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“The Origins of the Financial Crisis”
By Martin Neil Baily, Robert E. Litan, and Matthew S. Johnson

The Brookings Institution, November 2008

(A full version of this report was previously distributed by the Chairman)

*SUMMARY*

The financial crisis that has been wreaking havoc in markets in the U.S. and across the world since August 2007 had its origins in an asset price bubble that interacted with new kinds of financial innovations that masked risk; with companies that failed to follow their own risk management procedures; and with regulators and supervisors that failed to restrain excessive risk taking. 

A bubble formed in the housing markets as home prices across the country increased each year from the mid 1990s to 2006, moving out of line with fundamentals like household income. Like traditional asset price bubbles, expectations of future price increases developed and were a significant factor in inflating house prices. As individuals witnessed rising prices in their neighborhood and across the country, they began to expect those prices to continue to rise, even in the late years of the bubble when it had nearly peaked. 

The rapid rise of lending to subprime borrowers helped inflate the housing price bubble. Before 2000, subprime lending was virtually non-existent, but thereafter it took off exponentially. The sustained rise in house prices, along with new financial innovations, suddenly made subprime borrowers — previously shut out of the mortgage markets — attractive customers for mortgage lenders. Lenders devised innovative Adjustable Rate Mortgages (ARMs) — with low "teaser rates," no down-payments, and some even allowing the borrower to postpone some of the interest due each month and add it to the principal of the loan — which were predicated on the expectation that home prices would continue to rise. 

But innovation in mortgage design alone would not have enabled so many subprime borrowers to access credit without other innovations in the so-called process of "securitizing" mortgages — or the pooling of mortgages into packages and then selling securities backed by those packages to investors who receive pro rata payments of principal and interest by the borrowers. The two main government-sponsored enterprises devoted to mortgage lending, Fannie Mae and Freddie Mac, developed this financing technique in the 1970s, adding their guarantees to these "mortgage-backed securities" (MBS) to ensure their marketability. For roughly three decades, Fannie and Freddie confined their guarantees to "prime" borrowers who took out "conforming" loans, or loans with a principal below a certain dollar threshold and to borrowers with a credit score above a certain limit. Along the way, the private sector developed MBS backed by non-conforming loans that had other means of "credit enhancement," but this market stayed relatively small until the late 1990s. In this fashion, Wall Street investors effectively financed homebuyers on Main Street. Banks, thrifts, and a new industry of mortgage brokers originated the loans but did not keep them, which was the "old" way of financing home ownership. 

Over the past decade, private sector commercial and investment banks developed new ways of securitizing subprime mortgages: by packaging them into "Collateralized Debt Obligations" (sometimes with other asset-backed securities), and then dividing the cash flows into different "tranches" to appeal to different classes of investors with different tolerances for risk. By ordering the rights to the cash flows, the developers of CDOs (and subsequently other securities built on this model), were able to convince the credit rating agencies to assign their highest ratings to the securities in the highest tranche, or risk class. In some cases, so-called "monoline" bond insurers (which had previously concentrated on insuring municipal bonds) sold protection insurance to CDO investors that would pay off in the event that loans went into default. In other cases, especially more recently, insurance companies, investment banks and other parties did the near equivalent by selling "credit default swaps" (CDS), which were similar to monocline insurance in principle but different in risk, as CDS sellers put up very little capital to back their transactions.

These new innovations enabled Wall Street to do for subprime mortgages what it had already done for conforming mortgages, and they facilitated the boom in subprime lending that occurred after 2000. By channeling funds of institutional investors to support the origination of subprime mortgages, many households previously unable to qualify for mortgage credit became eligible for loans. This new group of eligible borrowers increased housing demand and helped inflate home prices.

These new financial innovations thrived in an environment of easy monetary policy by the Federal Reserve and poor regulatory oversight. With interest rates so low and with regulators turning a blind eye, financial institutions borrowed more and more money (i.e. increased their leverage) to finance their purchases of mortgage-related securities. Banks created off-balance sheet affiliated entities such as Structured Investment Vehicles (SIVs) to purchase mortgage-related assets that were not subject to regulatory capital requirements Financial institutions also turned to short-term "collateralized borrowing" like repurchase agreements, so much so that by 2006 investment banks were on average rolling over a quarter of their balance sheet every night. During the years of rising asset prices, this short-term debt could be rolled over like clockwork. This tenuous situation shut down once panic hit in 2007, however, as sudden uncertainty over asset prices caused lenders to abruptly refuse to rollover their debts, and over-leveraged banks found themselves exposed to falling asset prices with very little capital. 

While ex post we can certainly say that the system-wide increase in borrowed money was irresponsible and bound for catastrophe, it is not shocking that consumers, would-be homeowners, and profit-maximizing banks will borrow more money when asset prices are rising; indeed, it is quite intuitive. What is especially shocking, though, is how institutions along each link of the securitization chain failed so grossly to perform adequate risk assessment on the mortgage-related assets they held and traded. From the mortgage originator, to the loan servicer, to the mortgage-backed security issuer, to the CDO issuer, to the CDS protection seller, to the credit rating agencies, and to the holders of all those securities, at no point did any institution stop the party or question the little-understood computer risk models, or the blatantly unsustainable deterioration of the loan terms of the underlying mortgages. 

A key point in understanding this system-wide failure of risk assessment is that each link of the securitization chain is plagued by asymmetric information – that is, one party has better information than the other. In such cases, one side is usually careful in doing business with the other and makes every effort to accurately assess the risk of the other side with the information it is given. However, this sort of due diligence that is to be expected from markets with asymmetric information was essentially absent in recent years of mortgage securitization. Computer models took the place of human judgment, as originators did not adequately assess the risk of borrowers, mortgage services did not adequately assess the risk of the terms of mortgage loans they serviced, MBS issuers did not adequately assess the risk of the securities they sold, and so on.

The lack of due diligence on all fronts was partly due to the incentives in the securitization model itself. With the ability to immediately pass off the risk of an asset to someone else, institutions had little financial incentive to worry about the actual risk of the assets in question. But what about the MBS, CDO, and CDS holders who did ultimately hold the risk? The buyers of these instruments had every incentive to understand the risk of the underlying assets. What explains their failure to do so?

One part of the reason is that these investors — like everyone else — were caught up in a bubble mentality that enveloped the entire system. Others saw the large profits from subprime-mortgage related assets and wanted to get in on the action. In addition, the sheer complexity and opacity of the securitized financial system meant that many people simply did not have the information or capacity to make their own judgment on the securities they held, instead relying on rating agencies and complex but flawed computer models. In other words, poor incentives, the bubble in home prices, and lack of transparency erased the frictions inherent in markets with asymmetric information (and since the crisis hit in 2007, the extreme opposite has been the case, with asymmetric information problems having effectively frozen credit markets). 
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“The Quiet Coup”
Simon Johnson

The Atlantic Monthly May 2009
The crash has laid bare many unpleasant truths about the United States. One of the most alarming, says a former chief economist of the International Monetary Fund, is that the finance industry has effectively captured our government—a state of affairs that more typically describes emerging markets, and is at the center of many emerging-market crises. If the IMF’s staff could speak freely about the U.S., it would tell us what it tells all countries in this situation: recovery will fail unless we break the financial oligarchy that is blocking essential reform. And if we are to prevent a true depression, we’re running out of time.

One thing you learn rather quickly when working at the International Monetary Fund is that no one is ever very happy to see you. Typically, your “clients” come in only after private capital has abandoned them, after regional trading-bloc partners have been unable to throw a strong enough lifeline, after last-ditch attempts to borrow from powerful friends like China or the European Union have fallen through. You’re never at the top of anyone’s dance card. 

The reason, of course, is that the IMF specializes in telling its clients what they don’t want to hear. I should know; I pressed painful changes on many foreign officials during my time there as chief economist in 2007 and 2008. And I felt the effects of IMF pressure, at least indirectly, when I worked with governments in Eastern Europe as they struggled after 1989, and with the private sector in Asia and Latin America during the crises of the late 1990s and early 2000s. Over that time, from every vantage point, I saw firsthand the steady flow of officials—from Ukraine, Russia, Thailand, Indonesia, South Korea, and elsewhere—trudging to the fund when circumstances were dire and all else had failed. 

Every crisis is different, of course. Ukraine faced hyperinflation in 1994; Russia desperately needed help when its short-term-debt rollover scheme exploded in the summer of 1998; the Indonesian rupiah plunged in 1997, nearly leveling the corporate economy; that same year, South Korea’s 30-year economic miracle ground to a halt when foreign banks suddenly refused to extend new credit. 

But I must tell you, to IMF officials, all of these crises looked depressingly similar. Each country, of course, needed a loan, but more than that, each needed to make big changes so that the loan could really work. Almost always, countries in crisis need to learn to live within their means after a period of excess—exports must be increased, and imports cut—and the goal is to do this without the most horrible of recessions. Naturally, the fund’s economists spend time figuring out the policies—budget, money supply, and the like—that make sense in this context. Yet the economic solution is seldom very hard to work out. 

No, the real concern of the fund’s senior staff, and the biggest obstacle to recovery, is almost invariably the politics of countries in crisis. 

Typically, these countries are in a desperate economic situation for one simple reason—the powerful elites within them overreached in good times and took too many risks. Emerging-market governments and their private-sector allies commonly form a tight-knit—and, most of the time, genteel—oligarchy, running the country rather like a profit-seeking company in which they are the controlling shareholders. When a country like Indonesia or South Korea or Russia grows, so do the ambitions of its captains of industry. As masters of their mini-universe, these people make some investments that clearly benefit the broader economy, but they also start making bigger and riskier bets. They reckon—correctly, in most cases—that their political connections will allow them to push onto the government any substantial problems that arise. 

In Russia, for instance, the private sector is now in serious trouble because, over the past five years or so, it borrowed at least $490 billion from global banks and investors on the assumption that the country’s energy sector could support a permanent increase in consumption throughout the economy. As Russia’s oligarchs spent this capital, acquiring other companies and embarking on ambitious investment plans that generated jobs, their importance to the political elite increased. Growing political support meant better access to lucrative contracts, tax breaks, and subsidies. And foreign investors could not have been more pleased; all other things being equal, they prefer to lend money to people who have the implicit backing of their national governments, even if that backing gives off the faint whiff of corruption. 

But inevitably, emerging-market oligarchs get carried away; they waste money and build massive business empires on a mountain of debt. Local banks, sometimes pressured by the government, become too willing to extend credit to the elite and to those who depend on them. Overborrowing always ends badly, whether for an individual, a company, or a country. Sooner or later, credit conditions become tighter and no one will lend you money on anything close to affordable terms. 

The downward spiral that follows is remarkably steep. Enormous companies teeter on the brink of default, and the local banks that have lent to them collapse. Yesterday’s “public-private partnerships” are relabeled “crony capitalism.” With credit unavailable, economic paralysis ensues, and conditions just get worse and worse. The government is forced to draw down its foreign-currency reserves to pay for imports, service debt, and cover private losses. But these reserves will eventually run out. If the country cannot right itself before that happens, it will default on its sovereign debt and become an economic pariah. The government, in its race to stop the bleeding, will typically need to wipe out some of the national champions—now hemorrhaging cash—and usually restructure a banking system that’s gone badly out of balance. It will, in other words, need to squeeze at least some of its oligarchs. 

Squeezing the oligarchs, though, is seldom the strategy of choice among emerging-market governments. Quite the contrary: at the outset of the crisis, the oligarchs are usually among the first to get extra help from the government, such as preferential access to foreign currency, or maybe a nice tax break, or—here’s a classic Kremlin bailout technique—the assumption of private debt obligations by the government. Under duress, generosity toward old friends takes many innovative forms. Meanwhile, needing to squeeze someone, most emerging-market governments look first to ordinary working folk—at least until the riots grow too large. 

Eventually, as the oligarchs in Putin’s Russia now realize, some within the elite have to lose out before recovery can begin. It’s a game of musical chairs: there just aren’t enough currency reserves to take care of everyone, and the government cannot afford to take over private-sector debt completely. 

So the IMF staff looks into the eyes of the minister of finance and decides whether the government is serious yet. The fund will give even a country like Russia a loan eventually, but first it wants to make sure Prime Minister Putin is ready, willing, and able to be tough on some of his friends. If he is not ready to throw former pals to the wolves, the fund can wait. And when he is ready, the fund is happy to make helpful suggestions—particularly with regard to wresting control of the banking system from the hands of the most incompetent and avaricious “entrepreneurs.” 

Of course, Putin’s ex-friends will fight back. They’ll mobilize allies, work the system, and put pressure on other parts of the government to get additional subsidies. In extreme cases, they’ll even try subversion—including calling up their contacts in the American foreign-policy establishment, as the Ukrainians did with some success in the late 1990s. 

Many IMF programs “go off track” (a euphemism) precisely because the government can’t stay tough on erstwhile cronies, and the consequences are massive inflation or other disasters. A program “goes back on track” once the government prevails or powerful oligarchs sort out among themselves who will govern—and thus win or lose—under the IMF-supported plan. The real fight in Thailand and Indonesia in 1997 was about which powerful families would lose their banks. In Thailand, it was handled relatively smoothly. In Indonesia, it led to the fall of President Suharto and economic chaos. 

From long years of experience, the IMF staff knows its program will succeed—stabilizing the economy and enabling growth—only if at least some of the powerful oligarchs who did so much to create the underlying problems take a hit. This is the problem of all emerging markets. 

Becoming a Banana Republic 
In its depth and suddenness, the U.S. economic and financial crisis is shockingly reminiscent of moments we have recently seen in emerging markets (and only in emerging markets): South Korea (1997), Malaysia (1998), Russia and Argentina (time and again). In each of those cases, global investors, afraid that the country or its financial sector wouldn’t be able to pay off mountainous debt, suddenly stopped lending. And in each case, that fear became self-fulfilling, as banks that couldn’t roll over their debt did, in fact, become unable to pay. This is precisely what drove Lehman Brothers into bankruptcy on September 15, causing all sources of funding to the U.S. financial sector to dry up overnight. Just as in emerging-market crises, the weakness in the banking system has quickly rippled out into the rest of the economy, causing a severe economic contraction and hardship for millions of people. 

But there’s a deeper and more disturbing similarity: elite business interests—financiers, in the case of the U.S.—played a central role in creating the crisis, making ever-larger gambles, with the implicit backing of the government, until the inevitable collapse. More alarming, they are now using their influence to prevent precisely the sorts of reforms that are needed, and fast, to pull the economy out of its nosedive. The government seems helpless, or unwilling, to act against them. 

Top investment bankers and government officials like to lay the blame for the current crisis on the lowering of U.S. interest rates after the dotcom bust or, even better—in a “buck stops somewhere else” sort of way—on the flow of savings out of China. Some on the right like to complain about Fannie Mae or Freddie Mac, or even about longer-standing efforts to promote broader homeownership. And, of course, it is axiomatic to everyone that the regulators responsible for “safety and soundness” were fast asleep at the wheel. 

But these various policies—lightweight regulation, cheap money, the unwritten Chinese-American economic alliance, the promotion of homeownership—had something in common. Even though some are traditionally associated with Democrats and some with Republicans, they all benefited the financial sector. Policy changes that might have forestalled the crisis but would have limited the financial sector’s profits—such as Brooksley Born’s now-famous attempts to regulate credit-default swaps at the Commodity Futures Trading Commission, in 1998—were ignored or swept aside. 

The financial industry has not always enjoyed such favored treatment. But for the past 25 years or so, finance has boomed, becoming ever more powerful. The boom began with the Reagan years, and it only gained strength with the deregulatory policies of the Clinton and George W. Bush administrations. Several other factors helped fuel the financial industry’s ascent. Paul Volcker’s monetary policy in the 1980s, and the increased volatility in interest rates that accompanied it, made bond trading much more lucrative. The invention of securitization, interest-rate swaps, and credit-default swaps greatly increased the volume of transactions that bankers could make money on. And an aging and increasingly wealthy population invested more and more money in securities, helped by the invention of the IRA and the 401(k) plan. Together, these developments vastly increased the profit opportunities in financial services. 

Not surprisingly, Wall Street ran with these opportunities. From 1973 to 1985, the financial sector never earned more than 16 percent of domestic corporate profits. In 1986, that figure reached 19 percent. In the 1990s, it oscillated between 21 percent and 30 percent, higher than it had ever been in the postwar period. This decade, it reached 41 percent. Pay rose just as dramatically. From 1948 to 1982, average compensation in the financial sector ranged between 99 percent and 108 percent of the average for all domestic private industries. From 1983, it shot upward, reaching 181 percent in 2007. 

The great wealth that the financial sector created and concentrated gave bankers enormous political weight—a weight not seen in the U.S. since the era of J.P. Morgan (the man). In that period, the banking panic of 1907 could be stopped only by coordination among private-sector bankers: no government entity was able to offer an effective response. But that first age of banking oligarchs came to an end with the passage of significant banking regulation in response to the Great Depression; the reemergence of an American financial oligarchy is quite recent. 

Of course, the U.S. is unique. And just as we have the world’s most advanced economy, military, and technology, we also have its most advanced oligarchy.

In a primitive political system, power is transmitted through violence, or the threat of violence: military coups, private militias, and so on. In a less primitive system more typical of emerging markets, power is transmitted via money: bribes, kickbacks, and offshore bank accounts. Although lobbying and campaign contributions certainly play major roles in the American political system, old-fashioned corruption—envelopes stuffed with $100 bills—is probably a sideshow today, Jack Abramoff notwithstanding.

Instead, the American financial industry gained political power by amassing a kind of cultural capital—a belief system. Once, perhaps, what was good for General Motors was good for the country. Over the past decade, the attitude took hold that what was good for Wall Street was good for the country. The banking-and-securities industry has become one of the top contributors to political campaigns, but at the peak of its influence, it did not have to buy favors the way, for example, the tobacco companies or military contractors might have to. Instead, it benefited from the fact that Washington insiders already believed that large financial institutions and free-flowing capital markets were crucial to America’s position in the world. 

One channel of influence was, of course, the flow of individuals between Wall Street and Washington. Robert Rubin, once the co-chairman of Goldman Sachs, served in Washington as Treasury secretary under Clinton, and later became chairman of Citigroup’s executive committee. Henry Paulson, CEO of Goldman Sachs during the long boom, became Treasury secretary under George W.Bush. John Snow, Paulson’s predecessor, left to become chairman of Cerberus Capital Management, a large private-equity firm that also counts Dan Quayle among its executives. Alan Greenspan, after leaving the Federal Reserve, became a consultant to Pimco, perhaps the biggest player in international bond markets. 

These personal connections were multiplied many times over at the lower levels of the past three presidential administrations, strengthening the ties between Washington and Wall Street. It has become something of a tradition for Goldman Sachs employees to go into public service after they leave the firm. The flow of Goldman alumni—including Jon Corzine, now the governor of New Jersey, along with Rubin and Paulson—not only placed people with Wall Street’s worldview in the halls of power; it also helped create an image of Goldman (inside the Beltway, at least) as an institution that was itself almost a form of public service. 

Wall Street is a very seductive place, imbued with an air of power. Its executives truly believe that they control the levers that make the world go round. A civil servant from Washington invited into their conference rooms, even if just for a meeting, could be forgiven for falling under their sway. Throughout my time at the IMF, I was struck by the easy access of leading financiers to the highest U.S. government officials, and the interweaving of the two career tracks. I vividly remember a meeting in early 2008—attended by top policy makers from a handful of rich countries—at which the chair casually proclaimed, to the room’s general approval, that the best preparation for becoming a central-bank governor was to work first as an investment banker. 

A whole generation of policy makers has been mesmerized by Wall Street, always and utterly convinced that whatever the banks said was true. Alan Greenspan’s pronouncements in favor of unregulated financial markets are well known. Yet Greenspan was hardly alone. This is what Ben Bernanke, the man who succeeded him, said in 2006: “The management of market risk and credit risk has become increasingly sophisticated. … Banking organizations of all sizes have made substantial strides over the past two decades in their ability to measure and manage risks.” 

Of course, this was mostly an illusion. Regulators, legislators, and academics almost all assumed that the managers of these banks knew what they were doing. In retrospect, they didn’t. AIG’s Financial Products division, for instance, made $2.5 billion in pretax profits in 2005, largely by selling underpriced insurance on complex, poorly understood securities. Often described as “picking up nickels in front of a steamroller,” this strategy is profitable in ordinary years, and catastrophic in bad ones. As of last fall, AIG had outstanding insurance on more than $400 billion in securities. To date, the U.S. government, in an effort to rescue the company, has committed about $180 billion in investments and loans to cover losses that AIG’s sophisticated risk modeling had said were virtually impossible. 

Wall Street’s seductive power extended even (or especially) to finance and economics professors, historically confined to the cramped offices of universities and the pursuit of Nobel Prizes. As mathematical finance became more and more essential to practical finance, professors increasingly took positions as consultants or partners at financial institutions. Myron Scholes and Robert Merton, Nobel laureates both, were perhaps the most famous; they took board seats at the hedge fund Long-Term Capital Management in 1994, before the fund famously flamed out at the end of the decade. But many others beat similar paths. This migration gave the stamp of academic legitimacy (and the intimidating aura of intellectual rigor) to the burgeoning world of high finance. 

As more and more of the rich made their money in finance, the cult of finance seeped into the culture at large. Works like Barbarians at the Gate, Wall Street, and Bonfire of the Vanities—all intended as cautionary tales—served only to increase Wall Street’s mystique. Michael Lewis noted in Portfolio last year that when he wrote Liar’s Poker, an insider’s account of the financial industry, in 1989, he had hoped the book might provoke outrage at Wall Street’s hubris and excess. Instead, he found himself “knee-deep in letters from students at Ohio State who wanted to know if I had any other secrets to share. … They’d read my book as a how-to manual.” Even Wall Street’s criminals, like Michael Milken and Ivan Boesky, became larger than life. In a society that celebrates the idea of making money, it was easy to infer that the interests of the financial sector were the same as the interests of the country—and that the winners in the financial sector knew better what was good for America than did the career civil servants in Washington. Faith in free financial markets grew into conventional wisdom—trumpeted on the editorial pages of The Wall Street Journal and on the floor of Congress. 

From this confluence of campaign finance, personal connections, and ideology there flowed, in just the past decade, a river of deregulatory policies that is, in hindsight, astonishing: 

• insistence on free movement of capital across borders; 

• the repeal of Depression-era regulations separating commercial and investment banking; 

• a congressional ban on the regulation of credit-default swaps; 

• major increases in the amount of leverage allowed to investment banks; 

• a light (dare I say invisible?) hand at the Securities and Exchange Commission in its regulatory enforcement; 

• an international agreement to allow banks to measure their own riskiness; 

• and an intentional failure to update regulations so as to keep up with the tremendous pace of financial innovation. 

The mood that accompanied these measures in Washington seemed to swing between nonchalance and outright celebration: finance unleashed, it was thought, would continue to propel the economy to greater heights. 

The oligarchy and the government policies that aided it did not alone cause the financial crisis that exploded last year. Many other factors contributed, including excessive borrowing by households and lax lending standards out on the fringes of the financial world. But major commercial and investment banks—and the hedge funds that ran alongside them—were the big beneficiaries of the twin housing and equity-market bubbles of this decade, their profits fed by an ever-increasing volume of transactions founded on a relatively small base of actual physical assets. Each time a loan was sold, packaged, securitized, and resold, banks took their transaction fees, and the hedge funds buying those securities reaped ever-larger fees as their holdings grew. 

Because everyone was getting richer, and the health of the national economy depended so heavily on growth in real estate and finance, no one in Washington had any incentive to question what was going on. Instead, Fed Chairman Greenspan and President Bush insisted metronomically that the economy was fundamentally sound and that the tremendous growth in complex securities and credit-default swaps was evidence of a healthy economy where risk was distributed safely. 

In the summer of 2007, signs of strain started appearing. The boom had produced so much debt that even a small economic stumble could cause major problems, and rising delinquencies in subprime mortgages proved the stumbling block. Ever since, the financial sector and the federal government have been behaving exactly the way one would expect them to, in light of past emerging-market crises. 

By now, the princes of the financial world have of course been stripped naked as leaders and strategists—at least in the eyes of most Americans. But as the months have rolled by, financial elites have continued to assume that their position as the economy’s favored children is safe, despite the wreckage they have caused. 

Stanley O’Neal, the CEO of Merrill Lynch, pushed his firm heavily into the mortgage-backed-securities market at its peak in 2005 and 2006; in October 2007, he acknowledged, “The bottom line is, we—I—got it wrong by being overexposed to subprime, and we suffered as a result of impaired liquidity in that market. No one is more disappointed than I am in that result.” O’Neal took home a $14 million bonus in 2006; in 2007, he walked away from Merrill with a severance package worth $162 million, although it is presumably worth much less today. 

In October, John Thain, Merrill Lynch’s final CEO, reportedly lobbied his board of directors for a bonus of $30 million or more, eventually reducing his demand to $10 million in December; he withdrew the request, under a firestorm of protest, only after it was leaked to The Wall Street Journal. Merrill Lynch as a whole was no better: it moved its bonus payments, $4 billion in total, forward to December, presumably to avoid the possibility that they would be reduced by Bank of America, which would own Merrill beginning on January 1. Wall Street paid out $18 billion in year-end bonuses last year to its New York City employees, after the government disbursed $243 billion in emergency assistance to the financial sector. 

In a financial panic, the government must respond with both speed and overwhelming force. The root problem is uncertainty—in our case, uncertainty about whether the major banks have sufficient assets to cover their liabilities. Half measures combined with wishful thinking and a wait-and-see attitude cannot overcome this uncertainty. And the longer the response takes, the longer the uncertainty will stymie the flow of credit, sap consumer confidence, and cripple the economy—ultimately making the problem much harder to solve. Yet the principal characteristics of the government’s response to the financial crisis have been delay, lack of transparency, and an unwillingness to upset the financial sector. 

The response so far is perhaps best described as “policy by deal”: when a major financial institution gets into trouble, the Treasury Department and the Federal Reserve engineer a bailout over the weekend and announce on Monday that everything is fine. In March 2008, Bear Stearns was sold to JP Morgan Chase in what looked to many like a gift to JP Morgan. (Jamie Dimon, JP Morgan’s CEO, sits on the board of directors of the Federal Reserve Bank of New York, which, along with the Treasury Department, brokered the deal.) In September, we saw the sale of Merrill Lynch to Bank of America, the first bailout of AIG, and the takeover and immediate sale of Washington Mutual to JP Morgan—all of which were brokered by the government. In October, nine large banks were recapitalized on the same day behind closed doors in Washington. This, in turn, was followed by additional bailouts for Citigroup, AIG, Bank of America, Citigroup (again), and AIG (again). 

Some of these deals may have been reasonable responses to the immediate situation. But it was never clear (and still isn’t) what combination of interests was being served, and how. Treasury and the Fed did not act according to any publicly articulated principles, but just worked out a transaction and claimed it was the best that could be done under the circumstances. This was late-night, backroom dealing, pure and simple. 

Throughout the crisis, the government has taken extreme care not to upset the interests of the financial institutions, or to question the basic outlines of the system that got us here. In September 2008, Henry Paulson asked Congress for $700 billion to buy toxic assets from banks, with no strings attached and no judicial review of his purchase decisions. Many observers suspected that the purpose was to overpay for those assets and thereby take the problem off the banks’ hands—indeed, that is the only way that buying toxic assets would have helped anything. Perhaps because there was no way to make such a blatant subsidy politically acceptable, that plan was shelved. 

Instead, the money was used to recapitalize banks, buying shares in them on terms that were grossly favorable to the banks themselves. As the crisis has deepened and financial institutions have needed more help, the government has gotten more and more creative in figuring out ways to provide banks with subsidies that are too complex for the general public to understand. The first AIG bailout, which was on relatively good terms for the taxpayer, was supplemented by three further bailouts whose terms were more AIG-friendly. The second Citigroup bailout and the Bank of America bailout included complex asset guarantees that provided the banks with insurance at below-market rates. The third Citigroup bailout, in late February, converted government-owned preferred stock to common stock at a price significantly higher than the market price—a subsidy that probably even most Wall Street Journal readers would miss on first reading. And the convertible preferred shares that the Treasury will buy under the new Financial Stability Plan give the conversion option (and thus the upside) to the banks, not the government. 

This latest plan—which is likely to provide cheap loans to hedge funds and others so that they can buy distressed bank assets at relatively high prices—has been heavily influenced by the financial sector, and Treasury has made no secret of that. As Neel Kashkari, a senior Treasury official under both Henry Paulson and Tim Geithner (and a Goldman alum) told Congress in March, “We had received inbound unsolicited proposals from people in the private sector saying, ‘We have capital on the sidelines; we want to go after [distressed bank] assets.’” And the plan lets them do just that: “By marrying government capital—taxpayer capital—with private-sector capital and providing financing, you can enable those investors to then go after those assets at a price that makes sense for the investors and at a price that makes sense for the banks.” Kashkari didn’t mention anything about what makes sense for the third group involved: the taxpayers. 

Even leaving aside fairness to taxpayers, the government’s velvet-glove approach with the banks is deeply troubling, for one simple reason: it is inadequate to change the behavior of a financial sector accustomed to doing business on its own terms, at a time when that behavior must change. As an unnamed senior bank official said to The New York Times last fall, “It doesn’t matter how much Hank Paulson gives us, no one is going to lend a nickel until the economy turns.” But there’s the rub: the economy can’t recover until the banks are healthy and willing to lend. 

Looking just at the financial crisis (and leaving aside some problems of the larger economy), we face at least two major, interrelated problems. The first is a desperately ill banking sector that threatens to choke off any incipient recovery that the fiscal stimulus might generate. The second is a political balance of power that gives the financial sector a veto over public policy, even as that sector loses popular support. 

Big banks, it seems, have only gained political strength since the crisis began. And this is not surprising. With the financial system so fragile, the damage that a major bank failure could cause—Lehman was small relative to Citigroup or Bank of America—is much greater than it would be during ordinary times. The banks have been exploiting this fear as they wring favorable deals out of Washington. Bank of America obtained its second bailout package (in January) after warning the government that it might not be able to go through with the acquisition of Merrill Lynch, a prospect that Treasury did not want to consider. 

The challenges the United States faces are familiar territory to the people at the IMF. If you hid the name of the country and just showed them the numbers, there is no doubt what old IMF hands would say: nationalize troubled banks and break them up as necessary. 

In some ways, of course, the government has already taken control of the banking system. It has essentially guaranteed the liabilities of the biggest banks, and it is their only plausible source of capital today. Meanwhile, the Federal Reserve has taken on a major role in providing credit to the economy—the function that the private banking sector is supposed to be performing, but isn’t. Yet there are limits to what the Fed can do on its own; consumers and businesses are still dependent on banks that lack the balance sheets and the incentives to make the loans the economy needs, and the government has no real control over who runs the banks, or over what they do. 

At the root of the banks’ problems are the large losses they have undoubtedly taken on their securities and loan portfolios. But they don’t want to recognize the full extent of their losses, because that would likely expose them as insolvent. So they talk down the problem, and ask for handouts that aren’t enough to make them healthy (again, they can’t reveal the size of the handouts that would be necessary for that), but are enough to keep them upright a little longer. This behavior is corrosive: unhealthy banks either don’t lend (hoarding money to shore up reserves) or they make desperate gambles on high-risk loans and investments that could pay off big, but probably won’t pay off at all. In either case, the economy suffers further, and as it does, bank assets themselves continue to deteriorate—creating a highly destructive vicious cycle. 

To break this cycle, the government must force the banks to acknowledge the scale of their problems. As the IMF understands (and as the U.S. government itself has insisted to multiple emerging-market countries in the past), the most direct way to do this is nationalization. Instead, Treasury is trying to negotiate bailouts bank by bank, and behaving as if the banks hold all the cards—contorting the terms of each deal to minimize government ownership while forswearing government influence over bank strategy or operations. Under these conditions, cleaning up bank balance sheets is impossible. 

Nationalization would not imply permanent state ownership. The IMF’s advice would be, essentially: scale up the standard Federal Deposit Insurance Corporation process. An FDIC “intervention” is basically a government-managed bankruptcy procedure for banks. It would allow the government to wipe out bank shareholders, replace failed management, clean up the balance sheets, and then sell the banks back to the private sector. The main advantage is immediate recognition of the problem so that it can be solved before it grows worse. 

The government needs to inspect the balance sheets and identify the banks that cannot survive a severe recession. These banks should face a choice: write down your assets to their true value and raise private capital within 30 days, or be taken over by the government. The government would write down the toxic assets of banks taken into receivership—recognizing reality—and transfer those assets to a separate government entity, which would attempt to salvage whatever value is possible for the taxpayer (as the Resolution Trust Corporation did after the savings-and-loan debacle of the 1980s). The rump banks—cleansed and able to lend safely, and hence trusted again by other lenders and investors—could then be sold off. 

Cleaning up the megabanks will be complex. And it will be expensive for the taxpayer; according to the latest IMF numbers, the cleanup of the banking system would probably cost close to $1.5 trillion (or 10 percent of our GDP) in the long term. But only decisive government action—exposing the full extent of the financial rot and restoring some set of banks to publicly verifiable health—can cure the financial sector as a whole. 

This may seem like strong medicine. But in fact, while necessary, it is insufficient. The second problem the U.S. faces—the power of the oligarchy—is just as important as the immediate crisis of lending. And the advice from the IMF on this front would again be simple: break the oligarchy. 

Oversize institutions disproportionately influence public policy; the major banks we have today draw much of their power from being too big to fail. Nationalization and re-privatization would not change that; while the replacement of the bank executives who got us into this crisis would be just and sensible, ultimately, the swapping-out of one set of powerful managers for another would change only the names of the oligarchs. 

Ideally, big banks should be sold in medium-size pieces, divided regionally or by type of business. Where this proves impractical—since we’ll want to sell the banks quickly—they could be sold whole, but with the requirement of being broken up within a short time. Banks that remain in private hands should also be subject to size limitations. 

This may seem like a crude and arbitrary step, but it is the best way to limit the power of individual institutions in a sector that is essential to the economy as a whole. Of course, some people will complain about the “efficiency costs” of a more fragmented banking system, and these costs are real. But so are the costs when a bank that is too big to fail—a financial weapon of mass self-destruction—explodes. Anything that is too big to fail is too big to exist. 

To ensure systematic bank breakup, and to prevent the eventual reemergence of dangerous behemoths, we also need to overhaul our antitrust legislation. Laws put in place more than 100 years ago to combat industrial monopolies were not designed to address the problem we now face. The problem in the financial sector today is not that a given firm might have enough market share to influence prices; it is that one firm or a small set of interconnected firms, by failing, can bring down the economy. The Obama administration’s fiscal stimulus evokes FDR, but what we need to imitate here is Teddy Roosevelt’s trust-busting. 

Caps on executive compensation, while redolent of populism, might help restore the political balance of power and deter the emergence of a new oligarchy. Wall Street’s main attraction—to the people who work there and to the government officials who were only too happy to bask in its reflected glory—has been the astounding amount of money that could be made. Limiting that money would reduce the allure of the financial sector and make it more like any other industry. 

Still, outright pay caps are clumsy, especially in the long run. And most money is now made in largely unregulated private hedge funds and private-equity firms, so lowering pay would be complicated. Regulation and taxation should be part of the solution. Over time, though, the largest part may involve more transparency and competition, which would bring financial-industry fees down. To those who say this would drive financial activities to other countries, we can now safely say: fine. 

Two Paths 
To paraphrase Joseph Schumpeter, the early-20th-century economist, everyone has elites; the important thing is to change them from time to time. If the U.S. were just another country, coming to the IMF with hat in hand, I might be fairly optimistic about its future. Most of the emerging-market crises that I’ve mentioned ended relatively quickly, and gave way, for the most part, to relatively strong recoveries. But this, alas, brings us to the limit of the analogy between the U.S. and emerging markets. 

Emerging-market countries have only a precarious hold on wealth, and are weaklings globally. When they get into trouble, they quite literally run out of money—or at least out of foreign currency, without which they cannot survive. They must make difficult decisions; ultimately, aggressive action is baked into the cake. But the U.S., of course, is the world’s most powerful nation, rich beyond measure, and blessed with the exorbitant privilege of paying its foreign debts in its own currency, which it can print. As a result, it could very well stumble along for years—as Japan did during its lost decade—never summoning the courage to do what it needs to do, and never really recovering. A clean break with the past—involving the takeover and cleanup of major banks—hardly looks like a sure thing right now. Certainly no one at the IMF can force it. 

In my view, the U.S. faces two plausible scenarios. The first involves complicated bank-by-bank deals and a continual drumbeat of (repeated) bailouts, like the ones we saw in February with Citigroup and AIG. The administration will try to muddle through, and confusion will reign. 

Boris Fyodorov, the late finance minister of Russia, struggled for much of the past 20 years against oligarchs, corruption, and abuse of authority in all its forms. He liked to say that confusion and chaos were very much in the interests of the powerful—letting them take things, legally and illegally, with impunity. When inflation is high, who can say what a piece of property is really worth? When the credit system is supported by byzantine government arrangements and backroom deals, how do you know that you aren’t being fleeced? 

Our future could be one in which continued tumult feeds the looting of the financial system, and we talk more and more about exactly how our oligarchs became bandits and how the economy just can’t seem to get into gear. 

The second scenario begins more bleakly, and might end that way too. But it does provide at least some hope that we’ll be shaken out of our torpor. It goes like this: the global economy continues to deteriorate, the banking system in east-central Europe collapses, and—because eastern Europe’s banks are mostly owned by western European banks—justifiable fears of government insolvency spread throughout the Continent. Creditors take further hits and confidence falls further. The Asian economies that export manufactured goods are devastated, and the commodity producers in Latin America and Africa are not much better off. A dramatic worsening of the global environment forces the U.S. economy, already staggering, down onto both knees. The baseline growth rates used in the administration’s current budget are increasingly seen as unrealistic, and the rosy “stress scenario” that the U.S. Treasury is currently using to evaluate banks’ balance sheets becomes a source of great embarrassment. 

Under this kind of pressure, and faced with the prospect of a national and global collapse, minds may become more concentrated. 

The conventional wisdom among the elite is still that the current slump “cannot be as bad as the Great Depression.” This view is wrong. What we face now could, in fact, be worse than the Great Depression—because the world is now so much more interconnected and because the banking sector is now so big. We face a synchronized downturn in almost all countries, a weakening of confidence among individuals and firms, and major problems for government finances. If our leadership wakes up to the potential consequences, we may yet see dramatic action on the banking system and a breaking of the old elite. Let us hope it is not then too late. 

“Finance: Before the Next Meltdown”
By Simon Johnson and David Kwak

Democracy: A Journal of Ideas Summer 2009

If innovation must be good, then financial innovation should be good, too. If finance is the lifeblood of our economy, then figuring out new ways to pump blood through the economy should foster investment, entrepreneurialism, and progress. Right? This, in any case, has been the mantra throughout three decades of deregulation and expansion of the financial sector. 

And yet today, financial innovation stands accused of being complicit in the financial crisis that has created the first global recession in decades. The very innovations that were celebrated by former Federal Reserve Chairman Alan Greenspan—negative-amortization mortgages, collateralized debt obligations (CDOs) and synthetic CDOs, and credit default swaps, among countless others—either amplified or caused the crisis, depending on your viewpoint. The journalist Michael Lewis recently argued that the credit default swaps sold by A.I.G. brought down the entire global financial system—and found that the A.I.G. traders he talked to completely agreed. 

Recent financial innovation is not without its defenders, of course. As current Fed Chairman Ben Bernanke said in a speech in May: 

We should also always keep in view the enormous economic benefits that flow from a healthy and innovative financial sector. The increasing sophistication and depth of financial markets promote economic growth by allocating capital where it can be most productive. And the dispersion of risk more broadly across the financial system has, thus far, increased the resilience of the system and the economy to shocks. 

Intellectual conservatives and bankers have mounted an even more fervent defense of financial innovation. Niall Ferguson has claimed, “We need to remember that much financial innovation over the past 30 years was economically beneficial, and not just to the fat cats of Wall Street.” Bernanke and Ferguson are being too generous. For the past 30 years, financial innovation has increased costs and risks for both individual consumers and the global economy. To take the most obvious example, consumers bought houses they could not otherwise have bought using new mortgages they had no hope of repaying, creating a housing bubble, while new derivatives helped hide the risk of those mortgages, creating a securities bubble. The collapse of those bubbles has shaken the world for the last year. Today’s challenge is to rethink financial innovation and learn how to separate the good from the bad. 

Financial innovation is different from what we traditionally think of as innovation, which, in recent years, has occurred most visibly in the field of information technology. Certainly, the financial services industry has taken advantage of technological innovation; you can now access your financial statements and pay your bills online, for example. However, these innovations do not affect the core function of the financial sector, which is financial intermediation—moving money from one place where it is not needed to another place where it is worth more. 

The classic example of financial intermediation is the community savings bank. Ordinary people put their excess cash into savings accounts; the bank accumulates that money by paying interest and loans it out at a slightly higher rate as mortgages or commercial loans. Savers earn interest, households can buy homes without having to save for decades, and entrepreneurs can start or expand businesses. 

The main purpose of financial innovation is to make financial intermediation happen where it would not have happened before. And that is what we have gotten over the last 30 years. As Ferguson said, “New vehicles like hedge funds gave investors like pension funds and endowments vastly more to choose from than the time-honored choice among cash, bonds, and stocks. Likewise, innovations like securitization lowered borrowing costs for most consumers.” But financial innovation is good only if it enables an economically productive use of money that would not otherwise occur. If a family is willing to pay $300,000 for a new house that costs $250,000 to build (including land), and they could pay off a loan comfortably over 30 years, then that is an economically productive use of money that would not occur if mortgages did not exist. But the mortgage does not make the world better in and of itself; that depends on someone else having found a useful way to employ money. 

In addition, financial innovation can go too far much more easily than innovation in other sectors. Financial intermediation creates value by making credit more available to people who can use it effectively. But it is possible for the economy to be in a state where people have too much access to credit. With the benefit of hindsight, it is easy to see how the U.S. housing sector passed this point earlier this decade. With negative-amortization mortgages (where the monthly payment was less than the interest, causing the principal to go up) and stated-income loans (where the loan originator did not verify the borrower’s income), virtually anyone could buy a new house, leading developers to build tens of thousands of houses that are now rotting empty, their current value far less than their cost of construction. In short, excess financial intermediation, the result of hyperactive financial innovation, destroys value by causing people to make investments with negative returns. Put another way, we cannot say that innovation is necessarily good simply because there is a market for it. The fact that there was a market for new houses does not change the fact that building those houses was a spectacularly destructive waste of money. Therefore, when it comes to financial innovation, we must distinguish beneficial financial intermediation from excessive, destructive financial intermediation.
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OVERVIEW

      This Report offers a comprehensive and detailed plan for regulatory reform in light of the global financial crisis.  Some attribute the present crisis to a dearth of regulation. But that is simplistic at best, entirely inaccurate at worst.  The truth is that the financial crisis is the result of—not so much a lack of regulation as—the lack of effective regulation.  Indeed, those portions of the financial system hit the hardest by the crisis—such as traditional banks and thrifts—have historically been the most heavily regulated. We think that while more regulation is certainly needed in some areas, our overriding goal must be to make the present regulatory regime far more effective than it has been. That means that reforms should be based on solid principles—chief among them being the reduction of systemic risk.  A second theme of this Report is the need for investor protection through greater transparency in the financial system. More information enables the market to more accurately price assets, risk, and other relevant inputs.  Much of the present crisis can be attributed to a lack of critical information (and perhaps, in some cases, misinformation).  The necessity of building a U.S. financial regulatory structure able to achieve these goals is a third theme of this Report.  Simply put, our regulatory structure must be entirely reorganized in order to become more integrated and efficient.  A final theme is that a global crisis demands a global solution.  The U.S. financial system is best viewed as an integral part of the overall global financial system.  No longer can the United States regulate in a vacuum.  Coordination with other national regulators and cooperation with regional and international authorities is required.  

Principles-Based Regulation Focused on Effectiveness

      We believe as much attention should be paid to regulatory effectiveness as to regulatory coverage.  Equally vital, we think meaningful reform must be based on fundamental principles rather than political expediency.  The most important of these principles—particularly in light of the present crisis—is that regulation must reduce systemic risk.  When a systemically important institution is in danger of failure, and its failure could trigger a chain reaction of other failures—the so-called interconnectedness problem—there may be no alternative other than to inject some public money into the institution.  But the requisite amount of these injections has been significantly increased by several weaknesses in the current regulatory system.  The Federal Reserve (Fed) financed the acquisition of Bear Stearns through a $29 billion loan, and the Fed and the Treasury have financed the survival of AIG with assistance amounting to more than $180 billion, largely because of the fear of what would have happened if such institutions had gone into bankruptcy.  Similar fears may lie behind some of the TARP injections.  The Committee believes there is ample room for improvement in the containment of systemic risk.  

      Revision of Capital Requirements
      Capital regulation performed poorly during the crisis. The failure of capital regulation was not just a product of the “100 year flood” or of events that could not be anticipated.  Rather, it was a direct result of both the design and substance of the regulatory capital framework.  The elaborate and detailed structure currently in place to regulate bank capital, the international Basel Accord, proved unable to live up to its basic job of preventing large and systemically important financial institutions from failing.  Indeed, the crude leverage ratio—that was the object of scorn of many regulators—turned out to be a more reliable constraint on excessive risk taking than the complex Basel rules, and arguably saved us from worse problems in the banking sector than those we already have.  The investment banking sector, which did not have a leverage ratio, was not as fortunate.  The disparity demonstrates that more detailed regulation does not necessarily make for more effective regulation.  Capital requirements are our principal bulwark against bank failure, a key trigger of systemic risk.  Better conceived regulation, combined with more intense prudential supervision and market discipline, is the answer.  Our Report accordingly sets out a series of specific recommendations to improve bank capital regulation.

      Resolution Procedures
      Second, we need a better process than bankruptcy for resolving the insolvency of financial institutions.  In short, our framework for banks needs to be extended to other financial institutions and their holding companies.  This process, unlike bankruptcy, puts the resolution of institutions in the hands of regulators rather than bankruptcy judges, and permits more flexible approaches to keeping systemically important institutions afloat.  It also ensures a more sensible approach to handling the treatment of counterparty exposures to derivatives through the use of safe harbors.  At the same time, it permits, like bankruptcy, the restructuring of an insolvent institution through the elimination of equity and the restructuring of debt, to prepare the institution for sale to new investors.

      Regulation of Non-Bank Financial Institutions
      Third, we must recognize that the current substantive framework also suffers from important gaps in the scope and coverage of regulation—gaps that can increase the risk of shocks to the financial system.  Hedge funds and private equity firms have not been supervised or regulated.  Government-sponsored enterprises (GSEs) like Fannie Mae and Freddie Mac were too lightly regulated; until the Housing and Economic Recovery Act of 2008, they were not subject to either meaningful capital or securities regulation.  Investment bank regulation by the SEC proved entirely ineffective—major investment banks have failed, been acquired, or become bank holding companies.  We need a comprehensive approach to regulating risk in the financial sector, if we are to avoid similar threats to the financial system in the future.  Casting a broader net does not mean that different activities should be regulated in the same way, but it does mean that the same activities conducted by different institutions should be regulated in the same way.

      Our Report focuses specifically on regulatory coverage with respect to hedge funds and private equity.  In general, we believe hedge funds (and banks that engage in hedge fund activity) should keep regulators informed on an ongoing basis of their activities and leverage.  Private equity, however, poses no more risk to the financial system than do other investors.  But these firms, if large enough, should be subject to some regulatory oversight and periodically share information with regulators to confirm they are engaged only in the private equity business.  Indeed, private equity is a part of the solution to the problem of inadequate private capital in the banking system.  We recommend that ill-conceived restrictions on the ability of private equity firms to acquire banks should be removed, not just relaxed.  This is an instance where regulation is preventing a solution, not offering one.

      In addition to hedge funds and private equity, our Report also addresses the need to improve the regulation of money market mutual funds (MMMFs), which comprise approximately $3.8 trillion of the more than $9 trillion mutual fund industry.  The MMMF plays an important role in our financial system, serving as both an investment vehicle and a cash management device.  Triggered by the “breaking of the buck” of the Reserve Primary Fund, which was largely attributable to the impact of the Lehman bankruptcy on MMMF holdings of that company’s commercial paper, a run ensued on MMMFs.  This run had to be halted by the Fed’s injection of liquidity into the funds, e.g., by financing the purchase of MMMF sales of asset-backed commercial paper to fund redemptions, and federal guarantees of existing investments.  We endorse further restrictions on the type of investments such funds can make and the adoption of new procedures for halting redemptions and providing an orderly liquidation in the event of runs in the future.  If federal guarantees to certain shareholder accounts are likely to persist, either explicitly or implicitly, a method needs to be devised for the government to charge for such guarantees or for the MMMFs to protect themselves against such losses.

      Clearinghouses and Exchanges for Derivatives
      Finally, we need to reduce the interconnectedness problem of credit default swap (CDS) contracts by the use of clearinghouses and exchanges.  If clearinghouses were to clear CDS contracts and other standardized derivatives, like foreign exchange and interest rate swaps, systemic risk could be substantially reduced by more netting, centralized information on the exposures of counterparties, and the collectivization of losses.  To the extent certain CDSs could be traded on exchanges, price discovery and liquidity would be enhanced.  Increased liquidity would not only be valuable to traders; it would better enable clearinghouses to control their own risks through more informed margining and easier close-outs of defaulted positions.

Greater Transparency to Protect Investors 

      Many of the measures to reduce systemic risk advanced by this Report necessarily have the added benefit of protecting investors.  However, we also believe greater transparency in various sectors of the financial system is necessary, if only to provide increased protection for investors.  This Report focuses in particular on the securitization process and accounting standards.  

      Reform of the Securitization Process
      Securitization has played an important and constructive role in the evolution of our financial system.  It has brought new sources of finance to the consumer market, not only for mortgages, but also for auto loans and credit card purchases.  It has permitted banks to diversify their risks.  Imagine how much more devastating the impact of the fall in home prices would have been on the banking system if all mortgages had been held by banks rather than being mostly securitized (even taking into account the exposure some banks had from investments in the securitized debt itself).  There is a great need to rebuild this market from the ground up now that the financial crisis has exposed critical flaws in its operation.

      Originators, whether banks or brokers, need stronger incentives to originate loans that are in conformity with what they have promised. While we support efforts to improve the alignment of economic interests between originators and investors, we think a mandatory minimum retention of risk in respect of securitized assets must address a number of important issues in order to be practical and beneficial. Among other things, a minimum risk retention requirement would increase the risk of the banking sector and be difficult to enforce given the possibility of hedging. Furthermore, such a requirement would compel the originator to bear general economic risk, e.g., risk from interest rate changes, not just the risk of non-conforming assets.  We believe the incentive problem should be fixed by strengthening representations, warranties, and repurchase obligations, and also by requiring increased disclosure of originators’ interests in securitized offerings.  Certain high-risk practices, such as “no doc” loans, should be prohibited outright.  Moreover, we believe the current disclosure regime and underwriting practices can be improved.  Specifically, we would increase loan-level disclosures, and encourage regulators to study ways of improving the standardized public disclosure package.  

      Finally, we believe an array of reforms relating to credit rating agencies (CRAs) is vital to reinvigorating the securitized debt markets.  Until the crisis, CRAs had grossly underestimated the risk of loss associated with several types of structured finance securities.  In order to restore confidence in the integrity of credit ratings and improve how the global fixed-income markets function in the future, we propose developing globally consistent standards, ensuring unitary systems of enforcement, avoiding governmental interference in the rating determination process, reviewing references to credit ratings in regulatory frameworks, and increasing disclosure pertaining to ratings of structured finance and other securities. 

      Improvements in Accounting for Fair Value and Consolidation
      Two accounting issues have risen to the fore in this crisis: the use of fair value and requirements for consolidating off-balance sheet exposures.  We believe the current fair value methodology, as a whole, needs serious review by FASB and IASB on a joint basis.  The problem has not been solved by FASB’s April 2009 guidance (to which IASB did not subscribe).  We have recommended substantial improvements in disclosures, which we believe will greatly benefit investors.  The Committee believes reporting institutions should separately value Level 2 and Level 3 assets—where there is no liquid market in the assets being valued—by using market prices and fundamental credit analysis, with complete disclosure of how each of these values was determined.  For market prices, this would require disclosing what market prices were relied on; for credit values it would require disclosure of all the parameters used in the credit model, including the discount rate.  We also believe there should be separation of regulatory and financial reporting accounting, subject to a check on regulators not using accounting rules to avoid the recognition of clear losses, i.e., forbearance.  Finally, we believe FASB is on the right track on revising its consolidation standards in Interpretation No. 46R, and endorse that approach. 

Regulatory Structure

      The U.S. financial regulatory framework can be summed up in four words: highly fragmented and ineffective.  The fragmentation of regulators is not the product of careful design—it has evolved by layers of accretion since the Civil War.  It has survived largely unchanged, despite repeated unsuccessful efforts at reform, not because it has been functional or effective but because it has served the interests of industry, regulators, and politicians—even though it has not served the interests of the overall economy or the American public.  The current crisis has demonstrated that this dysfunctional system comes with a very high cost.  The Committee’s statement of January 14, 2009 entitled, “Recommendations for Reorganizing the U.S. Regulatory Structure,” proposes a new consolidated structure, comprising the Fed, a newly created U.S. Financial Services Authority, the Treasury Department and possibly a consumer and investor protection agency.  We believe this structure can substantially reduce the risk of future financial crises.  We again call for regulatory structure reform in this Report.

 

International Coordination

      The Committee believes that in all areas of reform dealt with in this Report, it is essential to have a coordinated international approach.  A global financial system demands globally coordinated rules.  We already have international capital rules requiring significant modification. Institutions like hedge funds and private equity operate internationally.  Failures of international coordination can lead to the duplication of requirements and set the stage for regulatory arbitrage.  The framework for handling failed financial institutions needs to take into account their multinational structure and clearinghouses and exchanges for derivatives need to handle internationally traded derivatives, which may be subject to different requirements in different countries.  Securitized debt markets are global and thus standards for origination and disclosure, as well as the regulation of CRAs, require global coordination.  Additionally, there obviously needs to be coordination and convergence between U.S. Generally Accepted Accounting Principles (GAAP) and International Financial Reporting Standards (IFRS) as we contemplate a single standard.  While the world is not yet ready for a global regulator, the time has come to ensure greater global coordination.  
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The main cause of the crisis was the behavior of the banks—largely a result of misguided incentives unrestrained by good regulation. Conservative ideology, along with unrealistic economic models of perfect information, perfect competition, and perfect markets, fostered lax regulation, and campaign contributions helped the political process along. The banks misjudged risk, wildly overleveraged, and paid their executives handsomely for being short-sighted; lax regulation let them get away with it—putting at risk the entire economy. The mortgage brokers neglected due diligence, since they would not bear the risk of default once their mortgages had been securitized and sold to others. Others can be blamed: the ratings agencies that judged subprime securities as investment grade; the Fed, which contributed low interest rates; the Bush administration, whose Iraq war and tax cuts for the rich made low interest rates necessary. But low interest rates can be a boon; it was the financial institutions that turned them into a bust.

The search is on for whom to blame for the global economic crisis. It is not just a matter of vindictiveness; it is important to know who or what caused the crisis if one is to figure out how to prevent another, or perhaps even to fix this one. The notion of causation is, however, complex. Presumably, it means something like, “If only the guilty party had taken another course of action, the crisis would not have occurred.” But the consequences of one party changing its actions depend on the behavior of others; presumably the actions of other parties, too, may have changed.

Consider a murder. We can identify who pulled the trigger. But somebody had to sell that person the gun. Somebody may have paid the gunman. Somebody may have provided inside information about the whereabouts of the victim. All of these people are party to the crime. If the person who paid the gunman was determined to have his victim shot, then even if the particular gunman who ended up pulling the trigger had refused the job, the victim would have been shot: Someone else would have been found to pull the trigger. There are many parties to this crime—both people and institutions. Any discussion of “who is to blame” conjures up names like Robert Rubin, co-conspirator in deregulation and a senior official in one of the two financial institutions into which the American government has poured the most money. Then there was Alan Greenspan, who also pushed the deregulatory philosophy; who failed to use the regulatory authority that he had; who encouraged homeowners to take out highly risky adjustable mortgages; and who supported President Bush’s tax cut for the rich,—making lower interest rates, which fed the bubble, necessary to stimulate the economy. 

But if these people hadn’t been there, others would have occupied their seats, arguably doing similar things. There were others equally willing and able to perpetrate the crimes.

Moreover, the fact that similar problems arose in other countries—with different people playing the parts of the protagonists—suggests that there were more fundamental economic forces at play. The list of institutions that must assume considerable responsibility for the crisis includes the investment banks and the investors; the crediting agencies; the regulators, including the S.E.C. and the Federal Reserve; the mortgage brokers; and a string of administrations, from Bush to Reagan, that pushed financial-sector deregulation. Some of these institutions contributed to the crisis in multiple roles—most notably the Federal Reserve, which failed in its role as regulator, but which also may have contributed to the crisis by mishandling interest rates and credit availability. All of these—and some others discussed below—share some culpability.

The Main Protagonists

But I would argue that blame should be centrally placed on the banks (and the financial sector more broadly) and the investors.

The banks were supposed to be the experts in risk management. They not only didn’t manage risk; they created it. They engaged in excessive leverage. At a leverage ratio, a mere percent change in asset values wipes out one’s net worth. (To put matters in perspective, real estate prices have fallen some 20 percent and, as of March, are expected to fall another 15 percent, at least.) The banks adopted incentive structures that were designed to induce short-sighted and excessively risky behavior. The stock options that they used to pay some of their senior executives, moreover, provided incentives for bad accounting, including incentives to engage in extensive off-balance-sheet accounting. 
The bankers seemingly didn’t understand the risks that were being created by securitization—including those arising from information asymmetries: The originators of the mortgages did not end up holding onto them, so the originators didn’t bear the consequences of any failure at due diligence. The bankers also misestimated the extent of correlation among default rates in different parts of the country—not realizing that a rise in the interest rate or an increase in unemployment might have adverse effects in many parts of the country—and they underestimated the risk of real-estate price declines. Nor did the banks assess with any degree of accuracy the risks associated with some of the new financial products, such as low- or no-documentation loans.

The only defense that the bankers have—and it’s admittedly a weak defense—is that their investors made them do it. Their investors didn’t understand risk. They confused high returns brought on by excessive leverage in an up market with “smart” investment. Banks that didn’t

engage in excessive leverage, and so had lower returns, were “punished” by having their stock values beaten down. The reality, however, is that the banks exploited this investor ignorance to push their stock prices up, getting higher short-term returns at the expense of higher risk.

Accessories to the Crime

If the banks were the main perpetrators of the crime, they had many accomplices. 

Rating agencies played a central role. They believed in financial alchemy, and converted F-rated subprime mortgages into A-rated securities that were safe enough to be held by pension funds. This was important, because it allowed a steady flow of cash into the housing market, which in turn provided the fuel for the housing bubble. The rating agencies’ behavior may have been affected by the perverse incentive of being paid by those that they rated, but I suspect that even without these incentive problems, their models would have been badly flawed.  Competition, in this case, had a perverse effect: It caused a race to the bottom—a race to provide ratings that were most favorable to those being rated.  

Mortgage brokers played a key role: They were less interested in originating good mortgages—after all, they didn’t hold the mortgages for long—than in originating Many mortgages. Some of the mortgage brokers were so enthusiastic that they invented new forms of mortgages: The low- or no-documentation loans to which I referred earlier were an invitation to deception, and came to be called liar loans. This was an “innovation,” but there was a good reason that such innovations hadn’t occurred before.

Other new mortgage products—low- or no-amortization, variable-rate loans—snared unwary borrowers. Home-equity loans, too, encouraged Americans to borrow against the equity in their homes, increasing the (total) loan-to-value ratios and thereby making the mortgages riskier.

The mortgage originators didn’t focus on risk, but rather on transactions costs. But they weren’t trying to minimize transactions costs; they were trying to maximize them—devising ways that they could increase them, and thereby their revenues. Short-term loans that had to be refinanced—and left open the risk of not being able to be refinanced—were particularly useful in this respect.

The transactions costs generated by writing mortgages provided a strong incentive to prey on innocent and inexperienced borrowers—for instance by encouraging more short-term lending and borrowing, entailing repeated loan restructurings, which helped generate high transactions costs.

The regulators, too were accomplices in crime. They should have recognized the inherent risks in the new products; they should have done their own risk assessments, rather than relying on self regulation or on the credit-rating agencies. They should have realized the risks associated with high leverage, with over-the-counter derivatives, and especially the risks that were compounding as these were not netted out.

The regulators deceived themselves into thinking that if only they ensured that each bank managed its own risk (which they had every incentive, presumably, to do), then the system would work. Amazingly, they did not pay any attention to systemic risk, though concerns about systemic risk constitute one of the primary rationales for regulation in the first place. Even if every bank were, “on average,” sound, they could act in a correlated way that generated risks to the economy as a whole.

In some cases, the regulators had a defense: They had no legal basis for acting, even had they discovered something was wrong. They had not been given the power to regulate derivatives. But that defense is somewhat disingenuous, because some of the regulators—most notably Greenspan—had worked hard to make sure that appropriate regulations were not adopted.

The repeal of the Glass-Steagall Act played an especial role, not just because of the conflicts of interest that it opened up (made so evident in the Enron and WorldCom scandals), but also because it transmitted the risk-taking culture of investment banking to commercial banks, which should have acted in a far more prudential manner.

It was not just financial regulation and regulators that were at fault. There should have been tougher enforcement of antitrust laws. Banks were allowed to grow to be too big to fail—or too big to be managed.  And such banks have perverse incentives. When it’s heads I win, tails you lose, too-big-to-fail banks have incentives to engage in excessive risk taking.

Corporate governance laws, too, are partly to blame. Regulators and investors should have been aware of the risks that the peculiar incentive structures engendered. These did not even serve shareholder interests well. In the aftermath of the Enron and WorldCom scandals, there was much discussion of the need for reform, and the Sarbanes-Oxley Act represented a beginning. But it didn’t attack perhaps the most fundamental problem: stock options.

Bush’s and Clinton’s capital-gains tax cuts, in conjunction with the deductibility of interest, provided enhanced incentives for leverage—for homeowners to take out, for instance, as large a mortgage as they could.

Credentialed Accomplices

There is one other set of accomplices—the economists who provided the arguments that those in the financial markets found so convenient and self-serving. These economists provided models—based on unrealistic assumptions of perfect information, perfect competition, and perfect markets—in which regulation was unnecessary.

Modern economic theories, particularly those focusing on imperfect and asymmetric information and on systematic irrationalities, especially with respect to risk judgments, had explained how flawed those earlier “neoclassical” models were. They had shown that those models were not robust—even slight deviations from the extreme assumptions destroyed the conclusions. But these insights were simply ignored.

Some important strands in recent economic theory, moreover, encouraged central bankers to focus solely on fighting inflation. They seemed to argue that low inflation was necessary, and almost sufficient, for stable and robust growth. The result was that central bankers (including the Fed) played little attention to the financial structure.

In short, many of the most popular micro-economic and macroeconomic theories aided and abetted regulators, investors, bankers, and policymakers—they provided the “rationale” for their policies and actions. They made the bankers believe that in pursuing their self interest, they were, in fact, advancing the well-being of society; they made the regulators believe that in pursuing their policies of benign neglect, they were allowing the private sector to flourish, from which all would benefit.

Rebutting the Defense

Alan Greenspan (2009) has tried to shift the blame for low interest rates to China, because of its high savings rate. Clearly, Greenspan’s defense is unpersuasive: The Fed had enough control, at least in the short run, to have raised interest rates in spite of China’s willingness to lend to America at a relatively low interest rate. Indeed, the Fed did just that in the middle of the decade, which contributed—predictably—to the popping of the housing bubble.

Low interest rates did feed the bubble. But that is not the necessary consequence of low interest rates. Many countries yearn for low interest rates to help finance needed investment. The funds could have been channeled into more productive uses. Our financial markets failed to do that. Our regulatory authorities allowed the financial markets (including the banks) to use the abundance of funds in ways that were not socially productive. They allowed the low interest rates to feed a housing bubble. They had the tools to stop this. They didn’t use the tools that they had.

If we are to blame low interest rates for “feeding” the frenzy, then we have to ask what induced the Fed to pursue low interest rates. It did so, in part, to maintain the strength of the economy, which was suffering from inadequate aggregate demand as a result of the collapse of the tech bubble.

In that regard, Bush’s tax cut for the rich was perhaps pivotal. It was not designed to stimulate the economy and did so only to a limited extent. His war in Iraq, too, played an important role. In its aftermath, oil prices rose from $20 a barrel to $140 a barrel. (We don’t have to parse out here what fraction of this increase is due to the war; but there is little doubt that it played a role (See Stiglitz and Bilmes 2008). Americans were now spending hundreds of billions of dollars a year more to import oil. This was money not available to be spent at home.

In the 1970s, when oil prices soared, most countries faced recessions because of the transfer of purchasing power abroad to finance the purchase of oil. There was one exception: Latin America, which used debt finance to continue its consumption unabated. But its borrowing was unsustainable. Over the last decade, America took the Latin American route. To offset the negative effect of higher spending on oil, the Fed kept interest rates lower than they otherwise would have been, and this fed the housing bubble more than it otherwise would have. The American economy, like the Latin American economies of the 70s, seemed to be doing well, because the housing bubble fed a consumption boom, as household savings fell all the way down to zero.
Given the war and the consequent soaring oil prices and given Bush’s poorly designed tax cuts, the burden of maintaining economic strength fell to the Fed. The Fed could have exercised its authority as a regulator to do what it could do to direct the resources into more productive uses. Here, the Fed and its chairman have a double culpability. Not only did they fail in their regulatory role, they became cheerleaders for the bubble that eventually consumed America. When asked about a possible bubble, Greenspan suggested there was none—only a little froth. That was clearly wrong. The Fed argued that you could not tell a bubble until after it broke. That, too, was not fully correct. You can’t be sure there is a bubble until after it breaks, but one can make strong probabilistic statements.

All policy is made in the context of uncertainty. House prices, especially at the lower end, soared, yet the real incomes of most Americans stagnated: There was a clear problem. And it was clear that the problem would get worse once interest rates rose. Greenspan had encouraged people to take out variable-rate mortgages when interest rates were at historically low levels. And he allowed them to borrow up to the hilt— assuming interest rates would remain at the same low level. But because interest rates were so low—real interest rates were negative—it was unreasonable to expect them to remain at that level for long. When they rose, it was clear that many Americans would be in trouble—and so would the lenders who had lent to them.

Apologists for the Fed sometimes try to defend this irresponsible and short-sighted policy by saying they had no choice: Raising interest rates would have killed the bubble, but also would have killed the economy. But the Fed has more tools than just the interest rate. There were, for instance, a number of regulatory actions that would have dampened the bubble. It chose not to employ these tools. It could have reduced maximum loan-to-value ratios as the likelihood of a bubble increased; it could have lowered the maximum house payment-to-income ratios allowed. If it believed it did not have the requisite tools, it could have gone to Congress and requested them.

This doesn’t provide a fully satisfactory counterfactual. True, perhaps the money could have been deployed by financial markets more productively, to support, for instance, more innovation, or important projects in developing countries. But perhaps the financial markets would have found another scam to support irresponsible borrowing—for instance, a new credit-card boom.

Defending the Innocent

Just as all of the accomplices are not equally culpable, some suspects should be acquitted.

In the long list of possible culprits, there are two that many Republicans often name. They find it difficult to accept that markets fail, that market participants could act in such an irresponsible manner, that the wizards of finance didn’t understand risk, that capitalism has serious flaws. It is government, they are sure, which is to blame.

I have suggested government is indeed to blame, but for doing too little. The conservative critics believe that government is to blame for doing too much. They criticize the Community Reinvestment Act (CRA) requirements imposed on banks, which required them to lend a certain fraction of their portfolio to underserved minority communities. They also blame Fannie Mae and Freddie Mac, the peculiar government-sponsored enterprises, which, though privatized in 1968, play a very large role in mortgage markets. Fannie and Freddie were, according to conservatives, “under pressure” from Congress and the president to expand home ownership (President Bush often talked about the “ownership society”).

This is clearly just an attempt to shift blame. A recent Fed study showed that the default rate among CRA mortgagors is actually below average (Kroszner2008). The problems in America’s mortgage markets began with the subprime market, while Fannie Mae and Freddie Mac primarily financed “conforming” (prime) mortgages.

It is America’s fully private financial markets that invented all the bad practices that played a central role in this crisis. When government encouraged home ownership, it meant permanent home ownership. It didn’t intend for people to buy homes beyond their ability to afford them. That would generate ephemeral gains, and contribute to impoverishment: The poor would lose their life savings as they lost their home.

There is always a home that is of an appropriate cost to an individual’s budget. The irony is that because of the bubble, many of the impoverished wound up owning a home no bigger than they would have if more prudent lending policies had been enforced—which would have dampened the bubble. To be sure, Fannie Mae and Freddie Mac did get into the high-risk high leverage “games” that were the fad in the private sector, though rather late, and rather ineptly. Here, too, there was regulatory failure; the government-sponsored enterprises have a special regulator which should have constrained them, but evidently, amidst the deregulatory philosophy of the Bush Administration, did not. Once they entered the game, they had an advantage, because they could borrow somewhat more cheaply because of their (ambiguous at the time) government guarantee. They could arbitrage that guarantee to generate bonuses comparable to those that they saw were being “earned” by their counterparts in the fully private sector.

Politics and Economics

There is one more important culprit, which, in fact, has played a key behind-the-scenes role in many various parts of this story: America’s political system, and especially its dependence on campaign contributions. This allowed Wall Street to exercise the enormous influence that it has had, to push for the stripping of regulations and to the appointment of regulators who didn’t believe in regulations—with the predictable and predicted consequences (Stiglitz 2003) that we have seen. Even today, that influence is playing a role in the design of effective means of addressing the financial crisis.

Any economy needs rules and referees. Our rules and referees were shaped by special interests; ironically, it is not even clear whether those rules and referees served those special interests well. It is clear that they did not serve the national interests well.

In the end, this is a crisis of our economic and political system. Each of the players was, to a large extent, doing what they thought they should do. The bankers were maximizing their incomes, given the rules of the game. The rules of the game said that they should use their political influence to get regulations and regulators that allowed them, and the corporations they headed, to walk away with as much money as they could. The politicians responded to the rules of the game: They had to raise money to get elected, and to do that, they had to please powerful and wealthy constituents. There were economists who provided the politicians, the bankers, and the regulators with a convenient ideology: According to this ideology, the policies and practices that they were pursuing would supposedly benefit all.

There are those who now would like to reconstruct the system as it was prior to 2008. They will push for regulatory reform, but it will be more cosmetic than real. Banks that are too big to fail will be allowed to continue little changed. There will be “oversight,” whatever that means. But the banks will continue to be able to gamble, and they will continue to be too big to fail. Accounting standards will be relaxed, to give them greater leeway. Little will be done about incentive structures or even risky practices. If so, then, another crisis is sure to follow.

NOTE

1. Greenspan supported the 2001 tax cut even though he should have known that it would have led to the deficits which previously he had treated as such an anathema. His argument that, unless we acted now, the surpluses that were accumulating as a result of Clinton’s prudent fiscal policies would drain the economy of all of its T-bills, which would make the conduct of monetary policy difficult, was Stiglitz • Anatomy of a Murder 339 one of the worst arguments from a respected government official I have ever heard; presumably, if the contingency he imagined—the wiping out of the national debt—was imminent, Congress had the tools and incentives with which to correct the situation in short order.
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INTERPRETING THE CAUSES OF THE GREAT RECESSION OF 2008
Joseph E. Stiglitz


The Great Recession of 2008 is both complex and simple.  In some ways, beneath the complexity of CDS’s, sub-prime mortgages, CDO’s, and a host of new terms that have entered the lexicon is a run-of-the-mill credit cycle.  As banks lent money freely on the basis of collateral, prices increased, allowing more and more lending.  Real estate bubbles are a dime a dozen.  Bubbles break, and when they break, they bring havoc in their wake.  Perhaps the most unusual aspect of this bubble was the conviction of key policymakers (including two Chairmen of the Federal Reserve) that there was no bubble (perhaps a little froth), and the bald assertions (a) that one could not tell a bubble until it broke; (b) that the Fed didn’t have the instruments to deflate the bubble, without doing untold damage to the economy; and (c) that it would be less expensive to clean up the mess after it broke than to take preventive action.  

These assertions were made presumably on the basis of the “accepted” wisdom of the economic profession.  Such views were reinforced by the belief in rational expectations and the belief that with rational expectations there couldn’t be bubbles.  Few would hold to these views today.  But even before the crisis there was little basis for these beliefs.  Brunnermeier (2001) had shown that one could have bubbles with rational expectations (so long as individuals’ have different information).
  Decades ago, economists had shown that there could be dynamics consistent with capital market equilibrium (rational expectations, with the no-arbitrage condition being satisfied across different assets) for arbitrarily far into the future, but not converging to the long run “steady state,” so long as there were not futures markets extending infinitely far into the future.
 Such paths look very much like “bubbles.”  There has been, in addition, a large literature on rational herding.

 Standard results on the stability of market equilibrium with rational expectations employed representative agent models with infinitely lived individuals (where the transversality condition replaced the necessity of having futures markets extending infinitely far into the future).  But as soon as the assumption of infinitely lived individuals was dropped, there was no assurance of convergence; the economy could oscillate infinitely, neither converging nor diverging.
  Other models in the same vein emphasized the possibility of multiple rational expectations equilibria.
  

These may seem theoretical niceties, but to the extent that the belief that markets were efficient, and that efficient markets precluded the possibility of a bubble, they gave confidence to the Fed’s ignoring mounting evidence that there was a bubble and are thus much more than that.   

From a more practical perspective, though one might not be sure that there was a bubble, surely a policy maker should ask the question if it is possible, or even likely.  All decision making is made under uncertainty.  Policymakers need to balance the risks:  historical experience should have been convincing that if there were a bubble, its breaking could have devastating consequences.  There were a host of tell tale signals of a bubble—rapid expansion of credit, rising price-rental ratios, and rising ratios of say median prices to median income (which, adjusted for inflation, was stagnating or declining).

Policymakers should have been concerned with the heavy dependence of the economy on real estate—both directly and through mortgage equity withdrawals.  This meant that if there were a bubble, when it broke, the impact on the American economy could be devastating.

By the same token, the Fed should have been concerned about the models being used for risk assessment by rating agencies and investment banks, which formed a central part of the securitization process:  they ignored the fact that there could be a bubble in many parts of the country and that an increase in the interest rate, say, could burst the bubble. 

They should have been especially wary given the predatory lending that was pervasive—and which they did little about.  It should have been clear (and was clear to many) that an increase in interest rates would make it impossible for many borrowers to service their debt and would make it impossible for many others to refinance their mortgage when balloon payments came due.  This would force many houses onto the market, exacerbating downward pressures on prices:  the bursting of the bubble could be particularly vicious.

In short, there were marked downside risks, which the Fed and other regulators should have taken into account.  The notion that its only instrument was to increase the interest rate was a self-enforced constraint:  just as in the 90s, it might have been able to dampen (“prick”) the tech bubble by an increase in margin requirements (and it was criticized for having failed to do so)
, the case for tightened regulation in mortgage lending was even more compelling.  The advantage of such instruments is that they can be titrated:  as evidence of the bubble mounted, as the risks grew, the regulations could have been tightened.  

The risk, of course, was that with the economy so dependent on housing, even if interest rates remained relatively low, dampening the housing bubble would have stalled, or at least dampened, the economy.  But if that were the case, it should have been all the more frightening for the Fed:  it would mean that if the bubble broke, the likelihood was that the economy would go into a tailspin.  

There are strong non-linearities:  the economy has good buffers for absorbing small to mild shocks, but there are disproportionate costs to large shocks.  Firms are forced into bankruptcy, with a large loss in organizational and institutional capital.  The damage is not undone overnight.  That is why the view that it would be easier to repair the damage after the bubble broke than to attempt to prick the bubble was, on the face of it, implausible.  Long experience with the many, many crises that have marked the world in the era of deregulation shows that the aftereffects of crises last years, and the economies never fully regain the lost ground.  

The experiences of the many other countries experiencing a debt-financed consumption boom should have been telling.  America was borrowing large amounts from abroad, which one could think of, at the margin, as financing a tax cut for the rich, a war in Iraq, and a housing boom.  If the housing boom was in fact a bubble, America would be left with a legacy of debt, but the seeming assets behind the debt would have diminished in value.  At least in the aftermath of the tech bubble, there was a legacy of productive technology.  

In short, the rationale underlying the Fed’s ignoring the bubble were indefensible.  It might not have been able to maintain the economy at full employment, given other problems confronting the economy—weaknesses in domestic aggregate demand resulting from the growing inequality and high oil prices, weaknesses in global aggregate demand arising from the growing inequality in most countries around the world and the increased demand for precautionary savings—through the build-up in reserves—following the mishandling of the East Asia and Latin American crises of the late 90s and early years of this decade.  But it most likely could have avoided the extremes of the crisis of 2007/2008.  

One other strand of thought may have given the Fed comfort in its seemingly mindless ignoring of the bubble:  the widespread belief among central bankers in inflation targeting, the belief that low and stable inflation was necessary and almost sufficient for high and sustained economic growth.  (America was lucky in facing low inflation, not so much because of wise monetary policy on its part but, at least in part, because China had been experiencing deflation; combined with its stable exchange rate, this meant that Americans faced stable prices for at least a wide range of consumer goods.)   But history—and a growing body of economic literature—had shown that CPI price stability was neither necessary nor sufficient for sustained growth, and in particular, the bursting of bubbles—and especially real estate bubbles—could have devastating consequences.  The ready flow of liquidity (justified because there were no inflationary pressures and because, without them, presumably aggregate demand would have been weak) supported the bubble.

When the bubble broke and brought havoc to the economic and financial system, Greenspan admitted that there had been a flaw in his economic model, which was the basis of his regulatory stance.  He had had excessive faith in the incentives and ability of those in the financial sector to manage their risk.  But in admitting that error, he also may have been admitting that he had failed to grasp the role of regulation.  Managing one’s own risk, from the perspective of maximizing the value of the enterprise, is what financial institutions are supposed to do.  If that were all that there were to the matter, there would be no need for regulation, no need to substitute a regulator’s risk judgments for that of the bank manager or the market.  

There are two reasons for regulation
:  one is that there can be large externalities, or  large effects of the action of one party on the well-being of others, effects that are not adequately reflected in the price system.  When one bank goes bankrupt, it can have systemic effects.  Bank managers have no incentives to incorporate these social costs; and they may have no ability to do so, since fully knowing these systemic effects requires knowledge of actions that are not fully revealed by prices being taken contemporaneously by other market participants.  (The standard competitive model assumes that all the relevant information is conveyed by prices.  With market imperfections, that is not the case). 

Thus, even if banks perfectly assessed their own risk, there would be no assurance that the system as a whole was stable.  This is true even if there were no banks that were too big to fail, so long as they engaged in correlated behaviors.  Did the regulators not understand this fundamental point?  Did they not want to understand it?  (These issues are of concern today; there is much talk about systemically significant institutions—though too little is being done about them—but almost no discussion of the risks of correlated behavior of large numbers of institutions whose correlated behavior is systemically important, even though each alone is not systemically important.)

The growing interdependence of financial institutions, brought on by derivative transactions, has only made matters worse.  It appears that they had failed to engage in an adequate network analysis of these interdependencies, even though research had pointed out their importance and the risk of bankruptcy cascades.
 

A second reason for regulation is investor protection—preventing predatory lending and other abusive practices.  In this crisis, the failure to curtail such practices contributed to the instability of the financial system:  it was, in a sense, hoisted by its own petard.  

Greenspan’s admission of “error” reveals another deeper problem with the regulatory stance that he, and many other regulators, took:  it was not robust.  It was predicated on a particular behavioral model.  If that model was wrong—as it proved to be—the economy could be exposed to great risks.  A good “Bayesian” should recognize that our knowledge is limited, our models incomplete, and there is a risk that they might be wrong.  Robust regulation should take into account that possibility and particularly focus on the worst consequences if that is the case.  It should not be designed to protect the economic and financial system.  By contrast, it was increasingly “fine tuned” to the assumption that financial markets were efficient and worked well.  

Robust regulation should, in addition, recognize the limitations of regulation—that there will be circumvention of any set of regulations.  Such circumvention is not a reason for abandoning regulation (as many had argued in favor of deregulation), but for building an overlay of checks and balances, regulations which enhance market discipline (through transparency regulations), strengthen appropriate incentives, restrict conflicts of interest, and restrain the opportunities to take advantage of these problems which will never be fully corrected, in particular, by restricting excessive risk taking and certain practices and products where potential social costs exceed the benefits.
  

The same failure to understand the critical role of externalities and failures in the price system in regulation also led regulators and market participants to misjudge the nature of the innovations in the financial system.  The fact that an innovation increased profits of a financial institution did not mean that it improved the efficiency or stability of the economy.  Much of the innovation was directed at tax, accounting, and regulatory arbitrage.  Some of it entailed new ways to exploit borrowers.  To be sure, there were some innovations—like the development of the venture capital firms—which could be linked to increased productivity in the real economy.  But it is hard both now, and before the crisis, to link many of the other innovations to sustained increases in the growth of the economy, where growth is properly measured.
  Even if there were some short term real increases in growth, they have been overwhelmed by the costs.  Evidence suggests that it will take years to catch up for the lost growth—that ten years or more from now, the economy will be operating at a lower level than it would have been had we not had the crisis.  Hence, there is a heavy burden in showing that between 2002 and 2007 the increased real growth was sufficiently higher than it would have been without the financial innovations to offset the losses that have occurred as a result of the crisis.  

These arguments may seem obvious now, and to raise them now may raise the obvious criticism:  this is looking at the world from 20/20 hindsight.  But all of these points were raised by me and others well before the bubble broke.  

Thought Experiments in Parsing out the Blame

I began this talk focusing on the Fed, because of the focus of this group on Central Banks and their policies.  Some critics
 put the Fed’s loose monetary policy at the center of the crisis.  I want to argue here though that the question is far more complex.  The list of those who and what contributed to the crisis (and the policies that contributed to the crisis) is long:  global imbalances, rating agencies, investment banks, mortgage originators, mortgage brokers, CRA, Fannie Mae, foreign purchasers of securities, economists, moral hazard created by previous bank bailouts, deregulation, bankruptcy reform, tax law changes that encouraged leveraging, the reckless rescues. And within each of these categories, there are further debates:  which regulatory failures were responsible—the repeal of Glass Steagall, the decision not to regulate derivatives, the SEC’s 2004 decision to allow more leverage, the failure to force firms to expense stock options, or more broadly, the failure to deal with longstanding problems in corporate governance?  The list is a long one, and almost surely each contributed either to the creation of the crisis or to making it worse.  

Still, there is a well-defined conceptual question:  is there a single “mistake” without which the crisis would not have occurred?  A single action, which by itself, could account for the crisis?  Or a combination of actions or mistake?  In the hard sciences, we could conduct an experiment—try deregulation, but with a less loose monetary policy, and see if we have a crisis.  In economics, we can’t perform these experiments.  We have to rely on thought experiments and historical experiences.

Two more preliminary remarks:  in the heat of the moment, particular events become the focus of attention.  In the Thai crisis, it was particular actions of the Central Bank in attempting to prevent the fall of the value of the Baht.  In historical perspective, these events diminish in importance:  it was the real estate bubble, and its breaking, which brought on the crisis.  The actions of the Central Bank were designed to forestall the consequences; instead, when the nature of their action became apparent, it may have precipitated it.  But the crisis would have occurred in any case, though perhaps a little later.  

The second is that there are multiple levels of explanations.  Interpreting an experience such as this crisis is like peeling an onion.  Under each explanation, there is another.  We need to explain, why were interest rates so low?  Why did the financial sector do such a bad job of allocating capital and managing risk?  If our answer is flawed incentive structures, we have to ask the deeper question:  why were incentive structures designed to encourage such shortsighted and excessively risky behavior?  Why did the rating agencies do such a bad job (once again) of doing their ratings?  Each of these are long stories, with many details.  In this brief talk, I want to pick up on a few of the more controversial themes and dispense with what I view as some of the “second order” explanations.

Low Interest Rates

From this perspective, low interest rates cannot and should not be blamed for the crisis.  We have had low interest rates in a period with good regulation—the period after the war; we did not have a bubble.  The low interest rates helped fuel the high economic growth.  Had our financial markets channeled investments into more productive uses, the low interests rates could have been a boon to the economy.  Low cost of capital should have been an advantage—that is the case in all of the standard growth models.  

By the same token, some countries have had bubbles even with high (internal) interest rates—designed to sterilize an influx of capital.  That was the case in East Asia.  Evidently, low interest rates are neither necessary nor sufficient for a bubble.

Of course, sustaining a bubble for long does require a flow of liquidity, the availability of credit.  But with the development of global capital markets, such a flow of liquidity can come either from domestic sources or from abroad.  Many of our regulatory institutions focus on domestic banks.  The domestic shadow banking system is less regulated, and, to a large extent, with open capital markets, there is reliance on foreign regulators for regulating foreign financial institutions—the risk of which has become all too evident since the collapse of the Icelandic institutions.  A foreign supply of funds can finance a bubble—and has done so in several instances.  The breaking of the bubble can have large domestic consequences, even when the financing of the bubble comes from outside.  

The Crisis That Wasn’t

This could have been the case in the United States.  But it wasn’t.  Of course, there was considerable finance from outside.  Securitization has facilitated this.  So has the globalization of financial markets.  But had this been the crux of the issue, America’s banks would have been in far better shape.  The massive bailouts would have been unnecessary.  The brunt of the bursting of the bubble would be borne by the holders of the securities abroad and by foreign lenders.  

Of course, large changes in asset prices would have had ramifications for the domestic market.  The inability to continue to finance rampant consumption by mortgage equity withdrawals would have dampened consumption—as it has.  But had American banks behaved well, had they assessed risk as they should have done, they would have been able to withstand the shock.  They would have realized the risk of a collapse in housing prices and the resulting shock to aggregate demand and taken it into account.  Of course, they might have assumed that the government would respond with countercyclical policies (based on historical experience), and an incompetent government might have failed to do so in an effective way.  The result might be a downturn of longer duration than any reasonable lender might have expected, and then, even banks that did a reasonably good job in risk assessment would face difficulties—just as banks in the many developing countries where regulators were far better than those in the US are today facing problems.

The Failure of America’s Financial Markets

I put the failures in the financial markets front and center:  the financial markets failed to allocate capital well.  They mispriced and misjudged risk.  Of course, they have done so repeatedly—which is why they have had to be bailed out repeatedly.  It is remarkable that our regulators ignored this long historical experience—and the strong line of theory explaining why this is so.  But they did.  

If our financial markets had functioned well—as the “market fundamentalists” claimed unregulated/self-regulated markets would—then, of course, there would have been no need for regulation, and the regulatory failures would have been of no consequence.  

In short, in this “thought experiment,” blame for the crisis must lie centrally with the financial markets.  But given the long history of failure of financial markets, there is a “public failure”—the failure of the government to address the problem of market failure.  

Given the failures of the financial market, given the failure of the government to prevent the failures of the financial market, the low interest rates made matters worse, helping fuel the bubble.  So, of course, did the ready supply of funds from abroad.

The Fed (and the US Treasury more generally) may have contributed to the crisis in another way:  the infamous Greenspan and Bernanke puts provided assurance to the markets that, if they should run into problems, they would be bailed out with a flood of liquidity.  Bad lending around the world had been rewarded by bailout after bailout.  This led to moral hazard and contributed to a low price for risk.  And, towards the end, the government (e.g. through the Federal Home Loan Banks), desperately trying to prevent the whole thing from unraveling before the election, added fuel to the fire that was already raging.
  So too, Fannie Mae and Freddie Mac (since 1968 privately owned corporations), envious of the profits and bonuses being made by their colleagues in others parts of the financial sector, joined the fray.  

Shifting Blame

Those that want to believe in the market have struggled to find someone else to whom blame can be shifted.  One often heard candidates are government efforts to encourage lending to minorities and underserved communities through the Community Reinvestment Act (CRA) requirements and to increase home ownership through Fannie Mae and Freddie Mac.  Default rates on CRA lending are actually lower than on other categories of lending, and CRA lending is just too small, in any case, to have accounted for the magnitude of the problem. 
 

Fannie Mae and Freddie Mac can, of course, be at most a part of the explanation:  they cannot explain the AIG debacle, the single most expensive part of the financial mess, costing $180 billion.  That had to do with banks’ failure to assess counterparty risk—long recognized as the central issue in derivative transactions.  Nor can it explain the difficulties that the banks got into in their holding of mortgages and other bad lending.  If Fannie Mae and Freddie Mac were the central problem, the government would not have had to spend $700 billion plus bailing out the rest of the financial system.  The banks simply did a bad job in risk assessment.  If Fannie Mae and Freddie Mac were contributing to a bubble (or if foreign lenders were doing so, or if low interest rates were doing so), then part of the banks’ responsibility in risk assessment was to realize this and to make sure that they were protected against the consequences.  In short, no amount of finger pointing at Fannie Mae and Freddie Mac (or at the Fed for low interest rates, or at foreign suppliers of funds for inadequate risk assessment) can absolve the banks of their failures.

Moreover, the notion that the banks’ bad lending was the result of government pressures to increase home ownership is, on the face of it, absurd.  The government had not introduced any incentives to the banking system.  President Bush may have talked about the ownership society, but banks have never been moved towards corporate responsibility simply on the basis of a presidential speech.  

Assessing Fannie Mae and Freddie Mac’s contribution to the bubble is more complicated.  Their focus was on “conforming loans,” not on the subprime mortgages that were the source of so much of the problems.  They did not originate the innovative concepts (like liar loans) that led to such problems.  Mortgage originators like Countrywide, and the banks, were at the center of this lending.  Fannie Mae and Freddie Mac got into the game late, but almost surely, their active involvement helped prolong and extend the bubble.  To return to our “counterfactual thought experiment,” if Fannie Mae and Freddie Mac had not joined the fray, it is conceivable that the bubble would have burst a little earlier, the damage done would have been a little less.  They have some culpability, but it is limited.

But their culpability is not the result of government efforts to increase home ownership.  There is always a home appropriate to an individual’s income and circumstances.  No one that I know who believed in the objectives of expanded home ownership thought that such a risky strategy made sense:  in the end, home ownership was expanded slightly for a short period of time, and in the end, many of America’s poor lost not only their home, but also their life savings.  Indeed, consumer advocates tried to stop these predatory lending practices in many states but were beaten back by the banks and the mortgage originators.

It was the drive for short-run profits (fees) combined with the lack of regulation that resulted in bad lending practices that in turn resulted in loans beyond people’s ability to pay.  The irony is that, as such lending led to a bubble and home prices soared, the size of the homes that many acquired was little different from what it might have been had there been no bad-lending generated bubble.  

Global Imbalances

Some, such as Martin Wolf
, put global imbalances at center stage.  High savings in Asia, especially associated with reserve accumulations, helped drive down global interest rates.  The massive imbalances—high U.S. deficits offset by large surpluses in a few countries—were not sustainable.

I agree that the global imbalances were unsustainable.  This is especially so since the country that was borrowing the most—the U.S.—should have been saving for the impending retirement of the baby boomers.  But the problems in the U.S. could have arisen without the global imbalances, and those problems broke out before the global imbalances were no longer sustainable.  That is, the Fed continues to have some discretion in setting interest rates and determining credit availability.  While global credit conditions do affect the U.S., they were not determinative.  They might be the source of the next crisis, but they were not the source of this crisis.

One response to this critique of the global balance theory is that (at least traditionally) the Fed only controlled the short rate.  The market determined the long.  And even if the Fed had raised the short rate, the “savings glut” would have driven down the long rate (as it did, in what Greenspan referred to as the conundrum).  And it is the long rate which (at least until recent years) is most relevant for the mortgage markets.  But an increasing proportion of the mortgages during the bubble were based on the short rate, which the Fed did control; this crisis has shown that the Fed can intervene to affect the long rate as well (and it has done so occasionally in the past).  Lowering interest rates across the board might, of course, have lowered the dollar even more, but that would have been good for the American economy, faced as it was by weak aggregate demand—and the increased aggregate demand might have fortified regulators who would be worried that pricking the real estate bubble would bring about a recession.  In short, low interest rates—whether the result of Fed action or a global savings glut—need not have led to the bubble, and if it had led to a bubble, need not have had the disastrous consequences for our banks, if they had engaged in good risk analysis and sound lending practices or if the regulators had prevented them from engaging in reckless behavior.  

We have to explain, of course, the imbalances, and the irony is that the same mistakes—the repeated IMF/US Treasury bailouts—that gave rise to the moral hazard and contributed to the reckless lending also contributed to the high savings, as the developing countries did not want to ever again have to resort to the IMF.  They had to rely on self-insurance—on reserves.  

Purchasers of Securities

A related line of “defense” of the financial sector and the Fed is to shift blame to buyers of American securities, and for some reason, it is especially foreign buyers that are blamed.  (In one seminar, a prominent American academic blamed Chinese buyers.  China may have been buying American agency bonds, but it was careful enough not to buy many of its toxic mortgages.  Its judgment that the US government would stand behind the agency bonds proved correct.)  If these had not created the demand for toxic mortgages, so the argument goes, the market would not have produced them.  Like the argument blaming Fannie Mae and Freddie Mac, the buyers of the securities share some blame, but, again, if that was the whole story, then America would not have had the banking crisis that proved so costly.  

Indeed, it was the belief that the financial system had distributed the risk widely, around the world, that gave comfort to the regulators that there was little risk to the bubble:  if it broke, the effects would be minimal.  Even a couple trillion dollars of losses is a small fraction of global wealth, easily absorbed.  The problem was that a large part of the risk was not distributed but kept on the books of the banks. It appears as if the banks had, in fact, not distributed the risk in the way that they said, and the investors had not been quite as foolish as seemed at first glance—the securities they bought had been made more attractive by the fact that the banks had “enriched” them by holding on to some of the risk, putting it off balance sheet.  

Moreover, this does not fully absolve the financial sector:  there may have been fraudulent marketing.
  They sold as AAA products—with the seal of approval of the rating agencies—securities that clearly did not deserve that appellation.  As I remark below, they may have defrauded themselves as well; but they claimed to be the global experts on risk and were rewarded accordingly.  It is not surprising that others trusted them.

Net, it is not clear whether the foreign purchases made America’s plight better or worse.  The counterfactual is again not clear.  One view has it that America would have produced the same bubble:  they were manufacturing toxic mortgages as fast as they could.  The foreign demand may have driven down interest rates a little and increased the supply a little, and thus the size of the bubble may have increased a little.  But the net benefit to the U.S. of offloading so much risk abroad more than offsets the slight increase in the size of the bubble.  The other view suggests that the increased demand for toxic mortgages increased the supply almost in tandem, and because accordingly the prices were elevated all the more, the price decline (with all of its consequences) was all the greater.  I have not seen careful empirical work estimating the net effect, which depends in part on the response of monetary authorities as well.  My own hunch is that net, America benefited from the foreign purchases.

That leaves two questions:  why did the rating agencies perform so badly?  And why did the buyers (both foreign and domestic) trust them so much?

This is, of course, not the first failure of the rating agencies.  They performed abysmally in the last global crisis.
  There are two alternative explanations (as there are for many of the similar failures throughout the financial system):  flawed incentives and incompetence. Clearly the incentives were awry.  They were paid by those who rated them.  They made money by consulting on how to get ratings higher.  The resulting drive for “extracting” as much rating power out of a given set of securities contributed to the complexity of the securities and the difficulties of unwinding and valuation after the crisis struck.  Competition made matters worse:  there was a race to the bottom.  With imperfect information, competition does not always have the desirable properties normally assumed.  The system of grading contributed to information imperfections, because it made judgment of accuracy of ratings more difficult:  there was not a simple forecast of the probability of default (or some other adverse outcome).  

That having been said, one has to ask, would the rating agencies have done much better had they not had such perverse incentives?  The investment banks’ risk judgments were equally flawed.  But, of course, their incentives were even more flawed:  they were (until they got caught short) among the big winners from the overrating.  

The obvious flaws in the analysis of the investment banks and rating agencies are hard to excuse.  Some of the risks I pointed out in the early stages of the securitization movement—the risks of underestimating correlations and the likelihood of price declines.
  Indeed, I called into question the intellectual foundations of securitization, concerns that have been increased in the intervening years and by the crisis itself.  Securitization’s advantage is supposedly that it allows a more efficient distribution of risk through the global economy; its disadvantage is that it creates new asymmetries of information.  With the creation of national and global banks and widely diversified ownership of the banking institutions themselves, the advantages of risk diversification were greatly reduced.  In some areas, such as the issuance of bonds by large corporations, the information problems can be addressed, at least partially, by the large number of market analysts.  But the information problems were never effectively addressed in the mortgage market:  the originators realized that those who purchased the mortgages, those who repackaged them, those that rated the repackaged products, and the ultimate purchasers, none of these could or did do a good job at risk evaluation of the individual products, and this created a huge moral hazard problem.  What we saw—the race to the bottom—is what economics predicted.  

Securitization had another problem, which should have been evident from the greater difficulties in restructuring the East Asian debt compared to the Latin American debt:  a reduced inability to restructure obligations, when debtors cannot repay.  In the old fashioned lending, when a borrower got into trouble, the bank had the information which allowed it to make a judgment of whether this was just a temporary difficulty.  Long term relationships and an incentive on the part of the lender to establish a reputation as a good lender meant that, on both sides, there were incentives for dealing with such problems efficiently and fairly.  Securitization  attenuated these incentives.  Lack of trust (for good reason, noted below) in the servicers, who would manage such renegotiation, induced restrictions on restructuring.  The patterns of lending opened up large opportunities for conflicts of interest, and this increased the likelihood of litigation—always a problem in a litigious society.  In many of the problematic areas, borrowers had a second mortgage.  Restructuring put into conflict the interests of holders of first and second mortgages.  If there had been a single mortgage, it might make sense to write down the principal for a mortgage that was underwater by, say, 25%.  The transaction costs of a foreclosure would result in even greater losses.  But in the case of foreclosure, if there was a second mortgage holder, he would be wiped out, and the holder of the first would get the entire proceeds.  Of course, the first mortgage holder would benefit if there were a write-down, and the second holder took the entire hit, for the likelihood of a foreclosure would then be greatly reduced.   Into this morass, one more complexity was added:  the service providers who were responsible for the renegotiation were often owned by the holders of the second mortgage, so they had an incentive to try to force the first mortgage holder to bear a share of the write down.  Difficulties in restructuring meant, of course, that a larger fraction of homes would go into foreclosure.

It is not evident why the ultimate purchasers trusted the rating agencies and investment banks—they are less likely to do so in the future, which is why it may be difficult to restart this part of the securities market.  The government has stepped into the breach, claiming that it is doing so temporarily.  It may be there longer, unless investors forget the lessons quickly.   (The trust in the investment banks may seem especially peculiar, given the problems exposed earlier in the decade, in the follow up to the Enron scandal.
  The conversion of many of these institutions away from partnerships may have also played a role in their seemingly shortsighted behavior.)     

 Some of the failures relate to intellectual inconsistencies that are hard to forgive:  they used data only for a limited period, a data set in which there was no bubble and therefore no probability of a national price decline.  They used default data from an era in which the mortgage products were markedly different:  they believed that they were innovating, changing the world, and yet they used data from the past, as if the world hadn’t changed.  But it had—and for the worse.  Why would one assume that the default probability for a liar loan was remotely similar to that of a conforming loan?  It is not clear whether they adjusted default probabilities for the increase in loan to value ratios, but clearly they hadn’t done it enough.  And what would have been reasonable assumptions for mortgages that were clearly beyond the ability of the borrower to repay?  

The rating agencies were, of course, empowered by the regulators.  There was a delegation of responsibility both by regulators and by fund managers to the rating agencies.  Investors trusted the rating agencies.  They all believed that there was a free lunch and that one could obtain higher returns without more risk by the magic of financial engineering.   What is marvelous about all of this is again the level of intellectual incoherence:  how could one reconcile the beliefs that (i) prior to, say, 2000, markets were efficient (after all, the efficient markets hypothesis was not intended just to apply to the post-2000 world);  but that (ii) they were engaged in financial engineering which so increased the efficiency of the market that they could extract huge amounts in bonuses and financial sector profits—so much so that the sector’s profits constituted 40% of all corporate profits in 2007.

Part of the problem was the clear failure of risk analysis throughout the system.  Bonuses were based on “performance,” but performance was based on returns—not adjusted for risk.  Rewards were based on increasing beta, not alpha.  Banks and their officers didn’t understand the Modigliani-Miller theorem.  They thought that increasing leverage meant that money was used more efficiently.  Had these lawyers who were running many of the investment banks taken a basic course in economics, they would have been taught otherwise.  They would have learned that though information economics and tax arbitrage circumscribed the domain of validity of the Modigliani-Miller theorem, it provided a deep insight into the limited gains from leverage and that bankruptcy costs (which Modigliani and Miller had ignored) provided a further important limitation.
 

The irony was that in the attempt to use financial money more efficiently, real resources—what really matters—wound up being used less efficiently.  

Explaining the Failures of the Financial Sector

Explaining the failures of the financial sector entails the same ambiguity: to what extent should we blame faulty incentives, and to what extent is it incompetence (flawed models)?  To be sure, the two reinforced each other.  They had an incentive to use flawed models and not to see the flaws in the models they used, just as they had an incentive to engage in non-transparent complexity and predatory lending and to move risks off balance sheet.  This increased fees, profits, and bonuses.  Competition on standardized products might have driven profits to zero.  

Clearly, the incentive structures within the financial sector were designed to encourage shortsightedness and excessive risk taking.  As in other sectors, stock options encouraged creative (off balance) sheet accounting, but the incentives for circumventing financial regulation might have sufficed.  What was distinctive about the financial sector in the era of modern financial engineering is that these perverse incentives could generate products with low probabilities of large losses accompanied by slightly higher than normal returns otherwise—so that one couldn’t really ascertain whether the average return was sufficient to compensate for the risk until years later.  In short, there was enormous scope for fooling themselves as well as others—including regulators. 

The implications for regulatory design are potentially profound.  It means that the regulators, like the market, have difficulty really ascertaining “fair market value.”  Of course, what they should be focusing on are extreme outcomes—the possibilities of the bank not being able to make its commitments.  (This, by the way, is one of the reasons that standard accounting procedures, focusing on the market value of liabilities as well as assets, are not appropriate for regulatory purposes.  The fact that the market value of the liabilities goes down because of an increased probability of default should not provide comfort to the regulator that the bank is in a better position, though it might mean that the market value of the equity in the corporation increases.  Indeed, a strategy that increases the losses in bad states and simultaneously increases the gains in good states—so that the expected value remains the same—would, from this perspective, look like a good move, as it is for shareholders; bankruptcy introduces “convexity” into the payoff function, implying that increased risk is a good thing for shareholders; but for the regulator, worried about the public fisc and the likelihood of a large pay-out for deposit insurance, such a strategy is distinctly a bad thing.  Mark-to-market accounting of liabilities makes no sense, from the perspective of the regulator.)

It suggests that bank regulators should look askance at complex products.  There should be no place for them in depository institutions backed by the government, implicitly or explicitly, whether they are part of the banking system or the shadow banking system.  This does not necessarily mean that government should forbid such products.  Transactions between consenting adults should be allowed, so long as they do not put others at risk.  The point is that these risks should be put elsewhere in the system.  The current arrangements, with for instance CDS’s concentrated in the big banks, puts the tax payer at risk.  More generally, any system which allows these products to be issued by institutions which are, effectively, underwritten by the government (because they are too big to fail or too intertwined to fail) is, in effect, subsidizing such institutions, distorting the economy, and creating an unlevel playing field.  It leads to a destabilizing dynamic:  the big institutions grow, not because they are more efficient but because they are implicitly subsidized.   

The behavior of market participants is affected by a wide range of laws and regulations and how these are enforced.  I have just described how the failure to enforce strong competition laws created distorted incentives, leading to excessive risk taking.  Some believe that the passage in 2005 of the “Bankruptcy Abuse Prevention and Consumer Protection Act” contributed to reckless lending.  Tax laws too provide incentives for excess leverage.  

Explaining Distorted Incentives in the Financial Sector

Economists naturally prefer to emphasize the role of flawed incentives in explaining aberrant behavior.  Too big to fail institutions obviously have distorted incentives—if they take risks and win, they reap the rewards; if they fail, the taxpayer picks up the tab.  The Bush and Obama Administrations have introduced a new concept institutions that are too big to be resolved, so bondholders and shareholders are at least partially protected.  I believe it is a spurious notion.  The big banks had an incentive to stir fears that not bailing out bondholders and shareholders would generate such turmoil that there would be chaos and all would suffer.  They succeeded.  (It is, of course, impossible to ascertain whether those who actually argued this position truly believed it or were simply using it as an argument to extract the money they needed.)

In stirring such fears, the alleged consequences of Lehman Brothers’ collapse are often cited.  But blaming the mishandling of Lehman Brothers’ bankruptcy for the subsequent freeze in credit markets is not persuasive.  The real source of the problem was that the banks didn’t know their own balance sheets and so knew that they couldn’t know the balance sheets of other banks to whom they might lend.  If Lehman had a role, it was that it increased the ambiguity about the nature of the government guarantee, i.e. the market had only been working because market participants had assumed there was a government guarantee; when that assumption was questioned, markets froze.  

The events following Lehman Brothers’ collapse and the subsequent problems with AIG did convey information, and that information too was unsettling.  The information was that banks were in a more precarious shape than many had realized, that the financial institutions were more intertwined, and that they had made more errors in risk analysis (e.g. about counterparty risk) than many had thought.  The problems with AIG brought home the importance of counterparty risk, and the intellectual incoherence of the banks—who had failed to net out positions.  When asked why, they said it was because they could not imagine the failure of the counterparty, even though they were trading CDS’s on the failure of these very same counterparties.  When the government rushed to ask for $700 billion in assistance, it too may have conveyed a sense of an impending disaster.
  But the problems were deep and pervasive, as subsequent bailouts evidenced.  The continuing fall in real estate prices and increase in foreclosures likely were little affected, and that meant so too were the mounting losses in the banks.  There was a real basis for the lack of confidence.  

Incentive structures inside the banks encouraged shortsighted behavior and excessive risk taking.  In the end, it was clear that these incentive structures did not serve either shareholders or bondholders well, let alone the interests of the broader economy.  But they may have served well the interests of those running the financial institutions.  They were designed to allow them to keep large rewards, even if subsequently their investment decisions (for which they were supposedly being rewarded) proved disastrous.  We need to ask why these reward structures became prevalent.  Deficiencies in corporate governance are at least part of the answer.  Sarbanes-Oxley was supposed to address these concerns, but it left open the problems posed by stock options and the incentives that they provide for deceptive accounting.  While the problems posed arise in other industries, they are particularly serious in finance, where the opportunities for using financial engineering could be combined with creative accounting.  

One might have hoped that investors would provide a check, reducing the market value of firms that had “distorted” incentive structures—just as one might have hoped that the purchasers of the mortgage-backed securities would have provided a check on bad mortgage originating practices.  But in both cases they failed.  This is partly attributable to the shortsighted behavior of many investors and their failure to understand risk.  But if the experts on risk analysis in banks could not understand and analyze risk, what should we expect of the ordinary investor?  Indeed, quite the contrary, one would expect that sophisticated risk managers would exploit the lack of understanding of risk by investors.  They would know that investors might not appreciate that higher returns generated by higher leverage were associated with higher risk.  (That is why they could get away with incentive structures that rewarded them not just for more “alpha” but also for more “beta”).  Worse, if market participants did not fully understand risk, they might “punish” firms that did not engage in high leverage, because in the short term their performance would be poorer.  Even if a CEO realized that increased leverage exposed the firm to a level of risk that he thought was excessive, his responsibility to maximize share value might induce him to take on high leverage.  “Responsible” firms might not survive long enough to demonstrate the virtues of their alternative investment strategy.  

These problems reflect the fact that in modern economies, there are a host of “agency” problems—people take actions on behalf of others, but the interests are seldom perfectly aligned.  The separation of ownership and control was recognized long ago by Berle and Means (1932), but today, not only are there “agency” problems within corporations, but also with those who invest in the corporations (e.g. pension funds).  When combined with the problems of pervasive externalities in financial markets, it means that private rewards are often not well aligned with social returns.  This discrepancy gives rise to the need for regulation.

Concluding Comments

We could continue the task of trying to drill deeper into the causes of the crisis.  We could and should ask why we did not have the regulations and regulatory structures that would have protected against these problems, why the regulators didn’t use all the powers that they had, why, within the diverse set of ideas within modern economics, certain ideas became fashionable, at least with policymakers, and others did not.  

Seventy five years after the Great Depression, debates continue about the causes of that event and why it took so long for the economy to recover.  This will surely be the case for the Great Recession.  There is never a single “cause” of an event of such complexity.  Fortunately for purposes of analysis, but unfortunately for the world, financial and economic crises have occurred frequently (except in the short period after World War II when we had effective regulations and regulatory institutions), and this wealth of experience allows us to supplement analytic thought experiments, contemplating what might have happened if only this or that policy had been pursued.  

While I have placed the onus of responsibility for the failures on the financial system, to a large extent they were doing what actors in a market system are supposed to do:  pursue their own self-interest.  The major lesson of this crisis is that the pursuit of self-interest, particularly within the financial sector, may not lead to societal well-being, unless we set the rules of the games correctly.   Fixing these “rules of the game” is the big task ahead.  
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INTRODUCTION 

What caused the financial crisis? What prolonged it? Why did it worsen so dramatically more than a year after it began? Rarely in economics is there a single answer to such questions, but the empirical research I present in this paper strongly suggests that specific government actions and interventions should be first on the list of answers to all three. I focus on the period from the start of the crisis through October 2008 when market conditions deteriorated precipitously and rapidly. I draw on research papers, speeches at central banks, and congressional testimony I have given on the crisis during the past two years. Following an approach to policy advocated by David Dodge throughout his distinguished career in public service, I try to use empirical evidence to the maximum extent possible and explain the analysis in the simplest possible terms, illustrating the analysis in a series of charts. 

WHAT CAUSED THE FINANCIAL CRISIS? 

The classic explanation of financial crises, going back hundreds of years, is that they are caused by excesses—frequently monetary excesses—which lead to a boom and an inevitable bust. In the recent crisis, we had a housing boom and bust, which in turn led to financial turmoil in the United States and other countries. I begin by showing that monetary excesses were the main cause of that boom and the resulting bust. 

Loose-fitting monetary policy 

Chart 1 was published in The Economist in October 2007 as a simple way to illustrate the story of monetary excesses. The chart is based on a paper [1] that I presented at the annual Jackson Hole conference in August 2007. It examines Federal Reserve policy decisions—in terms of the federal funds interest rate—from 2000 to 2006. 

The line that dips to 1 per cent in 2003 stays there into 2004 and then rises steadily until 2006 shows the actual interest rate decisions of the Federal Reserve. The other line shows what the interest rate would have been if the Fed had followed the type of policy that it had followed fairly regularly during the previous 20-year period of good economic performance. The Economist labels that line the Taylor rule, because it is a smoothed version of the interest rate one obtains by plugging actual inflation and GDP into a policy rule that I pro-posed in 1992.2 But the important point is that this line shows what the interest rate would have been if the Fed had followed the kind of policy that had worked well during the historical experience of the “Great Moderation” that began in the early 1980s. 

Chart 1 shows that the actual interest rate decisions fell well below what historical experience would suggest policy should be. It thus provides an empirical measure that monetary policy was too easy during this period, or too “loose fitting,” as The Economist puts it. This was an unusually big deviation from the Taylor rule. There has been no greater or more persistent deviation of actual Fed policy since the turbulent days of the 1970s. So there is clearly evidence of monetary excesses during the period leading up to the housing boom. 

The unusually low interest rate decisions were, of course, made with careful consideration by monetary policy makers. One can interpret them as purposeful deviations from the “regular” interest rate settings based on the usual macroeconomic variables. The Fed used transparent language to describe the decisions, saying, for example, that interest rates would be low for “a considerable period” and that they would rise slowly at a “measured pace,” which were ways of clarifying that the decisions were deviations from the rule in some sense. These actions were thus effectively discretionary government interventions in that they deviated from the regular way of conducting policy in order to address a specific problem, in particular, a fear of deflation, as had occurred in Japan in the 1990s.

The counterfactual: No boom, no bust 

In presenting this chart to the August 2007 meeting of central bankers in Jackson Hole, I argued that this extra-easy policy was responsible for accelerating the housing boom and thereby ultimately leading to the housing bust. To support such an argument empirically, I provided statistical evidence that the interest rate deviation shown in Chart 1 could plausibly bring about a housing boom. I did this by using regression techniques to estimate a model of the empirical relationship between the interest rate and housing starts, and I then simulated that model to see what would have happened in the counterfactual event that policy had followed the rule shown in Chart 1. In this way, an empirical proof was provided that monetary policy was a key cause of the boom and, hence, the bust and the crisis. 

Chart 2 summarizes the results of this empirical approach. It is a picture of housing starts in the United States during the same period as Chart 1; it is drawn from that same 2007 Jackson Hole paper [1]. The jagged line shows actual housing starts in thousands of units. Both the housing boom and the housing bust are very clear in this picture. 

The line labeled “counterfactual” in Chart 2 is what a statistically estimated model of housing starts suggests would have happened had interest rates followed along the rule in Chart 1; clearly, there would not have been such a big housing boom and bust. Hence, Chart 2 provides empirical evidence that the unusually low interest rate policy was a factor in the housing boom. One can challenge this conclusion, of course, by challenging the model, but an advantage of using a model and an empirical counterfactual is that one has a formal framework for debating the issue. 

Not shown in Chart 2 is the associated boom and bust in housing prices in the United States. The boom-bust was evident throughout most of the country, but was worse in California, Florida, Arizona, and Nevada. The only exceptions were in states such as Texas and Michigan, where local factors offset the monetary excess stressed here.

Though the housing boom was the most noticeable effect of the monetary excesses, effects also could be seen in more gradually rising overall prices: CPI inflation, for example, averaged 3.2 per cent at an annual rate during the past five years, well above the 2 per cent target suggested by many policy-makers and implicit in the policy rule in Chart 1. It is always difficult to predict the exact initial impacts of monetary shocks, but housing was also a volatile part of GDP in the 1970s, another period of monetary instability before the onset of the Great Moderation. The monetary policy followed during the Great Moderation had the advantages of keeping both the overall economy stable and the inflation rate low. 

Competing explanations: A global savings glut 

Some argue that the low interest rates in 2002–04 were caused by global factors beyond the control of the monetary authorities. If so, then the interest rate decisions by the monetary authorities were not the major factor causing the boom. This explanation is potentially appealing, because long-term interest rates remained low for a while, even after the short-term federal funds rate started increasing. This alternative explanation focuses on global savings. It argues that there was an excess of world savings—a global savings glut—which pushed interest rates down in the United States and other countries. 

The main problem with this explanation is that there is no evidence for a global savings glut. On the contrary, as Chart 3 shows in very simple terms, there seems to be a savings shortage. This chart, which was produced by staff at the International Monetary Fund (IMF) in 2005, shows that the global savings rate—world savings as a fraction of world GDP—was very low in the 2002–04 period, especially when compared with the 1970s and 1980s. So this alternative explanation does not stand up to empirical testing using data that have long been available. 

To be sure, there was a gap of savings over investment in the world outside the United States during 2002–04, and this may be the source of the term “savings glut.” But the United States was saving less than it was investing during this period; it was running a current account deficit, which implies that savings were less then investment. Thus, the positive savings gap outside the United States was offset by an equal-sized negative savings gap in the United States. No extra impact on world interest rates would be expected. As implied by simple global accounting, there is no global gap between savings and investment. 

Monetary policy in other countries: Central banks looking at each other? 

Nevertheless, there are possible global connections to keep track of when assessing the root cause of the crisis. Most important is the evidence that interest rates at several other central banks also deviated from what historical regularities, as described by a Taylor rule, would predict. Even more striking is that housing booms were largest where the deviations from the rule were largest.3 Within Europe, for example, the deviations from the Taylor rule vary in size because inflation and output data vary from country to country. The country with the largest deviation from the rule was Spain, and it had the biggest housing boom, measured by the change in housing investment as a share of GDP. The country with the smallest deviation was Austria; it had the smallest change in housing investment as a share of GDP. The very close correlation is shown in Chart 4, which plots the sum of deviations from the policy rule on the horizontal axis and the change in housing investment as a share of GDP on the vertical axis. 

An important question, with implications for reform of the international financial system, is whether these low interest rates at other central banks were influenced by the decisions in the United States or whether they represented an interaction among central banks that caused global short interest rates to be lower than they otherwise would have been. To test this hypothesis, I examined the decisions at the European Central Bank (ECB) in a paper [2] for a talk in Europe in June 2007. I studied the deviations (or the residuals) of the ECB interest rate decisions from the same type of policy rule used in Chart 1, but using euro zone inflation and GDP data. The interest rate set by the ECB was also below the rule; in other words, there were negative residuals. To determine whether those residuals were influenced by the Federal Reserve’s interest rate decisions, I ran a regression of them during 2000–06 on the federal funds rate shown in Chart 1. I found that the estimated coefficient was .21 and that it was statistically significant. 

Chart 5 gives a visual sense of how much of the ECB interest rate decisions could be explained by the influence of the Fed’s interest rate decisions. It appears that a good fraction can be explained in this way. The jagged-looking line in Chart 5 shows the deviations of the actual interest rates set by the ECB from the policy rule. (I have not smoothed out the high-frequency jagged movements as in Chart 1.) By this measure, the ECB interest rate was as much as 2 percentage points too low during this period. The smoother-looking line shows that a good fraction of the deviation can be “explained” by the federal funds rate in the United States.

The reasons for this connection are not clear from this statistical analysis and, in my view, are a fruitful subject for future research. Indeed, it is difficult to distinguish statistically between the ECB following the Fed and the Fed following the ECB; similar regressions show that there is a connection the other way, as well. Concerns about the exchange rate, or the influence of the exchange rate on inflation, could generate such a relationship. So could a third factor, such as changes in the global real interest rate.

Monetary interaction with the subprime-mortgage problem 

A sharp boom and bust in the housing markets would be expected to have had impacts on the financial markets as falling house prices led to delinquencies and foreclosures. These effects were amplified by several complicating factors, including the use of subprime mortgages, especially the adjustable-rate variety, which led to excessive risk taking. In the United States, this was encouraged by government programs designed to promote home ownership, a worthwhile goal but, in retrospect, overdone. 

It is important to note, however, that the excessive risk taking and the low-interest monetary policy decisions are connected. Evidence for this connection is shown in Chart 6, which plots housing price inflation along with foreclosure and delinquency rates on adjustable-rate subprime mortgages. The chart shows the sharp increase in housing price inflation from mid-2003 to early 2006 and the subsequent decline. Observe how delinquency rates and foreclosure rates were inversely related to housing price inflation during this period. During the years of the rapidly rising housing prices, delinquency and foreclosure rates declined rapidly. The benefits of holding onto a house, perhaps working longer hours to make the payments, are higher when the price of the house is rising rapidly. When prices are falling, the incentives to do so are much fewer and turn negative if the price of the house falls below the value of the mortgage. Hence, delinquencies and fore-closures rise.

Mortgage-underwriting procedures are supposed to take account of the actual realizations of foreclosure rates and delinquency rates in cross-section data. The procedures would therefore have been overly optimistic during the period when prices were rising, unless they took account of the time-series correlation in Chart 6. Thus, there is an interaction between the monetary excesses and the risk-taking excesses. It is an illustration of how unintended things can happen when policy deviates from the norm. In this case, the rapidly rising housing prices and the resulting low delinquency rates likely threw the underwriting programs off track and misled many people.

More complications: Complex securitization, Fannie, and Freddie 

A significant amplification of these problems occurred because the adjustable-rate sub-prime and other mortgages were packed into mortgage-backed securities of great complexity. The risk was underestimated by the rating agencies either because of a lack of competition, poor accountability or, most likely, an inherent difficulty in assessing risk owing to the complexity. It led to what might be called the “queen of spades” problem corresponding to the game of hearts. In hearts, you don't know where the queen of spades is, and you don't want to find yourself with the queen of spades. Well, the queens of spades—and there are many of them in this game—were the securities with the bad mortgages in them, and people didn’t know where they were. We didn't know which banks were holding them 14 months ago, and we still don’t know where they are. This risk in the balance sheets of financial institutions has been at the core of the financial crisis from the beginning. 

In the United States, other government actions were at play. The government-sponsored agencies Fannie Mae and Freddie Mac were encouraged to expand and buy mortgage-backed securities, including those formed with the risky subprime mortgages. While legislation such as the Federal Housing Enterprise Regulatory Reform Act of 2005 was pro-posed to control these excesses, it was not passed into law. The actions of these agencies should be added to the list of government interventions that were part of the problem. 

WHAT PROLONGED THE CRISIS? 

The financial crisis became acute on 9 and 10 August 2007, when the money market interest rates rose dramatically. Chart 7 illustrates this, using a measure that has since become the focus of many studies. The measure is the spread between 3-month LIBOR and the 3-month Overnight Index Swap (OIS). The OIS is a measure of what the markets expect the federal funds rate to be over the 3-month period comparable to 3-month LIBOR. Subtracting OIS from LIBOR effectively controls for expectations effects, which are a factor in all term loans, including 3-month LIBOR. The difference between LIBOR and OIS is thus due to things other than interest rate expectations, such as risk and liquidity effects. 

The lower left of Chart 7 shows a spread of about 10 basis points. If it were extended farther to the left, one would see a similarly steady level of about 10 basis points. On 9 and 10 August 2007, this spread jumped to unusually high levels and has remained high ever since. In our research [3] on this episode, John Williams and I called the event “a black swan in the money market,” because it appeared to be so unusual. Observe that Chart 7 focuses on the first year of the crisis. The worsening situation in September and October 2008 is covered in the next section. 

In addition to being a measure of financial stress, the spread affects the transmission mechanism of monetary policy to the economy, because trillions of dollars of loans and securities are indexed to LIBOR. An increase in the spread, holding the OIS constant, will increase the cost of such loans and have a contractionary effect on the economy. Bringing this spread down, therefore, became a major objective of monetary policy, as well as a measure of its success in dealing with the market turmoil.

Diagnosing the problem: Liquidity or counterparty risk? 

Diagnosing the reason for the increased spreads was essential, of course, for determining what type of policy response was necessary. If it was a liquidity problem, then providing more liquidity by making discount-window borrowing easier or opening new windows or facilities would be appropriate. But if the issue was counterparty risk, then a direct focus on the quality and transparency of the bank’s balance sheets would be appropriate, either by requiring more transparency, dealing directly with the increasing number of mortgage defaults as housing prices fell, or looking for ways to bring more capital into the banks and other financial institutions. 

In autumn 2007, John Williams and I embarked on what we thought would be an interesting and possibly policy-relevant research project [3] to examine the issue. We inter-viewed traders who deal in the interbank market and we looked for measures of counterparty risk. The idea that counterparty risk was the reason for the increased spreads made sense, because it corresponded to the queen of spades theory and other reasons for uncertainty about banks’ balance sheets. At the time, however, many traders and monetary officials thought it was mainly a liquidity problem. 

To assess the issue empirically, we looked for measures of risk in these markets to see if they were correlated with the spread. One good measure of risk is the difference between interest rates on unsecured and secured interbank loans of the same maturity. Examples of secured loans are government-backed repurchase agreements (repos) between banks. By subtracting the interest rate on repos from LIBOR, you could get a measure of risk. Using regression methods, we then looked for the impact of this measure of risk on the LIBOR spread and showed that it could explain much of the variation in the spread. Other measures of risk gave the same results.

The results are illustrated in Chart 8, which shows the high correlation between the unsecured-secured spread and the LIBOR-OIS spread. There seemed to be little role for liquidity. These results suggested, therefore, that the market turmoil in the interbank market was not a liquidity problem of the kind that could be alleviated simply by central bank liquidity tools. Rather, it was inherently an issue of counterparty risk, which linked back to the underlying cause of the financial crisis. This was not a situation like the Great Depression, where simply printing money or providing liquidity was the solution; rather, it was due to fundamental problems in the financial sector relating to risk.

But this was not the diagnosis that drove economic policy during this period. While it is difficult to determine the diagnosis of policy-makers, because their rationales for the decisions are not always explained clearly, it certainly appears that the increased spreads in the money markets were seen by the authorities as liquidity problems rather than risk. Accordingly, their early interventions focused mainly on policies other than those that would deal with the fundamental sources of the heightened risk. As a result, in my view, the crisis continued. 

Three examples 

As evidence, I provide three specific examples of the interventions that prolonged the crisis, either because they did not address the problem or because they had unintended consequences.

Term Auction Facility 

To make it easier for banks to borrow from the Fed, the Term Auction Facility (TAF) was introduced in December 2007. With this new facility, banks could avoid going to the discount window; they could instead bid directly for funds from the Fed. Similar facilities were set up simultaneously at other central banks. The main objective of the TAF was to reduce the spreads in the money markets and thereby increase the flow of credit and lower interest rates. Chart 9, which is drawn from my paper with John Williams, shows the amount of funds taken up (on the right scale) along with the LIBOR and OIS spread (on the left scale). Note that this chart does not go beyond mid-September 2008.

Soon after the introduction of the TAF in December 2007, the spread came down a bit and some policy-makers suggested that it was working. But soon the spread rose again, and if you look at Chart 9, it is difficult to see any effect on the spread during the entire period. This visual impression is confirmed with detailed regression analysis. The TAF did not appear to make much difference. If one considers the reason for the spread as counterparty risk, as distinct from liquidity, this is not surprising. 

Temporary cash infusions 

Another early policy response was the Economic Stimulus Act of 2008 passed in February 2008. The major part of this package was to send cash totaling over $100 billion to individuals and families in the United States so they would have more to spend and thus jump-start consumption and the economy. Most of the cheques were sent in May, June, and July. While not a purely monetary action, because the rebate was financed by borrowing rather than by money creation, like the liquidity facilities, it was not focused on the underlying causes of the crisis. 

Moreover, as would be predicted by the permanent-income theory of consumption, people spent little if anything of the temporary rebate, and consumption was not jump-started as had been hoped. The evidence is in Chart 10, which is drawn from research re-ported in [4]. The top line shows how personal disposable income jumped at the time of the rebate. The lower line shows that personal consumption expenditures did not increase in a noticeable way. As with the earlier charts, formal statistical work shows that the re-bates resulted in no statistically significant increase in consumption.

The initial cuts in interest rates through April 2008 

A third policy response to the financial crisis was the sharp reduction in the federal funds rate in the first half-year of the crisis. The target for the federal funds rate went from 5.25 per cent when the crisis began in August 2007 to 2 per cent in April 2008. The Taylor rule also called for a reduction in the interest rate during this early period, but not as sharp. Thus, the reduction was more than would be called for using the historical relation stressed at the start of this paper, even adjusting for the LIBOR-OIS spread, as I suggested [5] in a speech at the Federal Reserve Bank of San Francisco and in testimony at the House of Representatives Committee on Financial Services in February 2008. 

It is difficult to assess the full impact of this extra-sharp easing, and more research is needed. The lower interest rates reduced the size of the re-set of adjustable-rate mort-gages and thereby were addressed to some of the fundamentals causing the crisis. Some of these effects would have occurred if the interest rate cuts were less aggressive. 

The most noticeable effects at the time of the cut in the federal funds rate, however, were the sharp depreciation of the dollar and the very large rise in oil prices. During the first year of the financial crisis, oil prices doubled from about $70 per barrel in August 2007 to over $140 in July 2008, before plummeting back down as expectations of world economic growth declined sharply. Chart 11 shows the close correlation between the federal funds rate and the price of oil during this period using monthly average data. The chart ends before the global slump in demand became evident and oil prices fell back. 

When the federal funds rate was cut, oil prices broke out of the $60 to $70 per barrel range and then rose rapidly throughout the first year of the financial crisis. Clearly, this bout of high oil prices hit the economy hard as gasoline prices skyrocketed and automobile sales plunged in the spring and summer of 2008. In my view, expressed in a paper [6] delivered at the Bank of Japan in May, this interest rate cut helped raise oil and other commodity prices and thereby prolonged the crisis.

Econometric evidence of the connection between interest rates and oil prices is found in existing empirical studies. For example, in early May 2008, the First Deputy Managing Director of the IMF, John Lipsky, said: “Preliminary evidence suggests that low interest rates have a statistically significant impact on commodity prices, above and beyond the typical effect of increased demand. Exchange rate shifts also appear to influence commodity prices. For example, IMF estimates suggest that if the US dollar had remained at its 2002 peak through end-2007, oil prices would have been $25 a barrel lower and non-fuel commodity prices 12 percent lower.”4 

When it became clear in autumn 2008 that the world economy was turning down sharply, oil prices then returned to the $60 to $70 range. But, by this time, the damage of the high oil prices had been done. 

WHY DID THE CRISIS WORSEN SO DRAMATICALLY MORE THAN A YEAR AFTER IT BEGAN? 

Chart 12 shows, using the same LIBOR-OIS measure of tension in the financial markets as in Chart 7, how dramatically the financial crisis worsened in October 2008. Recall that in our research paper on the subject, John Williams and I referred to the jump in spreads in August 2007 as “a black swan in the money market.” The October 2008 events were even more unusual. Not only was the crisis prolonged for more than a year, it worsened, according to this measure, by a factor of four. It became a serious credit crunch with large spillovers, seriously weakening an economy already suffering from the lingering impacts of the oil-price bout and the housing bust. Notice the close correlation between our measure of counterparty risk and the LIBOR-OIS spread, which demonstrates convincingly that, all along, the problems in the market were related to risk rather than to liquidity.

An event study 

Many commentators have argued that the reason for the worsening of the crisis was the decision by the U.S. government (more specifically, the Treasury and the Federal Reserve) not to intervene to prevent the bankruptcy of Lehman Brothers over the weekend of 13 and 14 September. It is difficult to bring rigorous empirical analysis to this important question, but it is important that researchers do so, because future policy actions depend on the answer. Perhaps the best empirical analyses we can hope for at this time are “event studies” that look carefully at reactions in the financial markets to various decisions and events. Such an event study, summarized below, suggests that the answer is more complicated than the decision not to intervene to prevent the Lehman bankruptcy and, in my view, lies elsewhere. 

Chart 13 focuses on a few key events from 1 September through mid-October 2008—the last few observations in Chart 12. Since mid-October, a host of new policy interventions have taken place—including implementation of the Troubled Asset Relief Program (TARP), guarantees by the Federal Deposit Insurance Corporation, Federal Reserve sup-port for the commercial-paper market, and similar actions in other countries—and conditions have improved somewhat, as seen in the chart. But the question here is what led to the worsened conditions, which have so severely affected the economy and generated so many unprecedented cleanup actions.

Recall that for the year previous to the events represented in Chart 13, the spread had been fluctuating in the 50 to 100 basis point range, which was where it was through the first half of September 2008. It is evident that the spread moved a bit on 15 September, which is the Monday after the weekend decision not to intervene in Lehman Brothers. It then bounced back down a little bit on 16 September, around the time of the AIG (American International Group) intervention. While the spread did rise during the week following the Lehman Brothers decision, it was not far out of line with the events of the previous year. 

On Friday of that week, the Treasury announced that it was going to propose a large rescue package, though the size and details hadn’t yet been determined. Over the weekend, the package was put together and on Tuesday, 23 September, Federal Reserve Board Chairman Ben Bernanke and Treasury Secretary Henry Paulson testified at the Senate Banking Committee about the TARP, saying that it would be $700 billion in size. They provided a 2½-page draft of legislation with no mention of oversight and few restrictions on the use. They were questioned intensely in this testimony and the reaction was quite negative, judging by the large volume of critical mail received by many members of the United States Congress. As shown in Chart 13, it was following this testimony that one really begins to see the crisis deepening, as measured by the relentless upward movement in the LIBOR-OIS spread for the next three weeks. The situation steadily deteriorated, and the spread went through the roof to 3.5 per cent. 

The lack of a predictable framework for intervention 

The main message of Chart 13 is that identifying the decisions over the weekend of 13 and 14 September as the cause of the increased severity of the crisis is questionable. It was not until more than a week later that conditions deteriorated. Moreover, it is plausible that events around 23 September actually drove the market, including the realization by the public that the intervention plan had not been fully thought through and that conditions were much worse than many had been led to believe. At a minimum, a great deal of un-certainty about what the government would do to aid financial institutions, and under what circumstances, was revealed and thereby added to business and investment decisions at that time. Such uncertainty would have driven up risk spreads in the interbank market and elsewhere. Some evidence of the uncertainty is found in a survey taken later (5 November) by the Securities Industry and Financial Markets Association (SIFMA); it showed that 94 per cent of securities firms and banks found that the TARP lacked clarity about its operations.

The problem of uncertainty about the procedures or criteria for government intervention to prevent financial institutions from failing had existed since the time of the Bear Stearns intervention in March. The implication of that decision for future interventions was not made clear by policy-makers. This lack of predictability about Treasury-Fed intervention policy and recognition of the harm it could do to markets likely increased in autumn 2008 when the underlying uncertainty was revealed for all to see. What was the rationale for intervening with Bear Stearns, and then not with Lehman, and then again with AIG? What would guide the operations of the TARP? 

Concerns about the lack of clarity were raised in many quarters. At the Stanford July 2008 conference on The Future Role of Central Banking: The Urgent and Precedent-Setting Next Steps, held to address the new interventions, I argued [7] that the U.S. Treasury and the Fed urgently needed to develop a new framework for exceptional access to government support for financial institutions. I made analogies to a reform put in place at the IMF in 2003 that clarified the circumstances under which the IMF would provide loans to countries experiencing crises. After these IMF reforms were put in place, the 8-year emerging-market crisis period that had begun in 1995 came to a close. 

Analogously, a new exceptional-access framework would describe the process that the United States and other governments would use when intervening and providing loans to an institution. It would work like the IMF’s exceptional-access framework, which indicated the procedures the IMF should follow when providing loans to a country. The more policy-makers could articulate the rationale and the procedures, the better. 

CONCLUSION AND POLICY IMPLICATIONS: DOMESTIC AND INTERNATIONAL 

In this paper, I have provided empirical evidence that government actions and interventions caused, prolonged, and worsened the financial crisis. They caused it by deviating from historical precedents and principles for setting interest rates, which had worked well for 20 years. They prolonged it by misdiagnosing the problems in the bank credit markets and thereby responding inappropriately by focusing on liquidity rather than risk. They made it worse by providing support for certain financial institutions and their creditors but not for others in an ad hoc fashion without a clear and understandable framework. While other factors were certainly at play, these government actions should be first on the list of answers to the question of what went wrong. 

What are the implications of this analysis for the future? Most urgently, it is important to reinstate or establish a set of principles to follow to prevent misguided actions and interventions. Though policy is currently in a massive cleanup mode, setting a path to get back to these principles now should be part of that process. I would recommend the following:

(i) First, return to the set of principles for setting interest rates that worked well during the Great Moderation. 

(ii) Base any future government interventions on a clearly stated diagnosis of the problem and a rationale for the interventions. 

(iii) Create a predictable exceptional-access framework for providing financial assistance to existing financial institutions. The example of how the IMF set up an exceptional-access framework to guide its lending decisions to emerging market countries is a good one to follow. 

Some of these reforms require a rethinking of the international financial architecture, and others are purely domestic. For example, to keep policy interest rates on track in a globalized economy, it would help to introduce the notion of a global inflation target [3]. This would help prevent rapid cuts in interest rates in one country if they perversely affect decisions in other countries. Policy-makers could then discuss global goals for inflation and the impact that one central bank might have on global inflation. In contrast, developing exceptional-access frameworks for central banks and finance ministries could be done in each country without a global structure. Similarly, setting controls on leveraging at the financial institutions could be done in each country. 

Finally, I want to stress that the research presented in this paper must be considered preliminary. We are still in the middle of the crisis, and more data need to be collected and analyzed. There are and will continue to be differences of opinion. Carefully documented empirical research is needed for sorting out these differences. We should be basing our policy evaluations and conclusions on empirical analyses, not on ideological, personal, political, or partisan grounds. 

SUMMARY OF EMPIRICAL RESEARCH PROJECTS 

The following research projects are cited in the paper by number (in brackets, e.g., [1]). All are available on the Working Group on Global Markets website: <http://www.hoover.org/research/globalmarkets>. 

1. “Housing and Monetary Policy.” In Housing, Housing Finance, and Monetary Policy, Federal Reserve Bank of Kansas City. This paper reports on research completed in the summer of 2007 before the August flare-up in the financial markets. It focuses on the relationship between monetary policy and the housing boom. It was delivered at a policy panel at the annual conference held in Jackson Hole, Wyoming, from 30 August to 1 September 2007. 

2. “Globalization and Monetary Policy: Missions Impossible.” In The International Dimensions of Monetary Policy, edited by Mark Gertler and Jordi Galí, National Bureau of Economic Research (NBER). This paper summarizes research on globalization and monetary policy, pointing to the potential problem caused by central banks following each other either directly or indirectly. It provides an explanation for why several central banks held interest rates too low in the 2002–04 period. The paper was prepared for a talk at an NBER conference in Girona, Spain, on 11 June 2007.

3. “A Black Swan in the Money Market.” With John C. Williams, American Economic Journal: Macroeconomics, January 2009. This is the final revision of research we began in autumn 2007 on whether the unusual jump in interbank lending rates in August 2007 was caused by liquidity problems or counterparty risk. A working paper (No. 2008–04) of the same title was issued by the Federal Reserve Bank of San Francisco in April, and another working paper, “Further Results on a Black Swan in the Money Market,” was issued in May by the Stanford Institute for Economic Policy Research. 

4. “The State of the Economy and Principles for Fiscal Stimulus.” Testimony before the Committee on the Budget, United States Senate, 19 November 2008. This testimony reports on a project to estimate the impact on the economy of the 2008 tax rebates, with more formal econometric evidence in a paper prepared for the American Economic Association meeting in San Francisco, January 2009. 

5. “The Costs and Benefits of Deviating from the Systematic Component of Monetary Policy.” Keynote address at the Federal Reserve Bank of San Francisco conference on Monetary Policy and Asset Markets, 22 February 2008; and “Monetary Policy and the State of the Economy,” testimony before the United States House of Representatives Committee on Financial Services, 26 February 2008. These items examined whether monetary policy rules should be adjusted for the increased spread in the money markets. 

6. “The Way Back to Stability and Growth in the Global Economy,” Institute for Monetary and Economic Studies Discussion Paper 2008–E–14, was presented as the inaugural Mayekawa Lecture at the Bank of Japan in May 2008. It discussed the impact of the sharp monetary easing on oil and other commodity prices and proposed the idea of a global inflation target as a means of preventing the spread of central bank interest rate decisions to other central banks. 

7. “Toward a New Framework for Exceptional Access.” Presentation at the Policy Work-shop on The Future Role of Central Banking Policy: Urgent and Precedent-Setting Next Steps, held at Stanford University on 22 July 2008. This presentation laid out the case for developing a more systematic approach to the Federal Reserve’s interventions and bailouts of financial institutions or their creditors. It followed the Bear Stearns intervention but preceded the Lehman bankruptcy.  

“Why Toxic Assets Are So Hard to Clean Up” 

Securitization was maddeningly complex. Mandated transparency is the only solution.

By Kenneth E. Scott and John B. Taylor

Wall Street Journal, Monday, July 20, 2009

Despite trillions of dollars of new government programs, one of the original causes of the financial crisis -- the toxic assets on bank balance sheets -- still persists and remains a serious impediment to economic recovery. Why are these toxic assets so difficult to deal with? We believe their sheer complexity is the core problem and that only increased transparency will unleash the market mechanisms needed to clean them up.

The bulk of toxic assets are based on residential mortgage-backed securities (RMBS), in which thousands of mortgages were gathered into mortgage pools. The returns on these pools were then sliced into a hierarchy of "tranches" that were sold to investors as separate classes of securities. The most senior tranches, rated AAA, received the lowest returns, and then they went down the line to lower ratings and finally to the unrated "equity" tranches at the bottom.

But the process didn't stop there. Some of the tranches from one mortgage pool were combined with tranches from other mortgage pools, resulting in Collateralized Mortgage Obligations (CMO). Other tranches were combined with tranches from completely different types of pools, based on commercial mortgages, auto loans, student loans, credit card receivables, small business loans, and even corporate loans that had been combined into Collateralized Loan Obligations (CLO). The result was a highly heterogeneous mixture of debt securities called Collateralized Debt Obligations (CDO). The tranches of the CDOs could then be combined with other CDOs, resulting in CDO2.

Each time these tranches were mixed together with other tranches in a new pool, the securities became more complex. Assume a hypothetical CDO2 held 100 CLOs, each holding 250 corporate loans -- then we would need information on 25,000 underlying loans to determine the value of the security. But assume the CDO2 held 100 CDOs each holding 100 RMBS comprising a mere 2,000 mortgages -- the number now rises to 20 million!

Complexity is not the only problem. Many of the underlying mortgages were highly risky, involving little or no down payments and initial rates so low they could never amortize the loan. About 80% of the $2.5 trillion subprime mortgages made since 2000 went into securitization pools. When the housing bubble burst and house prices started declining, borrowers began to default, the lower tranches were hit with losses, and higher tranches became more risky and declined in value.

To better understand the magnitude of the problem and to find solutions, we examined the details of several CDOs using data obtained from SecondMarket, a firm specializing in illiquid assets. One example is a $1 billion CDO2 created by a large bank in 2005. It had 173 investments in tranches issued by other pools: 130 CDOs, and also 43 CLOs each composed of hundreds of corporate loans. It issued $975 million of four AAA tranches, and three subordinate tranches of $55 million. The AAA tranches were bought by banks and the subordinate tranches mostly by hedge funds.

Two of the 173 investments held by this CDO2 were in tranches from another billion-dollar CDO -- created by another bank earlier in 2005 -- which was composed mainly of 155 MBS tranches and 40 CDOs. Two of these 155 MBS tranches were from a $1 billion RMBS pool created in 2004 by a large investment bank, composed of almost 7,000 mortgage loans (90% subprime). That RMBS issued $865 million of AAA notes, about half of which were purchased by Fannie Mae and Freddie Mac and the rest by a variety of banks, insurance companies, pension funds and money managers. About 1,800 of the 7,000 mortgages still remain in the pool, with a current delinquency rate of about 20%.

With so much complexity, and uncertainty about future performance, it is not surprising that the securities are difficult to price and that trading dried up. Without market prices, valuation on the books of banks is suspect and counterparties are reluctant to deal with each other.

The policy response to this problem has been circuitous. The Federal Reserve originally saw the problem as a lack of liquidity in the banking system, and beginning in late 2007 flooded the market with liquidity through new lending facilities. It had very limited success, as banks were still disinclined to buy or trade such securities or take them as collateral. Credit spreads remained higher than normal. In September 2008 credit spreads skyrocketed and credit markets froze. By then it was clear that the problem was not liquidity, but rather the insolvency risks of counterparties with large holdings of toxic assets on their books.

The federal government then decided to buy the toxic assets. The Troubled Asset Relief Program (TARP) was enacted in October 2008 with $700 billion in funding. But that was not how the TARP funds were used. The Treasury concluded that the valuation problem seemed insurmountable, so it attacked the risk issue by bolstering bank capital, buying preferred stock.

But those toxic assets are still there. The latest disposal scheme is the Public-Private Investment Program (PPIP). The concept is that private asset managers would create investment funds of half private and half Treasury (TARP) capital, which would bid on packages of toxic assets that banks offered for sale. The responsibility for valuation is thus shifted to the private sector. But the pricing difficulty remains and this program too may amount to little.

The fundamental problem has remained untouched: insufficient information to permit estimated prices that both buyers and sellers find credible. Why is the information so hard to obtain? While the original MBS pools were often Securities and Exchange Commission (SEC) registered public offerings with considerable detail, CDOs were sold in private placements with confidentiality agreements. Moreover, the nature of the securitization process has made it extremely difficult to determine and follow losses and increasing risk from one tranche and pool to another, and to reach the information about the original borrowers that is needed to estimate future cash flows and price.

This account makes it clear why transparency is so important. To deal with the problem, issuers of asset-backed securities should provide extensive detail in a uniform format about the composition of the original pools and their subsequent structure and performance, whether they were sold as SEC-registered offerings or private placements. By creating a centralized database with this information, the pricing process for the toxic assets becomes possible. Making such a database a reality will restart private securitization markets and will do more for the recovery of the economy than yet another redesign of administrative agency structures. If issuers are not forthcoming, then they should be required to file the information publicly with the SEC. 
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“Lehman and the Financial Crisis”
The lesson is that institutions that take trading risks must be allowed to fail.

By Luigi Zingales and John H. Cochrane

Wall Street Journal, September 15, 2009
One year ago today Lehman Brothers filed for bankruptcy. The weeks that followed are among the most dramatic in U.S. history. They led to a massive government intervention in the financial system—an intervention that will likely change that system forever.

Many people say that letting Lehman fail was the mistake that caused the financial crisis. To them, the lesson is that the government should never allow any "systemically important" financial institution to fail. If only Lehman had been bailed out, the story goes, we could have avoided much of a 45% drop in the S&P 500, a 4% drop in output, the rise in unemployment to 9.7% from 6.2%, and the $784 billion "stimulus" to top off a $1.59 trillion deficit.

This story is false.

The Lehman failure was not an isolated event. It was a movement in a dramatic crescendo of failures.

Two weeks prior, on Sept. 7, the government took over Fannie Mae and Freddie Mac, wiping out much of their shareholder equity. On Sept. 16, the government bailed out AIG, lending it $85 billion. On Sept. 25, Washington Mutual, the nation's sixth-largest bank, was seized by the FDIC. On Sept. 29, Wachovia, the nation's seventh largest bank, was sold to avoid a similar fate. All this would have happened without Lehman. Meanwhile, the Federal Reserve and the Treasury Department went to Congress to ask for $700 billion for the Troubled Asset Relief Program (TARP).

Which of these events set off the financial and economic crisis by freezing lending to commercial banks? The nearby chart shows that the main risk indicators only took off after Treasury Secretary Henry Paulson and Fed Chairman Ben Bernanke's TARP speeches to Congress on Sept. 23 and 24—not after the Lehman failure.

On Sept. 22, bank credit-default swap (CDS) spreads were at the same level as on Sept. 12. (CDS spreads are the cost of buying insurance against default.) On Sept. 19, the S&P 500 closed above its Sept. 12 level. The Libor-OIS spread—which captures the perceived riskiness of short-term interbank lending—rose only 18 points the day of Lehman's collapse, while it shot up more than 60 points from Sept. 23 to Sept. 25, after the TARP testimony. (Libor—the London Interbank Offer Rate—is the rate at which banks can borrow unsecured for three months.)

Why? In effect, these speeches amounted to "The financial system is about to collapse. We can't tell you why. We need $700 billion. We can't tell you what we're going to do with it." That's a pretty good way to start a financial crisis.

Subsequent reporting explained why they did it: The Fed and Treasury had felt for months that they needed legal authority to do more bailouts, and a crisis might get Congress to vote for it. But at the time, all the public saw was that our government was in a complete panic.

We inferred that the banks must be in much worse trouble than we thought. The ban on short sales of bank stocks the previous week could only reinforce that impression.

It did not help that the TARP was such a transparently bad idea. The Fed and Treasury soon figured that out, settling on equity "injections" and a bank-debt guarantee instead. Floating a bad idea does not instill confidence.

Would a Lehman bailout have averted a panic? The news would still be that Lehman failed, and markets knew bailouts would not last forever. After all, the Bear Stearns rescue in February had just postponed worse trouble.

More deeply, Lehman's lesson cannot be that the government must always bail out every large financial institution.  From the 1984 failure of Continental Illinois bank to the S&L crisis of the late 1980s, the Latin American bond defaults of the 1990s, the 1997 Asian crashes, the 1998 collapse of the Long-Term Capital Management hedge fund and now this mess, financial institutions are taking more and more risks, but their bondholders keep getting rescued.

This crisis pushed our government close to its fiscal limits. The next one will be beyond what even our government can contain.

The big banks know the government will bail them out, and they are already bigger, more global, more integrated and "systemic" than ever. They are making huge trading profits—profits that must someday turn to losses. If brokerage and banking are "systemically important," they cannot be married to proprietary trading. Yet the financial-reform plans do not even talk about breaking up this marriage—they hope simply to regulate the behemoths instead.

The blame-it-on-Lehman story leads to a dangerous complacency. If we can persuade ourselves that the fault was just one policy mistake, forced on the feds by silly legal restrictions and not enough bailout power, everything can go back to the cozy way it was before.

This is a convenient story for large banks that dominate the lobbying and communication effort. And it absolves the Fed and Treasury of facing up to their long string of policy mistakes.

We don't pretend that we could have done any better. That's the point: A system with so much power vested in so few people, with so few rules, in which crises are managed with 2 a.m. conference calls, cannot possibly do better no matter how good the people at the top. Repeating the Lehman story lets us all ignore the fact that this system cannot go on.

Oral Testimony of Luigi Zingales
"Causes and Effects of the Lehman Brothers Bankruptcy”

Before the Committee on Oversight and Government Reform

United States House of Representatives

October 6, 2008

Chairman Waxman, ranking minority Davis, members of the Committee,

thank you for inviting me.

The demise of Lehman Brothers is the result of its very aggressive leverage policy in the context of a major financial crisis. The roots of this crisis have to be found in bad regulation, lack of transparency, and market complacency brought about by several years of positive returns.

A prolonged period of real estate price increases and the boom of securitization relaxed lending standards. The quality of these mortgages should have been checked by the capital market that bought them, but

several problems made this monitoring less than perfect.

First, these mortgages were priced based on historical records, which did not factor in the probability of a significant drop in real estate prices at the national level nor did they factor the effect of the changes in the lending standards on the probability of default.

Second, the massive amount of issuance by a limited number of players (of which Lehman was one) changed the fundamental nature of the relationship between credit rating agencies and the investment banks issuing these securities. As a result, instead of submitting an issue to the rating agency’s judgment, investment banks shopped around for the best ratings and even received handbooks on how to produce the riskiest security that qualified for a AAA rating.

The market was not completely fooled by this process. AAA-rated asset backed securities had a higher yield than corporate AAA, a clear indication of the higher risk. Unfortunately, regulatory constraints created inflated demand for these products. Fannie Mae and Freddie Mac were allowed, even induced, to invest their funds on these securities, creating an easy arbitrage: they issued AAA rated debt and invested in higher-yield AAA debt. Another source of captive demand were money market funds. Being required to hold only highly rated securities, money market funds loved these instruments that satisfied the regulatory requirements and boosted their yields. Most managers of these funds were aware of the gamble they were taking, but could not resist taking it, under an intense competition for yield-hungry customers. These managers were also hoping that if a shock occurred, all their competitors would face the same problem, thereby reducing the reputational costs and possibly triggering a Government support. The September 19 decision to insure all money market funds validated this gamble, forever destroying money market managers’ incentives to be careful in regard to the risks they take.

The pooling of mortgages, while beneficial for diversification purposes, became a curse as the downturn worsened. The lack of transparency in the issuing process made it difficult to determine who owned what. Furthermore, the complexity of these repackaged mortgages is such that small differences in the assumed rate of default can cause the value of some tranches to fluctuate from 50 cents on the dollar to zero. Lacking information on the quality and hence the value of banks’ assets, the market grew reluctant to lend to them, for fear of losing out in case of default.

In the case of Lehman (and other investment banks), this problem was aggravated by two factors: the extremely high level of leverage (asset-to equity ratio) and the strong reliance on short-term debt financing. While commercial banks cannot leverage their equity more than 15 to 1, Lehman had a leverage of more than 30 to 1. With this leverage, a mere 3.3% drop in the value of assets wipes out the entire value of equity and makes the company insolvent.

In turn, the instability created by the leverage problem was exacerbated by Lehman’s large use of short-term debt. Reliance on short term increases the risk of “runs” similar to the ones bank face when they are

rumored to be insolvent.

The Lehman CEO will likely tell you that his company was solvent and that it was brought down by a run. This is a distinct possibility. The problem is that nobody knows for sure. When Lehman went down, it had 26 billion in book equity, but the doubts about the value of its assets combined with its high degree of leverage created a huge uncertainty about the true value of this equity: it could have been worth 40 billion or negative 20. It is important to note that Lehman did not find itself in that situation by accident; it was the unlucky draw of a consciously-made gamble.

Lehman’s bankruptcy forced the market to reassess risk. As after a major flood people start to buy flood insurance, after the demise of Lehman the market started to worry about several risks previously overlooked. This risk-reassessment is crucial to support a market discipline. The downside is that it can degenerate into a panic.

� Lecture to have been delivered at BIS Conference, Basel, June, 2009.  


� Brunnermeier (2001)


� See Hahn (1966) and Shell-Stiglitz (1967).


� See, for instance, Stiglitz (1973, 2008).


� See Cass and Shell (1983) and the large literature on “sunspot” equilibrium; see also Hoff and Stiglitz (2001).


� See for instance World Bank (1997).


� See, e.g. Chapter 3 of Stiglitz (2003).


� There are actually several more, set forth clearly in the recent report of the Commission of Experts on Reforms of the International Monetary and Financial System (2009).  These include maintaining competition (suppression of competition helps explain the development of an efficient electronics payment mechanism that modern technology would support) and ensuring access to credit.
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