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The boast of heraldry, the pomp of pow’r, 
And all that beauty, all that wealth e’er gave, 
Awaits alike th’ inevitable hour. 
The paths of glory lead but to the grave.

 

Ninth stanza of “Elegy Written in a Country Churchyard”
by Thomas Gray (1716-1771)




Foreword

I first met Henry Kaufman in 2001. We were in NewYork and I had just given some lectures at NewYork University’s Stern School of Business. At Oxford University, where I was still based at that time, the buildings are mostly named after long-dead prelates.As a freshman undergraduate, I had a bedroom in the Waynflete Building, which commemorated a bishop who died in 1486. New York University is not like that. I had just given a lecture in the Kaufman Management Center—and here was the eponymous benefactor himself, sitting on the other side of the lunch table, very much alive.

“Niall,” he said, coming directly to the point, “your books all seem to be concerned with money and power.”

I could not deny it.

“So,” he continued, “why don’t you come to where the money and the power actually are?”

Not long after that, I resigned my Oxford professorship and accepted a job at NYU. With that clarity I have come to see as his defining characteristic, Henry had posed a question to which there could be only one answer. If I really wanted to be serious about financial history, I was wasting my time in buildings named after bishops.

Henry Kaufman is living financial history. A refugee from Hitler’s Germany, he studied economics and finance at NYU and Columbia before joining the Federal Reserve Bank of New York as an economist in 1957. Five years later he moved to Salomon Brothers, where he spent more than a quarter of a century as head of research and later vice-chairman. Like my NYU colleague Nouriel Roubini, he earned  the soubriquet “Dr. Doom,” in his case for consistently (and correctly) warning that the inflation of the 1970s would drive up long-term interest rates.When he called the bottom of the bond market in 1982, it was the beginning of what George Soros has called a 25-year “super bubble,” as interest rates came steadily back down and asset prices took off.

“My generation,” Kaufman recently remarked in an interview, “is imbued with a greater fear of risk that just wasn’t evident in our current leaders.” That may explain why, throughout the period from 1982 until 2007, he never succumbed to the irrational exuberance that afflicted so many other investors, bankers, and fund managers. On the contrary, as this fascinating volume shows, he presciently warned of the systemic vulnerabilities that were accumulating in the American financial system.

In particular, he warned time and again of the dangers inherent in the rise of very large financial conglomerates such as Citigroup and Bank of America. He staunchly opposed the repeal of the 1933 Glass-Steagall Act, which had separated commercial and investment banking in the wake of the Depression. He expressed anxiety, too, about the excessive concentration of commercial bank deposits and mutual funds, and about the merging under one corporate roof of financial activities as diverse as deposit taking, insurance, leasing, securities trading, asset management, consumer finance, and credit card lending. The evidence he presents here of financial concentration is indeed remarkable. Between 1990 and 2008, the share of financial assets held by the 10 largest U.S. financial institutions rose from 10 percent to 50 percent, even as the number of banks fell from over 15,000 to around 8,000.

But it was not just the scale and scope of financial institutions that changed in the past two decades.The growth of securitization of mortgages and other consumer debt (pioneered by Salomon Brothers in the 1980s), the explosion of derivatives traded on exchanges or sold over the counter, the doubling of turnover on the stock market, and, above all, the vast increase of leverage on bank balance sheets—all these changes were correctly identified by Kaufman as increasing the risk of a crisis.  Contrary to the conventional wisdom of the time, which maintained that risk was being optimally distributed to “those best able to bear it,” he saw that it was in fact becoming suboptimally concentrated on (and off) the balance sheets of around 15 institutions. By the end of 2007, these institutions, with combined shareholder equity of $857 billion, had total assets of $13.6 trillion and off-balance-sheet commitments of $5.8 trillion—a leverage ratio of 23 to 1. They also had underwritten derivatives with a gross notional value of $216 trillion.

Even as he was pointing out the dangers of these trends in the marketplace, Kaufman was also expressing concern about defects of U.S. monetary policy. In 2002, for example, he questioned the then Federal Reserve Chairman Alan Greenspan’s assertion that it was almost beyond the capability of a central bank to “identify a bubble in the process of inflating.” Indeed, he realized early on that Greenspan’s “monetary gradualism” was one of the causes of the successive bubbles in the stock market and the real estate market.

In addition, Kaufman regularly voiced his unease about the inadequacy of financial regulation. As early as 1985 he called for a National Board of Overseers of Financial Institutions and Markets, with a counterpart entity operating at the international level. It is a call he repeats here, arguing that a Federal Financial Oversight authority should take over from the private rating agencies the role of rating the credit of institutions and financial instruments. It remains to be seen if the new unitary regulator envisaged by Treasury Secretary Timothy Geithner will be entrusted with this task.

Perhaps the most important theme that runs through this book, however, is the importance of financial history. Because the structure of financial markets is constantly changing as a result of innovation and regulatory change, Kaufman argues, it is potentially fatal to base investment decisions on mathematical models feeding off relatively short runs of data. (Typically, value-at-risk models calculate a firm’s potential exposure to losses using just three years of data, and sometimes even less.) Far more valuable is the historical approach, which—as Kaufman so  ably demonstrates—allows us to envisage more than the possible future on the basis of analogies with the past. (Read his chapter on the credit crunch of 1966 for further evidence that—as Mark Twain said—while history never repeats itself, it certainly rhymes.) In Kaufman’s words, “Amid the blizzard of quantitative, technical offerings . . . courses in economic and financial history should be required for all business degrees.” Amen to that.

With the benefit of hindsight, future historians will doubtless agree with Henry Kaufman about the roles of banking concentration, financial innovation, monetary laxity, and defective regulation in causing the 2007-2009 crisis. The difference is that he saw the potentially lethal consequences before disaster struck.At the time, unfortunately, most people paid too little heed to his warnings. With the publication of The Road to Financial Reformation, we have a chance to pay a great deal more attention to the remedies and reforms Henry Kaufman now proposes.

NIALL FERGUSON
William Ziegler Professor of Business Administration
Harvard Business School
Author of The Ascent of Money
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Introduction

Financial crises are deeply embedded in my early childhood memories. Although I was born a few years after the hyperinflation of the early 1920s in Germany, my family had endured that punishing event. Hyperinflation left an indelible scar on my then middle-aged grandfather. Unable to forget the hardships and financial losses of the tumultuous period, he spoke of them often—of the loans he extended to farmers that were repaid with bushels of worthless money, the food shortages created when prices of some commodities rose faster than money could be printed, the suffering that families endured when their hard-earned savings evaporated, the widespread anxiety in a society with a collapsing economy.

Although my father never spoke of those grim years, I knew he was deeply troubled by the aftershocks of the German hyperinflation, especially the rise of Hitler. He correctly sensed that Nazism would threaten our very existence. At the dinner table, conversation often turned to the subject of whether we should leave Germany. My father urged the move, but my grandparents, whose ancestral roots in the country extended back hundreds of years, resisted. The debate was settled during an evening of terror in January 1937, when members of a Nazi torchlight parade ransacked our home.

It took my family most of that year to make our way safely to the United States. Having fled one crisis, we arrived on the heels of another—the Great Depression. Although elated to reach the safety of American shores, we nevertheless faced daunting economic prospects. Our savings were modest, and jobs were still scarce during the decade’s  second slump, the so-called Roosevelt Recession of 1937-1938. But my father eventually found work—a six-day-a-week job in a meatpacking plant that paid 25 cents an hour. Meanwhile, my mother, who had never worked outside our home, became a house cleaner to help make ends meet, leaving me in the care of my grandparents. The worst depression in modern history lingered on.

In ways difficult to measure, these formative experiences surely influenced my views as I built a career in financial markets. Over the years I thought a lot about the interplay between economic and financial activity, about financial market behavior, and about structural changes in the financial markets and their implications for official policies. I ultimately reached the conclusion that financial institutions play a crucial and special role in our society; they are not the same as completely private-sector firms such as chemical companies or department stores. Their role is so pervasive and indispensable that they require close public scrutiny.

One reason financial institutions must be especially vigilant to act responsibly is that their capital base is quite small relative to their assets and liabilities, which consist of temporary funds and deposits of households, firms, and governments. They finance a variety of demanders of credit.When they perform this role as intermediaries well, our economy and society benefit. When they don’t, our economy and financial markets suffer, and, in extreme cases, crises may follow. Financial institutions therefore need to balance their entrepreneurial drive with their fiduciary responsibility.

In most cases when this balance is not maintained, it is because entrepreneurial risk taking wins out. Because financial institutions are highly leveraged, incremental increases in leverage and in other forms of risk taking—although they may boost near-term profits—can lead to liquidity problems and even solvency problems, both for the institution and for its clients.And when entrepreneurial risk taking becomes pervasive throughout financial markets, a financial crisis can take hold. What concerns me most about credit crises is the potential risk they pose to our society. Extreme crises can cause political upheaval, as they did in  the Germany of my childhood. Short of that, a serious financial crisis still holds the potential of transforming our society from an imperfect economic democracy into a socialist system.

Dangers that grave were not on the immediate horizon during my early days in the financial markets in the 1950s.The financial legislation of the 1930s had put in place constraints on financial practices and had defined the boundaries within which major financial institutions such as commercial and investment banks could operate. More than that, many of the managers of leading financial institutions still wore the scars of the Great Depression.They were not about to repeat the reckless financial practices that preceded those woeful years, nor were many of their children, who also refrained from highly speculative market behavior.

But the financial restraint of the postwar environment began to change one almost imperceptible step at a time. In the early 1960s, the Federal Reserve began to allow commercial banks to issue large-denominated negotiable certificates of deposit (CDs) up to an imposed interest rate ceiling. In this limited way, banks were allowed to participate in markets as bidders for funds. Although this measure hardly seemed monumental at the time, it proved to be the opening wedge for other forms of regulatory liberalization. At the time, Fed officials simply did not recognize the implications the new CD policy held for the realignment of markets, nor were they concerned when new credit instruments were introduced soon thereafter.

Within a few years, increased competition in commercial banking resulted in the first credit crisis in the post-World War II period—the credit crunch of 1966. Even though deposit rates reached the Fed’s imposed ceilings, money rates climbed above them. My recollection of this event, which I describe later in this book, is that it caused a brief but intense period of anxiety in the markets. It was followed by 14 other credit crises. In each case, deteriorating credit quality was associated with liberal lending and investing practices.

Even so, credit markets continued to expand rapidly. Many new credit instruments and trading practices appeared on the scene, and financial  markets became thoroughly global. The balance tipped more and more toward entrepreneurial risk taking. Securitization, especially the increasing use of derivatives, proved to be an enticing elixir for middle managers at financial institutions in search of near-term profits.Those rewards translated into generous bonuses. For their part, some senior managers at financial firms applauded risk taking that increased earnings per share, option grants, and other measures of success.

By the 1980s, I was quite concerned not only about how structural changes in the financial markets were encouraging excessive risk taking, but also about the failure of government officials in the Federal Reserve and elsewhere to change how they supervised financial markets accordingly. I expressed these concerns in several papers I presented at the Jackson Hole conferences in Wyoming, sponsored by the Federal Reserve Bank of Kansas City.Then, as now, the Jackson Hole meetings attracted senior central bankers from the United States and abroad, as well as leading economists and government officials. In a paper I delivered on two separate occasions, I described at length many structural changes in the financial markets, and called for the Federal Reserve and other regulatory authorities to incorporate these changes into monetary policies and financial supervision. But my warnings went unheeded, as did my recommendations, which I have developed in greater detail since. At the heart of those recommendations was the creation of a board of overseers that would centralize the supervision of financial markets. I also proposed that the Federal Reserve give much higher priority to financial oversight in its deliberations.

What happened instead was that the Federal Reserve and other regulatory officials—under the sway of the prevailing free-market ideology—continued to deregulate financial markets and took no real actions to rein in speculative behavior or the dangerously rising tide of securitized debt. Many of the new financial instruments fell outside the purview of official regulation as it had been designed before the securitization revolution, and officials seemed content to keep it that way.

I also called attention in the late 1980s to the deterioration of credit quality of corporate finance in a talk before the National Press Club in Washington, D.C. I had noticed that credit ratings on corporate debt had been eroding badly, and not only because Michael Milken at Drexel Burnham Lambert popularized corporate junk bonds. A growing number of chief financial officers were advocating aggressive financial practices. Corporate failures were still relatively rare, and these CFOs made optimistic cash flow forecasts that tolerated a higher debt load. I believed back then and continued to hold the view right up to the current financial debacle that as the volume of below-investment-grade obligations outpaces investment-grade obligations, financing costs for the weaker securities will rise dramatically during periods of credit restraint. The current crisis is providing ample proof of this observation.And, unfortunately, the full consequences of the problem have not yet been realized.

Another important change in financial markets that I began to warn about has been the rapid increase in financial concentration. Nearly every financial crisis since the Second World War has brought about increased pressures to consolidate. In most cases, smaller and medium-size institutions were absorbed by larger ones. But the trend accelerated dramatically in the late 1980s and the 1990s, as commerce and banking were allowed to merge, and as the firewall separating commercial and investment banking—in place since passage of the Glass-Steagall Act of 1933—was dismantled. In congressional testimony, I opposed both of these landmark steps for a variety of reasons (see Chapters 10 and 11). But the barriers fell, and soon thereafter many business corporations organized financial subsidiaries. Again, neither the monetary officials nor other official supervisory authorities put in place safeguards designed to limit the kinds of abuses that would likely accompany this further liberalization of markets. The current financial crisis owes much of its intensity to that unfettered liberalization.

Although the economic impact of the current crisis thankfully has not approached the dimensions of the Great Depression, its financial  developments and their consequences are approaching those of the 1930s. That raises the question: Why are we so poor at managing our key economic institutions while at the same time so accomplished in medicine, engineering, and telecommunications? Why can we land men on the moon with pinpoint accuracy, yet fail to steer our economy away from the rocks? Why do our computers work so well except when we use them to manage credit risks and to guide monetary policy? The answer lies in methodology. In science and technology, we rely on the scientific method: experimental design with dependent and independent variables and with reproducible results.

Economists and financial experts like to fancy themselves as exact scientists as well. Back in the 1960s, when we landed men on the moon, economists emulated the terminology of space-age navigation. They spoke of “midcourse corrections” and of bringing in the economy for a “soft landing.” Since then, quantification and modeling have only grown thicker in the economic profession, where econometricians and other so-called quants employ complicated analytical techniques and mathematical formulas. By the 1980s, many economists had embraced the theory of rational expectations, which essentially held that markets were all-knowing and infallible. All of this infused the profession with an aura of authority, authenticity, and accuracy.

The computations were correct, but far too often the conclusions drawn from them were not. This is because the models rely on historical data but fail to take into account the profound impact of structural changes in our economy and in financial markets that have unfolded in the postwar decades.

Along with economists enamored with their own techniques, credit rating agencies and, as noted, senior managers at many leading financial institutions have contributed to the present financial crisis. But these and other private-sector actors can be faulted only up to a point for their aggressive pursuit of profit. Official supervisors are more culpable for the current market turmoil. As I explain in the book’s final section, monetary authorities have pursued anachronistic policies that failed to  incorporate structural and behavioral changes in financial markets. For decades, the Federal Reserve has tilted toward the stance that markets would discipline transgressors—a strategy that failed to recognize the risks posed to markets and the economy from the failure of large financial conglomerates.

During the financial crises of the early postwar decades, regulators imposed few if any effective constraints on financial markets. And both the economy and financial markets rebounded quickly. Unfortunately, that is far from likely this time around. The damage is too great. A tidal wave of financial excesses has overwhelmed our markets and our economy. There is no quick fix. Expectations for solvency, profits, and growth are suffering severe retrenchment. The collapse that began in 2007 will affect investor behavior for years to come. Political leaders need to act boldly while ensuring that our market-based economy is not undermined. The financial world looks much different now than it did in the 1930s, so we need a new set of rules and regulations so that our financial institutions balance their entrepreneurial drive with their fiduciary responsibilities.




PART I

IN PERSPECTIVE




1

Past Blunders and Future Choices

In March 1988, less than six months after the stock market crash of 1987, I extolled the value of financial history to an audience at the New York University Graduate School of Business Administration, and reviewed the key linkages between the explosion of debt and the financial crisis. It would seem pedestrian to exclaim now, 20 years later, that the more things change, the more they stay the same. In 1988, there were too few financial historians, yet the need for them was great (and more so today). Consider the many financial mishaps, abuses, and official policy mistakes that might have been avoided if our financial managers and leaders had gained from these scholars a well-rounded historical financial perspective.

The need for such a perspective was great in 1988 and remains so. Our financial structure both in the United States and abroad continued to change radically. The willingness to take risks remained high, while credit quality deteriorated. Indeed, we were not terribly clear about what we really wanted from our financial system then (a situation that worsened in the intervening 20 years), and how and to whom it was to be held accountable. The occasional stringencies, extreme volatility, and abuses in our financial markets consumed our attention and sometimes induced official inquiries—such as the Brady Report of 1987.  Prior to becoming U.S. Treasury secretary in 1988, Nicholas F. Brady chaired the Presidential Task Force on Market Mechanisms, which was charged with looking into the causes of the 1987 stock market crash. By and large, however, little was—and continues to be—done through constructive policy changes.

I reminded the audience that financial change was continuing at an extraordinary pace, leaving in its wake opportunities that many sought and high risks that few chose to acknowledge, with the main antidote (at least within the first six months after that crash) from the academic and business worlds a call to teach business ethics.This was not enough then (nor is it enough now). Attempts to deregulate morality have long been part of man’s struggle against evil. Ethics and morality are forged in our early upbringing and can, at best, be rekindled at a university, while the lessons of financial history can be fully grasped only with further study.

[image: 002]

Many of the distinguishing features of financial life in the twentieth century had historical counterparts. For example, the difficulties our financial institutions experienced periodically with their loans to developing countries such as Mexico, Argentina, and Brazil over the past three decades hardly are unprecedented. International debt had been a recurring problem. Financial history is full of moratoriums, defaults, and confiscations—even though some took false comfort that their loans were safe because sovereign powers, in contrast to business corporations, cannot disappear through insolvency.

A few illustrations over many centuries should make the point clear. In the fourteenth century, when Florence was the world’s key banking center, the two leading banking houses collapsed because they had extended too much credit to Edward I, Edward II, and Robert Anjou, King of Naples. The lenders never could get at the collateral that was to secure the loan. As Professor Benjamin Cohen related in his book on this incident, In Whose Interest? International Banking and American Foreign  Policy (New Haven, CT: Yale University Press, 1986), “Instead of being repaid, the lender was willy-nilly forced to lend more and more and to throw good money after bad in the hope of saving what he had already lent.” When England pioneered new horizons in international finance in the nineteenth century, many initial successes were followed by debt problems.There were widespread losses and defaults during the numerous crises in that century involving countries and financial institutions. For example, Baring Brothers, one of the most famous British banking houses, had to be bailed out by the Bank of England and by other institutions when it overextended itself to a weakening Argentina in 1890. All this did not change much in the early part of the twentieth century. Nearly $12 billion of foreign bonds was floated in the United States between 1920 and 1931—a huge sum by the standards of that time—but by 1935, nearly 40 percent of the value of the foreign bonds listed on the New York Stock Exchange was in arrears.

The excessive use of leverage, an ongoing theme throughout financial history, contributed to the failure of 14 railroads during just one panic and to the collapse of 600 banks in another panic during the nineteenth century. The immediate predecessor to the wave of leveraged buyouts and high-risk debt financing that swept the U.S. markets in the 1980s was probably the activities of public utility holding companies in the 1920s. Many of these holding companies financed the acquisitions of independent operating units through the excessive use of debt. When financial problems surfaced for these companies, they were often caused by their subsidiaries’ going into arrears on their preferred stock dividends and eliminating their common stock dividends. This choked off all the cash flow to the holding companies, which, in turn, had their own heavy debt burdens and preferred stock dividends to meet.

In their heyday, the public utility holding companies employed new financing techniques with the same zeal that the corporate issuers began to embrace in the 1980s, then just beginning to be known as innovative financing or financial engineering. The techniques employed back in olden times to secure legal control over operating companies included  the following: (1) the issuance of a huge volume of bonds; (2) the issuance of nonvoting preferred stock; (3) the issuance of different classes of common stock, with only one having the controlling voting power; (4) the establishment of voting trusts with the shares in the hands of a few voting trustees; and (5) the issuance to the controlling interests of large numbers of stock-purchase warrants.

We also should not be surprised when financial heroes of the moment eventually turn out to be villains who contribute to the corruption of finance. In the eighteenth century, John Law rose to fame; he helped to stabilize the tottering financial situation in France by having his private bank redeem all of its notes in gold at a fixed rate. Yet he later fell into disrepute when he decided to devalue the currency, following a spectacular career in which he manipulated, among other things, the stock of his Mississippi Company. Charles Ponzi is noted for his financing scheme, wherein he paid off existing investors with new funds obtained from others until this pyramid finally fell apart in 1920. Ivan Kreuger, known as the Match King, was a powerful industrial leader in the early twentieth century, especially in the 1920s. He amassed huge debts to finance his sprawling empire in matches. However, much of the vital information regarding his companies and their assets was not documented, but rather was stored only in his head. Many confidants, subordinates, banks, and even some accountants never questioned his methods. When he committed suicide in 1932, he probably left behind the largest bankruptcy recorded up to that date.
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The world of the late 1980s was, in many ways, strikingly different from the past. Rapid changes swept the landscape, and national governments found it increasingly difficult to cope in that environment. In this sense, the private sector was leading and governments were lagging. The integration of world economies continued at a fast clip. World markets established prices of commodities such as wheat, coal, and oil, along  with clothing, automobiles, and semiconductors. Since the 1960s, satellites, fiber-optic communications, airplanes, and container ships had contributed much to a more integrated world economy. To my audience in 1988, the changes that had occurred in 20 years were hardly noticeable, but they were worth mentioning—for the historical perspective and reference.

On the financial side, one feature that distinguished this time from earlier periods was the rapid and large growth of debt, without intervening periods of debt rollbacks.This rapid increase had occurred in all major sectors—households, businesses, and government. During the 1980s alone, the growth of debt exceeded that of nominal gross national product (GNP)—an unprecedented trend. In earlier times, large increases in debt were stemmed by financial crises and panics, which induced large debt liquidations through bankruptcies and reorganizations. Although the United States had experienced several financial crises within the prior 25 years, the overall accumulation of debt continued unabated.The crises in those times were contained by improved official policy management and official international monetary cooperation to a larger degree than were crises in the pre-World War II period. The success of those policies, however, made market participants more confident. Few entities actually failed, and many survived.

The ability to overcome these crises thus contributed to the growth of debt and the liberalization of credit standards.We had come to accept the rapid growth of U.S. government debt, far beyond any level thought possible by policy makers just a decade or two earlier, and households and businesses had assumed debt burdens that absorbed huge shares of their income. Among our financial institutions, we had some very large banks that had bonds that barely merited investment-grade ratings and a few with bonds that had fallen below that level. Without deposit insurance, these institutions would have been out of business. How could they attract deposits at very low costs and make loans to borrowers who had credit ratings higher than the banks themselves?

In the business sector, in particular, the so-called decapitalization of corporations, mainly through the substitution of debt for equity through mergers and leveraged buyouts, became a dominant feature of corporate finance. From 1984 to 1988, this activity resulted in an unprecedented number of corporate bonds having their credit ratings downgraded. Indeed, the financial crises that took place in the 1960s and in 1970, when interest rates (by the standards of the day) were relatively low, made a greater impression on market participants than did the crises that occurred during that decade. For example, when, for the first time in the postwar period, institutions experienced substantial disintermediation during the credit crunch of 1966, fears abounded. A kind of a paralysis came over the financial markets, even though the prime loan rate at its peak reached only 6 percent and high-grade corporate bonds moved to 6.3 percent. When the Penn Central Railroad failed in 1970, the market went into deep shock. At the time of both crises, the financial system was closer to being immobilized than when the prime loan rate reached 21½ percent early in the 1980s.

Thus, it should not be surprising that the volatility of securities prices and of currencies had become a deeply rooted feature of our new financial world, and that this, too, was markedly different from earlier times—especially in the fixed-income markets.The dramatic increase in volatility is readily apparent if we consider the differences between the high and low yields of high-grade corporate bonds for each year since 1920. This difference averaged well under 50 basis points from 1920 through 1969, rose to 98 basis points in the 1970s, and then jumped to 273 basis points in the 1980s.

There were at least five causes for the dangerous volatility in securities and currency prices I pointed to at the time: I ranked as first and second of these causes financial deregulation and innovation.They combined to make money and credit highly mobile. Many securities were deemed marketable and readily priced; portfolio performance was monitored closely; and many derivative instruments—the simplest of which are futures and options—were created and could garner large rates of return (and also losses) through only moderate price movements. As the Brady Report of 1987 pointed  out, some of the then new techniques, such as portfolio insurance, could exaggerate a near-term price trend even though the approach was supposed to limit the risk of the user.

Third, I also identified the globalization of financial markets as a major factor in increased volatility. The U.S. stock market did not collapse in a vacuum on October 19, 1987. On the contrary, major markets abroad all fell, and some plunged even more than the U.S. market. The withdrawal of investors from markets foreign to their own countries had a significant negative impact around the world. Similarly, foreign bond buyers exerted a powerful influence on the U.S. bond market. For example, when Japanese institutions were large buyers in the U.S. Treasury’s quarterly financing operations, the bond market strengthened. When they and other foreign investors hesitated—as they do when the financing occurs during a period of U.S. dollar pressure in foreign exchange markets—the bond market quickly gave ground. Even foreign official institutions’ buying of dollars to stabilize the price did not necessarily steady the price swings in securities markets for two reasons: Official intervention does not cure the fundamental underlying disequilibrium; and market participants may sell securities in anticipation of tighter monetary policy in the United States to ameliorate the imbalance.

Fourth, there was the secular underlying trend of the institutionalization of savings, which, combined with the increased securitization of markets, continued to contribute to big swings in market prices. Securitization is the vehicle through which financial assets can move in and out of institutional portfolios, and the institutionalization of savings is concentrating portfolio and investment decisions in the hands of fewer participants.Thus, we came to have a fundamental anomaly: On the one hand, the market, through securitization, created an increasing proportion of supposedly marketable credit instruments; on the other hand, the investment decision came to rest with large institutions rather than with a wide range of participants who may have held diverse market views.The Brady commission report hinted at this phenomenon when it described the hectic trading activities of that October shock. As this concentration of investment decision making continues through the institutionalization  of savings, marketability, in its truest sense, will regress, and volatility will continue to rise until institutions and markets take on new forms and structures.

Finally, in the new financial world of the latter part of the twentieth century, the prices of securities had become much more a vehicle for trying to achieve economic stability. At first blush, this seems incongruous: the quest for economic stability through financial market volatility. But, as I pointed out in 1988, the reality is that there were no real financial circuit breakers that would assist the Federal Reserve in its task of stabilizing economic activity. Obviously, fiscal policy is not timely enough. Therefore, market participants had become extremely sensitive to the slightest shifts in monetary policy, both in the United States and abroad, as they tried to benefit by anticipating whether the Federal Reserve was moving toward higher or lower interest rates. As a result, I explained, we would continue to experience dramatic responses in market prices when the Fed eased or tightened.

The intransigence of volatility had also been a powerful contributor to the high level of inflation-adjusted (real) interest rates in that 1980s environment. Although there had never been a constant real interest rate, the high level of real rates at the time was nevertheless striking and markedly different from earlier periods.

Inflation-adjusted high-grade corporate bond yields had averaged 5.8 percent in the 1980s (a period in which volatility had been very high) and 1.1 percent in the 1960s and 1970s (a period in which yield volatility was moderate). It is, of course, reasonable to conclude that there will be additional compensation for the additional risk that results from increased volatility.

[image: 004]

Where did this leave us in 1988 in terms of what to expect for the future? I then lectured and wrote that the transformation of the economic and financial markets would continue, and while the powerful  forward movement of world economic and financial integration might occasionally face obstacles, the trend could not be denied.

The world would be linked even closer in the coming decades, as we reaped the benefits of ongoing technological progress. It seems almost quaint to recall that at the time some experts claimed that by the year 2000 microcomputers would be as powerful as a 1988 mainframe and that industrial countries would be covered by digital communication networks that communicate among businesses and homes with high-powered fiber-optic links.

Other economic developments would challenge our world. Despite improvements, manufacturing would not likely be a major factor in GNP growth over the 1990s. The shift of production from goods to services would continue. Economic development tends to follow an irregular trend from agriculture to manufacturing and then to services. I noted that we would have to adjust to significant changes in the labor force. According to studies being issued in the late 1980s, for the rest of that century the composition of the workforce would change more slowly than at any time since the 1930s. As a result, the average age of the working population would rise, and the number of young workers would shrink. Moreover, minorities would probably comprise a larger percentage of the newcomers into the labor force.

In the financial arena, harnessing the dynamism of the financial markets to the constructive use of society was an urgent problem that had to be addressed to avoid a major economic and financial calamity. The primary benefits of these changes are supposed to be lower financing costs and the offering of a wide range of investment alternatives to savers. Although these are laudable benefits, I told my audience that we could not afford to be beguiled by them.

In the new financial world, the fundamental issue is what mechanism to put in place to govern it effectively. Very little progress had been made on this front, because the real governor of a deregulated and competitive financial world is market discipline.Those who choose well will prosper and those who err will fail. In the financial markets,  this discipline is not totally operative. The risk to society is deemed to be too high. The failures of large institutions, with numerous transactions and relationships with other institutions both in the United States and abroad, are considered essential and could induce systemic risks if allowed to flounder into bankruptcy. The arrangement at that time, therefore, encouraged excessive risk taking, because market discipline was not allowed to work and no other governing approach, through new forms of regulation, was being implemented quickly enough.

This problem was complicated by a group of archaic official regulatory and supervisory agencies. Most had segmented financial market responsibilities at a time when market segmentation was rapidly disappearing. Time would encourage an amalgamation of these supervisory responsibilities into one governing body over financial markets and institutions that can then promulgate integrated roles and conducts of financial behavior. And, I then hoped, such a change would occur before a major financial mishap.

Internationally, a similar, but more intricate, problem confronted us in 1988. Regardless of where domiciled, all major institutions and markets exhibited the complex interplay of money and credit. Nevertheless, there were vast differences among countries in terms of their trading practices, accounting and reporting standards, and capital requirements, among other things. Official international cooperation among major industrial nations would be helpful in dealing with these matters, but it would not be enough.

The dilemma in 1988 was this: How do we overcome the structural rigidities among nations to get the best out of the ongoing economic and financial changes? This is not to say that comparable problems did not exist in the past. The transition from feudalism to the nation-state that came into power with the industrial revolution was difficult, to be sure. However, changes in business and finance happened more quickly in the late twentieth century (and now) and therefore required more finely honed and timely reforms in national policies. Instead, we heard  new voices with old themes and prescriptions, especially on economic matters. Fair trade instead of free trade is not a new concept. Calls for denying foreign dollar holders the freedom to express their investment choices are just another step backwards. In the financial arena, it would probably take a long time before the key industrial countries would be willing to relinquish some sovereignty to an official international institution that could oversee and set uniform rules and regulations for all key markets and institutions.

In the meantime, financial markets would continue to be highly volatile. All the forces that contribute to volatility remained operative: financial deregulation, innovation, the trend toward financial globalization, the institutionalization of savings, and a monetary approach that requires huge swings in the value of financial assets to stabilize economic behavior. Prices of financial assets were bound to flare with shifts in monetary policy, around cyclical turning points in the economy and in response to market bubbles, which were likely to be an endemic feature of our new financial world.

The setting in 1988 raised perplexing issues for the Federal Reserve. Could the Fed, for example, correctly gauge the market’s response to a tightening of policy and the consequences for the economy of such tightening actions? When the Fed firmed policy in 1987 in response to the weakening dollar and heightening inflation expectations, the negative market reaction was concentrated in the fixed-income markets for nearly a half a year, while the stock market crumbled only belatedly. The quick, substantial monetary easing that followed in late October 1987, together with other factors, muted the impact on the economy. A business recession was averted, and inflation expectations were dampened.

However, the likely firming in monetary policy in 1988 would take place under somewhat different circumstances. Considering the political realities of 1988 and the uncertainties about the economy, a firming in policy would come reluctantly—and only when resource utilization rose and renewed inflation actually showed up in the numbers.  Nevertheless, any delay in monetary firming, or the prospect of a delay, would not be ignored by the bond market. Given the different environment in 1988, the stock market would not be likely to stand by idly as long as it did in 1987 before it reacted adversely again. A synchronized drop of bond and stock prices could thus provide the early warning sign of another business recession.

For the Federal Reserve, the new financial landscape would also mean that its function as lender of last resort would expand, unless we accepted the discipline of the marketplace, which was highly unlikely. This would reflect the blurring of distinctions among institutions, the continued large volume of open market transactions, and efforts to hold marketable assets rather than longer-term financial arrangements.These, during moments of difficulty, would force the Fed to intervene and provide comfort beyond the traditional commercial banking link. Moreover, as long as the U.S. dollar continued as the key reserve currency, the Federal Reserve would also have to be a much bigger international lender of last resort, which could become extremely difficult as long as the rapid changes in the international financial markets outpaced the skills, the knowledge base, and the authority of the prevailing informal cooperative effort among central banks.

Events eventually tend to meet countervailing forces, and the financial world is no exception. One of these was a massive consolidation of financial institutions as a result of increased deregulation, innovation, and technological costs of doing business. Having let the genie out of the bottle, many traditional financial institutions had assets and liabilities that served them well in the segmented markets of prior times but that were cost-embedded and came to create new losses. They would not survive the changes that were under way.

To the Federal Reserve, an eventually greater concentration of financial institutions would ease the complexity of monetary policy for two reasons. First, by definition, it is easier to carry out policy effectively when it involves few instead of many. Second, the huge financial institutions  that I saw coming would be vertically integrated, thereby keeping in-house many activities that in the mid-1980s were transacted in the open credit markets. Thus, financial concentration would ultimately diminish open market activity. Although a financial system dominated by a few large institutions could make it easier for the Fed to implement policy, it might not serve the public best. The financial system would be less competitive and one step removed from substantial government domination.

In 1988 I suggested that the first evidence of greater government involvement in the marketplace was probably only a few years away, and that it would occur when the next recession hit. Alleviating the debt burden would be difficult in the short run. Never in the postwar period had so many been so excessively leveraged.The entire explosion of the high-yield, low-quality junk bond market was the product of the economic expansion of that time. And while financial institutions still held a large and questionable volume of foreign loans, they were massive lenders to a deteriorating corporate sector. At a minimum, monetary policy would have to ease decisively and broaden the official safety net. Moreover, monetary policy would probably have the sole burden of resuscitating the economy. Fiscal policy may not be sufficiently stimulative right away, because the U.S. government would have a huge budget deficit of its own before the start of the next recession.

The transformation of financial markets is a natural attribute of a changing world. After all, the essence of life is continuous change. Nevertheless, we should be aware of whether what we consider to be new has actually occurred before. At a minimum, poor financial practices should not be repeated. Here, knowledge of history can be instructive. The profound financial changes that came about in the 1980s posed substantial challenges that needed to be addressed: (1) the rapid growth of debt, which was generally deteriorating in quality; (2) the sharp increase in the volatility of financial assets and currencies; (3) the absence of effective official governing bodies for markets and institutions both in  the United States and abroad; and (4) the lack of a code of conduct in the financial markets.

A code of conduct is as essential for financial markets as it is for society as a whole. After all, we in financial markets have a great public trust. We hold the savings and temporary funds for all of society. How well we carry out this responsibility has a great impact on economic progress and, as history clearly shows, we in the financial markets will never escape public scrutiny and judgment.
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Reflections on Business, the Lessons of History, and Globalization

Business and financial markets affect the lives of every American in very real ways. Each of us needs to make some sense of the whirlwind of economic and financial information swirling around us. We are deluged by torrents of economic and financial information, by analyses, forecasts, and interpretations—most of it real-time—a flood far broader and deeper than anything I was confronted with when I began my career many decades ago. In the 1960s, instantaneous financial information was a privileged and limited resource for Wall Street elites; today, millions tune in to TV and radio stations devoted entirely to up-to-the-second financial news. In the immediate postwar years, few outside economics and finance could have named the chairman of the Federal Reserve; today, the Fed chairman is an international celebrity, considered by many to be second only to the president of the United States in power and influence.

This dramatic thickening and acceleration of financial and economic information is, of course, an outgrowth of vast improvements  in communications, of the geometric expansion of computing power, and of the rapid spread of powerful new quantitative analytical techniques among securities traders and investors.The volume of marketable securities that are revalued with lightning rapidity has grown beyond almost anyone’s imagination. And the changes have been qualitative as well as quantitative; the very structure and, to some extent, the behavior of markets have changed as well.

How are we to understand these changes? Does historical experience hold the key? I am a great believer in the value of history—in finance and business, as in all aspects of life. But I want to reflect for a few moments on the limits of historical analogy.

To begin, it is important to recognize that change is the essence of life, in professional life as well as personal life.We cannot freeze time.We cannot undo the past. Nor do we relive the past in any precise manner. While it can be useful to search for patterns that can inform current circumstances and that might even provide some guideposts for the future, it is essential to recognize that the differences between past and present far outweigh the similarities. Following the Great Crash of 1929, the best financial minds erroneously deemed it “another 1921,” referring to the deep but short-lived recession that had followed World War I. Similarly, many experts declared the 1987 stock market crash “another 1929.” The first misappropriation of history led to overly optimistic expectations; the latter, to unnecessarily dire predictions.

Historical reflection also seems chronically prone to nostalgia. By most measures, however, the so-called good old days were not so good. Globally and in the United States, average standards of living are much higher today than they were only a few decades ago. Americans are living much longer—and remaining healthy and active longer—than our parents and grandparents.The world has become more tolerant and more democratic. It is much harder for totalitarian regimes to maintain monopoly control over information and insulate their societies. Poverty, injustice, and violence remain all too common, but few would trade places with their ancestors if given the chance.

History should teach us that projecting the future by merely extending the past is a risky exercise. To be sure, over a long stretch of time the U.S. economy has grown enormously. So has the world economy, though not as robustly. But when we telescope in for a closer look, we see amazing variation in economic performance and financial behavior from one decade to the next.

Consider the eventful and never-predictable twentieth century. It began in an atmosphere of industrial triumph and international cooperation, but that was soon shattered by the First World War. Then came unprecedented speculation in the 1920s, worldwide depression in the 1930s, another global conflagration in the 1940s, economic recovery and rehabilitation in the 1950s, growth and the unleashing of inflation in the 1960s, and global energy shocks and stagflation in the 1970s. In the 1980s, disinflation and financial deregulation swept across the American economy, while Japan and Germany were seen as the economic models of the future. The 1990s brought the fall of the Soviet Union; the return of American political, economic, and financial dominance; and a new wave of materialism, speculation, and other excesses in the financial markets.Ten decades—each as different from the previous one as anyone could imagine, although precious few could or did imagine what the next decade would bring as the twentieth century lurched forward.

When we look to the future, there is a natural tendency to over-extrapolate from the immediate, lived past. This encourages simplistic judgments. When conditions are good, the inclination is to conclude they will get even better, and in bad times the fear is they will get worse. Such fashions in economic judgments can be harmful. They can raise false expectations about unsustainable business momentum, either up or down.

The same can be said about trajectories in life: Trends are made to be broken. One should not assume steady progress toward one’s goals. I learned firsthand that career paths could take many detours. My family’s ambition was for me to become a doctor of medicine. But as I struggled through an intensive summer course in chemistry during my freshman  year in college, it became abundantly clear to me that I would never take the Hippocratic oath. Instead, I found a different path and became a doctor, not of medicine, but of banking and finance—and probably the first PhD economist to work on Wall Street.

As I mentioned earlier, financial institutions play an enveloping role in modern life, and it is one of our challenges to navigate our way through the thicket. Financial institutions hold the savings and temporary funds of households, business corporations, and governments.They intermediate the flow of money and credit. Typically, they have huge liabilities and assets, but a relatively small capital base. By their very nature, they use other people’s money. If financial institutions are to perform well, they must balance their fiduciary responsibility with their entrepreneurial drive. It is an exquisitely difficult balancing act.

Too often, the basic fiduciary duty of financial institutions has been eclipsed in the high-voltage, high-velocity environment that has emerged in recent decades. With financial assets extraordinarily mobile, with growing access to debt by borrowers, and with the absorbing excitement of the trading floor—which for some becomes a sort of game, an end in itself—the notion of financial trusteeship frequently gets lost in the melee.

The shabby events of the recent past demonstrate that people in finance cannot and should not escape public scrutiny. The magnitude of the recent financial laxity is appalling. In the first five years of this decade alone, financial institutions paid more than $22 billion in fines for an assortment of transgressions. Who should be held accountable? Most immediately, senior managers of financial institutions must bear part of the responsibility. Too many have sanctioned imprudent and unlawful practices, lured by huge near-term profits and by the generous benefits that come with them. Accounting standards have been compromised, sometimes seriously, as managers, financial officers, and their advisers have inflated balance sheets by pricing assets and liabilities incorrectly. Conflicts of interest in financing and investment relationships have become almost commonplace.

Business schools have played a role in the breakdown of responsible financial behavior in how they structure their curricula. According to a recent study of business and financial history taught in business schools, there has been a downward trend over the past two decades. Today, our system of higher education rarely teaches financial history, or even business and economic history for that matter. Earlier in the preceding century, business majors at most colleges and universities were required to take courses in business and financial history, while the history of economics and economic thought was a staple in economics programs. This is no longer the case. In their entrancement with new quantitative methods, most business schools long ago abandoned their historically oriented courses, not merely as requirements, but as electives as well. Anything having to do with the qualitative side of business practice—ethics, business culture, history, and the like—was subordinated or eliminated as being too “soft” and “impractical.” In doing so, business schools have catered to the immediate needs and demands of the financial markets and have forsaken some of their broader responsibilities. Yet we are surprised when the senior managers of financial institutions that go astray hold good academic credentials.

Ironically, the recent wave of corporate scandals seems to have inspired some business schools to reintroduce some elective courses in ethics and business history.This is not enough, though. Business schools should require all degree candidates to take courses in business and financial history.

Financial excesses should be constrained not only by market actors, but also by government regulators, especially within the Federal Reserve System. This is because excessive credit creation breeds excessive credit practices in the private sector. The fundamental objective of monetary policy is to balance sustainable economic growth with price stability. But most central bankers associate price stability with the stability of goods and services.

Excessive inflation in financial asset prices, while appealing to short-term investors, can be corrosive over time. It can breed excesses in  business investment. It can contribute to undue economic and financial concentration. It can encourage questionable flows of funds into risky markets at the hands of inexperienced investors. In short, excessive inflation in financial asset prices can undermine the foundation of a stable economy.

The record shows that when asset values have fallen suddenly, the Fed has eased monetary policy to provide greater liquidity to the financial markets and to counteract the decline in domestic spending that might result from the loss of financial wealth. But when asset prices have advanced strongly, driving up financial wealth and encouraging looser investment practices, the Federal Reserve generally has not responded in a timely fashion by tightening monetary policy.This asymmetry, in turn, has encouraged the expectation that the central bank will bail out large, overextended institutions. The Fed ultimately might correct this policy blind spot, but experience suggests it may not act before another round of financial adversity forces the issue.

An important dimension of the economic and financial complexities that surround us is, of course, globalization. The term has become popular recently, but globalization itself has been ongoing for centuries. Business and financial global interdependence has accelerated recently because of improved communication and transportation, as well as the application of new technology in manufacturing and service sectors. In the long run, the nations that benefit most from globalization will be those that come closest to attaining the ideal of economic democracy. In those countries, impartiality rather than social democracy is the dominant guiding principle; equality of opportunity, not equality of outcome, takes precedence. Social democrats look to legislatures, elected officials, and elite bureaucrats to determine economic and financial outcomes. In economic democracies, market forces determine such outcomes.

Competing effectively in today’s globalization requires labor mobility, educational competence, efficient capital markets, and, above all, the willingness among all sectors of society to accept and adjust to changing conditions. It is unrealistic to believe that societies will adjust smoothly  to the rigors of globalization. Socialistic societies will be hindered by their efforts to protect economic sectors that cannot compete effectively in global markets. Authoritarian governments will fail because they are inefficient allocators of economic resources.

How will the United States fare? After all, the glory of Greece and Rome did not endure; and in more recent times, the power and reach of Spain, Holland, and even Great Britain did not stand the test of time. Some now postulate that the United States will lose its superpower status as this century matures. They call attention to two challenges. First is the considerable challenge we face in coming to grips with our twin deficit problem—our federal budget deficit and the deficit in our balance of payments.The second challenge is related to some extent to the first: Will the United States continue to thrive in the face of globalization, especially if China emerges, as many predict it will, as the next superpower?

I doubt that the U.S. dollar will be dethroned as the world’s key reserve currency anytime soon. While some realignment in currency values is likely, the American economy is underpinned by a stable and strong political system, by financial institutions that are larger and stronger than those in other parts of the industrial world, and by profitable and highly competitive investment returns when adjusted for global risks. The economic and financial gaps between the United States and China will remain wide for some time to come. The average gross domestic product (GDP) per person in China is $5,000, compared with $38,000 in the United States. China’s banking system is highly fragmented, opaque, and financially strained and weak. The United States has 4,000 accredited higher schools of learning; China has only about 350. Nearly 600,000 foreign students study in the United States, compared with only 78,000 in China.

The United States does not possess a pure form of market capitalism, nor does it claim to. Even so, our economic democracy is closer to that ideal than virtually any other major political economy in the world today. That difference—embodied in the spirit of equal opportunity,  in the opportunity to persist and to succeed, in the ability to move through the social structure, and in the pluralism of our society—will enable us to remain the global leader.

For me, the defining attributes of this country that I just spoke about—opportunity, pluralism, and social mobility—were not abstract concepts. They were everyday realities, but they allowed me to pursue my aspirations. Today, these attributes of American life are even more vivid and distinctive than they were when I came here as a boy.
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