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Financial Regulatory Reform: 
The Politics of Denial

RichaRD a. PosNER

T
he principal underlying causes of 
the financial crisis that engulfed 
the nation (and the world) in the 
fall of 2008 were unsound mon-
etary policy and other regulatory 

failures. But government officials insist on 
blaming the private sector and have crafted 
their proposals for financial regulatory reform 
accordingly. As a result, those proposals are 
not well designed to prevent a future such 
financial debacle.

 The Obama Administration has pro-
posed an ambitious program of financial regu-
latory reform, intended to prevent a recurrence 

of the financial collapse of last September. The 
main elements of the program were sketched 
in a Treasury Department white paper issued 
on June 17 of this year; additional details have 
emerged since, most recently a proposal by the 
Federal Reserve to regulate the compensation 
practices of the banks that it regulates (banks 
that belong to the Federal Reserve System).

The most important proposals, besides the 
one just mentioned, are, first, to constitute the 
Federal Reserve the ‘systemic risk regulator’ of 
the entire banking system, with ‘banking’ de-
fined to include all or virtually all types of finan-
cial intermediaries, including broker-dealers, 
investment banks, hedge funds, money-mar-
ket funds, industrial loan companies (such 
as GE Credit), mortgage banks, and insur-
ance companies, as well as commercial banks 
and thrifts. The Fed would be empowered to 

classify any financial company whose failure 
might endanger the entire financial system as 
a ‘Tier 1 Financial Holding Company,’ and to 
require the company to take measures, such 
as reducing its leverage, increasing its cash re-
serves, or altering its compensation practices, 
designed to reduce the risk of the company’s 
failing (and carrying the rest of the financial 
sector down with it). The Fed would also be 
empowered to liquidate or reorganize a failing 
Tier 1 FHC by means of the kind of informal 
‘resolution’ authority that the Federal Deposit 
Insurance Corporation has been given to wind 
up the affairs of a failing bank whose deposits 
the FDIC insures. The most recent proposals 
would extend the Fed’s regulatory power to 
the compensation practices of all commercial 
banks—of which there are some eight thou-
sand—rather than just the Tier 1 FHCs.
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The second most important proposal is to 
create a Consumer Financial Regulatory Com-
mission. It would take over the consumer-
protection functions now exercised by bank 
regulators and the Federal Trade Commission 
and would be given comprehensive power to 
regulate consumer financial products, such as 
mortgages and credit cards, not only to pre-
vent fraud and deception but also to steer 
consumers away from risky investments that 
they may not understand fully. As proposed, 
the Commission would employ the insights of 
behavioral economics to identify such invest-
ments and nudge consumers away from them. 
But Congress is unwilling to confer a broad 
‘nudging’ power on the Commission, and so 
that part of the proposal has been abandoned.

sources of the current crisis

In focusing on the risks to the financial sys-
tem that are created by risky banking prac-

tices, by compensation schemes that create 
incentives for traders and loan officers to make 
risky deals, and by risk-taking by consum-
ers of financial products who succumb to the 
blandishments of sellers of the products, the 
Administration (and the Fed, which concurs in 

the Administration’s recommendations except 
that it wants to retain its function of protecting 
consumers of financial products that are sold 
by the banks that the Fed regulates) is deflect-
ing attention from the two major causes of the 
financial debacle of last September. The first 
is profoundly flawed monetary policy, and the 
second is the ignorance and inattention of the 
regulatory agencies, notably the Fed itself, 
the other bank regulatory agencies, and the 
Securities and Exchange Commission, which 
regulates broker-dealers, such as the defunct 
Lehman Brothers. (The other major broker-
dealers before the collapse—Bear Stearns, 
Merrill Lynch, Goldman Sachs, and Morgan 
Stanley—have either merged with commercial 
banks or converted to bank holding compa-
nies, in either event coming under the regu-
latory authority of banking regulators rather 
than, as before, of the SEC.) 

Monetary policy was incompetent and the 
regulators of financial intermediaries were 
asleep at the switch. These are problems that 
will not be cured even if all the Administra-
tion’s recommendations are adopted.

The likeliest explanation for why these 
regulatory failures are being ignored is that the 

government’s senior economic officials—Ben 
Bernanke, Timothy Geithner, and Lawrence 
Summers—were implicated in the failures 
and therefore do not want to draw attention 
to them. We are in the presence of the politics 
of denial.

Bernanke supported Alan Greenspan’s 
‘easy money’ policy of the early 2000s, when 
Bernanke was a member of the Fed’s Board 
of Governors. Later in 2005, as Chairman 
of the President’s Council of Economic Ad-
visers, Bernanke denied the existence of a 
housing bubble just a few months before it 
began leaking air. Last fall, when the financial 
collapse occurred, Bernanke and Geithner 
(then president of the Federal Reserve Bank 
of New York), along with Henry Paulson, the 
Secretary of the Treasury, were the nation’s 
principal economic officials. They not only 
failed to see the collapse coming; they also 
were responsible for the disastrous decision 
to allow Lehman Brothers to fail. Bernanke 
defends the decision on the ground that the 
Fed lacked legal authority to bail out Lehman 
because Lehman lacked good enough collater-
al. The defense is unconvincing. The Federal 
Reserve Act permits the Fed to make a loan to 
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a nonbank if the loan is “secured to the [Fed’s] 
satisfaction.” In the emergency circumstances 
created by a collapsing global financial sys-
tem, the Fed could have declared itself ‘sat-
isfied’ with whatever security Lehman could 
have offered. The idea, which originates with 
Walter Bagehot, that a central bank should 
lend as a last resort only upon good collateral 
is designed for liquidity crises (‘panics’), not 
for insolvency. Until sometime in October, 
Bernanke and Paulson thought that the seiz-
ing up of international finance was a liquidity 
crisis rather than a solvency crisis.

Geithner defends the failure to save Lehm-
an on the equally unconvincing ground that 
such a bailout might have cost the govern-
ment a trillion dollars. The most plausible 
explanation for the failure is that Bernanke, 
Geithner, and Paulson did not anticipate the 
consequences of the failure, in part because 
(I am surmising) they did not understand the 
critical role that Lehman played in the com-
mercial paper, letter of credit, and credit-
default swap markets, and in part because 
they did not foresee that the failure to save 
Lehman would cause a run by hedge funds 
on the other broker-dealers, imperiling them, 

which in turn caused a run on the hedge funds 
by their investors.

Summers and Geithner, along with Rob-
ert Rubin (Rubin and Summers being in suc-
cession Secretaries of the Treasury in the 
Clinton Administration), were complacent 
about the growing risk-taking of banks and 
other financial intermediaries and opposed 
the regulation of credit-default swaps, now 
recognized to have contributed to the finan-
cial collapse. Even though housing prices be-
gan their long, steep decline early in 2006 
and the banking industry (especially the 
‘shadow banking’ industry of broker-dealers 
and other ‘nonbank banks’) was known to be 
very heavily invested in mortgage lending, 
the Federal Reserve, the SEC, and other regu-
lators of financial practices and products did 
little to avert financial disaster because they 
underestimated the looming losses to banks’ 
loan portfolios as housing prices fell and de-
faults rose. Until Lehman Brothers collapsed, 
the regulators didn’t realize how serious the 
situation was, even though the financial col-
lapse had been building since the middle of 
2007 and accelerating since March 2008, 
when Bear Stearns collapsed.

The major underlying cause of the finan-
cial crisis was the decision by Alan Greens-
pan (supported by Bernanke when he became 
a member of the Fed’s Board of Governors in 
2002) to force short-term interest rates way 
down. Fearing deflation in the wake of the 
recession triggered by the collapse of the dot-
com bubble in 2000, Greenspan engineered 
a drastic reduction in the federal funds rate, 
which influences short-term interest rates (in-
cluding interest rates on adjustable-rate mort-
gages, which Greenspan encouraged) directly, 
and long-term interest rates, such as mortgage 
rates, indirectly, into negative territory (in real, 
that is, inflation-adjusted terms). Such rates, in 
an economy with minimal unemployent, were 
bound to be inflationary (low interest rates 
increase the amount of money in circulation). 
But because of rapidly growing productivity 
and cheap foreign imports, particularly from 
China, inflationary pressure was deflected 
from the goods and services that dominate the 
consumer price index to assets, particularly 
houses and common stock. The result was an 
asset-price inflation that turned into a housing 
bubble and a stock bubble. Such linked bub-
bles are known from Japanese experience in 
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the 1990s to pose serious dangers to a nation’s 
financial system. To these dangers the Fed re-
mained indifferent until too late.

So one would like to see proposals for im-
proving the Federal Reserve’s management of 
monetary policy (such as taking seriously John 
Taylor’s ‘Taylor Rule’ for determining the opti-
mal federal funds rate) and, what is closely re-
lated, improving the Fed’s financial intelligence 
in both senses of the word ‘intelligence’—in-
formation about events, trends, institutions, 
and practices relating to financial intermedia-
tion and competent analysis of developments 
in that field. Of course politically, as well as 
from the standpoint of the amour propre of 
key officials such as Bernanke, the populist ac-
count of the economic crisis, which focuses on 
the greed and duplicity of ‘Wall Street’ and the 
plight of the psychologically manipulated con-
sumers of subprime mortgages, is more attrac-
tive than focusing on mistakes of regulation 
by the Federal Reserve and the other financial 
regulators. This is especially so because the 
Administration wants more regulation, not just 
more vigorous regulation or the rolling back of 
some of the financial deregulatory measures of 
recent decades.

The Treasury report acknowledges regula-
tory mistakes in a vague, general way, but in-
stead emphasizes imagined gaps in the over-
all financial regulatory structure, in order to 
bolster the argument for changes in that struc-
ture. Proposals for structural change—new 
agencies, new authorities, and so forth—are 
standard government responses to govern-
mental failures. They are more dramatic, more 
attention-getting, than suggestions for im-
proving regulatory performance, and usually 
cheaper; and they buy time—the time it takes 
to implement the reorganization.

The regulatory agencies have most of the 
powers they need to minimize the risks of an-
other financial collapse, because the Fed and 
the SEC have between them plenary regulatory 
power over almost all major financial interme-
diaries. And, to expand the Fed’s powers at the 
expense of the SEC’s, as the Treasury report 
proposes, rather than reforming the SEC, will 
jeopardize the Fed’s political independence.

should officials complicit in the causes of 
the crisis write the reforms?

Our reform-minded officials need a better 
understanding of the causes of the 2008 

financial collapse, and for that they need to 
look inward. It is a bad sign that Bernanke 
and the others refuse to acknowledge their 
own contribution to the collapse. It is another 
bad sign that proposals for ambitious regula-
tory reform have been made, and are being 
pressed, before the financial crisis has run its 
course and before there has been an impartial, 
in-depth study of the causes of the crisis. I 
have given my own view of those causes in 
this paper and at greater length in my book, 
but I do not claim that it is definitive. Con-
gress has appointed a Financial Crisis Inquiry 
Commission to conduct an 18-month study 
of those causes, and reform proposals should 
be tabled until the study is completed and 
evaluated—that or a better study. For I have 
no great hopes for the FCIC. It is bipartisan 
rather than nonpartisan, none of its members 
is a professional economist, and its executive 
director is a prosecutor. It is likely to embrace 
the populist theory of the crisis without ad-
equate reflection.

Fortunately there is no great urgency 
about restructuring the financial regulatory 
system. Everyone in the system, public and 
private, is hyperalert to signs of new bubbles 
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and excessive risk-taking. Everyone on the 
private side is concerned to avoid the kind 
of risk-triggered failure that invites a govern-
ment takeover and a congressional inquisition, 
and everyone on the public side is concerned 
with steering the economic recovery between 
the Scylla of economic stagnation (even de-
flation) and the Charybdis of runaway infla-
tion. Let us see how the recovery proceeds. 
There will be time enough to address issues 
of financial regulatory reform when a restored 
economy enables such issues to be addressed 
candidly, not defensively; professionally, not 
angrily; patiently, not hastily—and by a fresh 
team, unembarrassed and unconstrained by 
past errors.

Letters commenting on this piece or others may 
be submitted at http://www.bepress.com/cgi/
submit.cgi?context=ev.
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