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      Preface

      
      
      After leaving the Reagan administration in 1983, I was subsequently approached to
         lead the Federal Home Loan Bank Board, the Office of the Comptroller of the Currency,
         and become the vice chair of the Federal Deposit Insurance Corporation (FDIC) by three
         different republican and democratic administrations. When I received a call from Treasury
         Secretary Mnuchin on Saturday, March 11, 2017, about possibly being nominated by the
         president to be the first vice chair of the Federal Reserve Board for Supervision,
         I was extraordinarily honored. I had already served in the government twice, but this
         would be the cherry on top of a charmed career. I walked into the West Wing of the
         White House on March 15, 2017, with eight years of experience as a federal bank regulator
         in the Carter and Reagan administrations, and then another thirty-eight years as a
         financial services attorney representing a wide variety of financial companies and
         investors in mergers, regulatory matters, and litigation. I had largely been untethered
         to any political party, believing more in the substance of issues than the politics
         of them. I knew and greatly respected Secretary Mnuchin, having worked with him on
         his acquisition of the failed IndyMac Bank from the FDIC to create OneWest Bank in
         southern California. I had never met or represented Gary Cohen, director of the National
         Economic Council, who also participated in that meeting among others. When I left
         the White House ninety minutes later, I realized that as exciting it would be to be
         the world’s top bank regulator, rather than returning to government service for a
         third time, it was time for me to advocate for the renovation of the country’s badly
         broken financial system in other ways that I thought might be more effective and fun.
         Before I exited the gate on Pennsylvania Avenue, I had decided to write this book.
      

      
      How I reached that point in my life was largely serendipity. My wife Karen and I had
         left New York in July 1976 when I joined the Office of the Comptroller of the Currency
         (OCC) in Washington, DC, as an entry staff lawyer after graduating from law school.
         I was assigned to the team there working on the seizure and receivership of several
         failed banks, including Franklin National Bank in New York. The Franklin failure was
         the largest bank failure that the country had ever experienced at that time. I recall
         asking the senior deputy comptroller at that time why he had determined a bank that
         we were planning to close was insolvent when the financial statements I had in my
         hand still showed a positive net worth. I have never forgotten his response: “Listen
         kid, a bank is insolvent when I say it is.” What he was telling me was that valuing
         financial assets of banks is an art that takes years of experience to learn, and that
         what a company records on its financial statements may have nothing to do with their
         actual value. My journey through decades of bank failures and financial panics had
         begun. I have worked on the recapitalization, receivership, or disposition by the
         FDIC of about thirty of the fifty largest bank failures that the country has experienced.
      

      
      After I left the OCC in early 1981, after ninety days in private practice, I was appointed
         general counsel of the Federal Home Loan Bank Board (FHLBB) and the Federal Savings
         & Loan Insurance Corporation (FSLIC) in March, just in time for the beginning of the
         savings and loan (S&L) crisis in the early years of the Reagan administration. It
         did not take long for me to wonder how every S&L in the country could have done something
         so wrong as to bring themselves to the brink of collapse. Some commenters attributed
         it to the traditional robber-baron story that accompanies every financial crisis.
         They labeled S&L executives as crooks who had engaged in endless fraudulent schemes.
         To someone who was a regulator, that seemed odd given the fact that the S&L and banking
         industries are so closely supervised. In fact, no industries and no set of executives
         are as closely watched by so many federal and state overseers. Could the regulators
         have been that inept? In the years I spent regulating and representing financial institutions
         after I left the government, occasionally I came across some dishonest people, but
         they were a tiny fraction of those I worked with. The Bonnie and Clyde explanation
         for the S&L crises did not ring true. I eventually learned that it was not. The Congress
         of the United States, not S&L executives, inadvertently created the crisis. As I began
         to appreciate how that had happened, I wondered whether that could have been the case
         with other financial crises.
      

      
      I mostly retired from the practice of law in August 2018 after being the chair of
         the financial institutions practices of two international law firms, Fried Frank LLP
         and Dechert LLP, as well as chair of the Cyberspace Law Committee of the American
         Bar Association during the internet explosion of the late 1990s and early 2000s. I
         had regulated or advised many of the world’s most important financial companies, executives,
         or their investors and been a participant in and observer of massive structural and
         technological changes in the financial markets. I worked with or advised the White
         House in at least three different administrations on financial services policy. I
         worked on or around the collapse, recapitalization, or sale of about five hundred
         failing US financial institutions.
      

      
      This story is not about me. It is about what I have learned from experience and my
         research about financial panics in the United States, and how they are created. However,
         my background is responsible for my views about financial regulation and the impact
         I believe that technology is having on our system of finance and perhaps our democracy.
         This is a story about how government policies cause or contribute to financial crises,
         albeit not without the enthusiastic assistance of markets, companies, and people by
         combining a combustible concoction of economic, social, and political interests. The
         goal of 200 Years of American Financial Panics is to identify how the system can be fixed to avert financial crises, extend the
         time between them, and mitigate the financial pain that they create. Technology will
         be a big part of that. It will either empower humans or cause the next financial Armageddon.
         It is our choice.
      

      
      I loved every minute of my years as a federal banking regulator. I learned to respect
         and appreciate the people who worked by my side and showed up every day determined
         to do the right thing for the country. I never sensed a lick of partisanship in my
         fellow regulators. I learned with them and from them every day as we were continually
         required to make complicated financial decisions on short notice with limited resources
         and data. The years have brought me perspective, and I have come to understand some
         mistakes that we made and what they cost. I also began to appreciate how government
         interventions and supervision can cause or contribute to financial panics as the system
         created by Congress haphazardly regulates some financial risks and not others. I came
         to realize that government oversight of financial services was becoming less effective
         as it became more pervasive, formulaic, and unnecessarily burdensome. I have accepted
         the fact that no matter how much regulators sweat over a problem and no matter how
         well-intentioned they may be, they will never be right all the time. I applaud and
         respect everyone who has served the government and put themselves in the unenviable
         position of having to make these difficult decisions in challenging circumstances.
         They are well intentioned and dedicated people who deserve our gratitude. But they
         also deserve better resources, better laws, and more respect so they can more effectively
         do their jobs.
      

      
      Government policies—most often the result of congressional or executive action—have
         inadvertently caused or facilitated nearly every one of nine major financial crises
         in America through 2019. Often, these policies have put regulators in a no-win situation.
         We can fix this problem, but only if we understand how and why it occurs. To have
         any hope of avoiding future financial crises, decreasing their frequency, or shortening
         their duration, government oversight of the economy must become smarter and harness
         technology to do so. It must be given the resources, data, and freedom to intelligently
         oversee America’s financial services businesses and evaluate alternative futures that
         we may face. It must better anticipate the financial incentives created by the regulation
         of evolving markets and how executives rationally react to those incentives. Congress
         must stop conflating financial and political issues. We must learn from our past mistakes
         if we have any hope of avoiding them in the future.
      

      
      200 Years of American Financial Panics identifies the well-intentioned mistakes made in monetary and financial oversight
         over the last two hundred years in the hope of developing a formula to avoid them
         in the future. It also zeros in on the unprecedented financial benefits and the stunning
         threats that technology adds to this challenge. Finally, it makes the case for greater
         financial literacy so that the financial services system will need less government
         regulation distorting financial markets and incubating perverse economic consequences.
         I hope this book will be a blueprint for improving our financial future.
      

      
      As this book goes to print, the world has been physically struggling with the coronavirus
         (COVID-19) pandemic of 2020. The ensuing financial chaos was not caused by policies
         of the government or the behavior of American businesses. It did, however, highlight
         the role of the government in a financial crisis and the risk of making major decisions
         without sufficient data. The government could not have predicted or stopped the financial
         crisis in 2020, but it could have had better data and analysis to respond to it. That
         can be fixed, and we should be serious about doing it before the next crisis.
      

      
      
   
      Introduction

      
      
      The United States has experienced more financial panics in the last two hundred years
         than almost every other country in the world. Let that sink in for a minute. Not what
         you might expect from the largest and most prosperous economy with the most comprehensive
         system of monetary and institutional regulation. About twenty thousand banks have
         failed in the United States in the past two centuries. This is likely more banks than
         there are in the rest of the world.
      

      
      Here are even more troublesome facts. Technology is barely being used to support the
         many important financial decisions made by the government. Moreover, although a number
         of federal agencies and private-sector consortiums are discussing, analyzing, and
         coordinating financial cybersecurity issues, no government or private sector entity
         in the United States is comprehensively coordinating and preparing to defend the country’s
         economic infrastructure against the malicious use of technology. While technology
         will surely benefit and empower users of financial services (all of us) through unimaginable
         innovations, it can just as easily be used to overpower financial infrastructures
         for political and malicious purposes. As unparalleled artificial intelligence systems,
         advanced algorithmic capacities, large databases, and supercomputing powers are deployed
         around the world with limited guiding global principles, rules of engagement, or agreed-upon
         sanctions for cyber-aggressors, we hurtle toward a future in which we could suddenly
         be defenseless. As some experts suggest, these gathering clouds may ultimately threaten
         democracy.
      

      
      Yes, there are government and industry efforts studying issues, training constituents,
         and sharing some information, but there is no one dedicated entity or public/private
         sector consortium in charge of comprehensively coordinating and defending against
         future potential technological threats to our economy, central bank, payments systems,
         and financial infrastructure. There is no cyberspace financial defense command, no
         monetary coast guard, and no payments systems’ early defense warning systems that
         can defend the economy. Each company to a large degree defends its own borders. But
         there are surely growing threats and enemies willing, able, and eager to fire the
         first digital shot. Just look at what the Chinese government is doing to create an
         algorithmically controlled totalitarian society that once fully deployed is unlikely
         to be undone. How prepared were we for the 2020 pandemic and what it could do to the
         economy? How prepared were cities to deal with the unrest after the tragic death of
         George Floyd? The sad fact is that governments may be adequate at reacting, but they
         are less effective at anticipating and preparing for problems. Technology can help
         solve that.
      

      
      The thesis of 200 Years of American Financial Panics is straightforward. Future financial crises can only be averted and prudently addressed
         if we understand the constellation of intended and unintended drivers that are unleashed
         by businesses and governments and how they collide in unanticipated ways. Sadly, government
         intervention has facilitated, enabled, or created nearly every financial crisis that
         has occurred in the last two hundred years. With good intentions, the government has
         often over-managed or mismanaged the economy and financial institutions, causing or
         allowing executives, investors, and markets to alter their behavior to take advantage
         of those dynamics. This book is about identifying the factors that create an unwitting
         conspiracy between the government and the private sector that distorts financial incentives
         and instigates economic booms, busts, and panics. It is about determining how financial
         oversight of the economy and financial services can be restructured around the use
         of technology to be more effective and efficient in the war against financial calamities.
         There are endless analyses of the sins of the private sector. 200 Years of American Financial Panics seeks to balance the playing field by evaluating the role that the government plays
         and determine how it should be changed. I leave the elaborate blame-shifting gymnastics
         that occur after each crisis to those more adept at dissecting the venality of politics.
      

      
      Financial panics happen so often in the United States and are so severe in part because
         the country’s financial markets have expanded faster and become more complex and leveraged
         than any other in the world over the last two hundred years. They have in some cases
         outgrown their overseers’ ability to effectively supervise them. The United States
         has the largest, most sophisticated, innovative, and interconnected financial markets
         on the planet supporting the largest number of mega-institutions, community banks,
         diverse financial companies, nonbank lenders, private sources of capital, and transactional
         counterparties. The US economy relies on leverage that allows it to expand and forces
         it to contract at high velocities. Its interconnected network of banks, borrowers,
         consumer lenders, insurers, peer-to-peer lenders, crypto companies, broker-dealers,
         mutual funds, investment companies, financiers, and asset managers all too often interreacting
         in a lethal mixture of economics and politics. When markets perceive trouble, lines
         of credit shrink as the value of the collateral securing them disappears, trust evaporates,
         and lenders make collateral and margin calls to protect themselves. The reaction is
         always contagious as lenders and borrowers run toward cash and quality.
      

      
      The common belief proffered after every crisis is that the greed and chicanery of
         ruthless and immoral bankers, speculators, and robber barons resulted in the economy
         overheating and then collapsing, causing people to lose their jobs, money, and self-esteem.
         While it may be true to some degree, it is not the full answer and is far too simplistic
         an explanation to be helpful in averting future financial crises.[1] Blaming a profiteering corporate culprit for complicated economic disasters is both
         cathartic and distracting. The hunt for and execution of financial boogeymen is a
         necessary psychological part of every crisis—it makes people feel that they have closed
         the loop and solved the problem. But history also underscores that seemingly innocuous
         and well-intentioned government actions, often implemented through monetary policy,
         financial regulation, and tariffs can disrupt the fragile equilibrium of the market
         and have outsized impacts and catastrophic financial results. Consider the following:
      

      
      
         	
            
            The imposition of high tariffs by the Monroe administration to protect fledgling US
               manufacturing businesses along with the creation of dozens of poorly regulated, uncapitalized
               state-chartered banks to finance an expanding westward economy that all but collapsed
               in 1819.
            

         

         
         	
            President Andrew Jackson’s undercutting of the country’s currencies and termination
               of its only central bank when it was most needed in the 1830s in the name of freeing
               Americans from the chains of a centralized federal economy.
            

         

         
         	
            How government fiscal policies created economic chaos battling over whether gold,
               silver, or paper money should be the preeminent median of exchange throughout the
               nineteenth century, adding to the conditions that caused financial panics in 1857,
               1873, and 1893.
            

         

         
         	
            The Federal Reserve’s stubbornness in keeping interest rates low in the 1920s to assist
               the European central banks, thereby allowing an overheated stock market in the United
               States to shift into overdrive and crash in 1929.
            

         

         
         	
            How Congress and the states imposed artificial caps on deposit and mortgage interest
               rates to keep mortgage rates low and encourage greater homeownership in the 1960s,
               eventually giving birth to the money market fund industry and putting S&Ls in an unprecedented
               and inescapable financial vise when the economy spun out of control in the 1980s.
            

         

         
         	
            The attempts of several administrations and Congresses to increase homeownership in
               the 1990s and 2000s by pressuring financial institutions to offer mortgages to more
               low- and moderate-income borrowers while expanding the affordable housing goals of
               the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage
               Corporation (Freddie Mac), leading to an increase in unqualified borrowers and the
               greatest economic crisis since the Great Depression.
            

         

      

      
      Every financial crisis that the country encounters is like a twister with its own
         trigger, velocity, direction, and life span. While reading about past events and stitching
         historical factoids together to create economic theories about why they may have occurred
         is a useful exercise, it often cannot get close enough to the events that really drove
         the crisis. Some such analyses seem to treat the symptoms, correlations, and causes
         of a crisis as interchangeable. Many critics who point to “weak regulation” as a cause
         of institutional or systemic failure have never been regulators and do not understand
         how it works. Many who focus on corporate greed and the drive to make money have never
         been businesspeople. Some castigate income equality from pedestals that antiseptically
         try to evaluate economic trends after the fact. I approach the analysis of financial
         history in this book from the vantage point of a former federal bank regulator and
         practicing financial services lawyer who has spent more than four decades at ground
         zero. I learned my economics, accounting, and risk management on the job. It is through
         those eyes that I attempt to analyze the crises I was not involved in.
      

      
      Gary Gorton reminds us in his insightful book Misunderstanding Financial Crises: Why We Don’t See Them Coming, that “[t]o really understand a financial crisis one needs to be an eyewitness, to
         see it.”[2] I agree, but I would go one step further. It is even a greater benefit when it comes
         to diagnosing the economic and psychological factors that create a crisis and what
         it takes to extinguish it if you have lived through, addressed, and had the responsibility
         to resolve one. You must have lost sleep over the collapse of financial institutions
         and possibly the economy itself. You must have wondered what will happen if you take
         the next unprecedented step if it does not extinguish the financial fire. You must
         have stayed up nights searching for solutions to unsolvable economic problems. You
         must have been in the room to see the personal vendettas, conspiracies, and petty
         human emotions that caused events to unfold in the unexpected ways that they do. There
         is an emotional and economic rhythm to every crisis that must be felt, just as we
         are feeling it now. Humans and all their faults, customs, and biases make the decisions
         that create, drive, and solve a financial crisis. Those factors cannot be neatly packaged
         into an economic explanation of what happened. Can you understand today the handling
         of the 2020 financial crisis just by looking at the underlying economics and news
         reporting? The politics and personal relationships are indispensable to that analysis.
      

      
      Perspective is also important in understanding financial crises. As easy as it may
         be to recognize errors in hindsight, few critics identify financial problems in advance.[3] In that regard, financial mistakes made in one crisis become clearer as time passes.
         Frankly, given the structure of banking and the system of government oversight, the
         government is lucky to get it right as often as it does. When examining the entrails
         of our economic past and trying to piece together policies that guide our financial
         present, there will always be certain levels of uncertainty. That is why financial
         markets bring us the recurring spectacle of very smart people making very big mistakes.
         While financial regulation is necessary, because of politics, misdirection, and lack
         of resources, policy makers sometimes regulate the wrong activities at the wrong time
         for the wrong reasons. The many books about US financial crises attempt to explain
         why they occurred. But their cross-examination of the facts often stops too early and
         does not ask the next several levels of questions. Why and how did the market grow
         in a particular way, why did the government act or not act, and what actions created
         the financial environment that armed reckless companies and investors that incubated
         the crisis? As importantly, how long were the events that led to the crisis percolating
         and why? What were the germinating events and when were they planted? For example,
         some identify the growth of nonbanks and particularly the reverse repurchase market
         as a “cause” of the Panic of 2008. Even if that were the case, it is like saying that
         an automobile accident occurred because two cars hit each other. To really understand
         what happened and prevent the next accident, we need to understand the complete timeline
         that explains why the two cars hit each other. Was one driver in a bar for an hour
         before? Did a traffic light malfunction, or did one car’s brakes fail? Was the crash
         intentional?
      

      
      Timing is also a critical factor in the dissection of financial disasters. Financial
         crises cannot be evaluated after the fact as self-contained events. Most are part
         of a continuum of financial cycles and behavioral reactions that are culturally and
         financially connected to each other. The identified causes of a crisis, therefore,
         often depend on how far back in time one tracks them. Each recession, depression,
         and bout of inflation or deflation creates economic dynamics and market psychologies
         that feed off each other and create emotional reactions that impact a generation of
         people for as long as they live. From 1819 to 1907, there were almost as many years
         spent in economic chaos as there were in prosperity. Was it a century of economic
         growing pains and crisis sprinkled with some years of economic boom, or a prosperous
         period stained by periodic excesses and financial collapse? However one describes
         it, the nineteenth century was both a period of dynamic economic development and unbridled
         chaos as the country expanded from the East to the West Coast. The twentieth century
         saw the establishment of extensive regulatory oversight of financial institutions,
         but severe financial crisis still occurred in 1929, the 1980s, and 2008, not to mention
         several stock market crashes in between. Including the periods that incubated those
         financial crises and the time it took to return the economy to its precrisis status,
         another three to four decades of financial dislocation occurred in the twentieth century.
         A large part of the twenty-first century has already involved the creation of or recuperation
         from the subprime lending crisis that turned into a massive global crisis and the
         financial pandemic.
      

      
      Alex Pollock, in his book Finance and Philosophy, and Carmen Reinhart and Kenneth Rogoff in their book This Time Is Different note that the world is literally almost always in economic chaos. The latter book
         contains a list of global banking crises that is forty-five pages long. Studies in
         fourteen countries between 1870 and 2008 reveal seventy-nine banking panics—“one every
         1.75 years and 5.6 per country.”[4] Embedded in this history is a telling fact: the system of extensive regulation created
         and embellished since 1913 has not eliminated severe financial distress. That is in
         part because it is not regulating markets and institutions correctly or smartly and
         has done little to help consumers keep up. The current form of financial oversight
         can distort markets and take prudential regulators perilously close to operating the
         institutions that they oversee, at least through the power of a regulatory veto. That
         type of regulation takes a significant amount of their time and resources, so when
         crises inevitably occur, the government is usually unprepared for them. In the subprime
         crisis beginning in 2008, the government had to create emergency plans on the fly.
         Some were in the form of an asset purchase turned capital augmentation program for
         banks, such as the Troubled Asset Relief Program (TARP), and mortgage modification
         assistance plans for homeowners whose mortgages were upside down—they owed more to
         the bank than the house was worth. In his book, On the Brink, former treasury secretary Paulson said that policy makers had no choice but to “fly
         by the seat of our pants, making it up as we went along.”[5] Why is that? That crisis was not the first that the country endured in the last two
         hundred years. It was the ninth!
      

      
      Technology is the new wild card in this complicated financial system. It is changing
         our financial futures by impacting the way that financial services are being delivered
         and regulated. Used effectively by regulators—which it is not today—it could also
         be the most constructive cure for the common crisis. Artificial intelligence and large
         data sets could provide government overseers with more reliable and predictive information
         than the government has ever possessed. They could create the institutional knowledge
         that governments populated by revolving door officials appear unable to develop. J.
         P. Morgan Chase is using such data analytics and artificial intelligence to map out
         the buying habits of residents in Detroit to help revitalize the city. Why isn’t the
         government using it to decipher future economic alternatives?
      

      
      The current technology explosion makes it even more critical that the causes of financial
         crises in the country be understood and carefully analyzed. For example, we cannot
         keep overregulating the fraction of the financial services market represented by banks
         and ignoring what happens in the balance of financial businesses in the country. It
         is financially ineffective and competitively unfair. It migrates risk to unregulated
         businesses and increases the likelihood that smart people will make mistakes. Indeed,
         the landscape is changing yet again as thousands of cryptocurrencies, dozens of crypto
         exchanges, and numerous blockchain and artificial intelligence applications are impacting
         money supplies, lending decisions, the role of banks, and their position as the economy’s
         financial gatekeepers.[6] I will dive deeper into these technologies, how they work, and what they signify
         later in the book. But technologists, businesses, and consumers are increasingly experimenting
         with a variety of financial technology (fintech) money products that are impacting
         capital investment, liquidity, and business psychology. Similarly, traditional financial
         institutions are necessarily investing in new technological products and delivery
         systems to compete with fintech companies and continue to serve the needs of their
         customers.
      

      
      Facebook is threatening to revolutionize money, commerce, and regulation with its
         Diem cryptocurrency. Apart from the political firestorm surrounding it, the critical
         financial issue that it and similar crypto products raise is whether they signal the
         beginning of a new age of financial services, and whether that should trigger a new
         approach to regulating it according to what a company does rather than what it calls
         itself. Historically, the application of financial regulation has generally been driven
         by the identity of a company, not the nature or impact of the financial activities
         being conducted. Banks are prudentially regulated because they are chartered by the
         federal and state government and enjoy the benefits of federal deposit insurance,
         access to the payments systems, and federal preemption that may alleviate the need
         to comply with state laws. That concept of prudential regulation was developed in
         the wake of the Depression in the 1930s when commercial and private investment banks
         controlled almost every aspect of the movement and investment of money in the country.
         Nearly ninety years later, mutual and money market funds have more assets under management
         than banks have deposits on their books. Private equity and hedge funds manage almost
         six times the assets as all the credit unions in the country have. Blackrock Inc.
         alone has about $7 trillion of assets under management, which is about 35 percent
         of all bank assets. Once the impact of technology—the use of Big Data, artificial
         intelligence, quantum computing, and cloud applications—is factored in, there will
         be very little about money, banking, and commerce in the next decade that looks anything
         like it did when the current federal regulatory mechanism was established in the 1930s.
      

      
      In this environment, constantly expanding the regulation of banks without true correlation
         to how markets are evolving is dangerous and provides a growing competitive edge for
         nonbanks that are not prudentially regulated. It also complicates the business of
         monitoring the safety of financial systems by incentivizing risk to migrate to sectors
         that are not prudentially regulated. In the 1980s, the explosion of money market funds
         impacted the competitive and consumer choice aspects of almost every facet of financial
         services in America.
      

      
      Today, fintech companies are remaking the nature of money and the role of financial
         intermediaries in the housing finance and payments businesses with low-cost, real-time,
         peer-to-peer verified products and delivery systems. When a bank wants to launch a
         novel financial product, it usually must speak to and file applications with several
         state and federal regulators explaining its business plan, profit potential, management
         expertise, capitalization, liquidity, consumer protection mechanisms, and community
         lending goals. Cryptocurrencies may be subject to certain federal and state money
         transmission and securities laws, but when they enter the business of creating and
         distributing electronic money, they usually need to seek permission from no banking
         authority and are not subject to prudential requirements simply because they are not banks. Unless a company is backed by federal deposit insurance, the thinking has been
         that there is a limited basis to subject it to comprehensive, prudential financial
         regulation because the government does not stand behind the institution’s business
         or customers. This has left a blind spot in government oversight through which economic
         opportunists as well as purveyors of malicious technology will take the opportunity
         to run.
      

      
      The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank
         Act)[7] began to move away from this linkage between prudential regulation and federal deposit
         insurance largely because the government was forced to stand behind companies like
         money market and mutual funds that did not have federal deposit insurance to prevent
         the economy from collapsing in the Panic of 2008. Nonbanks that do not have federal
         deposit insurance but are determined to be systemically important to the stability
         of the US economy can now be made subject to prudential regulation by the Federal
         Reserve. That de-linkage of deposit insurance and prudential regulation invites the
         Congress to consider further whether we have reached the point where financial regulation
         should be tethered to the nature of the activity rather than the identity of the company.
         Alternatively, perhaps bank regulation should be scaled back to level the competitive
         playing field.
      

      
      If we regulate financial activities in a uniform way notwithstanding the identity
         of the company, we can then be consistent about the regulation of transactions and
         financial relationships between affiliates, executives, and other related parties.
         In effect, it addresses the nearly hundred-year-old Glass-Steagall debate over whether
         the businesses and regulation of commerce and banking should be separate. It will
         also allow for a more uniform oversight of the creation and allocation of risk throughout
         the economy.
      

      
      Regulating the financial threats in traditional ways is likely to put the entire US
         financial services system at risk of collapse in the future. If advanced technologies
         end up in the wrong hands and are used in the wrong ways, they could destroy the country’s
         economic infrastructure. The potential for malicious use of technology by rogue nations,
         fanatics, and terrorists increases each day, as does the threat to economies around
         the world. The fact that the US government is unprepared to defend and protect the
         country’s financial ecosystem against these threats should frighten us to death. It
         frightens me.
      

       

      The actions of private sector financial companies are a fundamental component in the
         creation of financial crises. Reckless lending, speculative investing, mispricing
         of risk, and substandard corporate behavior always play an important role. Those actions
         may, however, be the result of completely rational decision making by executives linked
         to the financial incentives embedded in the economy. Frankly, it should be expected
         that rational executives will try to take advantage of profit opportunities that the
         market and the government intentionally or unintentionally create when they appear
         to outweigh the risks involved. Executives know how to identify and value such optionalities.
         Short-term profit-oriented compensation structures, tax loopholes, accounting conventions,
         and the ability to profit from portfolios whose risk will be borne by others have
         an aggregate impact on markets that may be entirely rational but may also create enormous
         systemic risk. Reckless lending, speculative investing, mispricing of risk, and substandard
         corporate behavior is not criminal, so it becomes an economic risk/reward analysis.
         The private sector should be blamed for its excesses, and routinely is in book after
         book. 200 Years of American Financial Panics focuses, however, on the fact that government policies are also to blame for the
         creation of such options and risks, which are rarely admitted or analyzed. Until we
         identify the ingredients added by government policies, we will never be able to fully
         understand the deficiencies in our financial ecosystem. And if we do not appreciate
         how to adjust or correct them, we have little chance of averting future financial
         crises no matter how much we rein in the rational and irrational financial behavior
         of companies and executives.
      

      
      An intriguing and creative new book, The Rise of Carry, published in 2020, explains the boom and bust phenomena analyzed in this book from
         the perspective of a parallel economic universe.[8] It emphasizes the mispricing of risk, the way that crises are driven by compensation,
         and the clever ways that financial engineers can use blindingly complicated financial
         instruments and transactions to short volatility with large leveraged bets that eventually
         require central banks to come to the rescue. Those alternative financial universes
         that function below the view of most individuals and businesses, and how they create
         risk, volatility, and profit are beyond the scope of this book. 200 Years of American Financial Panics does not attempt to evaluate the risks that created in the markets by securities,
         commodities, currency, foreign exchange, derivatives, credit default swap, or other
         similar trading markets. There are more than enough books that expertly dissect those
         risks created by businesses. It sticks to the basic concepts of banking, how it is
         regulated, and how it should be regulated in the future.
      

      
      It is not easy to decipher what happens and why it happens in Washington, DC. Often
         the truth is expertly camouflaged, so that much of what the average citizen hears
         is convoluted and shrouded in political speak. Conflicting economic, political, and
         regulatory dogma create a tower of babel in which nonsense becomes important, and
         important things are treated like nonsense. After all these years in Washington, I
         consider myself an expert in deciphering its mumbo jumbo and well equipped to take
         readers on a journey through the history of financial crises and the impact that technology
         will have on our financial future.
      

       

      As I use the term government throughout the book, it is catch-all mostly for federal and state legislative and
         executive branches of government, and sometimes, the federal and state administrative
         agencies that implement the decisions that those policy makers create. Financial institutions refers to regulated commercial banks, S&Ls, savings banks, and credit unions—institutions
         that take deposits that are ensured by the federal government. I refer to what many
         identify as shadow banking institutions as nonbanking institutions to avoid what seems to be a largely derogatory term used to identify
         investment banks, securities firms, broker-dealers, deposit brokers, money market
         and mutual funds, nonbank lenders, commodities firms, hedge funds, and private equity
         firms that are not subject to prudential regulation. They are distinct from banks
         largely because they are not prudentially regulated from cradle to grave. Confidence
         in them is generated by disclosure and transparency rather than extensive regulation
         of their capital, liquidity, risk management, consolidations, geographic locations,
         and operations. Only these companies, their shareholders and lenders decide how well
         they are doing and whether they should continue to operate. As I use the term prudential regulation, it describes the highly supervised arrangement where a government agency (1) charters
         a financial institution; (2) determines its capital, liquidity, and risk parameters;
         (3) examines it on a periodic basis to assess compliance with these and a host of
         other regulatory standards that must be met; and (4) enforces that compliance and
         decides if and when the institution should be closed.
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      Stars inevitably hurtle through space toward extinction as they implode only to take
         on a new form and begin their next career. Similarly, the US economy is always racing
         toward its next recession or financial crisis. Every financial explosion is always
         followed by some form of financial downturn and then a reemergence of the economy
         as a Phoenix rising from the ashes. No one anticipated the COVID-19 financial crisis
         of 2020, which exploded just as I thought I had completed this book. Whether it qualifies
         as a full-fledged financial crisis, which it certainly would have been had the Congress,
         Treasury, and the Federal Reserve not acted, it has set in motion a different set
         of dynamics from the other nine financial crises that have occurred since 1819. It
         also has punctuated the deficiencies in the system that require fixing. More on that
         later.
      

      
      Recessions—financial markers denoted by points when the economy stops growing and
         the value of goods and services produced declines for two consecutive quarters—happen
         relatively frequently and are not cataclysmic financial events. Still, even they are
         rarely predicted with any regularly by economists. Andrew Brigden, chief economist
         at London-based Fathom Consulting, determined that of 469 international downturns
         since 1988, “the International Monetary Fund had predicted only four by the spring
         of the preceding year.”[1] That is a batting average of 0.008. Hardly Hall of Fame material. By the spring of
         the year in which the downturn occurred, it had predicted just 111 slumps, increasing
         its batting average to 0.236. A fair minor league showing. Of the more than 150 recessions
         in 63 countries between 1992 to 2014, only 5 were predicted by a consensus of private-sector
         economists in April of the preceding year.[2] So much for economics as a predictor of anything. There are just too many variables
         to calculate—at least without the effective use of supercomputers. I also do not believe
         that economic analyses can accurately capture the causes of crises after the fact.
         They are driven by numbers; crises are driven by emotion.
      

      
      Financial crises happen less frequently than recessions but are far more devastating
         economically and emotionally. In good times, we tend to be blind to the flashing yellow
         lights of a rapidly expanding economy until they turn bright red. Much like the latest
         death-defying roller coaster, folks enjoy the rush of the ride up an economic peak.
         Quite often, financial crises have emerged when certain assets became overpriced and
         their holders overleveraged. But no one wants to be the skunk at a garden party and
         miss the economic euphoria or advantage when it is rolling. As markets and financial
         products and interrelationships become more complicated, we must be able to better
         identify and decipher the warning signs that may suggest economic collapse and launch
         mitigating actions based on that information. To do that, we need new information-gathering
         tools, more effective and efficient methodologies of government oversight, more sophisticated
         technological tools, and a higher level of consumer financial literacy. Most importantly,
         we need less politics in the financial affairs of the country.
      

      
      The history of financial chaos and how it has impacted the operation and regulation
         of the US financial ecosystem explains a lot. First, to call it an ecosystem probably
         suggests more stability than it deserves. The economy rarely stays the same; it is
         dynamic and constantly impacted by and reacting to a myriad of economic, social, regulatory,
         psychological, and political events, many of which are random. The loss of some $3.5
         trillion of value in the stock market in one week in February 2020 due to the coronavirus
         is proof of that. In this ecosystem, financial institutions generally do not prosper
         in tough and uncertain economic times. That is not necessarily because they have been
         reckless, engaged in fraudulent behavior, or poorly regulated, although all those
         things may be true. It is just the way the system functions. Financial institutions
         make the economy work because they “manufacture” money and lend it out, assuming the
         risk of nonpayment. They do that by borrowing themselves—levering their balance sheet
         against the relatively small amount of capital that they maintain—and by making informed
         judgments about a borrower’s capacity to repay. They are not fortune tellers, however,
         and they cannot guarantee what the future economy holds for those borrowers. Lending
         is inherently a risky business, but someone must do it if we want a dynamic economy
         like the United States has. The better it is done, the more valuable will the credit
         extended be, because of its enhanced chances of repayment.
      

      
      When there is too much money and credit available, institutions still must put those
         funds to work to earn a profit. With such a surge of lending comes an increasing likelihood
         of reduced underwriting standards, which leads to the creation of imprudent loans,
         leverage, and volatility followed by defaults and financial dislocations when economic
         fortunes turn. Added to these challenges is the fact that much bank lending creates
         assets inherently difficult to value, making the balance sheet of a bank somewhat
         opaque and systemic risk hard to quantify. Trying to construct endless rules and regulations
         to lessen the likelihood of a financial crisis instead of building an urgent financial
         care system that can deploy safety nets when the inevitable collapse arrives is an
         inefficient use of government resources. Take the simple example of a bank financing
         a developer that wants to transform a vacant lot into a twenty-story office building.
         When the economy turns, interest rates may increase or other financial variables change,
         and that borrower may lose its lines of credit and stop building. When that happens,
         it will also likely stop paying the loan, pushing the economic loss back on the bank.
         At that point, the lender must determine whether it will foreclose on the defaulting
         borrower or ride out the storm with it to preserve the value of the loan and perhaps
         their own survival. This latter approach—a loan workout—has been a key element in
         the history of finance. It has been resurrected, as I will discuss later, in the Financial
         Pandemic of 2020 as forbearance. But historically, forbearance has received mixed
         reviews.
      

      
      In the United States, before the S&L crisis, the concept of forbearance was an accepted
         tool to work through economic crises. It worked in two directions. Banks extended
         loans or rolled them over so that borrowers would not be forced to default, and the
         economy could continue to move forward. The assumption was that the economy would
         right itself eventually as it always has, and the borrower and its loan would regain
         its value when that happened. At the same time, government regulators would also forbear,
         adopting a less stringent attitude to the evaluation of those loans and allow banks
         some leeway before writing them down and forcing losses to be booked. They might even
         allow banks to operate with deficient capital during periods of severe economic duress
         if they thought that they would return to profitability when the economy normalized.
         Forbearance recognized that banks take financial risks without knowing the future
         and sometimes need time for the economy to stabilize to prove that their lending judgments
         had value. Closing or punishing banks because economies have cycles may feel good
         but can be terribly counterproductive.
      

      
      Then the S&L crisis occurred, and the country’s policy makers, looking to reallocate
         the blame, identified forbearance as part of the problem rather than a part of the
         solution. In effect, the political convenience of blaming bankers for the losses created
         by a stressed economy overwhelmed rational financial thought. That was by no means
         a new trend, but it has now become a well-worn formula. It also has significant implications
         for the future. If there is no room for forbearance when the market turns, banks will
         be incentivized to be much more conservative about lending so that they can avoid
         blame and keep more liquidity than they need. That impacts credit availability and
         market competition, which eventually creates a government-made economy that is more
         likely to encounter financial crises because of the distorting impact and perverse
         economic incentives that get built into such a system. When banks provide less credit,
         fewer buildings are constructed, fewer cars are manufactured, and the economy guardedly
         lurches forward. That hurts low- and moderate-income consumers and struggling business
         owners who need credit the most but likely have more problematic credit histories.
         That sets off alarms in Congress. As politics answers the call and increasingly dictates
         the nature of financial regulation and allocation of credit, the government initiates
         an economic chain reaction that ultimately may impact its ability to prevent financial
         crises or resuscitate troubled economies. In fact, it may cause a financial crisis,
         as I will discuss later.
      

      
      The rush to judgment to simultaneously fix economic disasters and affix blame before
         the financial flames have even been extinguished can create the dynamics that lead
         to the next financial crisis. The concept of practical compromise and judicious oversight
         has increasingly been overwhelmed by unyielding political rules and concepts of retribution.
         That is the worst way to run the largest economy in the world. Former secretary Geithner
         explains this phenomenon in his book Stress Test, noting that what seemed most inequitable—bailing out the banks—was in fact the most
         efficient thing to do.[3]   Give him credit for recognizing that and doing the right thing anyway.
      

      
      At the same time, a government that is always bailing out its economy is creating
         aberrant financial incentives that lead to economic moral hazard. There is no doubt
         that these are difficult decisions that take smart, dispassionate, and apolitical
         policy makers to make it all work. And that is also why it does not always work. If
         the public knew that the crowded, clumsy, and costly financial system of government
         oversight in the United States increases the rates they are charged for car loans
         and home mortgages, they would be unhappy. If they understood that some of the financial
         pain that they endured over the last two hundred years was the result of ineffective
         government policies, they would be angry. If they knew that the system could be fixed,
         they would demand that Congress implement those changes immediately.
      

      
      The country needs better, smarter, leaner, and more effective systems of financial
         oversight with the means of attracting and retaining people with the highest level
         of financial skills. There should be fewer static rules and ratios, and more commonsense
         judgments about safety, soundness, and risk management. Less political tinkering and
         more adult supervision is needed. Rigorous cost-benefit analysis of everything that
         the government imposes on financial institutions must be mandatory. Financial literacy
         must be improved so that less regulation is necessary and more financial innovation
         is permitted. These solutions have been around for decades and are readily attainable.
         The economic benefits they would create would flow directly to the American consumer
         and investor. I can only surmise, therefore, that the system’s imperfections are politically
         and institutionally embedded. But now, solutions are even more available through the
         technological developments that are being made. Thanks to technology, we find ourselves
         at a new financial crossroads, offering the country the option to take a data-driven
         path to financial stability.
      

      
      A Question of Balance

      
      The financial system in the United States is built to allow institutions to fail.
         Congress could build one in which few if any banks ever failed. The system would have
         little if any leverage and massive amounts of capital; it would strictly limit the
         investment activities of financial institutions. A “fail-free” banking system would
         look and operate somewhere between the US Post Office, an unleveraged mutual fund,
         and a public utility. Businesses would likely find it difficult to address all their
         financial needs through such institutions, and only consumers with the best credit
         histories would be able to get loans. But few banks would fail. Limiting leverage
         would reduce risk but would also limit profitability and slow the economy. These new
         fail-safe banks would make less money and necessarily pay lower salaries, giving them
         fewer chances of attracting top-notch financial talent, guaranteeing that they remained
         in a state of financial mediocrity. US banks would eventually become noncompetitive,
         and the economy would become more and more sluggish. Such a financial system does
         not reflect the economic and policy choices that have been made in the United States.
      

      
      Given the complicated financing needs of US companies and the globalization of commerce,
         dumbing down the US financial system to ensure fewer failures would have a significant
         adverse impact on the US economy. It would surely force companies to look elsewhere
         to satisfy their credit needs. In that regard, the five largest banks in the world
         are foreign banks, and four of them are Chinese. This is a trend that is not consistent
         with the United States maintaining global financial superiority. A fail-safe banking
         system has, knowingly or not, been traded for a more vibrant, growing economy. The
         trade is exponential growth in return for the risk of financial collapse. That creates
         a dynamic financial environment in which the government, regulators, bankers, and
         consumers will make mistakes and then must solve them. The challenge is to find a
         balanced system that limits the number and impact of those mistakes but more importantly,
         is prepared with emergency resources to prevent the economy from hitting bottom so
         it can quickly bounce back after it takes an economic punch.
      

      
      Government oversight should be a smart, stabilizing force that promotes confidence
         and equilibrium in the financial system. For example, where there is asymmetry in
         the access to market information, or where the cost of such information is significant,
         government regulation levels the playing field, bolsters confidence, and decreases
         execution costs. By aggregating deposits from consumers as a go-between, banks can
         lend those funds to borrowers whose ability to repay they can more efficiently evaluate
         than their individual depositors could. Until the introduction of recent technologies
         that facilitate peer-to-peer lending, it would have been too inefficient for each
         depositor to underwrite the deployment of those funds. When the government steps in
         as a guarantor as it has done with deposit insurance to facilitate efficient financial
         transactions, it has a legitimate interest in the prudent behavior of the banks that
         it insures. It imposes regulations to take the place of individual bond indentures,
         private loan contracts, or due diligence. While regulation may appear to banks to
         be a burdensome interference, it is often less onerous than their having to execute
         private credit contracts between each supplier of funds and each borrower. Smart government
         regulation should benefit all the parties in the process. Depositors get a guaranteed
         return, borrowers receive much-needed funds to buy homes and start businesses at a
         reasonable rate, and financial institutions accept the price of regulation to relieve
         them of the capital and information requirements that would be required to satisfy
         individual creditors (i.e., depositors).[4] In the right doses, government regulation counters the normal human instincts of
         herding, euphoria, fear, and panic and protect the country’s national security and
         democracy itself.
      

      
      But too much government intervention is economically suffocating; it distorts the
         market with perverse economic incentives that encourage “loophole” business strategies.
         Moreover, much of the major capital and liquidity rules that banks must follow are
         effectively set by international bodies, the Basel Committee and the Financial Stability
         Board (FSB), albeit with a heavy input from US regulators. Getting the regulatory
         balance properly calibrated is difficult and often impacted by nonfinancial elements
         such as politics. When Congress sought to increase housing in America and unwittingly
         put the S&Ls in a position where they could not earn a profit from their mandated
         portfolio of thirty-year fixed-rate mortgages in the 1980s, they naturally were drawn
         to more speculative commercial real estate and junk bond investments just to stay
         in business. When the Federal Reserve lowered interest rates and the government encouraged
         lenders to make mortgages to low- and moderate-income Americans in the 1990s and early
         2000s to increase homeownership rates in America, a wave of subprime and alternative
         mortgage instruments was inadvertently triggered. There is always a market reaction
         to every government action, making it even more difficult to find and maintain the
         right balance of economic freedom and government oversight. Balance is the ultimate
         challenge.
      

      
      How the Regulated Market Works

      
      To underscore the choices that make up this complicated balancing act, consider two
         simple hypotheticals to illustrate how markets are impacted by government policies.
         In hypothetical one, loosely based on the Panic of 2008, assume borrower X has a substandard
         credit history with a 620 credit score. She applies for a mortgage to buy a home from
         a local national bank (NB). NB must operate within the constraints of the market as
         well as the comprehensive federal and state regulation to which it is subject. It
         acquires its lendable funds primarily from customers who have FDIC-insured deposit
         accounts with it. Because of federal deposit insurance, NB has access to long-term
         deposits at rates that are much lower than what it would normally have to pay to borrow
         in the market. It can pass that savings on to X in the form of a lower interest rate
         on her mortgage. But NB is also subject to comprehensive federal oversight, the cost
         of which offsets some of the savings that it could have passed on to X. It has mandated
         capital, liquidity, and many other regulatory requirements that increase its cost
         of doing business and impact its ability to make loans. For example, it must hold
         capital against almost every asset on its books. If it is close to falling out of
         capital compliance, it will be more selective in the loans that it makes. Therefore,
         it may reject X’s mortgage application based on the risk inherent in lending to a
         620 credit score applicant. But in the managed economy that exists, as in 2008, it
         has two incentives to approve the loan: it can earn an origination fee, and then it
         can sell the loan, removing much of the risk from its balance sheet while it services
         the loan for additional monthly fees.
      

      
      In the early 2000s, NB would have offered X a thirty-year fixed mortgage at 4.30 percent
         for example, backed by a commitment from Fannie Mae to purchase it. Since Fannie Mae
         is nearly treated by the markets as if it is backed by the full faith and credit of
         the US government (even though it is technically not), it can borrow money to purchase
         the loan at a more favorable price than a private company. That in turn allows NB
         to offer a lower mortgage rate to X. NB may not have offered to make a thirty-year
         fixed-rate loan to X if it had to hold the loan in its portfolio given the interest
         and credit risks it would have to assume by doing so. But it has the option of selling
         the loan into the secondary market. Once NB transfers the loan to Fannie Mae for cash,
         it can then lend that cash to a new mortgage borrower and start the process all over
         again. Fannie Mae will purchase mortgages across the country and package them into
         mortgage-backed securities (MBS), which it sells to banks, insurance companies, mutual
         funds, other institutions, and investors, guaranteeing their timely payment of principal
         and interest. Since NB and Fannie Mae are closely regulated by the government, there
         is a presumption by the market that the basic safety and soundness concerns in the
         process have been addressed and that the loan is a reasonably solid credit.
      

      
      Assume that within two years, mortgage interest rates increase to 10 percent, reducing
         the market value of X’s loan—now held by Fannie Mae—by approximately 50 percent. Since
         credit is more expensive, home sales plummet and the value of homes decreases by 15
         percent, putting a strain on borrowers such as X who can no longer rely on the equity
         value of her home through a second mortgage or sale of the home. Markets deteriorate
         and unemployment increases, leading to increasing defaults, including X’s. Fannie
         Mae ultimately must absorb the losses and either pay the MBS investors their agreed-upon
         contract rate of return or repurchase the mortgage, which effectively acts as prepayment
         of it. If X’s loan had been pooled and included in a privately issued MBS, when the
         market went south, MBS investors would simply stop receiving payments as homeowners
         stopped making them. As losses increase, the viability of Fannie Mae becomes questionable
         because of the risk it has assumed, the markets constrict, and there is a crisis in
         confidence and a corresponding flight to quality by investors. Ultimately, the taxpayers
         underwrite Fannie Mae’s losses as the government steps in to avoid its failure and
         infuses capital and liquidity into Fannie Mae and the economy. Some of the risks inherent
         in this hypothetical were smartly addressed by the Dodd-Frank Act’s imposition of
         risk retention requirements so that parties in the line from origination to securitization
         must now hold a portion of the risk on their balance sheet.
      

      
      How an Unregulated Market Might Work

      
      Hypothetical two assumes the elimination of government involvement in the financial
         markets—consider it a fantasy. NB adheres to capital, liquidity, and reserve requirements
         dictated by the market and its competition. It has little to no federal regulation
         and provides depositors no federal insurance backed by the government or an agency
         of it. There is no Fannie Mae; the secondary market is composed of private sector
         purchasers of mortgages and MBS. When X requests a mortgage, NB must consider the
         fact that it may have to hold her loan in portfolio. For that reason, it may simply
         decline X’s application based on her lack of creditworthiness, ending the story. X
         can’t buy the home, and NB avoids a problem, as perhaps the entire country does to
         the extent that the amount of bad credits that could be pumped into the economy is
         reduced when lenders and borrowers understand that they must have skin in the lending
         game.
      

      
      Assuming, however, that NB does make the loan to X, it will scrupulously underwrite
         it since it may not have as many outlets to sell the loan to remove the risk from
         its books. Accordingly, NB refuses to offer X a thirty-year fixed-rate mortgage, not
         wishing to assume the interest rate risk inherent in a thirty-year instrument. It
         has no confidence that it can match such a mortgage’s duration and interest rates
         with the funds it borrows to fund it for such an extended period. Instead, it offers
         X a fifteen-year adjustable rate mortgage with an initial rate of 5.00 percent and
         a lifetime interest rate adjustment cap of 5 percent. Since NB does not have access
         to subsidized funds through a federally insured deposit system or Fannie Mae’s purchase
         of the loan, it must borrow at market rates to lend to X, which makes her mortgage
         interest rate higher than in the first hypothetical. Lending rates would no longer
         be subsidized by the government. With the 5 percent lifetime cap, the interest rate
         on the mortgage cannot rise above 10.0 percent. Because the mortgage’s interest rate
         will rise and fall along with changes in market rates, it should mitigate the loss
         of its value simply because the interest rates it charges also increase. NB also imposes
         certain payment and debt ratio terms, and most importantly, requires X to make a 20
         percent down payment so that her monthly payments are reduced and her ability to continue
         paying the mortgage as interest rates increase is strengthened. In this hypothetical,
         X is forced to assume the risk of interest rate increases that would decrease the
         value of her mortgage rather than moving that risk to investors and in so doing, has
         been underwritten into a more reliable loan. NB later attempts to sell and securitize
         X’s mortgage loan privately in a pool of mortgages sold to investors by a Wall Street
         investment bank in the form of an MBS. This process is subject to a serious due diligence
         effort by the investors to assure the quality of the pool of mortgages that is being
         offered given the lack of regulation of NB. X’s mortgage is rejected from the pool
         and NB must continue to hold it in portfolio. When interest rates increase to 10 percent,
         X’s mortgage payments increase to a level that puts a strain on her, but given her
         investment in the house and higher down payment, which creates a lower monthly payment,
         she can continue to stay current and avoid default.
      

      
      The Implications of Eliminating Managed Markets

      
      In the first hypothetical, the subsidization of borrowers and the risk assumed by
         the ultimate investor is glaring. X gets the benefit of lower interest rates because
         Fannie Mae can borrow at near government interest rates and pass that discount on,
         and NB is funded by low-cost federally insured deposits. This creates more mortgage
         credit at lower rates, which allows a greater percentage of Americans to buy homes
         and homebuilders to build more of them. In addition, X enjoys the benefits of a thirty-year
         fixed-rate mortgage that allow her to avoid any risk that interest rates may rise
         and increase her monthly debt obligations. They are frozen for thirty years. The risk
         of rising interest rates is completely borne by the investors in the MBS that her
         loan becomes a part of. This scenario incentivizes the concentration of enormous amounts
         of interest rate risk in the secondary market, which at the same time may lessen the
         interest in properly underwriting that risk in the assembly line that leads to investors.
         When this scenario explodes, the taxpayers must bail out the system.
      

      
      In hypothetical two, consumers end up paying higher mortgage interest rates as well
         as assuming the risk that interest rates increase because the government has not put
         its thumb on the scales to favor borrowers. Presumably, that decreases home sales,
         which moderates the economy as the demand for everything related to the construction
         of a new home decreases. Consumers would have to be more cautious about how they borrow,
         including putting down more money to make the transaction work. Because there are
         no government guarantees in the system, there is a greater incentive for the market
         to police the creation and concentration of risk.
      

      
      The tradeoffs between these two hypotheticals are striking. It is certainly within
         the discretion of the Congress and other policy makers to choose where along the spectrum
         between these two opposites they want the system to land. In the first hypothetical,
         the government attempts to manage the financial system largely for the benefit of
         residential borrowers. In return for lower mortgage interest rates and uniform financing
         costs over the term of the loan, the government assumes the risk, which we know since
         2008 is more than insignificant. Too many parties enjoy too much upside and have too
         little risk to bear in that hypothetical. It is the naked socialization of risk. But
         it does energize the economy by stimulating every inch of the housing business, from
         real estate agents to washing machine manufacturers.
      

      
      In hypothetical two, the safety and stability of banks and the economy are left to
         market competition and corporate behavior. Such completely unregulated banking systems
         have also proven to be volatile and unstable because of moral hazard and clever financial
         engineers who know how to manage risk, volatility, and the system. The question, therefore,
         is which of these hypotheticals is less likely to cause a financial crisis. Viewed
         this way, the distortion in the market and the risk reward ratios are obvious. The
         first scenario elevates the benefits of lower rates and is willing to risk the market
         distortion that may occur in return for the political benefits of higher homeownership
         and an energized economy. The second scenario completely trusts the market to do the
         right thing. As we will learn, these tradeoffs happen all the time—that is how governments
         and markets operate. But we seem to have great difficulty getting the balance exactly
         right and moderating the amount of distortion that government oversight creates. Today,
         post–Dodd-Frank Act, we still have a system skewed sharply toward hypothetical one.
         I will come back to consider the nuts and bolts of how this balancing works in the
         next chapter.
      

      
      The Elements of a Financial Panic

      
      Financial crises in the United States share similar ingredients and causes. They erupt
         because of the way that government policies, human nature, market forces, consumer
         preferences, and confidence interreact with each other.[5] When markets get frothy and begin to grow rapidly, money and credit become abundant.
         That can lead to overpricing of assets, underwriting standards becoming more lenient,
         and investment strategies becoming more aggressive because there is simply so much
         money around that must be put to work earning a return. This trend usually means that
         without care, trouble will not be far behind. Unfortunately, it is not always clear
         that too much risk is being taken, that it is being mispriced, or that speculation
         is in full swing during the blissful heat of the economic moment. Too often, government
         policies misidentify financial incentives in the market that encourage (1) long-term
         risk-taking, (2) mispricing of risk, (3) the migration of risk to nonregulated portions
         of the economy, and (4) hedging based on the expectation of a government bailout.
         Finding the cure for this—a formula to avert, mitigate, and treat financial collapses—requires
         an evidence-driven analysis and understanding of the causal ingredients that have
         created them in the past. It demands that policy makers focus on the financial incentives
         (how companies and individuals are compensated and incentivized to allocate risk)
         that drive economies as much as they do in regulating the lending and investment activities
         of banks. Businesses will act rationally to take advantage of the financial incentives
         that exist in a market, so they can’t be ignored when devising a system of oversight
         and supervision.
      

      
      Prior to the financial pandemic of 2020, which is sui generis, there have been nine
         financial panics involving economic meltdowns over the last two hundred years that
         tell the story of how and why they occur and what the solution is. The short answer
         is that the creation of a bubble through the overvaluation of assets acquired in too
         leveraged a manner is usually the precursor to a financial disaster. But it is more
         complicated than that. Each major financial crisis in the United States since 1819—defined
         for these purposes as the combination of severe economic distress throughout the country
         and the collapse or imposition of severe pressure on a significant segment of the
         financial services sector—has been the result of the collision of six different elements.[6] 
      

      
      1. Managed Economies. The unanticipated collision of laws, monetary policies, political engineering, tariffs,
         and government supervision of economies and financial institutions distorts the incentives
         that drive markets, money, and commerce and encourages risk to be less transparent
         and concentrated in less regulated sectors of the economy with disastrous consequences.
      

      
      2. Overheated Markets. New geographic and financial markets, an overabundance of private credit, increasing
         leverage, mispriced risk, and shiny new financial products (often real estate related)
         provide the fuel for economic booms that inevitably explode when credit is constricted.
      

      
      3. The Psychology of Keeping Up. The irresistible psychological attraction to get rich quick like everyone else and
         run from economic ruin never changes. Similarly, there is a seductive drive in businesses
         to emulate the business behavior of successful competitors like lemmings, even though
         some may turn out to be taking dangerous shortcuts. The initial success of failed
         companies like Drexel Burnham, Enron, Washington Mutual, Countrywide Savings, and
         WorldCom all created competitive environments in their respective industries, which
         led to copycat bahavior among their competitors. These reactions are hard-wired behavioral
         responses in humans that drive financial booms and busts.
      

      
      4. Loss of Confidence. Bad financial news echoing through markets—whether the result of accurate information
         or the inability to get it—is the firing pin of financial crises. The more that bad
         news is amplified and repeated, the more likely that consumers, investors, and companies
         approach the breaking point, causing everyone to pull back at the same time, making
         markets illiquid.
      

      
      5. Unanticipated Events. Unanticipated financial and physical events change markets. No one thought that the
         price of oil could drop 80 percent as it did in the 1980s, that one company—American
         International Group (AIG)—would write a majority of credit default swaps (CDSs), or
         that consumers would ever default on their mortgages before their credit cards. Similarly,
         earthquakes, wars, pandemics, fires, famines, gold rushes, and other natural and humanmade
         events occur and change the flow of commerce and the psychology of the moment in ways
         that were not anticipated. They build uncertainty and create unexpected change in
         a financial ecosystem that thrives on certainty. They challenge the preparedness of
         governments in unprecedented ways, which naturally impacts public confidence.
      

      
      6. Market Fermentation. Time changes financial relationships and makes smart strategies look dumb. The normal
         maturation of markets adjusting to new styles of business, new forms of government
         regulation, new financial incentives, new product advancements, and new customer preferences
         eventually make even the smartest financial policies obsolete. When technological
         innovation is added to that mix and begins to outpace the ability of laws and regulations
         to remain relevant, that “pacing problem” adds even more uncertainty.[7] 
      

      
      The collision of these factors is not always as random as it might seem. While human
         behavior and the desire to “make a killing” never change, the government often inadvertently
         creates an incubator that helps a boom become a bust through its financial policies
         or economic inattentiveness. The two businesses of operating and regulating financial
         institutions are tricky and difficult ones. Financial executives are always adapting
         to changing markets and government regulation to meet the needs of customers and shareholders.
         Markets tend to naturally overheat when given the opportunity during times of rapid
         economic expansion and available credit. They never stand still. Like water, financial
         markets and companies seek their own level, constantly shifting in reaction to external
         forces that include government regulation. When the government prohibits an activity,
         institutions may then pursue alternative strategies to replicate the lost revenue.
         In some cases, the activity simply migrates to a form of business that is not regulated,
         increasing risk in the economy. If the government has not considered the impact of
         the resulting shift in capital, liquidity, and risk created by that alternate path,
         then the rationale for prohibiting the prior activity may disappear.
      

      
      Financial expert Gary Gorton tells a story about police purchasing radar speed monitors
         to increase revenue only to learn that revenue actually decreased because predictive
         models failed to incorporate the reactive behavior of drivers slowing down to avoid
         getting a ticket.[8] On the other hand, he points out that when speed traps encourage drivers to purchase
         radar detectors, they tend to drive faster and cause more accidents. He poses an interesting
         question—are the police then responsible for causing those accidents?[9] Governments are similarly confronted with the challenge of regulating constantly
         changing institutions and markets with increasingly aging and backward-looking tools.
      

      
      Getting Smarter about
Government Intervention
      

      
      Financial supervision includes a system of carrots (financial subsidies) and sticks
         (financial penalties). The carrots are embedded in the benefits of federal deposit
         insurance (which allows banks to borrow from consumers at a favored rate because of
         their government guarantee), access to the payments system (which is an extraordinarily
         valuable franchise right), free call options (riskless securitization), the willingness
         to invest in assets classified as low risk (which allow banks to operate with lesser
         capital), and the fractional deposit reserves established by the Federal Reserve (which
         allow banks to lever their balance sheets). The sticks are higher capital requirements,
         examination and compliance costs, operating restrictions, regulatory impositions,
         and punishments that are imposed on financial institutions when they deviate from
         these standards. Eventually, however, the carrots and sticks begin to clash, creating
         operational confusions. The interconnection between an increasing number of capital
         and liquidity rules can encourage banks to take on more risk because they are being
         surcharged as if they have. Similarly, liquidity, capital surcharge, and reserve requirements
         may work against each other as they apparently did in the fall for 2019 and March
         of 2020, causing significant increases in repurchase agreement (repo) rates and the
         need for Federal Reserve intervention. The result is that banks become programmed
         to construct their balance sheets for better or worse to satisfy the financial requirements
         that Congress, the regulators, and accounting principles impose, thus creating a financial
         universe where the government is ultimately making fundamental business decisions
         and indirectly managing the economy.
      

      
      Because financial regulation tends to focus on operational dos and don’ts, it can
         fail to anticipate how the market may impact the financial incentives that drive business
         behavior and priorities. Sometimes this resulting distortion in the market is good,
         sometimes it is neutral, and sometimes it is disastrous. If the government is wrong—and
         it is from time to time—and the economy does not cooperate, there are thousands of
         financial institutions whose balance sheets may react the same way in a financial
         crisis. This book does not advocate that government policies are the sole source of
         financial crises or that financial regulation should be eliminated. At the same time,
         all regulation is not created equal and necessarily effective, particularly as markets
         evolve often in reaction to them. As gasoline needs a spark to ignite, government
         policies and market forces often interreact to create the perfect storm. The only
         mystery is untangling what the cause, trigger, participants, and receptors of the
         crisis were.
      

      
      Stability in the current financial world requires a new form of smarter, effective,
         efficient, and targeted oversight by the government that is economically rather than
         politically driven. Smart regulation, as I refer to it throughout the book, is supervision that is based on rigorous analysis,
         sound principles, and grounded judgments rather than hard and fast one-size-fits-all
         rules and ratios. Second, it should also be enlightened by technology. The more data
         that supervision is based on, the more predictive it can be and the less mistakes
         that Congress, the administration, the Federal Reserve, and bank regulators will make.
         Third, the regulation of financial services must be functionally adjusted to focus
         on those that create and transmit risk rather than just those that are established
         as banks. Finally, oversight can be smarter when the consumer is smarter. To the extent
         that the woeful level of financial literacy in the country is increased, the likelihood,
         severity, and length of financial crises will also be reduced.
      

      
      A New Theory of Financial Oversight

      
      The elimination of regulation is not the answer when it comes to financial services.
         It is a matter of finding the right form of regulation. Before the 1930s, when financial
         institutions were largely unregulated, human behavior left unchecked led to a variety
         of scandals and financial panics. Economic liberalism—the right to function without government intervention—revealed its deficiencies,
         particularly in the Great Depression. There was no balanced, rational form of oversight
         to avert a crisis, and no government buffers or safety nets to douse the financial
         fires once they started. It was not the answer. At the other end of the spectrum,
         as regulation started to become pervasive in the early twentieth century and move
         toward the Keynesian theory of managed economies, the more it slipped toward government micromanagement of the economy and financial
         institutions under the false impression that it could avert financial distress, the
         more the economic equilibrium of the system became unbalanced. Financial crises did
         not stop when comprehensive regulation began in the 1930s, suggesting that a balance
         between the two economic theories was needed. Indeed, the more that regulation proliferates,
         the more likely that it will “crowd out” actual market discipline. Government oversight
         can create a sense of false security that encourages consumers and businesses to assume
         that someone is watching and protecting their money and the system. If that regulation
         is not effective and smart, it will confuse the market and create perverse financial
         results.
      

      
      There is a way to reduce the likelihood of unprincipled corporate behavior and the
         distorting impact of government intervention on the economy. This approach seeks to
         balance market dynamics with the government’s interest in maintaining financial equilibrium.
         It uses technologically driven financial buffers that reduce the likelihood of a financial
         free fall, is prepared to deploy safety nets when the economy falters, and imposes
         meaningful enforcement and punishment for reckless and fraudulent behavior, holding
         real people accountable for the acts of their companies. I refer to this type of regulation
         as targeted buffering and enforcement (TBE). TBE is not about eliminating regulation, but about right-sizing it in a rational,
         cost-effective way. It removes regulation of minutia, focuses oversight on the financial
         variables that really matter, and emphasizes that corporate ethics and governance
         principles make a difference. It seeks to remove incentives in the system that encourage
         executives to take advantage of them. TBE mandates the use of intelligent operating
         goals, reasonable business plans, and rigorous corporate governance standards. It
         focuses on rational regulation rather than rules and ratios. In such a regime, capital
         and liquidity buffers would be determined based on the risk profile of an institution
         relative to current and future macroeconomic factors rather than absolute capital
         levels. When executives defy those standards, it imposes real sanctions and punishments
         on the guilty party rather than on the institution and its shareholders.
      

      
      When I represented institutions in enforcement proceedings, I always found it counterproductive—although
         great for my clients—to have the bank pay the fine that was imposed, as well as my
         legal fees. One example of executives losing their jobs, having to disgorge their
         salaries, or an institution losing its charter has a much greater impact than requiring
         banks to comply with hundreds of ineffective and redundant regulations, the violation
         of which normally involves a meek slap on the wrist. TBE also requires constant cost-benefit
         analyses and testing of the relevancy of regulatory principles against evolving markets
         based on state-of-the-art analysis of gargantuan amounts of micro- and macroeconomic
         data about institutions and the economy.
      

      
      A TBE-driven model of financial supervision would also emphasize the need for institutions
         to decide how best to employ prudent corporate governance and risk-management principles
         where every business act is accompanied by the assumption of proportional economic
         risk. If an institution has a rigorous system of corporate governance, a demonstrated
         respect for its customers, a solid operating plan that produces adequate capital and
         liquidity, and a record of reliable and transparent risk management and financial
         disclosure, there is little need for the government to micro-supervise it. In that
         way, the system can shift to identifying and controlling institutional and systemic
         risk rather than compliance with rules. When this happens, the government can reorder
         its priorities and focus more of its resources on addressing future economic downturns
         and financial crises. Since regulators have significant influence over who manages
         a financial institution and can remove or fine anyone who fails to do their job properly
         or legally, and even close the bank when it does not perform, they already have all
         the authority they need to require banks to operate safely and soundly. More laws
         and rules are not the issue. Congress should stop trying to turn regulators into monitors
         walking the financial halls of the country with regulatory punch lists. They are too
         good to be sentenced to a supervisory life of reading and interpreting ratios and
         rules. Markets flourish when regulators and executives are using judgment informed
         by the surrounding economic conditions. Rules create loopholes, distort financial
         incentives, and require endless interpretations.
      

      
      In short, TBE would seek to establish basic operating standards with less of a slavish
         reliance on regulatory rules to reduce the distorting impact of unnecessary regulation.
         It would apply financial oversight more minimally, customize it, and instead of constant
         regulatory interference, deploy artificial intelligence and machine learning to continuously
         monitor and identify institutional and macroeconomic red financial flags that may
         suggest future financial distress requiring a change in course or intervention. In
         that way, it would also use technology to determine how the natural financial incentives
         that derive from market practices such as compensation structures, risk assumption,
         securitization, credit ratings, taxation, and insurance intertwine with regulatory
         requirements to drive business practices.
      

      
      In a TBE system, the government would devote more time and technological resources
         to the evaluation of business, regulatory, and economic incentives, be more capable
         of predicting financial outcomes, and be better prepared to deploy predetermined safety
         nets and crisis strategies sooner than they ever have. Regulators would spend more
         time evaluating the forest than counting the leaves on the trees. In return for greater
         discretion and reliance on regulatory judgments rather than rules, the system would
         also have to improve the traps that supervisory decisions have to run to ensure that
         they are accurate, appropriate, and fair. If we can achieve a system built on TBE
         principles, it would not be so difficult to apply those safety and soundness principles
         to every kind of financial company, not just banks. But until we get there, we cannot
         move toward functional regulation of financial services that would throw investment
         banks, broker dealers, asset managers, mutual funds, and private equity and hedge
         funds into the dysfunctional regulatory stew that currently exists.
      

      
      The distortion that too much regulation has been built into the US economy is quite
         apparent to those who wish to see it. It must be reduced before we can develop an
         effective system of financial oversight. The storyline of the 2014 movie Interstellar presents an interesting lesson. Illustrating theories of modern astrophysics, the
         movie focuses on the warping effects of gravity and how it distorts space and time.
         The extreme mass and the distorting gravitational pull of the singularity of a black
         hole formed by a collapsed star is believed to hold the physical secrets of the universe.
         And in the movie, it did. Similarly, the natural space and time of financial markets
         is necessarily distorted for better or worse by government regulation that changes
         the way that institutions and markets react. An excellent companion to this book is
         John Allison’s The Financial Crisis and the Free Market Cure. Mr. Allison, a seasoned banker and economist (we also share an educational background
         in philosophy) explains in easy-to-understand examples how shifting and unprincipled
         government policies, and particularly the Federal Reserve’s attempts to fix the cost
         of money, constantly force markets to correct and create business incentives that
         inevitably force businesses to make the wrong choices.[10] 
      

      
      Financial Oversight Is Upside Down

      
      Bankers and callous businesspeople are not the cause of every financial crisis. Are there unscrupulous financial executives? Absolutely,
         probably as many as there are unscrupulous plumbers and scientists. Most bankers do
         not go to work each day intending to defraud their customers. The inability of their
         customers to understand the nuances of the financial services that they need may create
         advantages and financial incentives for bankers to steer customers in directions that
         are profitable to the bank.[11] But there are significant counterbalances created by the fact that the banking business
         is more closely regulated than almost any in the country other than nuclear power.
         Bankers go to work each day worrying about how they will satisfy their regulators.
      

      
      There are nuanced and complicated reasons why so many financial crises occur in the
         United States, and that means much more sophisticated solutions are needed. The S&L
         crisis is a perfect example. It was almost entirely caused by federal and state miscalculations
         that assumed that deposit and mortgage interest rate caps would innocently increase
         homeownership by keeping borrowing costs down. The actions taken by many S&L executives
         were the results and symptoms of long-term government policies that created the crisis. Some experts theorize that
         the United States has witnessed so many financial crises and bank panics because financial
         services are badly structured. The incentives created by deposit insurance and the
         geographic limitations imposed by branching restrictions created structural moral
         hazards and prevented natural asset diversification. Others suggest that it is the
         unbridled creation of private debt that leads to financial disasters. Still others
         are convinced that the existence of any leverage whatsoever in the banking system
         increases opaqueness that fosters economic collapse.[12] 
      

      
      In an article about the causes of the Panic of 2008, Larry Kotlikoff argues that the
         banking system is “built to fail” because it permits leverage, which effectively begs
         for a run to occur at some point. He suggests that limited purpose banking, where banks resemble unlevered mutual funds and deposits are not repayable on demand,
         is the way that the banking business can operate in a more safe, sound, and stable
         manner. In effect, he believes that fractional banking and leverage have been the
         main culprits in the creation of financial chaos, and that if everyone who deposits
         money in a bank can always get it back, albeit not exactly on demand, financial crises
         will be less prevalent.[13] His theory may be sound, but converting the largest economy in the world to that
         model at this point seems unrealistic. Limited purpose banks would look something
         like mutual funds, but mutual funds are a different kind of financial creature. They
         do not take deposits or make loans. The by-product of banks is money—they create it
         by making loans—and that allows the economy to expand. While one can envision a banking
         system that prohibits fractional banking and leverage and does emulate a money market
         or mutual fund, those institutions would not function like banks and depositors would
         likely resist a system where they did not have immediate access to their money. The
         economy, for better or worse, would be much less dynamic because of less money and
         credit in the system. That is the tradeoff.
      

      
      The current financial oversight structure does not work well either. It is clumsy
         and not able to execute its oversight responsibilities clearly and efficiently. The
         laws that federal and state legislatures pass, and the implementing regulations promulgated
         by dozens of federal and state regulators, often graft political, social, and ideological
         goals onto economic engines whose long-term consequences may not be fully appreciated.
         Moreover, federal and state supervisors often compete and battle with each other,
         sometimes overregulating to avoid underregulating. Financial oversight lags the markets,
         but often tries to drive them.
      

      
      Additionally, the fermentation and mutation of static financial government policies
         over long periods of time lead markets to unintended places as they react and do what
         they do best—seek to make a profit no matter the hurdles placed in front of them.
         Therein lie the principal defects. No matter what the business structure, the government
         ought to be able to regulate smartly and tailor its oversight to the markets that
         we have. Instead, over the last five decades, the pyramid of financial oversight that
         governments have deployed to foster economic safety and soundness has been inverted,
         making the current system of financial oversight less effective and more susceptible
         to financial crises. In effect, regulation can get in the way of comprehensive safety
         and soundness while the government allocates the most resources to regulating what
         should take the least resources. I will illustrate this point since it is critical
         to the theory of this book.
      

      
      Incidentally, the concepts of supervision and regulation have often been conflated and confused. Regulation is the deployment of a skeletal
         structure of the business of financial services that determines who can obtain a license
         to be a bank, what activities banks can engage in, how much capital and liquidity
         they must have, and when they may branch, merge, pay dividends, and acquire other
         bank and nonbank subsidiaries. Regulation determines the structure in which financial
         institutions operate and how they are prudentially monitored through the promulgation
         of administrative rules of the road that seek to inform institutions about what is
         expected. That goal has not been consistently achieved. On the other hand, supervision
         is the art of evaluating how prudently, safely, and soundly financial institutions
         and systems operate and what their performance and prospects are. It is typically
         done by bank examiners who, to their consternation, have little to do with the creation
         of the rules that they are deployed to monitor and enforce. It is the process through
         which financial institutions receive their report cards on how well they are managing
         risk, building capital, serving their customers, and operating within the bounds of
         financial prudence. Supervision decides under what conditions, whether, and how long
         institutions will be allowed to stay in business. It is where the financial rubber
         meets the road. The appropriate boundaries of bank supervision are often debated.
         There are benefits to encouraging bank supervisors to use judgment and discretion.
         But there are also risks to widely varying and potentially conflicting exercises of
         that discretion by individual supervisors.
      

      
      Supervision today is built on a trinity of fundamental pillars: (1) responding to
         financial emergencies; (2) monitoring risk, capital, liquidity, and behavior to foster
         financial stability; and (3) micro-supervision of high-risk institutions and their
         activities. Randy Quarles, the vice chair of the Federal Reserve, seems to agree with
         this formulation and suggests that each have a proportional role to play in the business
         of financial regulation.[14] He appears to suggest that the relationship between regulation and supervision has
         become disproportionally biased toward rule making and that the art of supervision
         has become too opaque. He rightly proposes greater transparency regarding a wider
         range of agency pronouncements beyond formal rules.
      

      
      My solution seeks to resolve a different problem—the decreasing use of judgment in
         favor of formulas and ratios and the unpreparedness of the government when economic
         chaos arises. While greater transparency will improve the system, it will not solve
         the fundamental issues that are deflecting government oversight from being more effective
         and efficient. Schematically, the prioritization and allocation of time and resources
         deployed by the government for the purposes of overseeing financial services should
         look like an inverted pyramid as set forth in figure 1.1.
      

      
      
         
Governmental prioritization and allocation of time and resources for financial oversight.

         

      

      The methodology of financial oversight created by Congress over the last fifty years
         through the enactment of a blizzard of new laws and implementing regulations has perfectly
         inverted this pyramid of supervisory responsibilities, to devastating effect. The
         result is that government regulators have been forced to allocate the bulk of their
         time and resources to thinking about and policing the day-to-day activities, investments,
         and operations of competent financial institutions, rather than anticipating and planning
         for the next potential financial crisis. A supervisory system that spends extraordinary
         time on micromanagement of vendor relationships sometimes wastes valuable regulatory
         resources. A former bank executive at one of the largest banks in the country told
         me that when he was in charge of compliance, he had to determine whether OCC vendor
         management guidance required that he do a background check on the driver of the bus
         that shuttled between two of the bank’s buildings. The proposition that every financial
         institution and its board of directors must be second-guessed and regulated as if
         it has lost its way is wrong and counterproductive. If it were correct, it would necessarily
         mean that Congress and bank regulators know best how to operate financial institutions,
         which even they would tell you is not true. The ineffectiveness of this system is
         even more stark when you consider that banks make up only a fraction of the financial
         services business and much of the financial risk in the economy is created by nonbanks.
      

      
      TBE assumes that financial institutions know their markets, understand how to make
         a profit, and can do so within the parameters of capital, liquidity, leverage, governance,
         and risk management buffers imposed and monitored by the government. After all, the
         managers and directors of every bank are carefully screened and required to have financial
         experience. If they cannot meet expectations, their institutions fall into the category
         requiring micro-supervision. The regulators can sanction executives or the bank, which
         might ultimately be closed if things do not turn around. That should normally include
         no more than a fraction of institutions at any one time, thereby freeing up regulators
         to worry about the big issues, deploy technologies to analyze large sets of financial
         data, evaluate predictive scenarios, and develop safety nets that can address the
         most likely range of crises on the horizon. Such a system, were it to be created,
         would eventually need to be equally applied to nonbanks based on the role they play
         in the financial services business.
      

      
      Let’s turn to the point I have made about financial services regulation being too
         bank centric. Today, banks control less than half of the country’s consumer and business
         financial assets, a far cry from the overwhelming majority they managed in the 1930s,
         when the current regulatory structure was devised. There is currently more “banking”
         being done and money being moved and invested outside the banks, but the regulation
         of nonbank intermediaries such as investment banks, fintech companies, hedge funds,
         private equity funds, mutual and money market funds, and crypto companies, all of
         whom make a valuable contribution to our modern economy, is far less prudentially
         focused. In short, the government spends most of its time and resources drilling down
         into the minute operations of a portion of the country’s financial services businesses
         that control only a fraction of the money moving in the system. It spends even less
         time preparing for the next financial crisis. Thus, in the relative scale of things,
         banks seem to be overregulated while other financial companies that also play a significant
         role in the economy are underregulated. If two companies play similar roles in the
         financial services market and one is a bank or bank affiliate and the other is not,
         only the bank and its affiliate are prudentially regulated. That makes no sense in
         today’s economy. Either can light the spark that starts a financial fire as money
         market funds proved in the Panic of 2008.
      

      
      It is even worse when you consider that a regulatory system created in the 1930s,
         when financial and economic characteristics were entirely different, is the firehose
         that regulators are still using today to put out financial fires. That fact is even
         more disquieting when you understand that risk is being created, transmitted, and
         regenerated in ways that are remarkably different from the 1930s. For example, the
         risk created by the banking business was traditionally underwritten by salaried employees
         with a long-term view of the value of each credit. Today, the compensation system
         in many financial sectors incentivizes taking on more leverage and risk to increase
         short-term gains and therefore more short-term returns and compensation.[15] The noted economist Raghuram G. Rajan describes it as a problem of incentives and
         how aligned the incentives of managers are with investors in modern economies. He
         points out that changes in the financial sector have altered managerial incentives
         and the nature of risks undertaken by the system, with resulting distortions.[16] Modern-day compensation incentives put a greater burden on regulators to ensure stability
         in the system. Therein lies the challenge and the reason why there is today such a
         distinct regulatory focus on bank capital, liquidity, and risk management, all of
         which feed a regulatory tendency to be risk-averse while overseeing a business that
         generates risk. In Rajan’s view, today’s complex interconnected global financial system
         has more participants able to absorb risk, but at the same time is creating a far
         greater risk of a catastrophic meltdown from financial-sector-induced procyclicality.[17] In short, we are using a dated regulatory system to oversee a completely new set
         of dynamic financial relationships. The problem is exponentially increased by the
         fact that the world is hurtling toward new technologies while financial regulation
         stands on the side as an interested spectator.
      

      
      The crisis of 2008 was a notable example of these deficiencies at work. The government
         focused its regulatory resources on the operation of banks, while esoteric derivative
         financial products and nonbanks such as AIG, Bear Sterns, Lehman Brothers, and state-licensed
         subprime mortgage originators were creating and stockpiling risky subprime assets
         destined for securitization, all beyond the watchful eyes of prudential regulators.
         Once packaged as MBS, those toxic loans were considered to have been credit enhanced
         and less risky, so they could then be purchased by regulated banks and a wide range
         of other conservative companies. In short, the aggregation of risky mortgages in MBS
         was deemed to be safer than the individual mortgages themselves based on the financial
         alchemy of securitization. In fact, it was simply the socialization of the risk—it
         was spread among a substantial number of players, many of which had no skin in the
         game—to make it less visible. How did that work out for us? Such an inconsistent,
         segmented form of regulation based on whether a company is a bank or not does not
         work. An effective system of financial oversight would regulate risk and not chase
         it from one regulated part of the economy only for it to reappear in another that
         is unregulated like a game of financial whack-a-mole. It would supervise financial
         services and risks in whatever form they took, applying prudential standards evenly
         based on the activity and risk involved. However much practical sense that makes,
         it does raise complex, fundamental issues that will be difficult to resolve, if there
         is a will to do so. Moreover, while nonbanks should not be immune from some form of
         prudential regulation just because they are not banks; neither should they be thrown
         into this dysfunctional system of supervision until it is fixed. The last thing the
         country needs is for ineffective regulation to be imposed on the entire economy. There
         is much work to be done to repair a system that has been badly constructed brick by
         brick over the last ninety years.
      

      
      The Challenges of Managed Economies

      
      Among the concepts that I hope you take away from this book is that while there are
         significant economic and societal benefits that flow from government regulation of
         financial services, we should fully appreciate and understand the unintended distortions
         and potential damage that too much or poor regulation can cause. There should be a
         balance between too much and too little regulatory intervention. Politics cannot drive
         economics no matter how much politicians try to wish it so, and making decisions with
         little to no meaningful data is always a gamble. The good news is that there is a
         path to a more effective and efficient system of regulation that will be less likely
         to enable or cause financial crises in the future and more likely to see them coming.
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