Chapter 6 

The Crisis of the Economy

Efficient financial markets are required for the real economy of production and employment to function successfully. When the financial system works well, banks and other similar institutions attract savings and lend those funds to businesses and consumers. With borrowed money, producers are able to purchase more buildings and equipment, and consumers more goods and services than they would be able to in the absence of credit XE "credit" . Since this is so, a disruption in financial markets has the potential to cause great damage. A malfunction in the availability of loanable funds ripples out to the wider economy, resulting in reduced investment and sales. Production declines and unemployment increases; the economy falls into a recession or even worse, a depression. 

During the 1930s, the New Deal XE "New Deal"  Administration of Franklin D. Roosevelt XE "Roosevelt, Franklin"  recognized the need to curb risky behavior in the financial markets in order to reduce the vulnerability of the economy. Stringent controls were placed on the behavior of commercial banks XE "commercial banks" , investment banks, brokerages, stock exchanges XE "exchanges"  and the accounting profession. Robert Kuttner XE "Kuttner, Robert"  writes, “most of the aspects of the market that had gone haywire in the euphoric, laissez-faire 1920s were subjected to regulation.”
 

The Glass-Steagall Act of 1933 XE "Glass-Steagall Act of 1933"  was the most important of the new regulatory laws. It restricted commercial banks XE "commercial banks"  from engaging in investment bank XE "investment banks"  activities such as selling securities in capital markets, insuring bonds, or acting as brokers in mergers and acquisitions. At the same time, investment banks were barred from most commercial bank activities. Most notably, they were not permitted to offer checking and savings accounts. The commercial banks were provided with deposit insurance, something that was denied to financial houses that engaged in more risky speculative activities. The last piece of this regulatory regime was put in place in 1956, with the passage of the Bank Holding Company Act XE "Bank Holding Company Act"  which prohibited non-bank companies from owning financial houses. In effect, the reward for caution was government insurance and the price for risk was its absence. The entire New Deal XE "New Deal"  regulatory structure was designed to provide secure and stable financing to the real economy. The financial sector was to be a servant, a facilitator for the creation of wealth. And in that objective it was largely successful. Between 1929 and 1985 no major financial crises were experienced in the United States.

Table 6.1
Finance, Insurance and Real Estate Income as Percentage of National Income, Selected Years 1929-2002

	Year
	Income as Percent of National Income

	1929
	15.5

	1935
	12.1

	1939
	12.4

	1950
	 9.7

	1955
	10.9

	1960
	12.0

	1965
	11.7

	1970
	11.7

	1975
	11.5

	1980
	13.2

	1985
	14.6

	1990
	15.9

	1995
	17.2

	2002
	20.0


Source: Computed from Historical Statistics of the United States Earliest Times to the Present, Millennial Edition, Vol. 3, Table Ca35-53.

But what was a success when seen from one perspective, was a warren’s nest of limitations and restrictions that lowered profitability as seen by the firms that made up the financial insurance and real estate sector (FIRE) XE "financial insurance and real estate sector (FIRE)"  of the economy. In 1929, as indicated in Table 6.1, and before the imposition of New Deal XE "New Deal"  regulations, FIRE had generated 15.5 percent of the national income. By 1950 that figure was down to 9.7 percent, and as recently as 1975 stood only at 11.5 percent. 
Political Contributions by Sector, 1990-2008
	Sector
	Amount
	Percent to Democrats
	Percent to Republicans XE "Republicans" 

	Finance, Insurance and Real Estate
	2,274,622,193
	45
	55

	Misc Business
	1,374,427,851
	42
	57

	Other
	1,363,976,942
	49
	50

	Ideology/Single-Issue
	1,234,166,197
	58
	41

	Lawyers & Lobbyists
	1,204,727,125
	70
	29

	Health
	  848,358,039
	43
	56

	Labor
	  673,833,567
	92
	 8

	Energy/Nat’l Resources
	  484,536,679
	30
	69

	Agribusiness
	  471,052,615
	32
	68

	Construction
	  453,085,314
	33
	67

	Transportation
	  400,020,666
	33
	67

	Defense
	  143,451,528
	42
	58

	
	
	
	


Source: Center for Responsive Politics, “Big Picture: Totals by Sector,” http://www.opensecrets.org.
 Table 6.3
Financial Sector Share of Campaign Financing and Percent Distribution of Financial Sector Political Funding by Party, 1990-2006
	Year
	Percent of Total
	Percent to Democrats
	Percent to Republicans XE "Republicans" 

	1990
	18.6
	52
	48

	1992
	19.4
	49
	50

	1994
	18.1
	49
	51

	1996
	19.5
	39
	60

	1998
	19.5
	40
	60

	2000
	21.2
	41
	58

	2002
	18.6
	42
	58

	2004
	19.5
	41
	58

	2006
	18.8
	44
	54

	Total
	19.4
	44
	54


Source: See Table 6.2.

FIRE’s  XE "financial insurance and real estate sector (FIRE)" highest priority was achieved in 1999. Though the  XE "Glass-Steagall Act of 1933" Glass-Steagall Act had been weakened by the Federal Reserve XE "the Federal Reserve"  under the Chairmanship of Alan Greenspan XE "Greenspan, Alan" , the Financial Service Modernization Act XE "Financial Service Modernization Act"  repealed it altogether. This broke down the wall between commercial banks XE "commercial banks"  and investment banks. The consequence of its doing so was explained by Joseph A. Stiglitz XE "Stiglitz, Joseph A."  when he wrote that “the most important consequence of the repeal of Glass-Steagall was indirect – it lay in the way repeal changed an entire culture. Commercial banks are not supposed to be high risk ventures; they are supposed to manage other people’s money very conservatively…. Investment banks, on the other hand, have traditionally managed rich people’s money – people who can take bigger risks in order to get bigger returns. When repeal of Glass-Steagall XE "Glass-Steagall Act of 1933"  brought investment and commercial banks together, the investment bank XE "investment banks"  culture came out on top.”

A second important triumph for the financial counter-revolution was FIRE’s  XE "financial insurance and real estate sector (FIRE)" success in resisting the regulation of over-the-counter derivatives. A derivative is a financial instrument whose value is based upon price changes of some other financial asset, such as a contract for the delivery of a commodity at a designated time in the future. The latter - “futures contracts XE "futures contracts" ” - are sold on the Chicago Mercantile Exchange XE "Chicago Mercantile Exchange"  and are regulated by the Commodity Futures Trading Commission (CFTC) XE "Commodity Futures Trading Commission (CFTC)" . But contracts based on the movement in prices of other futures contracts - derivatives - are not traded in established markets and therefore are not subject to such supervision. They are sold “over-the-counter.”

The risks associated with unregulated derivatives were noticed as early as 1994 in a General Accounting Office (GAO) XE "General Accounting Office (GA0)"  study. It reported that much of the over-the-counter derivative activity was concentrated among only 15 dealers, many of whom were financially linked to each other. The GAO worried that these linkages would mean that “the sudden failure or abrupt withdrawal from trading of any of these large dealers could cause liquidity XE "liquidity"  problems in the markets and could pose risks to the others, including federally insured banks and the financial system as a whole.” A failure by one would mean a failure by others. In an eerie foretelling of what actually was to occur, it warned that if an exogenous shock resulted in the curtailing of trades, the federal government would likely have “to intervene to keep the financial system functioning….”

Picking up on the GAO’s warning, Congressman Edward Markey XE "Markey, Edward"  introduced legislation that would have empowered the Securities and Exchange Commission (SEC) XE "Securities and Exchange Commission (SEC)"  to regulate over-the-counter derivatives. But the bill faced opposition not only from FIRE  XE "financial insurance and real estate sector (FIRE)" but from the Clinton XE "Clinton, Hillary"  Administration as well. Undaunted, Brooksley Born XE "Born, Brooksley" , the Chair of the CFTC, argued in support of derivative regulation, concerned that “unfettered opaque trading could threaten our regulated markets or indeed our economy without any federal agency knowing about it.”
 Though Born XE "Born, Brooksley"  persevered in her position, her efforts confronted intense industry opposition as well as that from the leading economic figures in government: Alan Greenspan XE "Greenspan, Alan"  at the Federal Reserve XE "the Federal Reserve" ; Lawrence Summers XE "Summers, Lawrence"  and Robert Rubin XE "Rubin, Robert" , Bill Clinton XE "Clinton, Bill" ’s most important economic advisors; as well as from members of Congress XE "Congress" . Her ultimate defeat was signaled when a provision contained in the Omnibus Spending Bill XE "Omnibus Spending Bill"  passed by Congress in 2000, explicitly banned the CFTC from regulating over-the-counter derivatives.

With these two actions – the repeal of Glass Steagall  XE "Glass-Steagall Act of 1933" and the prohibition against the regulation of derivatives – Congress XE "Congress"  completed the counter-revolution that FIRE had sought. Commercial banks were now able to act as investment banks and vice versa, with both able to sell securities and trade in derivatives. As the financial houses eagerly sought new profit opportunities, these unregulated activities grew at the expense of more traditionally staid and conservative bank functions. By September 2008 it was estimated that three-quarter of the financial transactions in the United States were barely if at all subject to supervision.
  

To understand what went wrong in 2007, triggering the most damaging economic downturn since the 1930s Depression XE "Depression" , it is important to keep in mind that lending and borrowing is the most important but by no means the most frequently engaged in activity that occurs in the financial sector. Gambling – speculation – is.

When a loan XE "loan"  is issued, creditors receive a note, the equivalent of an IOU XE "IOU" . Having loaned money in exchange for that IOU, the creditor however is not required to hold onto it until it matures and the loan is repaid. The owner can instead enter a “secondary market XE "secondary market" ” and sell it. Lenders, in this way, can become “liquid.” This is to their advantage because they are not required to tie up their capital. If a profitable opportunity arises they can sell the note and obtain cash to use in other investments. But not only is the secondary market advantageous to individual investors. It provides a broader economic function as well. The ability to sell and buy notes in a secondary market means that the level of savings made available is greater than would be the case if such a market did not exist. The liquidity XE "liquidity"  that secondary markets help to create encourages more lending than if the sale of such notes were not possible. 

The fact is, however, that participants in the secondary markets are either gamblers themselves - people seeking to profit by correctly anticipating price movements of financial assets (IOU XE "IOU" ’s) - or intermediaries who earn fees promoting such purchases or sales. Since the prices of the IOUs in the secondary markets vary according to their supply and the demand for them, speculators seek to earn income by attempting to correctly anticipating those changes. Predicting an increase in the price of IOUs, they will buy them in order to sell them later and pocket the difference. Alternatively if a speculator expects a fall in the price of IOUs, he or she will sell them now and then buy later at a lower price, again keeping the difference. The point is that no matter how sophisticated the techniques used in determining whether to buy or sell, what is basically going on here is bet-making.  

Thus there is the ever-present paradox that the existence of secondary markets is necessary for the efficient functioning of the economic system, but that the gamblers and salespeople who participate in them represent a constant threat to the economy’s stability. Because secondary markets augment savings and savings pay for investment, those markets contribute to long-term economic growth. But since gamblers are risk-takers who are prone to over-reaching – to underestimating the risks involved in the purchases they make - there is always the possibility that in the absence of close monitoring and regulation, the secondary market XE "secondary market"  will experience a disruption that will damage the economy. 

That potential became reality in 2007 with the worst economic downturn since the depression of the 1930s. The problem was that the repeal of Glass-Steagall  XE "Glass-Steagall Act of 1933" greatly increased the level of risk that underlay the economy. Prior to the repeal, commercial banks XE "commercial banks"  typically originated mortgage XE "mortgages"  loans and maintained ownership of those mortgages until they were paid off in their entirety. But when the wall between commercial banks and investment banks was breached, mortgage XE "mortgages"  issuers sought new and more profitable ways of earning income. One principle activity that they greatly expanded was the packaging and sale of mortgages in products called Collateralized Debt Obligations (CDOs). XE "Collateralized Debt Obligations (CDOs)"  Instead of holding mortgages until maturity, mortgage XE "mortgages"  issuers sold collections of those loans to other financial institutions, collecting fees for the transactions to replace the interest income they were foregoing. In just four years, between 2001 and 2005, the sale of these packaged mortgages went from $452,000 to $2,274,000.

The problem was that the growth in the market for CDOs was closely associated with a lowering of standards of credit XE "credit" -worthiness for mortgage XE "mortgages"  loans. So long as mortgage XE "mortgages"  lenders earned most of their income from mortgage XE "mortgages"  interest, they had a strong motivation to ensure that borrowers would in fact repay their loans. If financial institutions extended loans to people who were not credit-worthy, and then subsequently those loans became “non-performing,” the loan XE "loan"  originators took the loss. As a result banks were vigilant in evaluating mortgage XE "mortgages"  applications. To a large extent only credit-worthy applicants obtained mortgages. 

All of that changed with the explosive growth in the use of CDOs. Now the original lender was likely to sell the mortgage XE "mortgages"  as part of a package long before the loan XE "loan"  matured. Crucially, since the lenders did not intend to hold the mortgages until the loan’s maturity, banks and other mortgage XE "mortgages"  providers became less assiduous in scrutinizing the credit XE "credit" -worthiness of potential loan recipients. Because they expected to sell the mortgages, they were less concerned about the repayment of these loans. A default would be someone else’s problem. Thus emerged the growing importance of “sub-prime mortgages XE "sub-prime mortgages" ,” loans extended to home buyers who in the past would not have been deemed credit-worthy. 

The increased risks associated with this changed behavior by financial institutions were masked for a time by two other developments. The first was that the CDOs  XE "Collateralized Debt Obligations (CDOs)" typically were evaluated by rating agencies paid by the CDO XE "Collateralized Debt Obligations (CDOs)"  sellers themselves. That meant that a conflict of interest was deeply embedded in the process. On one side, rating agencies are private firms looking to secure income by contracting to do risk evaluations. On the other side, CDO holders are seeking the highest possible credit XE "credit"  rating in order to maximize the price at which they could sell the package of mortgages. Since the rating agencies were paid by the CDO sellers, they were under pressure to rubber stamp high ratings as a means to secure their own income stream and profitability. If a rating agency failed to provide a high score, the CDO holders could simply take their business elsewhere. The upshot was a dramatic over-valuation of the credit-worthiness of CDOs.  XE "Collateralized Debt Obligations (CDOs)" This induced financial institutions to make purchases that they otherwise might not have, purchases that in their turn encouraged the issuing of even more mortgages and sales of CDOs. 

The second way in which the growing fragility of the financial system was masked is traceable to the housing price inflation XE "inflation"  – the bubble XE "bubble"  – that occurred in these years. In inflation-adjusted prices the median price of houses in the United States increased from under $150,000 in 1998 to almost $270,000 just eight years later in 2006.
 Since this bubble provided mortgage XE "mortgages"  holders with additional equity in their homes, borrowers who fell behind on their housing loans were able to use their now more valuable property to secure a second mortgage XE "mortgages"  and pay off the first. Refinancing became the norm, shielding both borrowers and lenders from the damage that would occur from defaults. With this came yet another self-reinforcing mechanism. The failure to take risk sufficiently into account in issuing the loan XE "loan"  in the first place, occasioned by the advent of CDOs, meant the risk of default was high, thereby increasing the likelihood that a second mortgage XE "mortgages"  would be needed. 

But when the upward movement in housing prices halted, all of this unraveled rapidly. With the end of housing price inflation XE "inflation" , the resulting reduction in collateral meant that refinancing became more difficult and for many people simply impossible. Defaults thereby increased. Thus when the bubble XE "bubble"  burst, financial institutions were confronted with a serious loss of income. The revenue that they anticipated receiving from the packages of mortgages they owned went into a sharp decline. With that the case, those institutions experienced a fall-off in their own ability to extend new loans. Further, because they owned a growing number of non-performing loans they themselves were confronted with the threat – and in many cases the reality - of insolvency. And finally, banks became fearful about extending loans to other financial institutions, worried that those banks - as holders of mortgages - were under pressure and would be unable to repay. The consequence was that credit XE "credit"  all but dried up. As a result, household consumption and business investment, denied the credit needed to make purchases, went into a tailspin.

This combination of events is a clear case of the tail wagging the dog. Instead of providing a mechanism to channel savings reliably into productive investment, financial markets were allowed to become oversized and out of control, ultimately bringing down the real economy of production, consumption, and employment. Increasingly able to escape regulation and venture into profitable but risky activities, symbolized by but not confined to the CDO XE "Collateralized Debt Obligations (CDOs)"  market, FIRE  XE "financial insurance and real estate sector (FIRE)" became increasingly profitable and as a result became an ever larger sector of the economy. As shown in Table 6.1, between 1950 and 2002 that share increased from 9.7 percent to 20.0, an all time high. But, of course, the country came to pay a high price for FIRE’ explosive growth. When FIRE fell apart because it was built on a foundation of highly risky ventures, it brought the entire economy down with it.  

This catastrophe occurred in large part because FIRE was able to leverage its wealth politically. No sector of the economy could match its role as political campaign financier, and no sector received more in return for its investment. This occurred because in a privately financed political system a wealthy faction, to employ Madison XE "Madison, James" ’s formulation, like FIRE can come to play a disproportionate role in influencing policy. With that, factional interests trump society’s interests. But the mere fact that the role played by FIRE XE "financial insurance and real estate sector (FIRE)"  in the economic crisis XE "economic crisis"  is widely understood by no means ensures that political corrective action will be undertaken. FIRE retains its political clout and can be expected to fight any efforts to reduce its ability to engage in profitable but risky activity.
  

One way that Wall Street XE "Wall Street" ’s size could be reduced in order to make it better serve the economy would be by imposing a tax on financial transactions, a tax known as a security taxation excise tax (STET) XE "security taxation excise tax (STET)" . This is a sales tax that would be imposed on all transactions involving stocks, bonds and other financial products such as CDO XE "Collateralized Debt Obligations (CDOs)" ’s. Such a tax would do two things simultaneously. It would make trading in risky financial assets less profitable, and it would generate a lot of revenue for the Treasury - both desirable outcomes.

Of course imposing a STET is not the only way to reshape FIRE. Certainly there is ample justification for curbing its most speculative projects. For this, enhanced market regulations are needed. But despite the availability of such other options, it remains the case that nothing is quite so effective as a tax. Regulatory agencies unfortunately are routinely captured by those whom they are intended to regulate. But if the legislation is carefully drawn there is no way to defang a tax. Making financial speculation less profitable would redirect resources away from the form of legalized gambling that still prevails in the financial sector, with the likelihood that productive activities will benefit.

No one really knows how much revenue a STET would raise. But whatever its level, it could not begin to compensate the people of the country for the damage that FIRE has imposed on them. Its value rather would be in the anticipation that if it reduces Wall Street XE "Wall Street" ’s importance in the economy, calamities such as the recent economic crisis XE "economic crisis"  would not recur. 

As attractive as a STET  XE "security taxation excise tax (STET)" seems, it would take a political donnybrook to pass the legislation necessary to implement it. Just how difficult it would be is suggested by FIRE’s contribution  XE "financial insurance and real estate sector (FIRE)" to the Congressional committees that would be responsible for its drafting. In 2007 and 2008 members of the House Financial Services Committee XE "House Financial Services Committee"  and the Senate XE "Senate"  Banking, Housing and Urban Af XE "Senate Banking, Housing and Urban Affairs Committee" fairs Committee received $25.2 million and $40.2 million respectively from individuals and PACs associated with FIRE. These sums are more than twice the level that members of these committees received from any other single sector of the economy.  XE "financial insurance and real estate sector (FIRE)" FIRE’s contributions to the House committee members came to 27.0 percent of the total campaign funds they raised. The comparable percentage for members of the Senate committee was 29.4 percent.
  Obviously these disproportionately large donations to strategically placed members of Congress XE "Congress"  are intended to influence the legislation emerging from these two committees. It is certain that a STET is not a project that is endorsed by these contributors.   

But the resentment of Wall Street XE "Wall Street"  in the country runs deep. The very banks that caused the economic crisis XE "economic crisis"  have been the beneficiaries of government handouts. Further, the pain that has been experienced extends widely over the whole society. This resentment however is not well focused, and in any case popular anger cannot begin to compete with FIRE on the terrain upon which the latter is strongest: providing campaign funds to politicians. 

Madison XE "Madison, James"  was right. Public policy should never predominantly be responsive to a self-selected faction. There is too great a danger that society’s interests will be sacrificed for those of the special interest XE "special interest"  group. Yet it is precisely that danger that will be present as long as our political system depends upon private funding. Most people cannot afford to make the big political donations that politicians require. As a result, office-seekers are more responsive to large donors than to their non-contributing constituents.

The economic crisis XE "economic crisis"  represents only a specific instance of a more general problem. Because it is so rich, the financial community exercises a great deal of political influence. But precisely because XE "financial insurance and real estate sector (FIRE)"  FIRE is so important to the economy, that political influence can be very costly to the society as a whole. The goal of public policy therefore should be to curtail the financial sector’s political clout in order to have it function efficiently in the service of the entire economy. To do that FIRE’s ability to use its wealth to advance its short-term interests must be offset. 

That can be accomplished by placing everyone in the electoral arena on an equal footing. Special interests in politics cannot be eliminated. But a rough equality of special interest XE "special interest"  influence can be achieved. What we need to do is get closer to the objective that Madison XE "Madison, James"  sought: a politics in which factions are denied disproportionate influence.
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