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The four most dangerous words in the English language are: This Time it s Different

David Dodd

|. INTRODUCTION

Americas nancial system has undergone a severe shock that is still cascading throughout the real
economy. As nancial institutions, their investors and homeowners have lost several trillion dollars,
the combination of a contraction in asset values, declining consumer and business demand, and a
weakened credit system have pushed the economy into a classic downward spiral. In the absence
of heroic government measures, the nancial crisis will lead to a serious general depression. Yet
very substantial public spending and recapitalization

of the nations nancial system, though necessary, are %\l/<
notsu cient. ese measures must be combined with
comprehensive regulation. If we fail to achieve that, the
cycles of speculative excess, followed by nancial crash

and then public bailout, will only persist.

The core abuses that led to the
crash of 2007-08 had precise
parallels in the Crash of 1929.

e current crisis, the most severe since the Great De-

pression, has its roots in a policy of extreme deregulation, which goes back to the 1970s. Financial
deregulation has taken multiple forms. Part of the process was the weakening or dismantling of
many of the instruments for policing nancial markets that were rst devised during the New Deal.
Another part was the willful failure to create new regulatory measures to keep up with nancial in-
novations and related abuses, such as derivatives and hedge funds, that were not anticipated during
the Great Depression. It was widely argued that a 21% century economy had outgrown regulatory
concepts devised in the 1930s, or that something fundamental had changed about the economy so
that nancial markets no longer required much regulation at all.

Rather than modernizing the regulatory system, Congress, the Federal Reserve, and four adminis-
trations dating to Ronald Reagan largely abandoned nancial regulation. But the fundamental vul-
nerabilities of nancial markets had not changed at all. In fact, the core abuses that led to the crash
of 2007-08 had precise parallels in the Crash of 1929. e parallels included a lack of transparency,
insider con icts of interest, and dangerously high levels of leverage all of which were given a free
pass by regulators then and now. Investment banking rms and other credit intermediaries system-
atically understated risks, and regulators failed to provide necessary checks and balances.

e hazardous e ects of deregulation were compounded by a monetary policy of very low interest
rates. At the center of both policies was the Federal Reserve. Absent regulation, nancial engineers
succumbed to the temptation to use the cheap credit environment to speculate with borrowed mon-
ey. Since falling interest rates tend to stimulate increases in asset values, nancial speculators and
ordinary investors gambled that rising asset values (homes, common stocks, exotic securities) would
allow them to realize gains on thinly capitalized investments.




e whole logic of the bubble economy could continue only as long as investors believed that
asset values would continue to rise. e damage and potential for catastrophic collapse was
compounded as the Federal Reserve kept resorting to very low interest rates and weak regula-
tion to rescue the casualties of earlier bouts of speculative excess.

As early as December 5, 1996, then Federal Reserve Chairman Alan Greenspan expressed
concern that in ated share prices re ected irrational exuberance. At the time Greenspan
spoke, the Dow Jones Industrial Average was just 6,437. But Greenspan declined to use either
monetary or regulatory policy to temper what he already understood as an alarming stock
market bubble. On the contrary, as speculation in Asian currencies produced serious losses
in nancial markets, Greenspan loosened monetary policy in 1997 and 1998, stimulating fur-
ther increases in the value of nancial assets. A er the dot-com crash of 2000-01, Greenspan
resorted to very low interest rates coupled with minimal regulation yet again. e sub-prime
collapse, which nally caused the bubble to pop and exposed the overleveraging of the entire
system, was the nal straw but re ected only one abuse among many.

Il. THE CRASH OF AN IDEOLOGY

With the unraveling of this entire nancial system, beginning with the rst wave of sub-prime
defaults in the summer of 2007, a whole set of assumptions about the nancial economy has
now come crashing down along with the overheated nancial markets. In the recent past,
virtually all innovations in  nancial markets were presumed virtuous, both in the prevailing
ideology and in public policy. e market, by de nition, was said to be e cient. If the market
invented something, it must have value; otherwise it would not fetch buyers. And any such in-
novation was said to enhance economic e ciency and hence economic growth.

Financial markets were said to be fully capable of policing themselves. Government interven-
tion was held to be an unwelcome intrusion that only retarded the innovative genius of mar-
kets. Even if some degree of government supervision was indicated, defenders of deregulation
contended that private nancial actors would always innovate around regulation. It was futile
eventotry. etechnology itself was said to make the regulatory enterprise a fool s errand.

Governments, and agencies within government, were deterred from adequate regulation by
the knowledge that regulated entities could shop for more lenient regulators either at home or
0 shore, a process known as regulatory arbitrage. And many proponents of further deregu-
lation such as the U.S. Chamber of Commerce, George W. Bush s Treasury Henry Paulson and
a supporting cast of academic experts, contended that the competitive position of the New
York money market required a regulatory environment at least as lenient as that of London or
Frankfurt.



In 2006, the last year before the collapse, there was an outpouring of industry-sponsored studies
and government white papers, reinforced by hundreds of op-ed pieces, warning that New York was
losing market share because of the burdens of the Sarbanes-Oxley Act requiring accurate corporate
accounting, the sole piece of reform legislation of the entire era. e costs attributed to compliance
with Sarbanes-Oxley were of course dwarfed by the much larger costs of the systems failure to regu-
late other abuses.

In the end, the deregulated nancial economy failed its own most fundamental test e ciency. e
accounting frauds of the 1990s misled investors into putting scarce capital into ventures whose only
real value was the hope that other investors would bid the share price even higher. e securitiza-
tion mania of the current decade misallocated even more capital, away from productive uses that
might have stimulated durable growth, and into pure speculative bubbles. Financial engineers, un-
constrained by public regulation, cost investors and the real economy many trillions of dollars and
will now cost us many years of higher growth. A modicum of regulation would have produced a far
more e cient allocation of capital.

e crisis has con rmed several verities about the behavior of nancial markets that never should
have been doubted. Financial markets, le merely to the discipline of supply and demand, are not
competent to detect frauds; are not capable of discouraging dangerously high levels of leverage; or
squeezing out excess insider compensation; or detecting even agrant con icts of interest; or ac-
curately pricing complex nancial instruments. Even disclosure requirements, though salutary, are
no substitute for direct regulation of standards. e terms of sub-prime mortgages were ostensibly
disclosed to borrowers, but it was child s play for pitchmen to misrepresent risks.

e market, a erall, is an abstraction. It is comprised of human beings, some of whom have more
information and market power than others. When a bubble psychology takes hold, the prospect of
getting rich overwhelms common sense.  ere is no substitute for public regulation to protect -
nancial markets, investors, and the whole economy from the tendency of nancial engineers to take
excessive risks with other peoples money. Once a competitive race for market share begins, even
prudent bankers tend to drop their standards lest they lose out. As Charles Prince, then the CEO of
Citigroup, famously put it, As long as the music is playing, you ve got to get up and dance.

And obviously, if markets were indeed e cient and self-regulating, the nancial system would not
now be seeking large scale relief from government. No serious person now argues that we dont need
regulation the question is what and how. In practice, the market o en turned out to be personi-

ed by 26-year-old apprentice nancial engineers who really had little understanding of what they
were creating. ey only understood that if fees were to be had and risks could be passed to someone
else, the innovations were worth pursuing. e nancial writer Michael Lewis, in a retrospective on
the entire era,? recently quoted one insider, who became very rich shu ing the kind of paper that
eventually took down the entire system: s is allowed? he asked, incredulously, speaking of his
own (entirely legal) behavior.




at is the question we need to address: What should be allowed, and why? And the political
guestion going forward is whether the Congress and the new administration will deliver seri-
ous remedies, so that nancial markets again serve the appropriate role of nancing the real
economy rather than enriching insiders for promoting speculation and rearranging assets.

e now-discredited views about the genius of self-regulating nancial markets were held by
most nancial economists, by the Federal Reserve and the Treasury, and by leading economic
policymakers of both parties. But it would be a mistake to conclude that excess deregulation
was mainly the consequence of awed economic theory. It also re ected deep corruption in
both the private sector and the public. e academic theory of perfect markets was convenient
cover for reckless business behavior that failed to pass the most elementary tests of common
sense. Free-market theory provided a useful alibi for the political allies of Wall Street abuses
whenever they needed to limit regulatory constraints.  ere were those who warned that these
policies would end in disaster. But as long as vast sums of money were being made, the voices
of alarm were drowned out by those who bene ted from the deregulated bubble economy.

With the practical failure of the dogma of deregulation, it would be comforting to believe that
Congress and the Obama Administration will now have a clear eld to restore a well-regulated

nancial system, fully accountable to consumers and investors one in which the nancial
economy is servant of the real economy rather than master. But this challenge is a deeply po-
litical enterprise, not a bloodless technical one. Even at the hour of their disgrace, the same
forces advocating as little regulation as possible are still present and still powerful. e new
administration faces the same undertow of bad advice. It would be na ve to expect that every
single necessary reform will not be bitterly contested by those who bene t from weak rules.

is was also Franklin Roosevelt s experience in the New Deal.?
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It is also worth noting that although the New Deal
regulatory schema was primarily one of disclosure,
italso explicitly prohibited many practices. It limited
the use of margin, regulated payment of interest on
bank accounts, prohibited commercial banks from
performing the functions of investment banks, and
a great deal more. While the regulatory response to
the excesses that caused the current nancial crisis will include many forms of greater trans-
parency, some outright prohibitions will be needed as well.

While the regulatory response

to the excesses that caused

the current financial crisis will
include many forms of greater
transparency, some outright
prohibitions will be needed as well.

is paper is an e ort to catalogue abuses and suggest ways to think about regulatory rem-
edies. Because of the continuing undertow of the market-fundamentalist ideology and the
continuing political power of the very people and institutions that brought us this catastrophe,
some of the most robust remedies will seem at the margins of mainstream debate. But, in order
to move them to center stage where they can gain a proper hearing, it is necessary to at least
inject these ideas into discussion,



