
The problem, noted eatrlier, is that the Fed (pantityof ideology) has been reluctant to
use these instruments.

In the current regulatory framework, the focus @stty on individual institutions
(is a particular bank “safe and sound”). Littleeation is placed on thaverall
framework. Financial markets have become incrghginterrelated. One cannot look
at the system focusing on banking alone, or onrgexsimarkets alone. There is a need
for a Commission that looks at the financial mask®terall, and assesses whether the
various regulatory agencies are doing what theylshioe doing to maintain financial
market stability. Thé&inancial Markets Stability Commissievould for instance have
the responsibility for ensuring that there is natessivesystemideverage. It would look
at systemic properties, e.g. how the entire sysésmponds to shocks, looking for policies
and institutions that would diminish rather tharpdify the effects of any shock. (It
would, accordingly, work to ensure that there arehwilt in automatic destabilizers,
such as associated with inappropriately designpilatadequacy standards.)

This Commission, like the Financial Products Sataynmission, should not be
dominated by those from the financial markets,dhatuld rather be more broadly
representative, with, e.g. economists who takeoader systemic view, and reflect the

concerns and views of main street and labor asagdihancial markets.
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We noted earlier that regulatory authorities n@eplay increased attention to
indicia of crises (problems of “vulnerability?§. Earlier, we noted one of the factors is
rapid expansion of credit. Rapid expansions ddiciato new markets (like the sub-
prime market) should be the subject of increasgdlatory scrutiny. To be sure, we
should encourage financial innovation—making cresdilable to those who previously
did not have access can be a valuable social batih. But sometimes (perhaps often)
there was a good reason that credit was not maalkable—there was a high risk of non-
repayment. There is a need for balance and cauvtmtouragement for the creation of

new products, but an awareness of the potentld.ris

Boundaries of requlation

Government has a legitimate argument for imposaggilations on entities that threaten
the stability of the financial system. There hasgl been a view that investment banks do
not need to be regulated, because their ownerjatritie public, bears the risk if they
make bad investment. The government financeddaibf Bear Stearns has lain to rest
such claims. The rationale for the governmenttail(as for the government
orchestrated bail-out of LTCM) was that there wodo#dsystemic consequences if a
failure occurred. This means that any entities #in@ closely interlinked with those parts
of the financial system over which government teaggikatory responsibility (banks,
pension funds, other fiduciaries, etc) need todgelated. The extent and nature of the
regulation should presumably depend on the natuiteecsystemic risks which problems

in each entity (or from correlated behavior in augr of firms) might pose.
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Thus, one might argue that gambling between coimgeatults should be
allowed: only the parties to the gamble are &t ri®n this reasoning, hedge funds that
do not sell financial products to or receive lo&mesn banks or other regulated entities
should have at most limited regulations, e.g. aetiehaviors might be proscribed.
Hedge funds (or similar entities) wishing, howewersell financial products to or receive
loans from banks would have to register as “gqualifinancial entities,” and be subject to

more extensive regulation, including regulationsaaning disclosure and incentives.

International perspectives

Each country, in designing its own regulatory framgk, has a tendency to focus on
impacts within its own country. Just as each kignkres the externalities to which its
actions give rise, so too is true for individualintries. For instance, some countries
have expanded their banking systenrdyyulatory competitionncluding weakening
regulations designed to ensure compliance withakeode. There is a worry, noted
earlier, that regulatory competition will resultarrace to the bottom.

The first best solution would entail coordinatiortihe design of good regulatory
standards. The limitations of Basel Il have alyelden noted. If appropriate regulatory
standards are not established, then it will be ssay for each country to design its own
regulations to protect itself. It cannot rely @gulations of others. European banks’
losses from sub-prime mortgages now appear todmereven than those of U.S. banks.

It would be easy to enforce good standards, edpecrathose countries that

have become noted for the role in evading reguiatend taxes. There is little reason
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that so much financial activity occurs in manyluége off-shore centers, except to avoid
taxes and regulatory oversight; but this undermthesntegrity of the global financial
system. These off-shore centers survive only teaue allow them, and there is no
reason that this should continue. America, fotanee, has already shown that it can
enforce its standards concerning financial relatiith terrorists groups. It could do so
as well with those who are engaged more broadispirevasion, money laundering, or
other such anti-social activities (the recent respoof Germany and others to the tax
evasion disclosures out of Lichtenstein highligtattmuch more can be done that has
been done in the past). Similarly, restricting ®ated American or European financial
entities in their dealings with financial institois and other entities in jurisdictions that
have failed to comply with OECD (Organisation faroomic Co-operation and
Development) transparency standards or other regylatandards that U.S. or Europe
might agree upon, and which did not cooperateavigding records of accounts to tax
authorities in the United States, would shortlheitput these “rogue” financial

institutions out of business—or force them to cleatigeir behavior.

CONCLUDING COMMENTS

The United States—and much of the rest of the wertdexperiencing a major problem
in its financial system, a financial crisis whicashevolved into the most serious global
economic downturn since the Great Depression. dbave noted, this is at least the
third major problem involving America’s financiadstitutions in the last quarter century.

Not only were they not the font of wisdom in themagement of risk that they purported
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to be, but they did not even understand well tloelpets that they were creating. There
will be many innocent victims of these failures—tmsequences are not limited to the
institutions themselves. Taxpayers as a whol@avwebearing risks as a result of the
financial systems failure to manage its risks.

Doctors learn a great deal from pathologies. $p&oonomists should learn
from the failures of the economic system. We hattempted to provide a broad, theory-
based diagnosis of what went wrong, and on thestdghat diagnosis, to prescribe
remedies—short term remedies that will minimizedepth and duration of the downturn
and long term regulatory reforms that will reduice frequency and depth of such
occurrences in the future. We have looked forrmafothat are consistent with other
goals, such as promoting innovation, stabilizingeélsonomy, and maintaining some
semblance of equity. Realism requires a recognttiat even with our most valiant
efforts, there will be crises in the future. If wacceed in reducing the riskiness of the
system, it will encourage market participants tetmore risk. Whatever regulatory
system we devise, there will be those who willttr§ind weaknesses and exploit those
weaknesses for their own gain, even if it imposetson others—and those in the
financial markets will continue to use their fin&clout to induce the political
processes to make “reforms” (as arguably theyrditié repeal of Glass Steagall) that
enhance their profits, at the expense of the walidpof society more generally.

The entire episode exemplifies many of the prireg@lucidated by the
economics of information—yet many of the modelsliexty or implicitly in the mind of
both regulators and market participants ignoredrtiperfections and asymmetries of

information, to which actions within the financrabrkets were contributing. Incentives
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matter, but distorted incentives lead to distoldedavior. Incentives at both the
individual and organizational level were distortegsbme of the recent actions taken to
address the current problems have the potentexaterbating these distortions in the
future.

The crisis will affect the ongoing debates aboetdRsign of economic systems.
There will be fewer supporters of unfettered maket is clear that markets have not
worked precisely in the way that its advocatesdvelil they would. Indeed, today some
who said they recognized the high risk associatiéa mgh leverage argue they had no
choice: their stocks would have been severelyghed if they had run against the
current, and indeed they may not have survivece arguments presented earlier make
clear how difficult it is to ascertain whether abawrmal returns are a result of excessive
gambling—with a price to be paid in the future—aeault of differential returns to rare
insights into the economy. And inevitably, rewatdictures are more sympathetic to
those who failed when everyone else failed in alaimwvay. This encourages the kind of
herd behavior, an example of which we have jusi.$ee

These are the deeper issues raised by this cBsiswhatever one’s views about
these broader issues, there is a growing consemsie need for reforms in the financial
sector. Itis ironic that while, supposedly, mairkstitutions have improved and our
understanding of economics has increased, finaodsds have become no less
frequent—and in some respects even worse. If denie in our financial system is to be
restored, there needs to be reason to believedhnatraints and incentives have been
altered in fundamental ways. If we are to makeeawiless frequent and less severe in the

future, we have to think more deeply about the eaws the crises, the pervasive market
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failures which give rise to them. We have to desggulatory frameworks that address

these underlying problems. This paper has attadripteutline what that entails.
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