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WHY I WILL NEVER BE A KEYNESIAN

RICHARD A. EPSTEIN*

Necessity is both the mother of invention and the source of

self-reflection. Nowhere is the latter more true than in social

and economic affairs, where massive social and economic dis-

locations rightly prompt leading theorists to reexamine their

fundamental beliefs in trying to figure out, as Paul Krugman

framed the question: "Just what went wrong?"1 Unfortunately,

these bouts of self-doubt have led many prominent thinkers to

turn their attention back to the leading economic thinker dur-

ing a past depression, John Maynard Keynes, and his most fa-

mous tome-book does not quite do-The General Theory of

Employment, Interest and Money.2 The tome appeared in 1936,

during the depths of the Great Depression that had been run-

ning for seven years and counting. Clearly the book did not

cause the Depression, but it did not do anything to abate it ei-

ther. That only happened with the onset of a far greater trag-

edy, the Second World War.

I confess that in my youth I purchased a copy of Keynes's

masterpiece. Dutifully, I sought to read it several times, only to

give up in frustration while trying to wade through its turgid

prose. Fortunately, it is not necessary to plow through Keynes

in order to get some sense of his basic position. Today's skillful

* James Parker Hall Distinguished Service Professor of Law, The University of

Chicago; The Peter and Kirsten Senior Fellow, The Hoover Institution; and Visit-
ing Professor of Law at New York University Law School. My thanks to Sharon

Yecies, The University of Chicago Law School, Class of 2011, for her usual excel-
lent research assistance.

1. See Paul Krugman, How Did Economists Get It So Wrong?, N.Y. TIMES, Sept. 6,
2009 (Magazine), at 36. For my response, see Richard A. Epstein, Krugman's Scape-

goats: Rebutting the Times Columnist's Attempt to Pin the Market Meltdown on the

Chicago School, NAT'L REV., Oct. 5, 2009, at 20. For a more technical and heated
response, see John Cochrane, How Did Paul Krugman Get it So Wrong? (Sept. 11,

2009) (unpublished manuscript), available at http://faculty.chicagobooth.edu/
john.cochrane/research/Papers/Krugman-response.doc.

2. JOHN MAYNARD KEYNES, THE GENERAL THEORY OF EMPLOYMENT, INTEREST

AND MONEY (1936).
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expositors, including my colleague Judge Richard A. Posner,
have provided lucid explanations of the Keynesian position.3

Judge Posner's fascination with Keynes has led to a belated
confession of past sins, chief of which is an excessive devotion
to Chicago-type economics on both the macro and the micro
levels. Thus, he tellingly writes: "Economists may have forgot-
ten The General Theory and moved on, but economics has not
outgrown it, or the informal mode of argument that it exempli-
fies, which can illuminate nooks and crannies that are closed to
mathematics." 4 I yield to no one in the insistence that critical
institutional detail often reveals far more than mathematical
equations about the operation of the economic system. But that
one point alone is consistent with the work of such theorists as
Ronald Coase and such institutionalists as Douglass North, nei-
ther of whom is steeped in the occult mathematical arts.

Try as I may, however, I cannot yield to the same level of
open-mindedness on this subject that Posner expresses. I come
away from reading the new Keynesians more convinced than
ever that they lack a coherent diagnosis of the origins and
depths of the Depression. By implication, they lack a sensible
program to shake the current economic malaise. President
Barack Obama may be in the thrall of Keynesian economics, or
perhaps just captured by the labor unions. But either way, any
move to a larger governmental role in planning or stimulating
the economy is likely to make the current recession deeper and
the recovery slower than they ought to be.

To develop this thesis, I shall proceed in two parts. Part I
deals with those issues that the Keynesians either forgot or
swept under the table. In this context, I address not only the
distinctive features in the current economic situation, but also
those structural from the 1930s, many of which have still not
run their course today. My point here is not that Keynes or
modern Keynesians necessarily support these dangerous
precedents. It is that they have nothing distinctive to contribute
to their resolution that is not already understood within the
standard neoclassical framework.

3. See, e.g., Richard Posner, How I Became A Keynesian, NEW REPUBLIC, Sept. 23,
2009, at 34.

4. Id. at 38-39.
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Part II takes a closer look at the inner workings of the theory to

explain why any centralized effort to rejigger aggregate levels of

consumption or savings will only make the task of economic re-

covery more perilous. There is no reason to try to establish some

collective priority of one type of behavior over the other. The key

move is to eliminate waste so as to allow both savings and con-

sumption to expand, without trying at the center to find what

Robert Nozick rightly called "patterned principles"' 5-an effort

that always turns out to misfire. The only way to move forward

on both dimensions at once is to avoid the major mistakes of in-

dustrial policy identified in the first portion of this paper.

I. THE MANY SOURCES OF ECONOMIC DECAY

At first glance, we should all be impressed by the apparent

breadth of Keynes's title, which seeks to link employment, in-

terest, and money into a single theory. Success in unifying

these three large classes of events has to count as a signal

achievement in economic thought. But, by the same token, that

synthesis should not be regarded as a comprehensive explana-

tion of how the economy works in practice. Its scope is incom-

plete, and hence it gives only weak information about how to

correct perceived economic imbalances, whether during the

Great Depression or today. So it is useful to mention some of

the issues that are missing from the Keynesian theory, each of

which plays a real role in the operation of the economy.

Free trade is the first topic not covered by Keynes's title, nor

mentioned in Posner's recent salute to his new master.

Keynes's writing on this point seems to indicate some sympa-

thy with the laissez-faire position, for he surely understood the

risks of mercantilist policies.6 By the same token, however,

Keynes also thinks that a bit of governmental oversight would

not be all that bad.7 Indeed, it would be hard for Keynes to

5. ROBERT NozicK, ANARCHY, STATE, AND UTOPIA 155-60, 218-24 (1974).

6. See KEYNES, supra note 2, at 335 ("[Mercantilist] advantages claimed are

avowedly national advantages and are unlikely to benefit the world as a whole.").

7. See id. at 337-38 ("[I]f we contemplate a society with a somewhat stable wage-

unit, with national characteristics which determine the propensity to consume

and the preference for liquidity, and with a monetary system which rigidly links

the quantity of money to the stock of the precious metals, it will be essential for

the maintenance of prosperity that the authorities should pay close attention to

the state of the balance of trade.").

No. 21
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maintain a strong free trade perspective given his own view
that we cannot trust laissez-faire capitalism to determine "the
current volume of investment." 8 The connection between the
foreign and domestic markets is too intimate to let international
trade run its course. Yet notwithstanding Keynes's doubts on
the subject, vibrant international trade is clearly important to
the overall health of the economy today, and it was also impor-
tant (albeit at a smaller level) when transportation and com-
munications costs were higher during the Depression. This ob-
servation is hardly new; the debate over free trade came to a
head just before the passage of the Smoot-Hawley Tariff Act of
1930, 9 which put a serious kibosh on international exchange.
The basic mechanics of comparative advantage as they apply to
free trade have been well discussed in the work of Adam
Smith 10 and David Ricardo,1 in the late eighteenth and early
nineteenth centuries. Their insights were widely disregarded
by the Republican Party, whose 1928 platform revealed protec-
tionist preferences that later became law.12

The danger of this protectionist position was not completely
lost in the pre-Keynes years. In 1930, a large group of econo-
mists, 1028 in all, led by Paul Douglas of the University of Chi-
cago, drafted an impassioned plea to Congress not to pass the
legislation. 3 That denunciation of Smoot-Hawley noted that any
tariff increase would force distortions in domestic and foreign

8. Id. at 320 ("In conditions of laissez-faire the avoidance of wide fluctuations in em-
ployment may... prove impossible without a far-reaching change in the psychology
of investment markets such as there is no reason to expect. I conclude that the duty of
ordering the current volume of investment cannot safely be left in private hands.").

9. Pub. L. No. 71-361, 46 Stat. 590.
10. See ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE

WEALTH OF NATIONS (R.H. Campbell & A.S. Skinner eds., Liberty Classics 1981)
(1776) (ending with an attack on mercantilist policies).

11. See DAVID RICARDO, PRINCIPLES OF POLITICAL ECONOMY AND TAXATION

(E.C.K. Gonner ed., G. Bell & Sons 1919) (1817).
12. See Anthony O'Brien, Smoot-Hawley Tariff, http://eh.net/encydopedia/artide/

obrien.hawley-smoot.tariff (last visited Feb. 24, 2010) (quoting the 1928 Republican
Party platform to say that "we realize that there are certain industries which cannot
now successfully compete with foreign producers because of lower foreign wages and
a lower cost of living abroad, and we pledge the next Republican Congress to an ex-
amination and where necessary a revision of these schedules to the end that American
labor in the industries may again command the home market, may maintain its stan-
dard of living, and may count upon steady employment in its accustomed field").

13. An account of the relevant events, including the decisive letter, is found in
Economists Against Smoot-Hawley, 4 ECON. J. WATCH 345, 345-58 (2007).
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markets that would reduce overall levels of production to the

detriment of consumers, encourage retaliation that would only

make matters worse, hamper those in local service industries

who had nothing to fear from foreign competition, and harm

farmers by forcing them to pay more as consumers and shutting

down their access to foreign markets. The letter even quoted

President Herbert Hoover's cautionary words that "[i]t is obvi-

ously unwise protection which sacrifices a greater amount of

employment in exports to gain a less amount of employment

from imports."14 There may be some doubt as to the exact extent

of the damage caused by Smoot-Hawley given that total exports

and imports were less than six percent of Gross Domestic Prod-

uct at the time. 15 But there can be no doubt that it had a negative

effect. President Hoover may have known all this, but the busi-

ness pressure for protectionism was tough to resist. World trade

shriveled, and, in part because of poor economic circumstances,

a climate of unrest led to the rise of fascism and Nazism.

It is not, of course, proper to charge Keynes with fostering these

counterproductive maneuvers. It is sufficient to say that his gen-

eral theory neglected to warn against such misguided government

interventions, which are easily condemned within the standard
neoclassical framework. So even if we were to classify Keynes and

Posner as ardent champions of free trade, nothing about that posi-

tion stems from the unique insights of a Keynesian theory.

Nor should we regard these insights as unimportant today. We

are blessed insofar as there is no powerful coalition in support of a

return to Smoot-Hawley. The defenders of protectionism tend to

rely instead on more modest claims, such as the inability to con-

duct "free and fair" trade-fear the "fair" in this formulation-

with nations that do not maintain appropriate labor or environ-

mental standards. Concern for fair trade has, for example, stalled

various bilateral free trade agreements with Colombia.16 But this

effort to use trade policy to meddle in the internal business of for-

14. Id. at 349.

15. O'Brien, supra note 12.

16. The AFL-CIO position on the Colombia Free Trade Agreement reads:

"Workers across both countries oppose passage of the FTA until workers can fully

exercise international core labor rights without fear, the country makes deep and

sustained progress on ending impunity, and the agreement is amended to address

persistent criticisms of the trade model." AFL-CIO, Colombia Free Trade Agree-

ment, http://www.aflcio.org/issues/jobseconomy/globaleconomy/colombiafta.cfm

(last visited Feb. 24, 2010).

No. 21
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eign nations is a dead loser. We should trade with them whenever
it works to our mutual advantage. The lure of foreign trade
should help to discipline and rationalize internal productive ca-
pacities in both nations (thus bleeding out the monopoly power of
unions), and with the increase in domestic wealth, we can confi-
dently predict an expansion in efforts at environmental protec-
tion. No one wants to live in a mansion if he cannot breathe the
outside air when he steps into his backyard. And so prosperity
from free trade, and not protectionism, will increase pressure for
sustainable environmental improvements.

Tax policy also deserves more attention. It represented one of
the key mistakes of the Hoover Administration, which in its own
way was as misguided on tax matters as President Franklin De-
lano Roosevelt's New Deal was on social politics. In particular,
President Hoover's Revenue Act of 1932 raised the top marginal
tax rate from twenty-five to sixty-three percent in order to
staunch the deficit at the federal level." We hear similar calls for
higher taxes today for much the same reason: We do not want to
live in a society where a huge fraction of the population has to
scrimp by on the government dole or toil at low-paying jobs
while the rich live in the lap of luxury. But it is a mistake to think
of taxation policy solely, or even largely, in terms of income dis-
tribution. Taxation has allocative as well as distributive conse-
quences. In many cases, the imposition of progressive taxes con-
tributes to the decline of investment and the withdrawal of
human capital from the labor markets. It becomes almost self-
defeating to find moral support for the very tax regime that has
helped to contribute to a societal slowdown and to the current
economic distress. In general, the opposite approach is better. If
the flat tax is preferred in good times, as I think is the case, it
should be preferred in bad times as well.'8 The advantages in
good times include the simplification of the overall tax structure,
the removal of incentives for people to split or assign income in
counterproductive ways, and the elimination of the political risk
of allowing, as now is the case in California, for a very large por-
tion of the population to enact tax increases that only a small

17. Pub. L. No. 72-154, § 47 Stat. 169, 177 (imposing a top marginal tax rate of
fifty-five percent on net income); id. § 11, 47 Stat. at 174 (imposing an additional
eight percent tax on net income, minus certain deductions).

18. See Richard A. Epstein, Can Anyone Beat the Flat Tax?, 19 SOC. PHIL. & POL'Y
140 (2002).
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slice of its richest citizens pay. The long term political dynamic
of any steeply progressive system of taxation is to level off gov-
ernment expenditure, which in turn will reduce the overall level

of production. In an ideal world, then, we do not constantly
have to figure out how to switch tax structures as good times

become bad and bad times become good. We follow instead the
advice of David Hume, who thought that the stability of posses-

sion (by which he meant the institution of property generally)
was the key to long-term success.

We do not, however, reside in perfect times. So one question
that arises is what to do if current tax levels are high and there
is no practical means to reduce them in the short run, precisely
because of the strong populist impulse toward progressive
taxes. At this point, we have to bite the bullet and recognize
that something must be done in a second-best world to offset

the loss of wealth (for both consumption and investment) in the
private sector. One way to do so is to prime the pump to spend

the revenue quickly. But, make no mistake about it, this spend-
ing binge by government is a distinct second-best solution.

There is no reason to think that the government knows what
projects to invest in, or why. To be sure, there is always room

for government investment in infrastructure under any sensi-
ble theory of laissez-faire, 19 but in general the effort should be
to invest only to the point where the last dollar on public ex-
penditure has the same rate of return as the last dollar on the
private side. That ratio need not change as times get bad, espe-

cially if infrastructure were properly cared for in good times.

Yet that is not how matters sit with the new Keynesians.
Posner seeks to find a larger space for public investment in a
downturn by declaring that "[an a]mbitious public-works pro-
gram can be a confidence builder," seeking to tap into Keynes's

explanation of how the government can promote the "return of
confidence." But the argument ignores the obvious indignant
response that a poorly run government program can destroy

confidence and further demoralize businesses who think that
higher taxes will snatch away the fruits of their efforts. Only by
assuming the eternal and unalterable benevolence of govern-
ment can one posit that all soft externalities will move in the

same direction. Think of the public cynicism about the Alaskan

19. See Jacob Viner, The Intellectual History of Laissez Faire, 3 J.L. & ECON. 45 (1960).
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"bridge to nowhere," or foolish public expenditures that led to
the construction of the Murtha-Johnstown-Cambria Airport.
These projects shatter public confidence.

What is missing from this entire paean to public works and
expenditures is any sense of the public-choice dynamics that
make pork barrel politics the order of the day. I am no social
historian, but I suspect that public expenditures were also hi-
jacked for partisan advantage in the Great Depression. But by
the same token, I think that the size of the heists are far greater
in a $787 billion pork barrel package, most of which is directed
toward delayed capital expenditures that do not have (if any
expenditure has) their supposed stimulus effect. In the end, it
seems clear that the best solution is to lower taxes and not to
leverage high taxes as an excuse for expanded public spending.

A third area that attracts little or no attention from Keynes is
the extensive New Deal drive toward cartelization of indus-
tries, which may well have had a parallel impulse in Great
Britain. American industrial cartelization was no modest en-

deavor. In the eighteen months between August 1933 and Feb-
ruary 1935, FDR's administrative agencies churned out some
546 Codes and 185 Supplemental Codes, pursuant to which
they issued over eleven thousand administrative orders in the
relentless pursuit of "fair" competition.20 The National Indus-
trial Recovery Act (NIRA) was of course opposed to using
these industrial codes to promote monopoly. 21 But that spurt of
generosity arose only because the Roosevelt political agenda
organized cartels instead, which did not "oppress small enter-
prises [or] operate to discriminate against them."22 These codes
set minimum prices or, alternatively, requirements that goods
be sold only above cost, generously defined, which is an indi-
rect way to impose price floors. The social losses resulting from
cartels are well established in economic theory and flow to the
bottom line no matter what fiscal or monetary policies are in
place. Their removal should have been a top priority of the
very Roosevelt Administration that established them. The same

20. See LOUIS L. JAFFE & NATHANIEL L. NATHANSON, ADMINISTRATIVE LAW,

CASES AND MATERIALS 52 (4th ed. 1976).

21. See National Industrial Recovery Act, Pub. L. No. 73-67, § 3, 48 Stat. 195,
196 (1993).

22. Id.
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can be said about the continued use of the various agricultural
marketing orders that have similar effects today.23

The New Deal efforts on this score were not limited to prod-

uct markets. Before the first round of codes was struck down

on grounds of improper delegation in A.L.A. Schechter Poultry
Corp. v. United States,24 the New Dealers included a minimum
wage and maximum hours standard, intended to cartelize la-

bor markets. This was no accidental adjunct to the Roosevelt
program. It was yet another manifestation of the relentless pro-
gressive agenda to substitute cartels for competition whenever

possible. Indeed, the NIRA interventions did not die with the
invalidation of the statute that created them. Because Schechter

Poultry was decided on broad nondelegation grounds, the en-

tire issue resurfaced in a statute with greater particularity, the
Fair Labor Standards Act of 1938 (FLSA),25 which was sustained

with great fanfare in United States v. Darby.26 The FLSA provided
a solid statutory foundation for regulations of the minimum

wage, maximum hours, and overtime that have expanded in

scope relentlessly from the time of its initial passage.27

Nor were NIRA and FLSA the only misguided efforts to cartel-

ize labor markets. Many of the low points of the Great Depression
involved misguided labor statutes that had an adverse impact on

unemployment. The year 1931 saw the adoption of the Davis-
Bacon Act,28 which required wages on government contracts to be
set at the "prevailing" level within the local community.2 9 There is
some dispute as to whether the legislation was passed with an
explicit intent to keep African-American workers from the South
from competing with white laborers from the North.30 But even if

23. For the origins of this agricultural policy, see the Agricultural Adjustment Act
of 1938, Pub. L. No. 75-430, 52 Stat. 31, which replaced the Agricultural Adjustment
Act of 1933, Pub. L. No. 73-10, 48 Stat. 31 (introducing quotas and crop supports).

24. 295 U.S. 495 (1935).

25. Pub. L. No. 75-718, 52 Stat. 1060 (codified as amended at 29 U.S.C. §§ 201-
219 (2006)).

26. 312 U.S. 100 (1941).
27. See, e.g., Christensen v. Harris County, 529 U.S. 576 (2000) (exploring its ap-

plication to overtime wages for public sheriffs).

28. Pub. L. No. 71-798, 46 Stat. 1494 (1931) (codified as amended at 40 U.S.C.
§§ 3141-3148 (2006)).

29. Id. §1, 46 Stat. at 1494.

30. See, e.g., David Bernstein, The Davis-Bacon Act: Vestige of Jim Crow, 13 NAT'L
BLACK L.J. 276 (1994).
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the statute had no racist element, its protectionist origins against
interstate competition cannot be disputed. Nor is it possible to
deny the consequences of shielding incumbent workers from ex-
ternal competition: small local gains at the expense of larger na-
tional losses. Davis-Bacon is hardly a winning strategy to beef up
national labor markets in times of high unemployment. Its repeal
is seventy-nine years overdue.

Next on the list is the Norris-LaGuardia Act of 1932,31 which
sharply limited the use of labor injunctions in trade disputes.
Most importantly, it followed the pattern of the English Trade
Disputes Act of 190632 by refusing to issue injunctions when
labor unions tried to induce workers to unionize secretly in
violation of their terms of employment. Previously the em-
ployer had been able to stop the offending union in its tracks
by obtaining injunctive relief, a right of action that the Supreme
Court upheld in Hitchman Coal & Coke Co. v. Lewis.33 The statute
thus strengthened the hands of unions in ways that once again
pushed wages for labor further from the competitive equilib-
rium, with a consequent loss in social welfare.

That statute was followed by an elaborate effort to organize col-
lective bargaining arrangements under the NIRA. That act was
struck down in Schechter Poultry,34 only to reappear in much more
institutionalized form in the National Labor Relations Act of
1935, 35 which created a new enforcement mechanism in the Na-
tional Labor Relations Board. So a statute intended to usher in an
era of labor peace brought in its wake labor instability that cer-
tainly failed to draw capital into labor intensive industries.

It is easy to understand the sense of desperation that led to the
passage of these acts, but it is impossible to ignore the role that
they played in keeping levels of unemployment high. Here, again,
it hardly matters whether Keynes, Krugman, or Posner (especially
the last two) supports these statutes or not. If they support or ig-
nore these statutes, they have allowed macroeconomic concerns
to blind them. If they oppose these statutes, they do so for micro-
economic reasons that have nothing to do with the grand Keynes-
ian synthesis. But either way, it is hard to defend the position that

31. Pub. L. No. 72-65, 47 Stat. 70 (1932).

32. Trade Disputes Act, 1906, 6 Edw. 7, c. 47 (Eng.).

33. 245 U.S. 229 (1917).

34. 295 U.S. 495 (1935).

35. Pub. L. No. 74-198, 49 Stat. 449 (1935).
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these midlevel changes do not matter, and harder still today to
think that the situation would not get worse with the passage of
the Employee Free Choice Act, against which I have argued at
every possible opportunity.36 Posner himself is opposed to pas-
sage of the statute but thinks that its effect will be moderated by
the global nature of labor markets. 37 That perception is at odds
with the perception of the American business community, which
recoils at the prospect of a card-check device for selecting unions
followed by a mandatory arbitration of the substantive term of the
labor contract. This latter requirement is a real job killer if any-
thing is.38 Put otherwise, the favor that the Obama Administration
shows to organized labor is a real disincentive to economic recov-
ery in employment markets. One does not have to be a Keynesian
to explain why unemployment rates now stubbornly persist at
around ten percent, with no decline in sight. The threat of more
labor and environmental legislation acts as a real deterrent to new
jobs. And the recent passage of ObamaCare will roil labor markets
for years to come.

Last, there is the question about the stability and operation of
financial markets, and here too the case for some Keynesian
explanation for the failure of these markets looks to be vanish-
ingly thin. As before, there are some conventional explanations
that Keynesians may embrace, but these are hardly distin-
guishable from the more traditional Chicago-style explana-
tions. Thus, the obvious culprits are the easy money policies of
the Federal Reserve and the unwise guarantee policies of both
Fannie Mae and Freddie Mac. Proving we have not learned our

36. See, e.g., Richard A. Epstein, The Case Against the Employee Free Choice Act
(Chi. John M. Olin Law & Econ., Working Paper No. 452, 2009), available at http:/I
papers.ssm.com/sol3/papers.cfm?abstractid=1337185.

37. See Posting of Richard Posner to The Becker-Posner Blog, http://www.becker-
posner-blog.com (Jan. 25, 2009, 21:49 EST).

38. See Anne Layne-Farrar, An Empirical Assessment of the Employee Free Choice Act:
The Economic Implications (Law & Econ. Consulting Group, Working Paper No. 452,
2009), available at http://papers.ssm.com/sol3/papers.cn?abstractid=1353305 (esti-
mating on assumptions favorable to the proposed legislation an increase of unem-
ployment from between 0.30% of 0.35% jobs for each 1% increase in unionization
levels). Anne Layne-Farrar has been roundly attacked by a group of pro-labor
economists on a variety of methodological grounds. For representative examples,
see the essays in Volume 15 of Just Labor: A Canadian Journal of Work and Society. It is
worth noting that the title of the journal contains an unambiguous affirmation of its
political allegiances and that the articles offer no theoretical explanation of how the
creation of monopoly unionization could enhance overall social productivity.
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lesson, the Federal Housing Administration (FHA) is now rep-
licating these policies and has begun to specialize in making
risky loans on a 3.5% down payment.39 In addition, it looks as
though it will commit yet another $50 billion to salvage home-
owners who are in default or whose properties are worth less
than the mortgages on them.40 Once again, it does not take a
Keynesian to note that the low rates of interest will generate a
bubble, which will surely burst once there are no greater fools
to step into the gap. Nor does it take a Keynesian to examine
the role, if any, that mark-to-market accounting had in spurring
the downward cycle in asset values as private banking houses
had to sell off asset after asset to make back their margins.41

There is some debate about the extent to which these policies
are attributable to securities regulation or to private covenants.
The right answer is some mixture of both, which suggests that
both public and private parties did not perform ideally in the
financial meltdown. But that observation hardly makes the case
for more extensive governmental control over lending markets.
Rather, the key question is who learns more quickly from their
mistakes. There are only two choices: government bureaucrats
who are systematically immunized from the consequences of
their decisions or private lenders who (even with imperfect
employment contracts) are not. No private bank will lend on
the terms that the FHA is prepared to supply. The reasons are
too evident to require extended discussion.

The situation only gets worse when we look at the rules in
place once mortgages go into default. From the outset I have
taken the uncompromising position that the only person who

39. See David Streitfeld, Housing Agency, Cash Dwindling, Tightens Rules, N.Y. TIMES,
Nov. 13, 2009, at Al. The FHA Down Payment Guidelines note that "F-A loans do
not have a zero down payment mortgage but the down payment can be as little as
3.5%. Here is the exciting part,... those funds (3.5%) can be a Gift and come from a
family member, charity, or your employer." FHA, FHA Down Payment Guidelines,
http://www.fha-mortgageunderwriters.com/fha-down-payment-guidelines.htm
(last visited Feb. 24, 2010). Why not do without the excitement? Note that "ex-
citement" is an open invitation to bad underwriting. If the borrower cannot come
up with the down payment on his own, chances of default probably rise.

40. See David Streitfeld, A Bold U.S. Plan to Help Struggling Homeowners, N.Y. TIMES,
Mar. 26, 2010, at B1. Streitfeld questions whether the plan will work. The answer is no.

41. See Richard A. Epstein & M. Todd Henderson, Marking to Market: Can Ac-
counting Rules Shake the Foundations of Capitalism? (Chi. John M. Olin Law &
Econ., Working Paper No. 458, 2009), available at http:/papers.ssm.com/sol3/
papers.cfm?abstractid=1385382.
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should be entitled to renegotiate loans or waive foreclosure is
the bank or syndicate that holds the paper.42 The current policy
reintroduces the worst features of the Depression strategy that
sought delayed foreclosures in ways that only prolonged the
agony for the individual parties and prevented the restabiliza-
tion of the market. Everyone should have some sympathy for
the plight of borrowers in the 1930s, given that the major defla-
tion forced them to pay back loans with more expensive dollars
than those they borrowed. But that problem can only be cured
by keeping currencies stable-which is harder to do with one,
or more, large stimulus programs waiting in the wings.

Today, we do not have deflation to justify government inter-
vention, and the various programs of forced delay have done
exactly what one would have predicted. Very few of the bor-
rowers who were in arrears brought their payments current
during the foreclosure moratorium. 43 The common result was
eventual foreclosure at additional expense, at which time the
underlying properties were worth less than before. The sys-
tematic effect of debtor relief is to keep these units out of the
resale market, to keep prices artificially high, and to put obsta-
cles in the path of new home buyers who were guilty of no in-
discretions of their own. It does not take a Keynesian to realize
that the insecurity of all forward transactions saps the confi-
dence that governments should build in markets. Even people
who have excellent "animal spirits"44 will be loathe to invest in
a market in which neither politicians nor courts give credence
to "stable expectations." 45 Animal spirits lurk in all individuals
who take joy in their work. The question is whether that pri-
vate satisfaction from productive labor is enough to offset the
additional burdens and uncertainty of oppressive regulation.

42. See Richard A. Epstein, The Subprime Crisis: Why One Bad Turn Leads to An-
other, 2 J. Bus. ENTREPRENEURSHIP & L. 198 (2008).

43. EDWARD VINCENT MURPHY, CONG. RESEARCH SERV., ECONOMIC ANALYSIS

OF A MORTGAGE FORECLOSURE MORATORIUM (2008).

44. See GEORGE A. AKERLOF & ROBERT J. SHILLER, ANIMAL SPIRITS: How HUMAN
PSYCHOLOGY DRIVES THE ECONOMY, AND WHY IT MATTERS FOR GLOBAL CAPITAL-

ISM (2009). No one denies that psychology matters, but it matters far more for

personal interactions than large global phenomena.

45. See, e.g., Usery v. Turner Elkorn Mining Co., 428 U.S. 1, 16 (1976) ("[Olur

cases are clear that legislation readjusting rights and burdens is not unlawful

solely because it upsets otherwise settled expectations."). The "solely" overturns
thousands of years of sound thinking on property rights. As to what should be

added, Justice Marshall never offered a coherent answer.
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The motivations of individuals are, of course, not amenable to
public intervention, but the rules that either shackle or encour-
age innovation are. Figuring out what these are, and how they
relate to the current malaise is difficult because some of the poli-
ies to which I refer have been in effect for a long time, and oth-

ers are of much more recent vintage. But even older policies may
have greater salience as time marches on. One need only look to
the ever greater threats to solvency in Medicare, Medicaid, and
Social Security to realize that incremental changes and adjust-
ments can produce long-term effects. The same can be said
about the accumulated public pension liabilities that are now the
norm in states like New York and California, owing to the
enormous strength of their public unions. My own sense, there-
fore, is that we must start dismantling these programs if we as a
nation are to get out of the long-term stagflation (or inflation?)

that is our due. The Keynesians have little distinct to say about
this dilemma. Nor, in the end, do they have much useful to say
about the issues of employment, consumption, investment, and
savings that lie at the core of their theory.

II. KEYNESIAN THOUGHT ON ITS OWN TURF

In this Part, I shall examine the power of Keynesian theory in
those areas where it purports to differ from the standard Chicago-
type economics of thinkers such as Milton Friedman and Robert
Lucas. I start with the proposition, urged by Richard Posner, that
the linchpin of the Keynesian synthesis is the push toward con-
sumption, which is said to justify the adoption of stimulus pro-
grams to spur additional immediate economic activity. Posner
stresses the point that, under the Keynesian model, "consumption
is the 'sole end and object of all economic activity,"' 46 which, as
Posner insists, is true "because all productive activity is designed
to satisfy consumer demand either in the present or in the fu-
ture."47 But the last qualification about future consumption re-
duces the grand proposition to a truism that deprives the Keynes-
ian approach of all utility. Keynes's General Theory sets income
less consumption equal to savings, which in turn equals invest-
ment. But note that "consumption" covers only present consump-

46. Posner, supra note 3, at 36.
47. Id.
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tion, not all consumption. And it also refers only to private con-
sumption, not the indirect consumption that comes from public

infrastructure investment. The statement, therefore, that the sole

function of all human activity is consumption does not tell us

when to prefer each form of consumption. It is only a bland ob-

servation that investments fall into a class of intermediate goods
that are desired solely because of the consumption that they even-

tually facilitate. The grand Keynesian statement looks to be no

more and no less informative than a general statement that people

act to maximize their utility, or that the purpose of a social welfare

function is to maximize human satisfaction, which we now know

equates with consumption.

The key question, therefore, is how to make the various allo-

cations. Let us start with the temporal dimension and, to keep

matters simple for the moment, focus on a single isolated indi-

vidual whose only choices are to consume now or to defer con-

sumption of some existing stock of goods. This question in-
volves the decision whether to forgo leisure today to create

something of value tomorrow. The individual's range of choices
is highly complex because the choices are not just consumption

now or consumption later. It is possible to create depreciable as-

sets, for example, that are consumed through use and over time.

In dealing with this particular problem, we start with the bru-

tal truth that production and consumption do not move in lock-
step progression over time. In the agricultural realm, the com-

mon insight is that the individual must decide what portion of

the crop to consume today, what to save and to consume in win-

ter, and what to keep as seed corn to plant for the next year's

crop. "Do not eat your seed corn" has a descriptive as well as
metaphorical meaning. Essentially the individual makes the

choice in terms of discounted present value, which inclines one
weakly toward present consumption. But the desire to equalize

consumption in all states of the world pushes strongly toward

savings and investment. At this point the individual problem

looks like the one that Milton Friedman addressed in dealing

with his permanent income hypothesis in the absence of trade.48

In periods of slack production, the individual will consume

some of his store of savings; in periods of abundant production,

he will replenish the stores. The objective is to even out con-

48. MILTON FRIEDMAN, A THEORY OF THE CONSUMPTION FUNCTION 20-37 (1957).
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sumption in the face of variable production. I see nothing in the
Keynesian concern with consumption that alters this analysis. It
only says what has been known since Aristotle: Consumption,
not investment, is the final cause of all human activity.

The next stage in the model asks what happens when we in-
troduce the possibility of trade. At this point speaking about
money as a means of exchange makes sense, and the question
is how any group of individuals exploits the prospects for
gains from trade. The answer, straight from Adam Smith, is
through specialization. The decision to put money into a sav-
ings account or a debt instrument represents the choice to take
a low but secure rate of return. Not all individuals will prefer
that option, which in turn creates the opportunity for addi-
tional gains from trade by having those banks that receive their
deposits lend money out to others for a higher rate of interest
that compensates for the additional risk. The bank then seeks to
minimize this risk by a range of good practices that include due
diligence at the one end and the receipt of appropriate real se-
curity or personal guarantees at the other.

This division of labor seems desirable. Yet Posner has his
doubts. Consider this striking sentence: "If you buy common
stocks, you are investing, but the contribution of your invest-
ment to the productive capital employed in building a factory
is attenuated." 49 Attenuated? What an odd choice of words. It
makes it appear as though the individual holder of capital has
somehow defaulted on his obligation to be a trader whose
"animal spirits" lead him into the fray. But a far better way to
describe the situation is that the passive individual investor is
willing to risk his capital with those whom he trusts under a
regime of corporate law that offers sufficient protection against
the expropriation of his investment by either public or private
parties. Indeed, in many cases, savers do not make their own
decisions about which stock to buy, but hire financial advisors,
invest in mutual funds, or do both. There is no mysterious
downward cycle in this process. And the distinction between
people who make "passive investments" and those who make
"active investments" does not represent some hidden pathol-
ogy. It is a sign that all is well with the economy, not that there
will be some hitherto unidentified market failure.

49. Posner, supra note 3, at 36.
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Nor is there any reason to worry that this investment will

reduce aggregate consumption below the appropriate level any

more than there is reason to fear that it will raise it above the

appropriate level. In the case of the individual who has to de-

ploy his assets over time, there is no one formula that indicates

how much he should consume in the first period or save for

each future period. A lot depends on present and future labor

skills, levels of accumulated capital, and estimation of future

personal needs and social conditions. Similarly, on the trade

front, there is no reason to fret if some individuals decide to

save more and consume less, and others do the opposite. In an

article in the New York Times, Roger Lowenstein hits the nail on

the head when he notes this nation's long-standing ambiva-

lence toward saving. 0 On Mondays, Wednesdays, and Fridays,

we lament collectively that a consumerist society takes in too

much today and thus promises to short change the next genera-

tion by leaving it with a mountain of debt. Yet on Tuesdays,

Thursdays, and Saturdays, we take the opposite view and de-

plore the "hoarding" that Keynes and Posner fear will deprive

the nation of the productive juices it needs. In the end this

equivocation reflects a sensible uncertainty about trade-offs

between present and future consumption. But I think that

Lowenstein misdiagnoses the problem when he asserts that

setting the trade-off between current and future consumption

is a task "that the private sector [has] thoroughly botched." 51 At

the very least it had a lot of help from the cheap money policies

on the public side.

The urgent question, however, is not where to point fingers

for past sins. It is to chart the correct future policy. Here is one

simple suggestion. For heuristic purposes, put savings (in-

vestment) on the y-axis and current consumption on the x-axis.

Then draw the usual hyperbolic indifference curve. Underlying

today's debates over consumption versus savings is an attempt

to figure out where on this curve the optimal ratio of savings to

current consumption is. Obviously it is somewhere in the mid-

dle. But no one knows precisely where. In the face of that lim-

ited knowledge, the vital mission is to move the entire curve

northeast by developing sound institutional practices that re-

50. Roger Lowenstein, U.S. Savings Bind: Save money to rescue the economy! Spend
money to rescue the economy!, N.Y. TIMES, Oct. 18, 2009 (Magazine), at 15.

51. Id. at 16.
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verse the foolish practices set out above and encourage both
savings and consumption in greater quantities.

In dealing with this question, the wrong approach is to buy
into the Keynesian emphasis on "aggregates," whether for con-
sumption, savings, investment, or anything else. This collective
obsession is sure to take us down the road to national indus-
trial policy in which we think that we can name some form of
collective decision about which sectors and which firms should
receive government largesse. It is once again critical to remind
ourselves of Nozick's powerful critique of patterned princi-
ples.52 It was just such a political maneuver to set targets for the
appropriate level of home ownership in the United States-
aggregately and for individual groups-that induced the pub-
lic lending policies that left us with a subprime crisis with re-
verberations beyond the collapse of the housing markets. The
same is true here. What is there to fear if governments do not
seek to tweak these aggregates, but just let each individual de-
cide for himself how much to save and how much to spend? As
people will all be at different stages of their own life cycles, we
should expect these decisions to be all over the lot. And the
disparity will only increase when we take into account the real
possibility of wealth transfers within families, including trans-
fers across generations.

But who cares about the supposed social implications of
these private acts? If I decide to save everything I have above
subsistence level, it does not mean that overall savings levels
will go up. The amount that I invest may lower the overall rate
of return on investment, which could easily encourage others
to shift toward consumptive activity. In addition, my dollars
when invested get paid out to other individuals, for example,
workmen in construction, who then make their own decisions
as to how much to consume or to save. We cannot, therefore,
draw any inference as to the total level of savings by just
watching the herky-jerky movements of any one individual.
We have to look at them all.

Should we be concerned with these choices because of the
supposed multiplier effect gained from present consumption?
Not really. The decision to save counts as deferred consump-
tion, which has its own multiplier effect. Here it is best to drop

52. See supra text accompanying note 5.

[Vol. 33



Why I Will Never Be a Keynesian

the term and just substitute for multiplier effect the traditional

concern with gains from trade through voluntary transactions,
which typically have positive external effects by creating addi-
tional opportunities for others. As one person saves the other
invests in long term projects with borrowed capital. The key

point is that stable expectations require enforceable contracts
and steady and predictable price levels. So long as each person
makes informed trades, each of these contracts over time
should be a positive sum. Reduce the transaction costs in good
Coasean style by supporting stable property relationships and
the temporal consumption issue will take care of itself in the

same way that all such allocations take care of themselves.
People make choices and are bound by their consequences. The

conclusion is hardly novel, for the same thing happens when we
remove the intertemporal element from the equation. The choice
of one consumer good over another is only possible for persons
who can articulate and act on a set of stable preferences.

The puzzle is still not complete, however, because we have to
worry about the creation of bona fide public goods that mar-

kets cannot generate. For that task we need to have a set of

taxes that, ideally, create the fewest possible distortions in pri-
vate behavior. We could think of general revenue taxes, special

assessments, tolls, or other user fees as a way to support public
projects. But the correct mix of public and private should not

be determined by deciding to honor or override our animal
spirits. What is really needed is a good estimation as to
whether the next dollar on some public improvement is worth
as much as or more than the next dollar in private hands. That
question does not prejudge the further issue of whether the

public funds should be spent on immediate consumption, such
as rescue operations in a flood, or on long-term benefits, such

as building the right superhighways. These trade-offs are gov-
erned by the same rules applicable to the private side.

But the one point that is clear is that there is no gain from

stimulus programs that waste money and squander resources.
In any sensible evaluative scheme we do not praise current ex-

penditures that produce goods of no long-term value. It is for
that reason that Keynes seemed loopy when he approved Roo-

sevelt's decision to destroy excess crops, which were stored at
government expense solely because of the agricultural adjust-
ment acts that kept output down to keep prices up. We might

as well burn down buildings to create new jobs in construction,
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dig for oil with teaspoons in order to stimulate labor, or pro-
vide large subsidies to buy clunkers in August 2009, only to see
new car sales plummet in September.53 The simple objection to
Keynesian pump priming in a first-best world is that we are
priming the wrong pump when public control over general in-
vestment (sound infrastructure aside) yields less usable output
than the private investment itself.

CONCLUSION

In the end, I can see nothing distinctive in Keynesian theory

that advances our understanding of economics. Consumption
becomes a nice substitute for utility that conceals the trade-offs
between current consumption and investment and between
public and private investment and consumption. The real task
is to figure out the right set of property rights that will give in-
dividuals incentives to make the right personal choices. Sound
institutions will boost confidence across the board and encour-
age investment so long as no one has to factor into the equation
the huge levels of gratuitous uncertainty that stem from useless
government intervention. We have to accept that external cir-
cumstances will create good and bad times. No economic the-
ory can ward off hurricanes, disease, or war, even if sound so-
cial institutions can contain some of their adverse effects. But
the purpose of government is not to eliminate all the uncertain-
ties of nature and politics. It is to not add to the confusion by
creating baroque structures of taxation, regulation, and gov-
ernment spending that add fresh layers of uncertainty through
mechanisms that expend real resources in order to reduce so-
cial output. One does not have to be a Keynesian to know that
the sum of three negatives (administrative cost, allocative dis-
tortions, and unneeded uncertainty) is always negative, no
matter what their relative proportions. Getting out of the gim-
mick business will do more good than all the bogus short-term

stimulus packages that muddle-headed or devious politicians
can generate. We do not want government to do nothing, but we
do not want it to do something stupid either. The presumption
remains: Government intervention is bad until shown to be
good. For that reason I am not, nor will I ever be, a Keynesian.

53. See Nick Bunkley, After Clunkers Program, Sales Are Slow Again, N.Y. TIMES,

Oct. 2, 2009, at B3.
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UNAFFORDABLE HOUSING AND POLITICAL

KICKBACKS ROCKED THE AMERICAN ECONOMY

DARRELL ISSA*

The economic earthquake that shook the world financial
markets and bankrupted seemingly invulnerable multi-

national corporations exposed perilous fault lines of the federal

government's own creation. Under mounting pressure, at a
critical moment, the fault lines cracked and took down every-
thing from auto manufacturers to insurance providers.

Now that the Obama Administration's comprehensive regu-

latory reform proposals are making their way through Con-
gress, the time has come to identify the root causes of the most

recent economic downturn. Many leading economists agree:

The economic crisis we are experiencing is directly tied to an

over-inflated housing bubble wherein mortgage lenders made
reckless, high-risk loans. These loans were given in record num-
ber to over-extended, under-qualified borrowers to satisfy an
increasingly aggressive government drive for home ownership.
Why the lenders adopted such counterintuitive and irresponsi-

ble business practices is the critical question. The answer reveals
the disastrous folly of government intervention in the housing
market spanning more than three quarters of a century.

To secure affordable housing, Congress created a new Gov-

ernment Sponsored Enterprise (GSE) known as the Federal Na-

tional Mortgage Association (Fannie Mae) during the Great De-
pression to purchase and securitize home mortgages and promote

greater liquidity in the mortgage market.' At a time of unprece-

dented economic strain, the nation welcomed this fundamental
component of President Franklin Delano Roosevelt's New Deal.

For thirty years, Fannie Mae had a near-monopoly on the

secondary mortgage market and, with the backing of the fed-

* United States Representative (R-CA); Ranking Member, House Committee on

Oversight and Government Reform.

1. See National Housing Act, ch. 847, § 301, 48 Stat. 1246 (1934) (codified as
amended at 12 U.S.C. § 1701 (2006)).
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eral budget, an ostensibly endless supply of capital. In 1965,
President Lyndon Johnson established the Department of
Housing and Urban Development (HUD) as a part of his Great
Society plan to eradicate poverty and promote homeownership
through a government-run housing program and government
subsidized mortgage lending. Facing mounting debt, however,
Johnson later contrived a scheme to privatize Fannie Mae, re-
moving the corporation's liabilities from the federal balance
sheets without limiting the potential for a taxpayer bailout.2

By 1970, Congress was pushing Fannie Mae to purchase con-
ventional mortgages, though the effort was complicated by
federal restrictions on numerous primary lenders that were un-
able to work with Fannie Mae. The solution? Congress created
the Federal Home Loan Mortgage Corporation (Freddie Mac)
as a wholly-owned government-run mortgage lender,3 and
then re-chartered it in 1989 as a publicly traded enterprise. 4

As the market for secondary mortgages grew, Fannie Mae
and Freddie Mac nearly achieved monopoly results thanks to
numerous competitive advantages -guaranteed through their
unique relationship with the federal government.5 Among
these advantages were government-backed lines of credit equal
to a whopping $2.25 billion and a corollary market reputation
that led investors to believe the GSEs were too big to fail.6 This
inflated investor confidence and exclusive government protec-
tion resulted in an unnatural expansion of Fannie Mae and
Freddie Mac's market dominance, and by the time the 1990s
rolled around, the corporations together held more than three
quarters of the secondary market for prime mortgages. 7

The GSEs were aided immensely by the federal government
because Congress charged Fannie Mae and Freddie Mac with

2. Peter J. Wallison & Charles W. Calomiris, The Last Trillion-Dollar Commitment:
The Destruction of Fannie Mae and Freddie Mac, AEI FIN. SERVICES OUTLOOK, Sept.
2008, at 2, http://www.aei.org/docLib/20080930_Binder1.pdf.

3. See Emergency Home Financing Act of 1970 §§ 301-10, Pub. L. No. 91-351, 84
Stat. 450 (1970) (codified as amended at 12 U.S.C. §§ 1451-59 (2006)).

4. Wallison & Calomiris, supra note 2, at 2.

5. Jonathan G.S. Koppell, Hybrid Organizations and the Alignment of Interests: The
Case of Fannie Mae and Freddie Mac, 61 PUB. ADMIN. REV. 468, 469-72 (2001).

6. W. Scott Frame & Lawrence J. White, Fussing and Fuming over Fannie and
Freddie: How Much Smoke, How Much Fire?, 19 J. ECON. PERSP. 159, 163-64 (2005).

7. Robert Van Order, The U.S. Mortgage Market: A Model of Dueling Charters, 11 J.
HOUSING RES. 233,235 (2000).
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keeping the secondary mortgage market liquid and increasing
the availability of affordable housing. No other private compa-
nies could borrow money at such an affordable rate. Private
debt markets were willing to lend the GSEs money at an inter-
est rate not much higher than the relatively risk-free rate they
charged the U.S. government itself.8

As a matter of regular business, Fannie Mae and Freddie Mac
sold their bonds in the debt markets at relatively low price
points and used the borrowed money to purchase mortgages
from primary lenders like Countrywide Financial that dealt
directly with customers seeking home loans. They then bun-
dled many of these mortgages into securities and sold them to
investors who paid Fannie Mae and Freddie Mac a fee to guar-
antee payment in the event of a mortgage default.9 The GSEs
could also hold the securities in their own portfolios, 10 making
profits from the difference between their low cost of debt and
the higher rates borrowers paid on their mortgages.

Along the way, Congress continued to impose requirements
on Fannie Mae and Freddie Mac to guarantee affordable hous-
ing opportunities to more and more Americans, including
those whose credit ratings and annual income could not sus-
tain a traditional mortgage. Under increased pressure to lower
underwriting standards and to meet congressional mandates
for loans to low-income families, the GSEs fell victim to succes-
sive administrations' campaign promises to increase home
ownership regardless of the individual or systemic risk."

Meanwhile, Congress exempted Fannie Mae and Freddie Mac
from key regulations and responsible market oversight. For exam-
ple, their congressional charters exempted them from Securities
and Exchange Commission (SEC) oversight, making the GSEs the
only exempt publicly traded corporations. It was not until scandals
in 2003 and 2004 revealed the use of unapproved accounting prac-
tices to mandpulate earnings that Fannie Mae and Freddie Mac

8. Koppell, supra note 5, at 469; Frame & White, supra note 6, at 164.
9. Frame & White, supra note 6, at 160.

10. Id.
11. See The Role of Fannie Mae and Freddie Mac in the Financial Crisis: Hearing Be-

fore the H. Comm. on Oversight & Gov't Reform, 110th Cong. 186-87 (2008) (pre-
pared statement of Edward J. Pinto, former Chief Credit Officer, Fannie Mae).
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agreed to "voluntary" SEC filings.12 The GSEs were also protected
from market oversight regarding the quality of their mortgage-
backed security issuances, resulting in the packaging of $5 trillion
in mortgages into mortgage-backed securities.13 These securities
were then sold to investors who received the interest and principal
payments. Bit by bit the bubble began to expand.

The politicization of mortgage lending reached its zenith
during the Clinton Administration through major alterations of
the Community Reinvestment Act of 1977,14 a piece of legisla-
tion originally passed to prevent banks from discriminating
against otherwise credit-worthy borrowers in lower-income
neighborhoods. The Clinton-era policies emphasized, on the

other hand, performance-based standards of evaluation that
tied bank ratings to the volume rather than the fairness of the
banks' mortgage lending.'" As subprime lending increased to
meet the Clinton Administration's standards, so did the pres-
sure on Fannie Mae and Freddie Mac to purchase those loans
on the secondary market to promote liquidity, regardless of the
loans' quality and sustainability.16

This "affordable housing" scheme inevitably started a mort-
gage bonanza, just as it was designed to do. Unexpectedly, how-
ever, borrowers from every income bracket, sensing a near-
inevitable investment return facilitated by federal guarantees,

seized the opportunities originally created for the poor. As re-
quirements for down payments plummeted, so too did the home
equity stake of the average American family.17 And as home
prices continued their dizzying rise, many people decided to cash

12. The OSHEA Report of the Special Examination of Fannie Mae: Hearing Before
S. Comm. on Banking, Hous. & Urban Affairs, 109th Cong. 7 (2006) (testimony of
Christopher Cox, Chairman, SEC).

13. Carol D. Leonnig, How HUD Mortgage Policy Fed the Crisis, WASH. POST, June
10, 2008, at Al.

14. Pub. L. No. 95-128, 91 Stat. 1147 (codified at 12 U.S.C. §§ 2901-2908).

15. AKM Rezaul Hossain, The Past, Present and Future of Community Reinvestment
Act (CRA): A Historical Perspective 47, 53-54 (U. Conn. Dept. of Econ. Working
Papers Series, Paper No. 2004-20).

16. Collapse of Fannie Mae and Freddie Mac: Hearing Before the H. Comm. on Over-
sight & Gov't Reform, 110th Cong. 11 (2008) (statement of Dr. Arnold Kling); see also
Steven A. Holmes, Fannie Mae Eases Credit To Aid Mortgage Lending, N.Y. TIMES,

Sept. 30, 1999, at C2.
17. See STAN J. LIEBOWITZ, ANATOMY OF A TRAIN WRECK: CAUSES OF THE

MORTGAGE MELTDOWN 4-5, 17-18 (2008), http://www.independent.org/pdf/

policy-reports/2008-10-03-trainwreck.pdf.
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in by buying a house with an adjustable-rate mortgage featuring a
low introductory teaser rate set to increase after a few years.18

These borrowers, confident in the oft-cited assertion that U.S.
home values had never before fallen in the aggregate, planned
to sell or refinance their investment before the mortgage rate
adjusted upward, pocketing the difference between the initial
purchase price and the subsequent appreciation in value. But
buyers failed to grasp the effect of a government policy that
had quietly eroded the prudential limits on mortgage leverage.
Indeed, the government had helped create a dangerous specu-
lative bubble across the entire financial system.

Once government-sponsored efforts to decrease down pay-
ments spread to the wider housing market, home prices be-
came increasingly untethered from borrowers' ability to pay.
Instead, borrowers could make increasingly smaller down
payments and take on higher debt, allowing home prices to
continue their unrestrained rise.19 Some statistics help illustrate
how this price increase occurred. Between 2001 and 2006, me-

dian home prices increased by an inflation-adjusted fifty per-
cent, yet at the same time Americans' income failed to keep
up.20 For the thirty years prior to 2000, the ratio of U.S. home
prices to income averaged only about 4-to-1. 21 In other words,
the average American lived in a home costing four times his
annual income. In just five years, from 2000 to 2005, that ratio
doubled to 8-to-1. 22 As a result of homes becoming more ex-
pensive, the only way for many Americans to buy a home dur-
ing the housing bubble was to dramatically increase their lev-
erage. It is not surprising, then, that between 2000 and 2006,
mortgage debt in the United States increased by eighty per-
cent.23 According to one early warning in 2006, such an increase
in the price-to-income ratio had a less than one in three hun-
dred chance of occurring and is essentially inexplicable by eco-
nomic fundamentals.

24

18. Andrew Laperriere, Housing Bubble Trouble: Have We Been Living Beyond Our
Means?, WKLY. STAND., Apr. 10, 2006, at 25, 27.

19. LIEBOWITZ, supra note 17, at 4, 17-18.

20. See Laperriere, supra note 18, at 25-26.

21. Id. at 26.
22. Id.

23. Id.

24. Id.



Harvard Journal of Law & Public Policy

Thus more and more Americans had less and less skin in the
game, which increased the ease with which borrowers could
walk away from their mortgages with no significant loss.25 And
walk away they did. By the time the myth of these "affordable"
housing policies is fully realized, GSE mortgages could result
in nearly 8.8 million foreclosures. 26 So far, the fallout has led to
the injection of billions of taxpayer dollars and a government
takeover of Fannie Mae and Freddie Mac in September 2008 to
prevent their total collapse and dissolution.27

Fannie Mae and Freddie Mac had gambled on zero down
payment mortgages to subprime borrowers with assurances
that the unprecedented risk would be absorbed by the U.S.
taxpayers in the end. A trifecta of irresponsible congressional
mandates, ill-advised executive policies, and illusory market
confidence provided both the rationale and the capital for dan-
gerous leveraging and overexposure. But why did Congress
doom the GSEs to fail? Why did successive administrations
push them to the brink and thus jeopardize the entire U.S
economy? The answers to these questions are disconcerting.

Quite simply, a nexus of "affordable" housing mortgage
lenders, the homebuilding industry, and major investment
firms created a powerful "affordable" housing coalition led by
Fannie Mae, Freddie Mac, and their political allies in Washing-
ton, D.C. This group used its money and power to buy influ-
ence on Capitol Hill. Between 1998 and 2008, Freddie Mac and
Fannie Mae spent as much as $176 million on lobbying efforts28

to block legislative reform that would have stripped them of
their preferential advantages.

Perhaps the most prominent partner for Fannie Mae and
Freddie Mac was Countrywide Financial, a now defunct corpo-
rate behemoth. Former CEO Angelo Mozilo initiated a VIP loan
program to purchase political favors and reduced oversight
from high-powered elected and appointed government offi-

25. See LIEBOWITZ, supra note 17, at 4-5, 13.

26. EDWARD PINTO, How SERIOUS Is THE MORTGAGE PROBLEM THAT WILL CON-
FRONT PRESIDENT OBAMA? (2009), http://www.aei.org/docLib/20090116_kd3.pdf.

27. Peter J. Wallison, Cause and Effect: Government Policies and the Financial Crisis,
AEI FIN. SERVICES OUTLOOK, Nov. 2008, at 4-6, http://www.aei.org/outlook/29015.

28. OpenSecrets.org, Lobbying Database, http://www.opensecrets.org/lobby/
clientsum.php?year=2008&lname=Freddie+mac (last visited Feb. 23, 2010); OpenSe-
crets.org, Lobbying Database, http://www.opensecrets.org/lobby/clientsum.php?year

=2008&lname=Fannie+mae (last visited Feb. 23,2010).
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cials. After the Savings and Loan crisis of the 1980s, lenders like
Countrywide rose to fill the void in subprime mortgage lend-
ing.29 They even expanded some of the risky lending practices
that brought the earlier crisis to a head.30 A symbiotic relation-
ship thus developed between these non-bank lenders and the
GSEs. For example, under former CEO Jim Johnson, Fannie
Mae reached a "strategic agreement" with Countrywide CEO
Angelo Mozilo in which "Countrywide agreed to deliver a
large portion of Fannie's annual loan volume in exchange for
special financing terms."31 In fact, Countrywide regularly ac-
counted for ten to thirty percent of all the loans Fannie Mae
purchased in a given year.32 In the words of Angelo Mozilo: "If
Fannie and Freddie catch a cold, I catch the ... flu." 33

Freddie Mac likewise joined in the subprime action, partner-
ing with non-bank mortgage lender Ameriquest to install its
automated underwriting software onsite. Fannie Mae and
Freddie Mac both used Ameriquest's software to divert sub-
prime loans from private label securitizers on Wall Street, driv-
ing up demand for risky junk mortgages. 34

Eventually, observant analysts and scrupulous political leaders
smelled something rotten in the growing "affordable housing"
scandal. Yet those who attempted to expose it and push for sub-
stantive reforms of housing policies met incredible resistance and
often faced well-financed political retribution. Congressman Jim
Leach (R-IA), for instance, proposed assessing a fee on the GSEs
to offset federal subsidies. Fannie Mae and Freddie Mac killed
the idea in only twelve hours.35 Fannie Mae also coerced then-
Treasury Secretary Larry Summers-now Director of the White
House Council of Economic Advisors-to "tone down" a report

29. PAUL MUOLO & MATTHEW PADILLA, CHAIN OF BLAME: How WALL STREET

CAUSED THE MORTGAGE AND CREDIT CRISIS 112-13 (2008).

30. See LIEBOWITZ, supra note 17, at 10.
31. Glenn R. Simpson, Countrywide Made Home Loans to Gorelick, Mudd, WALL ST.

J., Sept. 25, 2008, at A10.
32. MUOLO & PADILLA, supra note 29, at 113.
33. Id. at 114.
34. Letter from James Wiener, Managing Dir. of Freddie Mac, and Michael Pou-

los, Dir. of Freddie Mac, to Margaret Colon, Chief Admin. Officer of Freddie Mac,
and Michael C. May, Senior Vice President of Freddie Mac (Apr. 1, 2004) (on file
with the Harvard Journal of Law & Public Policy).

35. Owen Ullmann, Crony Capitalism: American Style, INT'L ECON., July/Aug.
1999, at 11.
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that originally criticized the cozy relationship between the federal

government and the GSEs.36 When Congressman Paul Ryan (R-

WI) sought to increase regulation of the GSEs, Fannie Mae sent
lobbyists to stalk him and to call every mortgage holder in his

district to claim falsely that he was trying to increase their mort-

gage rates, generating six thousand responses to Congressman

Ryan's office.37 When Ryan transferred to a committee without

direct oversight of the GSEs, Fannie CEO Franklin Raines sent
him a congratulatory note, as if to say "good riddance." 38 When

Congressman Christopher Shays (R-CT) introduced legislation to
end the GSEs' unique exemption from SEC registration, he "had
lobbyists literally barging into [his] room," while Raines report-

edly called the lawmaker to ask "What the hell have [you]
done?"39 The GSEs also retaliated by ending their home-buying

forums in Shays' congressional district.40

Meanwhile, GSE employees contributed nearly $15 million

between 1998 and 2008 to the campaigns of dozens of members

of Congress serving on key committees responsible for over-

sight of Fannie Mae and Freddie Mac. 41 By the time federal
regulators seized the insolvent companies, sitting members of

Congress had received over $4.8 million in political contribu-

tions since 1989, including over $3 million from the GSEs' po-
litical action committees. 42 Of that total, fifty-seven percent

went to Democrats, and forty-three percent to Republicans.4 3

Some of these contributions did not pass muster with the Fed-
eral Elections Commission (FEC), and in 2006 Freddie Mac
paid the largest fine in FEC history: $3.8 million.44 Yet as the
money flowed into campaign coffers, the favors flowed out.

36. Id.

37. Paul A. Gigot, The Fannie Mae Gang, WALL ST. J., July 23, 2008, at A17.

38. Id.
39. Matthew Murray, A $90 Million Package Gets Lambasted Again, ROLL CALL,

Dec. 10, 2008, http://www.rollcall.com/issues/54_64/vested/30709-1.html.

40. Id.
41. Wallison & Calomiris, supra note 2, at 3.

42. Lindsay Renick Mayer, Update: Fannie Mae and Freddie Mac Invest in Lawmak-
ers, OPENSECRETS.ORG, Sept. 11, 2008, http://www.opensecrets.org/news/2008/09/

update-fannie-mae-and-freddie.html.

43. Id.

44. Press Release, FEC, Federal Home Loan Mortgage Corporation ("Freddie Mac")
Pays Largest Fine in FEC History (April 18, 2006), available at http://www.fec.gov/
press/press2006/20060418mur.html.
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Additionally, Fannie Mae and Freddie Mac regional partner-

ship offices provided millions in additional contributions to

politicians who supported them by funding affordable housing

projects in congressional districts. For example, one press re-

lease from the office of Senator Charles Schumer (D-NY) read:

"Schumer Announces Up to $100 Million Freddie Mac Com-
mitment to Address Fort Drum and Watertown Housing

Crunch." 45 The release touted that "Schumer has frequently

partnered with Freddie Mac on creative, affordable housing

initiatives around the state," and stated that Freddie Mac had

committed to purchase $100 million of loans originated by

HSBC bank, including loans with very low down payments.46

These politicians then claimed credit with their constituents for

bringing home these earmark-like subsidies that did not have

to go through the scrutiny of the usual appropriations process.

Fannie Mae and Freddie Mac also served as a revolving door

for powerful former politicians, their aides, and even their fam-
ily members. Former Freddie Mac CEO James Johnson managed

Walter Mondale's 1984 presidential campaign, chaired the vice
presidential selection committee for presidential candidate John

Kerry, and was involved in President Barack Obama's vice

presidential selection process. 47 Former Fannie Mae CEO Frank-

lin Raines previously served as President Clinton's Director of

the Office of Management and Budget.48 Former Clinton Deputy
Attorney General Jamie Gorelick49 served as vice chairman of

Fannie Mae and earned over $26 million in compensation.50

Former Fannie Mae senior vice president John Buckley had

served as a Republican congressional staffer and senior advisor
to the presidential campaigns of Ronald Reagan in 1984 and Bob
Dole in 1996. 51 Another former Fannie senior vice president,

45. Press Release, Sen. Charles Schumer, Schumer Announces Up to $100 mil-

lion Freddie Mac Commitment to Address Fort Drum and Watertown Housing
Crunch (November 20, 2006), available at http://schumer.senate.gov/new-website/
record.cfm?id=266131.

46. Id.

47. Leslie Wayne, Vetting a Vetter: Obama's Pick Fuels G.O.P. Criticism, N.Y.
TIMES, June 11, 2008, at A21.

48. Ullmann, supra note 35, at 9.

49. Id. at 8.

50. OFFICE OF FED. HOUS. ENTER. OVERSIGHT, REPORT OF THE SPECIAL EXAMINA-

TION OF FANNIE MAE 58 (2006).

51. Ullmann, supra note 35, at 9.
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Arne Christenson, had been a senior advisor to Republican
House Speaker Newt Gingrich.5 1 The son of Republican Senator
Bob Bennett worked for Fannie Mae's Utah regional office.53

Democratic Representative Barney Frank's partner, Herb Moses,
worked at Fannie Mae from 1991 to 1998 as Assistant Director
for Product Initiatives while Congressman Frank sat on the
House Committee with responsibility for oversight of the
GSEs.54 Today, Congressman Frank is the powerful chairman of
the House Financial Services Committee with primary responsi-
bility for moving the Obama Administration's comprehensive
regulatory reform through the House. On December 11, 2009,
the House voted by a narrow 223-202 margin to approve Con-
gressman Frank's 1,279 page bill, a piece of legislation that has
been called "the most sweeping overhaul of the nation's finan-
cial regulatory system since the Great Depression." 55

Governance of Fannie Mae and Freddie Mac has long been
subjected to political cronyism. Until President George W. Bush
ended the practice, the President of the United States ap-
pointed five members to the GSEs' boards.56 This arrangement
was unique among publicly traded companies and solely a
function of their hybrid public-private nature. These board po-
sitions were highly lucrative sinecures that presidents had used
for decades to reward loyal political allies. Typically, those ap-
pointed to the board by the President served for very short pe-
riods of time and contributed very little to the day-to-day op-
erations of the company, yet they were paid handsomely. For
example, current White House Chief of Staff Rahm Emanuel
was appointed to the board of Freddie Mac by President Clin-
ton in February 2000, where he served for only fourteen
months but received $320,000 in compensation.5 7 Emanuel also
sold Freddie Mac stock valued between $100,000 and
$250,000.58 Emanuel did not serve on any of the board's work-

52. Id. at 8.
53. Bethany McLean, Fannie Mae's Last Stand, VANITY FAIR, Feb. 2009, at 145.

54. Bill Samrnmon, Lawmaker Accused of Fannie Mae Conflict of Interest, FOX NEwS,

Oct. 3, 2008, http://www.foxnews.com/story/0,2933,432501,00.html.

55. Brady Dennis, House Votes to Reform Financial Regulations, WASH. POST, Dec.

12, 2009, at Al.

56. Bethany McLean, The Fall ofFannie Mae, FORTUNE, Jan. 24, 2005, at 134.

57. Bob Secter & Andrew Zajac, Emanuel's Freddie Mac days, CHI. TRIB., Mar. 26,

2009, at 17.

58. Id.
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ing committees, and the board itself met no more than six times
a year.5 9 Clinton also appointed lobbyist and golfing partner
James Free and former aide Harold Ickes to the Freddie Mac
board.6° Lead investigators working for the House Committee
on Oversight and Government Reform are amassing volumes
of paper that trace the practice of political favoritism and pref-
erential treatment that stemmed from government interference
in the mortgage lending industry.

For the first ten months of the 111th Congress, it appeared that
House Speaker Nancy Pelosi and Democrats in Congress were
circling their wagons to block a full-scale investigation into how
Countrywide Financial, Fannie Mae, Freddie Mac, and a nexus of
government officials created the economic storm that now rains
hell on American taxpayers. After months of mounting pressure,
Republicans on the House Oversight Committee finally were able
to prevail upon Chairman Edolphus Towns (D-NY) to issue a
wide-ranging subpoena to secure a majority of the records re-
quired to conduct a thorough investigation.61

Getting to the root causes of the global financial crisis has
been the stated goal of both Congress and the White House.
Already, however, the Obama Administration is attempting to
enact sweeping regulatory reforms and create a host of new
regulatory agencies with only nominal reference to the sys-
temic problems in the "affordable" housing policies that trig-
gered our economic crisis and defrauded American taxpayers.

All told, the government's experiment in unsustainable af-
fordable mortgage lending based on low down payments and
"flexible" credit criteria has sucked the equity out of the U.S.
housing market, trapped millions of Americans under crushing
debt, and seriously damaged global financial markets. In 2006,
the value of U.S. housing was estimated at $22.9 trillion.62 By
late 2009, this number had collapsed to $16.6 trillion.63 Out-

standing mortgage debt in late 2009 was still $10.3 trillion,

59. Id.

60. Id.

61. Edward L. Andrews, Housing Oversight Leader Agrees to Subpoena Documents
on Mortgage Deals, N.Y. TIMES, Oct. 24, 2009, at A12.

62. BD. OF GOVERNORS OF THE FED. RESERVE Sys., FEDERAL RESERVE STATISTICAL

RELEASE Z.1 FLOW OF FUNDS ACCOUNTS OF THE UNITED STATES: FLOWS AND OUT-

STANDINGS FOURTH QUARTER 2009, at 104 (2010).

63. Id.
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however, higher than it was at the height of the housing bubble
in 2006-$9.8 trillion.64 Thus, the total loan-to-value ratio of the
U.S. residential housing market in late 2009 was 62%, up from
just 42.9% in 2006. This trend demonstrates that what was once
unthinkable-a U.S. housing market in negative equity-is
now an alarming possibility. Rather than pursuing policies that
would restore the U.S. housing market to firm footing, the

Obama Administration has pumped over $1.5 trillion into the
housing market to artificially prop up prices. This stealthy
stimulus, which is completely separate from the $787 billion
boondoggle passed by Democrats last year, has been used to
buy up Fannie and Freddie mortgage-backed securities, Fannie
and Freddie corporate debt, and Fannie and Freddie preferred
equity.65 When this government housing stimulus is inevitably
withdrawn, we may yet have a double-dip in housing prices,
bringing the market dangerously close to negative equity.

These statistics are alarming enough on their own, but the
real tragedy of the government's affordable housing policy is
its impact on average Americans, particularly those of modest
means. Millions of these borrowers, who were supposedly
helped by federal affordable housing policies, have now been

forced into delinquency and foreclosure, destroying their asset
base, their credit, and in some cases, their families. For exam-
ple, Latino homeowners, who once appeared to be among the
most frequent beneficiaries of affordable housing policies, are
now the victims of the policies that their political representa-
tives in Washington once championed. According to the Pew
Hispanic Center, nearly one in ten Latino homeowners said
they had missed a mortgage payment or were unable to make a
full payment, and three percent said they have received a fore-
closure notice in the past year.66 At the same time, sixty-two
percent of Latino homeowners said there have been foreclo-

64. Id.

65. BD. OF GOVERNORS OF THE FED. RESERVE Sys., FEDERAL RESERVE STATISTICAL

RELEASE H.4.1 FACTORS AFFECTING RESERVE BALANCES OF DEPOSITORY INSTITU-

TIONS AND CONDITION STATEMENT OF FEDERAL RESERVE BANKS, MARCH 4, 2010

(2010); U.S. TREASURY, MONTHLY TREASURY STATEMENT OF RECEIPTS AND OUT-

LAYS OF THE UNITED STATES GOVERNMENT FOR FISCAL YEAR 2010 THROUGH

JANUARY 31, 2010, AND OTHER PERIODS (2010).

66. MARK HUGO LOPEZ ET AL., PEW HISPANIC CTR., HISPANICS AND THE ECO-

NOMIC DOWNTURN: HOUSING WOES AND REMITrTANCE CUTS, at i (2009).
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sures in their neighborhoods, and thirty-six percent say they
are worried about their own homes going into foreclosure.67

The consequences of these policies brought the entire global
financial system to the brink of collapse, destroying trillions in
equity and disrupting untold numbers of lives. It is essential to
reexamine the borrow and spend, high-leverage policies that
became prevalent in the mortgage market as a result of well-
intentioned but reckless decisions made by elected officials.
Without a return to fiscal discipline and prudent, responsible
housing policies, we will continue to make the same mistakes
that led to the current financial crisis.

67. Id.





CAUSES AND CONSEQUENCES OF THE FINANCIAL

CRISIS OF 2007-2009

WILLIAM POOLE*

By the early fall of 2009, the business contraction that began
in December 2007 appeared to be ending,' but the outlook, re-
mained hazy. Despite a number of "green shoots," as Federal
Reserve Chairman Ben Bernanke liked to put it,2 the data were
not decisive enough to declare the end of the contraction. Em-
ployment was still falling through September 2009.3 Although

in October 2009 it certainly seemed that the economy was near

the bottom, it was not safe to say that the crisis was history.4

Nevertheless, much is already known about the causes of the
financial crisis and government responses to it, permitting a
much more than speculative review. David Wessel has pro-
vided a superb blow-by-blow account of events during the cri-

sis;5 there is no point in repeating that account here.
Nevertheless, a brief chronology of the phases of the financial

crisis should help to organize the discussion.

* Senior Fellow, Cato Institute; Distinguished Scholar in Residence, University of

Delaware. Attitudes toward the crisis are, inevitably, shaped by the perspective of
the observer. My own perspective is that of a Chicago-school economist with strong
libertarian leanings. My perspective is also shaped by my ten years (March 1998 to
March 2008) as president and CEO of the Federal Reserve Bank of St. Louis.
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SUMMARY OF COMMENTARY ON CURRENT ECONOMIC CONDITIONS BY FEDERAL

RESERVE DISTRICT, OCTOBER 2009, at i-vi (2009) [hereinafter CURRENT CONDTONS].

2. Shobhana Chandra & Matthew Benjamin, Bernanke 'Green Shoots' May Signal False
Spring Amid Job Losses, BLOOMBERG.COM, Apr. 6, 2009, http://www.bloomberg.com/
apps/news?pid=20601103&sid=aJa8WNMvKaxg.
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ment Situation-February 2010, at 1 (Mar. 5, 2010), available at http://www.bls.gov/
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I. CHRONOLOGY OF THE FINANCIAL CRISIS

The crisis broke in mid-August 2007, when the market suddenly
cut off funding to several financial entities.6 The Federal Reserve's
initial response in August was to reduce the discount rate-the
interest rate the Fed charges on loans to banks-in the hope that
banks could provide funds to firms cut off by the market.7

In mid-September 2007, the Fed began to cut its main policy
interest rate, the federal funds rate. The rate had stood at 5.25%
from June 2006 through August 2007.8 Although the Fed ordi-
narily changes its fed funds rate target in steps of twenty-five
basis points, the first reduction in September was by fifty basis
points.9 As financial strains grew and the economy gradually
weakened, the Fed continued to reduce its fed funds target
rate, reaching 3% in late January 2008.10

In mid-March 2008, financial strains intensified as the market
cut off funding to Bear Stearns, a large New York investment
bank." To prevent Bear Stearns from failing, the Federal Re-
serve provided an emergency loan and assumed the credit risk
on some Bear Steams assets, which persuaded JP Morgan
Chase to buy Bear Steams.12 A few days later, the Federal Re-
serve cut its federal funds rate target by seventy-five basis
points, down to 2.25%.13 The Bear Stearns bailout marked the
end of the first phase of the financial crisis.

6. CONG. RESEARCH SERV., FINANCIAL CRISIS? THE LIQUIDITY CRUNCH OF

AUGUST 2007, at 9 (2007).

7. Press Release, Bd. of Governors of the Fed. Reserve Sys., Federal Reserve Board
Discount Rate Action (Aug. 17, 2007), available at http://www.federalreserve.gov/

newsevents/press/monetary/20070817a.htm.

8. Fed. Reserve Bank of N.Y., Historical Changes of the Target Federal Funds and
Discount Rates, http://www.newyorkfed.org/markets/statistics/dlyrates/fedrate.html

(last visited Mar. 24, 2010).

9. Id.

10. Id.

11. Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial
Regulators: Hearing Before the S. Comm. on Banking, Hous. & Urban Affairs, 110th
Cong. (2008) (statement of Ben S. Bernanke, Chairman, Bd. of Governors of the
Fed. Reserve Sys.).

12. Minutes of the Bd. of Governors of the Fed. Reserve Sys. (Mar. 16, 2008), avail-
able at http://www.federalreserve.gov/newsevents/press/other/other2008627a2.pdf.

13. Fed. Reserve Bank of N.Y., supra note 8.
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In April, the Fed lowered its funds rate target another notch to

2%, which it held until September.14 During this second phase of

the crisis, the economy was drifting downward, but not at an

alarming pace. This phase ended with the Lehman crisis. The
Fed did not bail out Lehman Brothers, an investment bank twice
the size of Bear Steams, and Lehman declared bankruptcy on
September 15.15 Lehman's collapse marked the beginning of

phase three of the crisis, when market strains went from serious

to calamitous. The Fed bailed out American International Group
(AIG), a huge insurance company, the day after Lehman failed.16

In October 2008, the Fed cut its target funds rate in two steps to

1% and further to near zero in December.1 7

The flight to safety was so intense that in November and De-

cember 2008 the market bid the yield on Treasury bills literally
to zero on some days.18 Credit strains were severe and eco-
nomic activity declined sharply. There is no particular date or

event to mark the end of phase three of the crisis; markets
gradually improved and the economy transitioned to phase

four, in which credit conditions became more settled and credit
began to flow again.

The financial crisis was worldwide, with European banks

and markets as severely affected as those in the United States. 19

Asian banks were stronger than U.S. and European banks, but

Asia could not escape the effects of the crisis.2 0 Output and em-

ployment fell around the world.

14. Id.

15. Press Release, Lehman Brothers, Lehman Brothers Holdings Inc. Announces
It Intends to File Chapter 11 Bankruptcy Petition (Sept. 15, 2008), available at

http://www.lehman.com/press/pdf_2008/O91508-lbhi-chapterll-announce.pdf.

16. Press Release, Bd. of Governors of the Fed. Reserve Sys., Federal Reserve

Board, with full support of the Treasury Department, authorizes the Federal Re-
serve Bank of New York to lend up to $85 billion to the American International

Group (AIG) (Sept. 16, 2008), available at http://www.federalreserve.gov/newsevents/
press/other/20080916a.htm.

17. Fed. Reserve Bank of N.Y., supra note 8.

18. John Waggoner, Investors rush to earn nothing: 4-week T-bills sell like hotcakes at

0% interest, USA TODAY, Dec. 10, 2008, at lB.

19. Output Slumps Across Europe, EURONEWS, Oct. 12, 2008, http://www.euronews.net/

2008/12/10/output-slumps-across-europe/.
20. Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys., Ad-

dress at the Federal Reserve Bank of San Francisco's Conference on Asia and the

Global Financial Crisis: Asia and the Global Financial Crisis (Oct. 19, 2009), available

at http://www.federalreserve.gov/newsevents/speechibemanke2009lOl9a.htm.
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II. CONDITIONS LEADING TO THE CRISIS21

After the stock market peak in 2000 and to resist the 2001 re-
cession, the Fed reduced its target federal funds rate in steps,
eventually reaching 1% in 2003.22 With interest rates low and
memories of the dot-com stock crash fresh, investors searched
for higher yielding investments. They thought that they had
found the perfect vehicle in collateralized debt obligations
(CDOs) backed by subprime mortgages. The CDOs were struc-
tured obligations, with several tranches of differing risk charac-
teristics. The senior tranche had first claim on the mortgage
interest and principal paid by the subprime mortgages in the
mortgage pool backing each CDO issue. The senior tranches
were rated triple-A by the rating agencies.23

As the decade proceeded, underwriting standards for sub-
prime mortgages deteriorated. Mortgage brokers, who origi-
nated the subprime mortgages, lent to households without
adequate income or assets to service the mortgages.24 Income
and asset documentation was weak or nonexistent.25 Some of
the mortgage borrowers were investors anticipating quick re-
sale of the properties they purchased-the "flippers."2 6 Never-
theless, the market was so hungry for yield that investment
banks found that they could easily package subprime mort-
gages into CDOs and peddle them to investors. Too many in-
vestors, unfortunately, took the triple-A ratings at face value
and loaded their portfolios with the CDOs.

Citigroup is a good, but by no means unique, example. Citi had
formed structured investment vehicles (SIVs) as off-balance-sheet
entities to hold CDOs.27 Because mortgages return principal
gradually over a period of years, these CDOs were inherently
long-term assets for the SIVs. The SIVs financed their purchases

21. For a more complete treatment, see William Poole, The Credit Crunch of 2007-
08: Lessons Private and Public, 44 BUS. ECON. 38 (2009).

22. Fed. Reserve Bank of N.Y., supra note 8.
23. Roger Lowenstein, Triple-A Failure, N.Y. TIMES, Apr. 27, 2008 (Magazine), at 36.
24. Kurt Eggert, The Great Collapse: How Securitization Caused the Subprime Melt-

down, 41 CONN. L. REV. 1257, 1276 (2009).

25. Id. at 1281-82.
26. Id. at 1288-89.
27. Arthur E. Wilmarth, Jr., The Dark Side of Universal Banking: Financial Conglomerates

and the Origins of the Subprime Financial Crisis, 41 CONN. L. REV. 963, 1033 (2009).
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mostly with borrowed funds, not equity.28 Moreover, the bor-
rowed funds were often in the form of short-maturity, asset-
backed commercial paper.29 Commercial paper is simply a corpo-
rate IOU, and the asset backing for each commercial paper issue
was a package of CDOs. The commercial paper was short term,
with maturities of thirty days, sixty days, or even overnight.

When the financial crisis broke in August 2007, commercial
paper investors no longer rolled over their maturing paper. 30

They demanded to be paid in cash instead. In the case of the

Citigroup SIVs, Citi could have let the SIVs default, but instead
brought the assets onto its own balance sheet and repaid the
maturing commercial paper.31 Doing so put great strain on

Citigroup itself.

The federal government encouraged growth of the subprime
mortgage market in an attempt to increase the percentage of

families owning their own homes. 32 Congress and the Bush
Administration pushed the giant mortgage intermediaries,
Fannie Mae and Freddie Mac, to accumulate subprime mort-

gages.33 Previously, Fannie and Freddie had dealt only in prime
mortgages with a maximum loan-to-value ratio of eighty per-
cent.34 The main business of these government-sponsored en-
terprises (GSEs) was to securitize prime mortgages into
mortgage-backed securities, some of which they sold into the
market and some of which they held in their own portfolios.
Other federal policies also encouraged home ownership and
growth of the mortgage market.

House construction led the way to faster economic growth

after the 2001 recession.35 Federal policies that encouraged

28. Id.

29. Id.

30. Id.

31. Id.; see also INT'L MONETARY FUND, GLOBAL FINANCIAL STABILITY REPORT:

CONTAINING SYSTEMIC RISKS AND RESTORING FINANCIAL SOUNDNESS 72 (2008)

(explaining how consolidation of SIVs impacts a company's balance sheet).

32. Russell Roberts, How Government Stoked the Mania, WALL ST. J., Oct. 3, 2008, at A21.

33. Id.

34. U.S. GOV'T ACCOUNTABILITY OFFICE, FANNIE MAE AND FREDDIE MAC:

ANALYSIS OF OPTIONS FOR REVISING THE HOUSING ENTERPRISES' LONG-TERM

STRUCTURES 2 n.7 (2009).

35. Lawrence H. White, Federal Reserve Policy and the Housing Bubble, 29 CATO J.

115, 119 (2009).
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housing and an increase in house prices fed the boom. 36 Mort-
gages, both prime and subprime, appeared to be reasonably safe
investments because a borrower in distress could refinance or
sell the property for enough to repay the mortgage. As house
prices leveled off in 2006, and adjustable-rate mortgages taken
out in the low interest rate environment of 2003-2004 began to
adjust up, the music stopped.37 Defaults began to rise, and in
mid-2007, some firms had trouble financing their positions.38

Analysts continue to argue about how much responsibility for
the financial crisis belongs to the federal government. My view
is that the federal government was a supporting actor but the
responsibility rests primarily with the private sector. The gov-
ernment did not make or even directly encourage Bear Steams
to sponsor hedge funds investing in subprime CDOs-hedge
funds that collapsed in July 2007. Citigroup was not compelled
to form its SIVs holding subprime assets. It did so in part to take
assets off its balance sheet to escape bank capital requirements.

Nor do I fault lax regulation. The fundamental problem was
a failure of economic analysis in both the private sector and
among regulatory agencies. Neither market participants nor fed-
eral agencies thought that a significant decline in the national
average of house prices could occur. The failure to understand
fully the risks of subprime mortgages and to foresee the decline
in house prices might be an honest mistake of portfolio manag-
ers and federal authorities alike. Building portfolios with risky
long-maturity assets financed with little equity capital and short-
maturity liabilities, however, is an inexcusable mistake. The fed-
eral government pursued policies to encourage home owner-
ship, but that fact cannot justify the portfolio policies that
crashed. The private-sector managers of firms that built such
portfolios bear the responsibility for building houses of cards.

36. Roberts, supra note 32.
37. See Press Release, S & P Indices, Home Prices Continue to Send Mixed Messages

as 2009 Comes to a Close According to the S & P/Case-Shiller Home Price Indices (Feb.
23, 2010) (showing a graph depicting the fall in housing prices in 2006).

38. Randall S. Kroszner, Governor, Bd. of Governors of the Fed. Reserve Sys.,
Address at the Consumer Bankers Association 2007 Fair Lending Conference: The
Challenges Facing Subprime Mortgage Borrowers (Nov. 5, 2007), available at
http://www.federalreserve.gov/newsevents/speech/kroszner20071105a.htm.
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III. THE FEDERAL GOVERNMENT'S

MANAGEMENT OF THE CRISIS

Although the National Bureau of Economic Research did not of-
ficially identify the cycle peak in December 2007 until a year later,3 9

after August 2007 the financial stress was obvious, as were signs of
a weakening in the general economy. The Federal Reserve was the
first responder to the crisis; fiscal policy responses came later.

To understand the Fed's management of the crisis, it is im-
portant to distinguish monetary policy from credit policy. Mone-
tary policy involves central bank control over interest rates and
the aggregate quantity of central bank funds in the system. The
Fed's main monetary policy instrument is the federal funds in-
terest rate, which is the rate on overnight loans between banks.
Traditionally, the Fed controls this rate through purchases and
sales of government securities in the open market.

Credit policy refers to the central bank's efforts to provide
funds to particular borrowers or borrowing sectors. From the
beginning, the Fed had a credit-oriented view as to how to re-
spond to the crisis. Its first policy action in August 2007, as the
crisis began, was not to reduce its fed funds target rate but in-
stead to lower the discount rate, which is the rate the Fed
charges on its loans to banks. 40 The discount rate had for some
years been one hundred basis points above the fed funds target
rate, but the Fed cut the margin to fifty basis points on August
17, 2007.41 Predictably, that action had little effect because most
banks were still able to borrow readily in the market at the fed
funds rate, which was fifty basis points cheaper.

Many in the Fed thought that "stigma" explained why banks
used the discount window so sparingly.42 Banks, they thought,
were unwilling to borrow from the window because doing so
would be a sign to the market of financial weakness, even
though the Fed maintained the confidentiality of the borrow-

39. See NAT'L BUREAU OF ECON. RESEARCH, supra note 1.

40. See Press Release, Bd. of Governors of the Fed. Reserve Sys., supra note 7.
41. Fed. Reserve Bank of N.Y., supra note 8.
42. Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.,

Address at the Federal Reserve Bank of Richmond 2009 Credit Markets Sympo-
sium: The Federal Reserve's Balance Sheet (Apr. 3, 2009), available at http://
www.federalreserve.gov/newsevents/speech/bernanke2009O4O3a.htm.
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ing.43 The Fed searched for another mechanism to inject more
funds into the banking system and in December 2007 launched
the Term Auction Facility, or TAF.44 The TAF was a type of dis-
count window borrowing in which the Fed auctioned off
blocks of funds to the highest bidders.45

The TAF did not, however, solve the basic problem that the
banks and bank credit markets faced. As the crisis deepened,
most banks were reporting large losses; discount window lend-
ing, including that through the TAF, was collateralized. 46 Banks
retained the credit risk on the collateral. At the time of the Leh-
man failure in mid-September 2008, TAF credit outstanding was
$150 billion, but availability of TAF funds did nothing to make
banks more willing to lend to Lehman or other risky borrow-
ers.47 Thus, the TAF did little to improve bank credit availability.

Nor did the TAF do much to bring down bank lending rates to
creditworthy borrowers. A bank borrowing from the Fed, even at
the attractive TAF auction rate, could choose either to make new
loans with the funds or to let its other liabilities, such as certifi-
cates of deposit (CDs), run off. Thus, the marginal cost of making
a new commercial loan was still the CD rate and not the TAF auc-
tion rate. Essentially, TAF provided a modest increase in bank
earnings because the TAF borrowing rate was below a bank's cost
of funds from other sources, such as from issuing CDs. The TAF
did not solve the asset-liability duration mismatch problem banks
faced. Banks held substantial longer-term loans financed with
shorter-term funds. Even the ninety-day TAF funds did not ad-
dress this problem. At best, the TAF was a stopgap measure that
did not address the fundamentals of the financial crisis.

As TAF funds outstanding grew, and as the Fed invented
other special facilities to ease credit strains in particular sectors
of the market, the Fed did not increase the total funds it made

43. Id.
44. Press Release, Bd. of Governors of the Fed. Reserve Sys., Federal Reserve and

other central banks announce measures designed to address elevated pressures in
short-term funding markets (Dec. 12, 2007), available at http://www.federalreserve.gov/
newsevents/press/monetary/20071212a.htm.

45. Id.

46. Id.

47. Press Release, 3d. of Governors of the Fed. Reserve Sys., Federal Reserve
and other central banks announce further coordinated actions to expand signifi-
cantly the capacity to provide U.S. dollar liquidity (Sept. 29, 2008), available at
http://www.federalreserve.gov/newsevents/press/monetary/20080929a.htm.
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available to the market. Just before the Lehman failure, total re-
serve bank credit was only 3.6% above the figure a year earlier,
which did not evidence an expansionary monetary policy. 4 The
Fed had reduced its fed funds target rate, but the reductions
had barely kept pace with the decline in the demand for funds
in the market. Although total reserve bank credit had grown by
$30 billion over the fifty-two weeks prior to mid-September
2008, the Fed's holdings of government securities had declined
by $300 billion.49 During this phase of the crisis, the Fed in ef-
fect financed the Bear Steams bailout, the TAF, and other spe-
cial credit facilities by selling government securities from its
portfolio.50 The easier credit policy was not reinforced by an in-
crease in the aggregate supply of funds to the market.

Whether the Fed should have pursued a more expansionary
monetary policy before Lehman's collapse is not clear. In the
summer of 2008, employment was not in a freefall and the
enormous increase in energy prices to a peak in July raised valid
inflation concerns. 51 Fed monetary policy changed dramatically
after the Lehman failure and the bailout of AIG. After Lehman,
the Fed financed new credit extensions by printing new money.
The Fed held its government securities portfolio roughly con-
stant and allowed total reserve bank credit to explode from $888
billion just before Lehman to $2.25 trillion52 at the end of 2008. 5

1

Term auction credit rose to $450 billion, and several other credit
programs were expanded or newly invented.54

48. See BD. OF GOVERNORS OF THE FED. RESERVE SYs., FEDERAL RESERVE
STATISTICAL RELEASE H.4.1 FACTORS AFFECTING RESERVE BALANCES OF DEPOSITORY
INSTITUTIONS AND CONDITION STATEMENT OF FEDERAL RESERVE BANKS, SEPTEMBER
11,2008 (2008).

49. Id.

50. See id.

51. See Press Release, Bureau of Labor Statistics, supra note 3; see also The Semi-
annual Monetary Policy Report to the Congress: Hearing Before the S. Comm. on
Banking, Hous. & Urban Affairs, 110th Cong. (2008) (statement of Ben S. Ber-
nanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.).

52. This figure is based on the weekly average for the week ending December 31.
53. BD. OF GOVERNORS OF THE FED. RESERVE Sys., FEDERAL RESERVE STATISTICAL

RELEASE H.4.1 FACTORS AFFECTING RESERVE BALANCES OF DEPOSITORY INSTITUTIONS
AND CONDITION STATEMENT OF FEDERAL RESERVE BANKS, DECEMBER 29, 2008 (2008);
BD. OF GOVERNORS OF THE FED. RESERVE SYS., FEDERAL RESERVE STATISTICAL RELEASE
H.4.1 FACTORS AFFECTING RESERVE BALANCES OF DEPOSITORY INSTITUTIONS AND
CONDITION STATEMENT OF FEDERAL RESERVE BANKS, SEPTEMBER 4, 2008 (2008).

54. FED. RESERVE BANK OF N.Y., DOMESTIC OPEN MARKET OPERATIONS DURING
2008, at 24 (2009).
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The initial fiscal policy response to the crisis was the Eco-

nomic Stimulus Act of 2008,55 enacted in February, which pro-

vided tax rebates and business tax deductions to counter the

recession that many thought might have begun.5 6 The Congres-

sional Budget Office (CBO) estimated that the legislation

would increase the federal deficit by $152 billion in 2008.17 The

deficit is an imperfect measure of the impact of fiscal policy,

but for present purposes will serve as a useful measure of the

size of the fiscal response. The CBO concluded that the legisla-

tion made a modest contribution, raising consumption in 2008,

but that the impact on overall economic activity disappeared

by the end of that year.58 Thus, this stimulus bill made no last-

ing contribution to economic stability.

In February 2009, the new Obama Administration passed the

American Recovery and Reinvestment Act of 2009.59 This fiscal

package was much larger than the one passed a year earlier.

The CBO estimated the impact on the budget deficit to be an

increase of $185 billion in fiscal 2009, of $399 billion in fiscal

2010, and a total of $787 billion over the ten-year budget hori-

zon of 2009 to 2019.60 Economists will argue about the effec-

tiveness of this legislation for years to come.

Both the 2008 and 2009 stimulus bills were attempts to tem-

per the general economic downturn. Other fiscal actions were

more directly aimed at the financial crisis. In July 2008, at the

urging of Treasury Secretary Henry Paulson, Congress granted

the Treasury authority to provide financial assistance to Fannie

Mae and Freddie Mac.61 At the time, these two nominally pri-

vate firms had more total obligations, on and off balance sheet,

than the publically held Treasury debt. They were brought into

55. Pub. L. No. 110-185, 122 Stat. 613.

56. Id. §§ 101-103.
57. CONG. BUDGET OFFICE, COST ESTIMATE: H.R. 5140, ECONOMIC STIMULUS ACT

OF 2008, at 1-2 (2008).

58. CONG. BUDGET OFFICE, DID THE 2008 TAx REBATES STIMULATE SHORT-TERM

GROWTH? 1 (2009).

59. Pub. L. No. 111-5, 123 Stat. 115.

60. See Letter from Douglas W. Elmendorf, Dir., Cong. Budget Office, to Charles
E. Grassley, Ranking Member, Comm. on Fin., U.S. Senate (Mar. 2, 2009).

61. Jeanne Sahadi, Senate Passes Landmark Housing Bill, CNNMONEY.COM, July 26,

2008, http://money.cnn.com/2008/07/26/news/economy/housingbillSenate/index.htm.

[Vol. 33



Causes and Consequences

federal conservatorship uneventfully in early September, be-
fore a run on them could create a panic in the markets.62

The Troubled Asset Relief Program 63 (TARP) was designed
to deal directly with the so-called "toxic" subprime mortgage
assets on banks' books. The turmoil following the Lehman
bankruptcy was so great that the Treasury and the Federal Re-
serve agreed that it was necessary to attack the toxic asset prob-
lem directly. 64 After considerable political wrangling, Congress
passed the $700 billion TARP bill. The original Treasury objec-
tive with TARP was to buy toxic assets from banks. The idea
was subject to a fatal flaw that should have been obvious to the
Treasury from the start: What price would the Treasury pay for
toxic assets? If the Treasury paid what the assets were truly
worth, the program would not serve to assist the banks; if
Treasury overpaid, the result would be a taxpayer gift to the
banks. After batting around several ideas, the Treasury aban-
doned the idea of buying toxic assets.65

Instead, the Treasury used TARP funds to strengthen bank
capital through purchases of senior preferred stock in the
banks.66 In essence, the Treasury took a semi-ownership posi-
tion in banks without diluting common shareholders. By bol-
stering bank capital, the Treasury enabled banks to resume
lending to the private sector, or at least reduced pressure on
banks to contract their lending. By June 2009, Treasury capital
purchases totaled $199 billion, of which $70 billion had been
repaid. A total of 591 institutions were involved. In addition,
TARP funds were used for a variety of other loans, including
$55 billion in assistance to automobile firms.67

62. CONG. RESEARCH SERV., FANNIE MAE AND FREDDIE MAC IN CONSERVATORSHIP

1 (2008), available at http://fpc.state.gov/documents/organization/110097.pdf.

63. Emergency Economic Stabilization Act of 2009, Pub. L. No. 110-343, 122 Stat. 3765.

64. Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.,
Address at the National Association for Business Economics 50th Annual Meet-
ing: Current Economic and Financial Conditions (Oct. 7, 2008), available at http://
www.federalreserve.gov/newsevents/speechbemanke2008lOO7a.htm.

65. Henry M. Paulson, Jr., Secretary, U.S. Dep't of the Treasury, Remarks on Fi-
nancial Rescue Package and Economic Update (Nov. 12, 2008), available at
http://www.financialstability.govlatest/hp1265.html.

66. CONG. BUDGET OFFICE, THE TROUBLED ASSET RELIEF PROGRAM: REPORT ON

TRANSACTIONS THROUGH JUNE 17, 2009, at 2 (2009).

67. Id.
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IV. EVALUATION OF THE GOVERNMENT'S RESPONSE TO

THE FINANCIAL CRISIS

The Treasury and the Federal Reserve were slow to recog-
nize that the problem was much more than liquidity. Markets
were cutting off funding to banks and other financial firms be-
cause investors feared that the firms might be insolvent. Those
fears were justified. Two Bear Steams hedge funds had col-
lapsed in July 2007, and a number of other entities were obvi-
ously and visibly in shaky financial condition.68 There should
have been an earlier recognition that house prices were going
to decline, because prices were out of line with fundamentals.
Thus, not only would subprime mortgages become increas-
ingly troubled but so also would prime mortgages. Failure to
recognize the implications of declining house prices was not a
regulatory failure but a basic failure of economic analysis.69

Regulators could enforce capital standards on banks and could
monitor bank risk management policies. As ordinarily con-
ceived, the economic analysis of house prices went beyond
what bank supervisors and examiners were expected to do.

The Treasury and the Federal Reserve can also be faulted for
failing to engage in adequate contingency planning after the
Bear Stearns bailout. It is hard to read Wessel's account any
other way.70 The Treasury and the Fed did not seek funding
from Congress because they assumed that Congress would not
be responsive. 71 They did not try to make the public case, how-
ever. After Lehman failed, they had no choice, and Congress
did respond with prompt passage of the TARP legislation. In
contrast, the risks of failing to deal with Fannie Mae and
Freddie Mac were well understood and the two firms were
taken into conservatorship without incident.72

68. WESSEL, supra note 5, at 93.

69. See id. (noting that the Fed's main policy concern as of July 2007 was the risk
of rising inflation and not the housing bubble).

70. See id. at 178-80.

71. Id. at 179 ("Paulson and Bernanke concluded that there wasn't any point in
asking Congress-unless the crisis intensified to the point where there were no

other options.").

72. Id. at 186-87.
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The Treasury and the Federal Reserve have not made a strong
case for financial reform.73 Large banks have become larger; the
problem of too big to fail (TBTF) is much more serious. Baker
and McArthur estimate that the public subsidy to the big banks,
because of the market's assumption that any large bank in trou-
ble will be bailed out, runs somewhere between $6 billion and
$34 billion per year.74 The issue is not primarily the subsidy aris-
ing from the fact that big banks can borrow more cheaply than
can small banks.75 Instead, the subsidy permits the big banks to
grow even bigger, increasing the risk to the financial sector if (or
when) they get into trouble again. Moreover, cheap financing
encourages the big banks to take risks they might not otherwise
take; with implied federal backing, banks need not fear that the
market will cut off financing.

More than eighteen months after the Bear Steams bailout,
there seems to be no sense of urgency in addressing the TBTF
problem and in instituting reforms to make the financial sys-
tem more robust. This situation reflects a failure of political
leadership in Washington. Although banks are currently more
cautious than they were before the financial crisis, underlying
conditions and incentives have not changed. As the economy
improves and memories of the financial crisis fade, there is real
danger that a new financial crisis will be taking shape.

V. LEGAL AND GOVERNANCE ISSUES

David Wessel is generally very complimentary of the policies
pursued by the Federal Reserve. His introductory chapter to In
Fed We Trust is titled "Whatever It Takes," 76 and he repeats that
phrase frequently in his commentary on Fed creativity in in-
venting new credit facilities to deal with the crisis. It will take

73. The Senate is now considering a reform bill, and the House passed a bill in
December 2009. Sewell Chan, Reform Bill Adds Layers of Oversight, N.Y. TIMES, Mar.
16, 2010, at B1.

74. See DEAN BAKER & TRAVIS MCARTHUR, CTR. FOR ECON. & POL'Y RESEARCH,

THE VALUE OF THE "Too BIG TO FAIL" BIG BANK SuBSIDY 2 (2009).

75. Id. (arguing that the mentioned subsidy arises precisely from the fact that
banks enjoying protection under the "too big to fail" concept are able to borrow
more cheaply).

76. WESSEL, supra note 5, at 1.
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some years to accumulate research findings as to just how ef-
fective the Fed's credit facilities were.77

A legal issue, or governance issue, surrounds the Federal Re-

serve's use of Section 13(3)78 of the Federal Reserve Act.79 This

Section came into the Act as an amendment in 1932.80 Under
the Federal Reserve Act, the basic power of the Fed is to make

loans to banks and to conduct open market operations in obli-

gations issued or guaranteed by the federal government. Sec-

tion 13(3) provides emergency authority for the Federal
Reserve to lend to nonbanks when such lending is deemed
necessary in "unusual and exigent circumstances. '81

The Federal Reserve invoked Section 13(3) as its legal justifi-

cation for several different actions. The Fed appealed to Section
13(3) as the legal basis for the emergency funds to bail out Bear

Stearns and AIG. The same justification was offered, however,
for some other special credit facilities, including the commer-

cial paper funding facility, illustrating the issues surrounding

such justifications in general. The amendment was inserted late
in the legislative process and was not subject to committee or
floor debate. There is case law, however, indicating what "un-

77. See William Poole, The Bernanke Question, CATO.ORG, July 28, 2009, http:/I

www.cato.org/pub-display.php?pub _id=10388.

78. David Fettig provides useful background information on Section 13(3). See

David Fettig, The History of a Powerful Paragraph: Section 13(3) enacted Fed business

loans 76 years ago, REGION, June 2008, at 33; see also David Fettig, Lender of More

Than Last Resort: Recalling Section 13(b) and the years when the Federal Reserve opened

its discount window to business, REGION, Dec. 2002, at 14.

79. The Federal Reserve Act of 1913, Pub L. No. 63-43, ch. 6, § 13, 38 Stat. 251,

263 (codified as amended at 12 U.S.C. § 343 (2006)).

80. Pub. L. No. 72-302, ch. 520, § 210, 47 Stat. 709, 715 (codified at 12 U.S.C.

§ 343 (2006)).

81. 12 U.S.C. § 343 (2006) ("In unusual and exigent circumstances, the Board of

Governors of the Federal Reserve System, by the affirmative vote of not less than

five members, may authorize any Federal Reserve bank, during such periods as

the said board may determine, at rates established in accordance with the provi-

sions of section 357 of this title, to discount for any individual, partnership, or

corporation, notes, drafts, and bills of exchange when such notes, drafts, and bills

of exchange are indorsed or otherwise secured to the satisfaction of the Federal

reserve bank: Provided, That before discounting any such note, draft, or bill of

exchange for an individual or a partnership or corporation the Federal reserve

bank shall obtain evidence that such individual, partnership, or corporation is

unable to secure adequate credit accommodations from other banking institu-

tions. All such discounts for individuals, partnerships, or corporations shall be

subject to such limitations, restrictions, and regulations as the Board of Governors

of the Federal Reserve System may prescribe.").
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usual and exigent circumstances" most likely meant in 1932.

Contemporaneous courts interpreting similar language in other

statutes focused on the suddenness and unexpectedness of ca-

lamitous events and whether immediate action was required to

avoid disaster to a corporation.8 2 In the context of the Federal

Reserve Act, therefore, the term "unusual and exigent circum-

stances" likely contemplates unforeseen financial circum-

stances that require immediate action or remedy, particularly

when necessary to ensure the survival of a business entity.

Furthermore, although the third edition of Black's Law Dic-

tionary, published in 1933, did not have a definition of "un-

usual and exigent circumstances," it did have a definition of

exigency that corroborates the case law's focus on imminence:

"[diemand, want, need, imperativeness; emergency, something
arising suddenly out of the current of events; any event or oc-

casional combination of circumstances, calling for immediate

action or remedy; a pressing necessity; a sudden and unex-

pected happening or an unforeseen occurrence or condition."8 3

Finally, one relevant piece of legislative history concerns Sec-

tion 11(r) of the Federal Reserve Act,
84 which permits the Board

to utilize its 13(3) powers in situations where there are fewer

than five members present.85 This provision was part of a larger

bill aimed at providing insurance in the event of terrorist at-

tacks. One can thus assume the reason for it was so that the

Board could take immediate action in response to a financial

crisis as exigent as one brought on by a terrorist attack. Con-

gress clearly had such an extreme exigency in mind because it

provided that even a delay to contact other Board members by

phone "or other electronic means" would be too long.86

82. See Good Roads Mach. Co. of New Eng. v. United States, 19 F. Supp. 652, 653 (D.

Mass. 1937); Carson v. Allegany Window Glass Co., 189 F. 791, 796 (D. Del. 1911).

83. BLACK'S LAW DICTIONARY 721 (3rd ed. 1933).

84. Pub. L. No. 107-297, tit. Ill, § 301, 116 Stat. 2322, 2340 (2002) (codified at 12

U.S.C. § 248(r) (2006)).

85. 12 U.S.C. § 248(r).

86. 12 U.S.C. § 248(r)(2)(A)(ii)(III) (requiring before the Board exercises its 13(3)

powers that it determine that exigent circumstances existed, that the borrower is
unable to secure credit through other means, that action is necessary to prevent
"serious harm to the economy or the stability" of the U.S. financial system, that

they have been unable to contact the other board members by any means avail-

able, and that waiting any further to do so would be impossible).
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The Fed's reliance on Section 13(3) is fully justified in the
context of decisions to bail out Bear Steams and AIG, whatever
the merits of those bailouts, for those situations were clearly
emergencies. The case for relying on Section 13(3) to justify the
program to buy commercial paper, however, is much less clear.
The Fed announced its Commercial Paper Funding Facility
(CPFF) on October 7, 2008.87 The first loans were made about
three weeks later, on October 27. By year end, this program had
an outstanding balance of $332 billion. The program reached a
peak of $350 billion in mid-January 2009.88

The launch of CPFF did not reflect a weekend emergency.
The financial crisis called for quick and decisive action, but not
immediate action decided in a matter of hours. If there was an
emergency at all, it was because of congressional unwillingness
to act, not because Congress did not have time to act. If Con-
gress was unwilling to act because of its concern about the poli-
tics of a program to provide credit to large corporations, a
federal agency should not make its own decision on what is
necessary, committing hundreds of billions of dollars in tax-
payer resources.

One possible view is that the Fed found itself in an unfortu-
nate position, but that it did what it had to do given October's
financial turmoil. That seems to be Wessel's view: "whatever it
takes."89 The Fed should have made a strong public case that
Congress had to act to provide the needed credit. There would
have been a public debate about the wisdom of the proposed
program. We know nothing of the internal debates in the Fed
about the CPFF. Essentially, the Fed simply asserted that the
program was necessary to reduce financial turmoil. The Fed-
eral Reserve has never explained, either in October 2008 or
since, why assistance to the particular borrowers eligible for the
CPFF was essential to dealing with the financial crisis, whereas
assistance to other potential borrowers was not essential.

If Congress had acted, the CPFF would have been adminis-
tered by the Treasury, instead of by the Fed, and financed by
new Treasury debt, instead of by monetary expansion. As with
other federal credit programs, eligibility, reporting require-

87. Press Release, Bd. of Governors of the Fed. Reserve Sys. (Oct. 7, 2008), avail-
able at http://www.federalreserve.gov/newsevents/press/monetary/20081007c.htm.

88. WESSEL, supra note 5, at 228-29.

89. Id. at 229.
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ments, disclosure requirements, the interest rate, and other

credit terms would have been determined by legislation, or

delegated to the Treasury. Government program provisions are
inherently political decisions. The Fed should not have been
making these decisions, because doing so would inevitably

draw it into political disputes, such as those over disclosure.

The Federal Reserve's program to buy mortgage-backed se-

curities (MBSs) raises similar governance issues. The Fed's
program is to buy a total of $1.25 trillion of MBSs by the end of
the first quarter of 2010.90 Like the CPFF, this program was not

a weekend emergency effort, but rather one that Congress

could have authorized. The Fed initially announced this pro-
gram in a press release on November 25, 2008.91 The first ap-
pearance of MIBSs on the Fed's balance sheet was not until the
H.4.1 release for January 15, 2009.92

The time between announcement and execution of the Fed's

MBS purchase program is comparable to the gap between pas-

sage of the TARP legislation in 2008 and the stimulus bill in
February 2009. Congress could have debated an MBS purchase
program and decided whether the benefits of the program out-

weighed the additional government debt required to finance it,

rather than letting an unelected agency initiate the program.

One element of such a congressional debate might logically

have been whether it would be a good idea to expand the

amount of Treasury debt outstanding by $1.25 trillion to fi-
nance this program. Given the enormous scale of the budget

deficit, that would have been a valid issue to debate. Instead,
the Federal Reserve is financing the program by creating new
money. Another item that might have been debated in Con-
gress would have been whether a total outlay of $1.25 trillion

should all go for purchasing MBSs. Some might have argued
that some of the funds should instead have been used to ex-
pand loans to small businesses. Or, perhaps some should have

90. Id. at 269.

91. Press Release, Bd. of Governors of the Fed. Reserve Sys. (Nov. 25, 2008), avail-

able at http://www.federalreserve.gov/newsevents/press/monetary/20081125b.htm.

92. BD. OF GOVERNORS OF THE FED. RESERVE Sys., FEDERAL RESERVE STATISTICAL

RELEASE H.4.1 FACTORS AFFECTING RESERVE BALANCES OF DEPOSITORY

INSTITUTIONS AND CONDITION STATEMENT OF FEDERAL RESERVE BANKS, JANUARY

15, 2009, tbl.1 (2009).
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been used to buy bonds from hard-pressed state governments,
or to expand mortgage relief for borrowers near foreclosure.

The point is not to argue here the merits of alternative uses of
$1.25 trillion but to emphasize that decisions on credit pro-
grams have historically been left to Congress. Once the finan-
cial crisis is fully resolved, Congress should take up this issue.
What are the appropriate constraints on the Federal Reserve?
The issue may well be on the congressional agenda at some
point. Wessel flags the issue in his first chapter:

Barney Frank, the sharp-tongued sharp mind who chaired
the House Financial Services Committee, captured the issue
clearly. Labeling Bernanke "the loan arranger" with his
sidekick, Paulson, Frank said, "I think highly of Mr. Ber-
nanke and Mr. Paulson. I think they are doing well, al-
though I think it's been inappropriate in a democracy to
have them in this position where they were sort of doing this
stuff unilaterally. They had no choice. And it's not to their
discredit, but.., this notion that you wait until there's a ter-
rible situation and you just hope that the chairman of the
Federal Reserve would pop up with the secretary of the
Treasury and rescue you. It's not the way in a democ-
racy ... you should be doing this....

"No one in a democracy, unelected, should have $800 billion
to spend as he sees fit," he said.93

Economists almost universally believe that there should not
be political interference with the central bank's monetary pol-
icy decisions. A legacy of the Federal Reserve's expansive
credit programs may be that Congress will enact constraints on
the Federal Reserve that affect its monetary policy decisions as
well as its credit policies. Many will find the position stated by
Barney Frank persuasive; whether they will be able to separate
monetary from credit policies is less clear.

VI. REFORMS TO ENHANCE FINANCIAL STABILITY

A distressing feature of the financial crisis is that such events
have happened so often before. Charles Kindleberger's classic
book, Manias, Panics and Crashes: A History of Financial Crises,
went through four editions and has been updated since his

93. WESSEL, supra note 5, at 7.
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death to a fifth edition.94 A more recent book by Carmen M.

Reinhart and Kenneth S. Rogoff, This Time Is Different: Eight

Centuries of Financial Folly,95 adds a great deal of data to the

Kindleberger history.

The cost of the financial crisis is immense. One number is

sufficient to indicate the scale of the costs in the United States:

The crisis is responsible for reducing employment by eight mil-

lion jobs and perhaps more depending on exactly when the re-

covery begins.96 Large banks that get into financial trouble not

only affect their own shareholders and employees, but also firms

and employment across the country and around the world.

The most fundamental reform is to force banks large enough

to create a systemic risk to the economy to hold more capital as

a cushion to protect the deposit insurance fund and to create

more market discipline in their management. Economists have

studied this issue for years; the most promising approach is

that banks should be required to issue a substantial block of

long-term subordinated debt.97

To illustrate the proposal, suppose every firm with a bank

charter was required to maintain a block of ten-year subordi-

nated notes equal to ten percent of its total liabilities. Every

year, the bank would have to roll over the maturing notes; if

the market were unreceptive, the bank would have to shrink its

total assets by ten percent to live within its remaining block of

outstanding subordinated notes. Stability of the banking sys-

tem and market discipline might be further enhanced by pro-

viding that a bank could conserve cash that would otherwise

be used to redeem maturing sub debt by converting the sub

debt to equity at a predetermined ratio.

Market discipline requires that some creditors be at risk. Fi-

nancial stability, however, requires that creditors who fear a

loss must not be able to run. A key function of a bank is to offer

94. CHARLES P. KINDLEBERGER & ROBERT Z. ALIBER, MANIAS, PANICS, AND

CRASHES: A HISTORY OF FINANCIAL CRISES (5th ed. 2005).

95. CARMEN M. REINHART & KENNETH S. ROGOFF, THIS TIME Is DIFFERENT:

EIGHT CENTURIES OF FINANCIAL FOLLY (2009).

96. Floyd Norris, The Jobs News Get Worse, N.Y. TIMES, Oct. 4, 2009, at WK3.

97. See BD. OF GOVERNORS OF THE FED. RESERVE SYS. STUDY GROUP ON

SUBORDINATED NOTES & DEBENTURES, USING SUBORDINATED DEBT AS AN

INSTRUMENT OF MARKET DISCIPLINE 172 (1999) (analyzing thoroughly the subor-

dinated debt proposal).
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demand deposits and other short-dated time deposits or de-
posit-like obligations. The only way to assure financial stability
and to assure that some creditors be at risk is to require long-
term debt in the capital structure. The proposal also has the
advantage that, when a bank is forced to contract because it
cannot roll over maturing sub debt, the bank itself manages the
restructuring. It is best to avoid regulatory discretion because a
bank in trouble may be able to appeal to Congress to override
regulators' decisions.

Another useful reform would be to encourage a less lever-
aged economy. One way to do so would be to phase out the
deductibility of interest on all income tax returns. At present,
the deductibility of interest encourages debt over equity. A
quick calculation indicates that phasing out the deductibility of
interest on corporate returns and reducing the statutory corpo-
rate tax rate from its current thirty-five percent to fifteen per-
cent would be roughly revenue neutral.

VII. REFLECTIONS ON FREE MARKETS

The financial crisis is a sobering experience for a Chicago-
school advocate of the market. The federal government was not
without blame for the crisis, but the basic problem was that far
too many financial firms pursued shortsighted portfolio poli-
cies. Banking 101 says that it is dangerous to design a portfolio
with long-duration risky assets financed with short-duration
liabilities and thin capital. That is what one financial firm after
another did, and the government is not to blame for those mis-
guided private-sector policies.

Throughout history, financial crises occur when liquidity
dries up, usually because solvency concerns arise when risky
assets decline in value. Why is it that the market seems to make
the same basic mistake repeatedly? It is terribly important that
we figure out the answer to this question, because we also
know that markets and not government-run economies gener-
ate economic growth. This financial crisis was costly; if we can-
not figure out how to make market economies more stable, we
risk growing government involvement, which we can be cer-
tain will make economies grow more slowly.

My tentative conclusion is that market participants system-
atically underestimate the probability of extreme events. They
rely on instincts described by the normal distribution and by
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formal models based on normality. Yet, there is an enormous

amount of evidence that the probability of extreme events out
in the tails of the probability distribution is much higher than
indicated by the normal distribution-the fat tails problem. 9

If this observation is correct, then an appropriate function of

government is to create incentives that offset the market's un-
derestimate of tail probabilities. For large banks, the issue is

one of externalities. A large bank failure has costly effects on
many third parties. Eliminating the deductibility of interest on
tax returns would help to control the externality as would a

stiff subordinated debt requirement for banks.

In reflecting on the causes and consequences of this financial

crisis, it is a mistake to think of the subprime mortgage fiasco
as a unique cause that will not recur. It is indeed unlikely that

the subprime mortgage market itself will again create a sys-

temic risk, but some other new and creative market probably
will. The essence of a dynamic capital market is that it searches

for new opportunities and feeds capital to new ventures. Some
of the new ventures turn out to be busts. What ought not hap-
pen is that the busts shake the entire economy because they are
financed by banks in too risky a fashion. Federal policy should
require that banks hold a larger capital cushion against the in-
evitable busts. It is most unfortunate that financial reform is not
yet a consequence of this financial crisis.

98. See Benoit Mandelbrot, The Variation of Certain Speculative Prices, 36 J. Bus.
394 (1963).
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SMITH VERSUS KEYNES: ECONOMICS AND

POLITICAL ECONOMY IN THE POST-CRISIS ERA

SAMUEL GREGG*

INTRODUCTION

Alongside politicians, bankers, and CEOs, few groups have
received as much opprobrium for the 2008 financial crisis as
economists. "Economists are the forgotten guilty men" was the
phrase employed in February 2009 by Anatole Kaletsky, editor-
at-large for the London Times, when explaining why "a bank
with just $1 billion of capital [would] borrow an extra $99 billion
and then buy $100 billion of speculative investments."1 Self-
indulgence and imprudence had a part, but so too, Kaletsky as-
serted, did those economists who insisted that their models
"proved" that occurrences such as Long Term Capital Manage-
ment's demise in 1998 or Lehman Brothers's collapse almost ex-
actly ten years later were mathematically likely to happen only
once every billion years.2 Kaletsky's wider claim was that main-
stream economics had been so discredited by the financial cri-
sis that economics itself required an "intellectual revolution" or
risked being reduced to a somewhat suspect sub-branch of
mathematical modeling and statistical analysis.

Kaletsky has not been alone in making such arguments. Eco-
nomic historian Harold James made a similar point, albeit more
temperately:

[Aln overwhelming majority of modem economists were
misled by treating short-term trends as if they were perma-
nent phenomena that could be used to derive reliable behav-
ioral correlations and extrapolations. There were some ex-
ceptions... but such analysts were dismissed as alarmist or

* Director of Research, Acton Institute.

1. Anatole Kaletsky, Op-Ed., Economists are the forgotten guilty men, TIMES (Lon-
don), Feb. 5, 2009, at 28.

2. Id.
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eccentric, not only by the commercially driven economists
who worked for financial institutions as de facto salesmen,
but also by the overwhelming majority of academic econo-
mists, who were also subject to commercial pressures in the
forms of peer evaluation and patterns of career develop-
ment. These economists instilled a false complacency in poli-
ticians and other policymakers.3

In March 2009, Willem Butler, a former external member of
the Bank of England's Monetary Policy Committee, likewise
referred to "[t]he unfortunate uselessness of most 'state of the
art' academic monetary economics." 4 Though unwilling to de-
mand either a complete paradigm change or a defenestration of
the economics profession, the Economist suggested that the fi-
nancial meltdown raised profound questions of coherence
about two specific fields of economics: financial economics and
macroeconomics. "Few financial economists," it suggested,
"thought much about illiquidity or counterparty risk, for in-
stance, because their standard models ignore it." Likewise,
"[m]acroeconomists also had a blind spot: their standard mod-
els assumed that capital markets work perfectly."5

These claims evoked a strong riposte from the Nobel Prize
economist Robert Lucas in defense of the Efficient Market Hy-
pothesis (EMH), the claim that the price of a financial asset re-
flects all relevant, generally available information. "One thing,"
Lucas wrote, "we are not going to have, now or ever, is a set of
models that forecasts sudden falls in the value of financial as-
sets, like the declines that followed the failure of Lehman
Brothers in September [2008]."6 Since the late Paul Samuelson
published his proof for one version of the EMH in 1965 and
Eugene Fama detailed the theory and evidence for three forms
of the EMH in 1970,7 the EMH had been subject to consistent
criticism. But none of these critiques, Lucas maintained, had
proved its falsity. Other economists, however, argued that the

3. HAROLD JAMES, THE CREATION AND DESTRUCTION OF VALUE: THE GLOBAL-

IZATION CYCLE 6 (2009).

4. Maverecon, http://blogs.ft.com/maverecon/2009/03/the-unfortunate-uselessness-
of-most-state-of-the-art-academic-monetary-economics/ (Mar. 3, 2009, 13:37 GMT).

5. What went wrong with economics, ECONOMIST, July 18, 2009, at 11.
6. Robert Lucas, In defence of the dismal science, ECONOMIST, Aug. 6, 2009, at 67.
7. See Eugene F. Fama, Efficient Capital Markets: A Review of Theory and Empirical

Work, 25 J. FIN. 383 (1970); Paul A. Sarnuelson, Proof That Properly Anticipated Prices
Fluctuate Randomly, 6 INDUS. MGMT. REV. 41 (1965).
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stock market meltdown demonstrated the EMH's inability to
account for the market overpricing assets such as mortgages. On
this basis, they conjectured, "the EMH, as applied to the stock
market in aggregate, must be discarded or modified."8

While these discussions are important, much of the debate
about economic theory following the 2008 crisis has focused
upon the place of models in economics. Some contemporary
economists seem hesitant to question the appropriateness of
their heavy dependence on models and mathematical logic.
This hesitance may arise because they want to avoid raising
difficult questions about the very nature of postwar main-
stream economic science.

Since John Maynard Keynes's time, mainstream economics
has undergone a steady process of mathematization and im-
mersion in abstraction. One need only glance through their
nearest copy of the American Economic Review and observe the
plethora of algebra that is now central to most mainstream
economists' argumentation. Outside the Austrian school of
economics, few economists have publicly questioned this de-
pendence. One economist willing to do so, however, was
Wilhelm Rbpke (1899-1966). Ropke is well known as one of the
intellectual architects of postwar West Germany's path from
National Socialist economic collectivism to a market-driven
economic miracle in the decade following West Germany's
economic liberalization in 1948. Less attention, however, has
been given to R6pke's passionate critiques of postwar devel-
opments in economics as a social science. On one level, these
denunciations were driven by Ropke's belief that policies based
upon Keynesian-influenced economics would gradually dimin-
ish economic and political liberty. But another source of
R6pke's angst was his conviction that Keynes and, more par-

8. Posting of Andrew Smithers to Free Exchange, http://www.economist.com/
blogs/freeexchange/2009/08/lucasroundtable the enh_must.cfm (Aug. 11, 2009,
20:42 GMT). Certainly there is, as Nobel Prize-winning economist Myron Scholes
notes, a difference between those creating the models (academic economists) and
those applying these models (Wall Street financial engineers) in the marketplace.
See Efficiency and Beyond, ECONOMIST, July 18, 2009, at 68. Many economists who
support a "weak" EMH have introduced numerous qualifications based on their
willingness to import insights from other disciplines to explain apparently irra-
tional economic behavior. See, e.g., Kam C. Chan et al., International Stock Market
Efficiency and Integration: A Study of Eighteen Nations, 24 J. BUS. FIN. & ACCT. 803
(1997); Barr Rosenberg et al., Persuasive evidence of market inefficiency, 13 J. PORTFO-
LIO MGMT. 9 (1985).
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ticularly, his many disciples were slowly undermining the in-
tegrity of economics as a social science. Though R6pke died

over forty years ago, his analysis of trends in economic science
following Keynes's General Theory9 provides useful insights into
some of the challenges confronting contemporary economics. It
also contains some intimation of a possible direction for post-

crisis economics, one closer to the vision of Adam Smith than
the legacy imparted by Keynes and his successors.

I. ECONOMICS, POSITIVISM, AND SCIENTISM

Reflecting on the fortunes of economics in the 1950s, R6pke
marveled at the enormously augmented scope for economic
research. 10 He contrasted it with the economics profession's

situation in prewar Germany as a lowly handmaiden to facul-
ties of law." Postwar economic science enjoyed a stature that
had previously eluded the discipline, partly, R6pke thought,

because a range of difficulties had emerged since the 1930s that
caused many to turn to economics for responses. 12 But, R6pke

held, these new realities were actually grounds for considerable
concern about postwar changes in economics as a social science.

"The economist, too," R6pke once wrote, "has his occupa-
tional disease: restricted vision." 13 Emphasizing that he spoke
from personal experience, R6pke suggested that some econo-
mists found it hard to look beyond their own discipline or con-

cede that the economy was part of a larger order about which
other sciences had things to say. 14 This provincialism was mag-
nified by the error of "economism," the habit of viewing "eve-
rything in relation to the economy and in terms of material pro-

ductivity, making material and economic interests the center of

things by deducing everything from them and subordinating eve-

9. JOHN MAYNARD KEYNES, THE GENERAL THEORY OF EMPLOYMENT, INTEREST,

AND MONEY (1936).
10. This Section draws on SAMUEL GREGG, WILHELM ROPKE'S POLITICAL ECON-

OMY (2010).
11. See Wilhelm R6pke, The Place of Economics Among the Sciences, in ON FREE-

DOM AND FREE ENTERPRISE: ESSAYS IN HONOR OF LUDWIG VON MISES 111, 112
(Mary Sennholz ed., George D. Hunckle trans., 1956).

12. See id. at 114.
13. Wilhelm R6pke, The Economic Necessity of Freedom, 3 MODERN AGE 227,

234 (1959).

14. Id.
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rything to them as mere means to an end."' Economic research,
R6pke insisted, would not be productive if economists largely
ignored the complexity of the world in which economic choices
and policies operate.1 6 Economism invariably led economists into
the trap of what R6pke called "social rationalism," the tendency
to regard market mechanisms as value-neutral methods applica-
ble to any economic or social order. One example was the attempt
of socialist economists such as Oskar Lange to reconcile the price
mechanism with collectivist economies. How, Ropke asked, could
a mechanism that assumes human freedom operate in societies
premised on the radical subordination of liberty?17

It followed, according to R6pke, that economists should seek
to avoid segmenting economic inquiry from the complex charac-
ter of human nature. Though attentive to utility, Ropke rejected
the neoclassical premise of humans as rational utility maximiz-
ers: "The ordinary man is not such a homo ceconomicus .... The
motives which drive people toward economic success are as var-
ied as the human soul itself." 8 Nor did R6pke consider it rea-
sonable to premise economic theory on an understanding of
humans as selfless creatures.19 Instead, R6pke invoked a rather
Smithian understanding of human beings to explain his fond-
ness for market economies over the alternatives:

There is a deep moral reason for the fact that an economy of
free enterprise brings about social health and a plenitude of
goods, while a socialist economy ends in social disorder and
poverty. The "liberal" economic system delivers to useful ends
the extraordinary force inherent in individual self-assertion,
whereas the socialist economy suppresses this force and wears
itself out in the struggle against it. Is the system unethical that
permits the individual to strive to advance himself and his
neighbor through his own productive achievement? Is the ethi-
cal system the one that is organized to suppress this striv-
ing? ... It makes virtue appear irrational and places an ex-
travagant demand upon human nature when men in serving
virtue in a collectivist economy must act against their own

15. WILHELM ROPKE, THE SOCIAL CRISIS OF OUR TIME 53 (Peter S. Jacobsohn
trans., Transaction Publishers 1992) (1942).

16. Ropke, supra note 13.

17. See WILHELM ROPKE, A HUMANE ECONOMY: THE SOCIAL FRAMEWORK OF THE

FREE MARKET 93-94 (Elizabeth Henderson trans., ISI Books 3d ed. 1998) (1960).

18. Id. at 121.

19. See R6pke, supra note 13, at 233-34.
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proper interests in ways that, as even the simplest of them can
see, do nothing to increase the total wealth.20

R6pke was also impatient with economic theories that dimin-
ished the study of individual human choice and action to rela-
tive insignificance.2 This diminishment, R6pke maintained, was

the product of scientism's effect upon economics. He defined
"scientism" as the tendency to "understand by science [what] is
merely fundamentally the narrow territory of the 'positivist' and
'exact' natural sciences and their technical application." 22 Scien-
tism embodied the notion that there were no limits to the cogni-
tive capacities of positivist methodology and technical analysis.
It was usually associated with "an optimistic belief in progress
by means of a mechanical leadership of society. ' 23 The result

was "the scientific elimination of the Human element in political
and economic practice." 24

R6pke also treated scientism as destructive of humanity's
centuries-old striving towards a unity of knowledge, epito-
mized by the medieval and early-modern scholastic tradition.
Though he agreed that "the endless multitude of possible prob-
lems"25 necessitated specialized intellectual inquiry in both the
humanities and sciences, both social and natural, R6pke under-
lined "the utter futility of a science which progressively heaps
up matter, which is always measuring, analyzing, and docu-
menting but which continually gets further and further away
from a synthesis."26 It created people

whose head[s] ... [are] filled exclusively with "useful"
knowledge and who cannot grasp that abstract natural sci-
ence and physics possess quite a different educational value
from the moral sciences.., that the science of mathematics
is an admirable, nay an indispensible training for the intel-
lect but that when it has done its work it can be put aside. 27

20. Id. at 233.

21. See Wilhelm R6pke, Selbstbesinnung der Wissenschaft, 10 NEUE SCHWEIZER

RUNDSCHAU 4 (1942).

22. WILHELM ROPKE, CrvTAs HUMANA: A HUMANE ORDER OF SOCIETY 61 (Cyril
S. Fox trans., 1948).

23. Id. at 69.

24. Id. at 63.

25. Id. at 75.

26. Id. at 70.

27. Id. at 66.
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Scientism "implies simultaneously disdain for synthesis. It means
ever more specialization, the breeding of a learned type." 28

Among economists, scientism had helped to facilitate "the disin-
clination of so many economists to make contact with sociology,
ethics or politics." 29 This isolation of economists from the rest of
the academy added up to a cult "of endless documentation, of
Empiricism and Historicism, of the quantitatively measurable, of
research more geometrico to the detriment of the humane sciences
(the moral sciences), and their orientation towards the natural
sciences as the one ideal to be pursued in everything." 30

Much of R6pke's appraisal of scientism's impact upon eco-
nomics parallels and draws upon another twentieth-century
advocate of free markets, Friedrich von Hayek.31 In Hayek's
view, scientism undermined economics insofar as it encour-
aged the illegitimate importation of the techniques of the natu-
ral sciences into a social science.32 R6pke also shared Hayek's
concern that scientism in economics encouraged collectivist
economic thinking. The post-Enlightenment "faith in the mis-
sion of rationalism for the reconstruction of society, faith in the
task of 'organiser scientifiquement l'humanit6,' ' 33 had simply
misled some to believe economic life could simply be reorgan-
ized along more "rational" lines than market economies.

II. ECONOMISTE-PHILOSOPHES OR ECONOMETRICIANS?

The influence of positivism and scientism on economics
marked, according to Ropke, a departure from the understand-
ing of economics Adam Smith articulated. In R6pke's view,
Smith was "a representative of the humanist spirit of the eight-
eenth century," whose Wealth of Nations3 4 formed part of a lar-
ger intended work on "the cultural history of mankind" in
which "economics was viewed as an organic part of the larger

28. Id. at 68.
29. Id. at 79.

30. Id. at 68.
31. See, e.g., id. at 59 n.12.
32. See F.A. HAYEK, THE COUNTER-REVOLUTION OF SCIENCE: STUDIES ON THE

ABUSE OF REASON (1952).

33. ROPKE, supra note 22, at 64.

34. ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH

OF NATIONS (1776).
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whole of the intellectual, moral, and historical life of society." 35

As the author of The Theory of Moral Sentiments, 36 Smith under-
stood that his Wealth of Nations did not and could not encapsu-
late human life in its entirety. 37 Ropke asserted that Smith
viewed social and economic life as the product of an invisible
hand and "a living order with an immanent logic of its own
which the human mind could comprehend and even destroy

but could not duplicate." 38

By way of contrast, Ropke viewed John Maynard Keynes as
Smith's antithesis. Keynes was "a representative of the geomet-
ric spirit of the 20th century" and "an exponent of positivistic
scientism," for whom "economics was part of a mathematical-
mechanical universe."39 When combined with the modem pro-
clivity for statistics, this outlook actually limited economists'
ability to comprehend economic phenomena. 40 Thus, although
R6pke treated Smith as a promising start, he considered
Keynes to embody a rationalistic deterioration in modem eco-
nomics' explanatory power. 41 Although R6pke did not regard
all Keynesian concepts as mistaken, he did view "Keynesian-
ism" as a defective way of economic thinking. R6pke consigned
more blame to Keynes's followers, 42 but he maintained that
Keynes's approach to economics had created an "old econom-
ics" and a "new economics" in which the reason of one was the
nonsense of the other.43

35. WILHELM ROPKE, ECONOMICS OF THE FREE SOCIETY 224 (Patrick M. Boarman

trans., Henry Regnery 1963) (1937).

36. ADAM SMITH, THE THEORY OF MORAL SENTIMENTS (1759).

37. See ROPKE, supra note 17, at 92.

38. ROPKE, supra note 35, at 224.

39. Id.

40. Wilhelm Ropke, Die entscheidenden Probleme des weltwirtschaftlichen Verfalls,
74 ZEITSCHRIFT FUR SCHWEIZERISCHE STATISTIK UND VOLKSWIRTSCHAFT 493, 493-

506 (1938).
41. ROPKE, supra note 35, at 224.

42. Id. at 225. In his analysis of Keynes's thought, Gilles Dostaler presents a

strong case that Keynes was not the only inspiration behind the revolution that

bears his name. GILLES DOSTALER, KEYNES AND HIS BATTLES 255 (Niall B. Mann

trans., 2007). Other economists, such as those of the Stockholm school, were pro-
posing Keynesian-like arguments about effective demand as early as the 1920s. Id.

at 256. Furthermore, the mathematization of "Keynesianism" was largely pio-
neered by Sir John Hicks in 1937. See J.R. Hicks, Mr. Keynes and the "Classics"; A
Suggested Interpretation, 5 ECONOMETRICA 147 (1937).

43. WILHELM ROPKE, Keynes and the Revolution in Economics: Economics Old, New,

and True, in AGAINST THE TIDE 167, 170 (Elizabeth Henderson trans., 1969).
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Here R6pke was not referring to the difference between rela-
tively free market and relatively interventionist economic poli-
cies. His concern was with what people thought constituted the
essence of economics as a social science and the methods it em-
ployed. According to R6pke, most economists working in the
post-Keynes era were inclined to reduce economics to mathe-
matical and statistical analysis or macroeconomics. Economics
consequently became a quantitative enterprise that "teems with
equations in ever-increasing profusion" and that focused on the
development of patterns of aggregate behavior by entire socie-
ties that bore little resemblance to reality.44 Opening a post-
Keynes economics textbook, R6pke claimed, made readers won-
der whether they had purchased a chemistry curriculum. 45

R6pke's concerns about the post-Keynes macroeconomic fo-

cus of economics did not mean that he somehow "opposed"
macroeconomics. Even non-Keynesians employed terms like "a
country is living beyond its means" as a way of describing how
the aggregate expenditure for investment and consumption in
a given area created more purchasing power than could be
provided at present prices for the economy's output in that
area.46 R6pke's complaint was that Keynes had essentially "de-
clared the method of thinking in aggregates to be the only valid
one, now and in the long run."47 This development was un-
dermining the doctrine of the movement of individual prices,
the great achievement of 150 years of economics,48 and, thus,
the real content of economics. With the appearance of a genera-
tion of economists exclusively trained to work with economic
aggregates, R6pke maintained that the economist's skills were
increasingly diminished to the capacity to articulate "hypo-
thetical statements about functional relationships in mathe-
matical formulas or curves. '49

Here R6pke may have been thinking of Paul Samuelson's at-
tempt to rearticulate economics in mathematical terms.5 For
R6pke, such endeavors confused the object of economics with a

44. R6pke, supra note 11, at 121.

45. Id.

46. See ROPKE, supra note 17, at 177.

47. ROPKE, supra note 43, at 172.

48. See id. at 171.

49. ROPKE, supra note 17, at 193.

50. See PAUL ANTHONY SAMUELSON, FOUNDATIONS OF EcONOMIc ANALYSIS (1947).
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medium of economic analysis. As Jes6s Huerta de Soto noted,
mathematics is a form of language based upon symbols that
partly emerged as a way of facilitating the study of the natural
sciences. But the functional relationships that mathematics at-
tempts to capture in the economic world are constantly un-
dermined by factors such as entrepreneurship, which distorts
the constancy of information that mathematics demands. 51 In
R6pke's view, mathematics and empirical methods were also
less adequate when it came to studying the economic effects
and implications of things such as traditions, institutions, and
values. Mathematical formalism, R6pke argued, chose to ad-
dress these realities by generally ignoring them. It thus lost
sight of economics' essence, which is not macro-aggregates but
the choices of individuals and institutions. On this basis, R6pke
suggested that the "new economics" was destroying economics
as "a 'moral science' in the sense that it deals with man as an
intellectual and moral being."5 2 Instead, in the new economics,
the economist became a type of bureaucratic technocrat
charged with preempting economic problems through the use
of sophisticated mathematical quantitative methods. Conse-
quently, the post-Keynes economist was invariably

obsessed by one thing, i.e., "effective demand," which he
thinks must be kept up at whatever cost, while he forgets the
working of the mechanism of prices, wages, interest and ex-
change rates. Whereas formerly a good economist was a man
who knew how to assess the relation of the actual economic
forces and whereas formerly judgment, experience, and a
sense of proportion were rated higher than the formal skill in
handling certain research techniques introduced illegitimately
from the natural sciences into economics -today glory goes to
him who knows how to express more or less hypothetical
statements in mathematical symbols and curves.53

Concerns about these changes, R6pke noted, were not limited
to non-Keynesians. He cited one of Keynes's disciples (and first
biographer), Roy Harrod, saying that substituting a fascination

51. See JESfS HUERTA DE SOTO, THE AUSTRIAN SCHOOL: MARKET ORDER AND

ENTREPRENEURIAL CREATIVITY 14 (2008).

52. R6pke, supra note 11, at 122.

53. WILHELM ROPKE, The Problem of Economic Order, in 2 ESSAYS BY WILHELM

ROPKE: THE PROBLEM OF ECONOMIC ORDER; WELFARE FREEDOM AND INFLATION 1,

3-4 (Johannes Overbeek ed., 1987).

[Vol. 33



Smith Versus Keynes

with mathematical aggregates for attention to basic economic
principles had led him to conclude that "we should be better
off with the old Political Economy." 4

Drawing upon the Austrian economist Ludwig von Mises,
R6pke maintained that sound economics allows mathematics to
explicate certain relationships that have quantitative characteris-
tics. But the more economics drifted in a mathematical-statistical
direction, the more it ignored that which is un-mathematical and
does not always behave predictably: human beings.15 R6pke
was not persuaded that mathematics could encompass the in-
stability and complexity of economic life. Despite the apparent
information such methods could obtain, economic trends rarely
seemed to conform to the new economics' forecasts. The result
was not only that "with all our cleverness, we have become de-
cidedly less wise, while knowing more and more about less
and less," 56 but also that economic science was dehumanized.57

"Keeping economics human," Ropke held, did not necessitate
completely rejecting mathematics or aggregate concepts. But he
did ask economists to consider that behind factors such as sup-
ply and demand, amounts of savings, volumes of investment,
rates of inflation, and levels of wages were "individual human
beings with their feelings, their deliberations, their appraisals
of value, their collective suggestions and decisions." 8

R6pke's warnings against the dominance of the language of
aggregates and mathematics also reflected his worry that eco-
nomics would gradually become unintelligible to non-
economists and of decreased usefulness to policymakers. 59

Moreover, R6pke argued that the new economics' marginaliza-
tion of individual human beings reflected general social trends
"toward impersonalization, toward collectivization, toward
mechanization, toward dehumanization." 60 Just as modem eco-
nomic science received tremendous impetus in the late-
eighteenth, nineteenth, and early-twentieth centuries from the
desire to understand market economies, R6pke maintained that

54. Id. at 3 n.1.

55. Ropke, supra note 11, at 122.

56. ROPKE, supra note 53, at 3.

57. Ropke, supra note 11, at 123.

58. Id.

59. Id. at 124.

60. Id.
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mid-twentieth century economics was being influenced by the
context of political and economic collectivization in which it was
practiced. 61 The postwar "new economics" helped to support
the belief that the state could "manage" the economy and
therefore facilitated expectations that governments should at-
tempt to do so. Governmental institutions committed to inter-
ventionist policies wanted macroeconomic research that added
empirical credibility to such proposals. As Keynes's most im-
portant biographer, Robert Skidelsky, noted:

The needs of Keynesian macroeconomic policy spawned
vast quantities of national-income statistics which were fed
into huge computer-forecasting models set up to capture the
significant short-term trends of the macroeconomy. The
Keynesian age was the golden age of macroeconomics: the
famous economists of the time were all macroeconomists;
most of them worked for or advised government at least
some of the time. The study of markets and how they
worked, or even failed to, was distinctly unfashionable.62

A form of collusion consequently developed between the postwar
economic profession and states pursuing interventionist strate-
gies. It meant, R6pke thought, that many economists had essen-
tially compromised their integrity as scholars committed to the
pursuit of truth above the temptations of expediency.

III. RELATIVIZING- NOT ABANDONING-MODELS

R6pke's diagnosis of some of the problems characterizing
mainstream postwar economics is several decades old. Hence, it
does not address the emergence of New Classical economics in
the late 1960s, monetarism in the 1970s, the New Keynesianism of
the early 1980s, or what some call the "New Neoclassical Synthe-
sis" of New Keynesian and New Classical economics of the late
1990s. Nevertheless, R6pke's analysis plays directly into many
contemporary debates about the failures, imagined or otherwise,
of economics in the context of the 2008 financial crisis.

Today, as Philip Booth observes, "[t]here is a tendency in
modern economics to ignore variables that do not fit neatly into
econometric models.... [T]here may be many economic vari-

61. ROPKE, supra note 35, at 227-28.

62. ROBERT SKIDELSKY, KEYNES: THE RETURN OF THE MASTER 104 (2009).
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ables and processes that are not amenable to measurement or
to modelling but that have important information content."63

The presence of these variables has immediate implications for
understanding complex phenomena like the role of money in

creating inflation.

It may be difficult for central banks (or financial market fore-
casters) to precisely model the impact of money supply on in-
flation as relationships have become less predictable over time.
This does not mean, however, that monetary aggregates are not
a very important (indeed, possibly the most important) vari-
able in determining inflation. It simply means that to under-
stand the processes we have to interpret the data and we may
have to accept that any predictions we make are simply predic-
tions of tendencies rather than of precise magnitudes.64

Consequently, not only central banks but also politicians and
governments in the post-crisis era ought to tone down their
rhetoric about "managing" an economy, because economic sci-

ence simply does not possess the predictive abilities to validate
claims to control such a complex system.

The question, however, is where do we go from here? Does a
post-crisis economics involve dispensing with most of the
mathematical tools and modeling that assumed such a promi-

nent place in economic science in the wake of Keynes's General
Theory? Are we to conclude along with Paul Krugman and oth-
ers that much of the economic research of the past thirty years
has been a spectacular waste of time and energy?65

In his famous review of Milton Friedman and Anna

Schwartz's A Monetary History of the United States,66 Robert
Clower stated that "[i]f successful prediction were the sole cri-
terion of the merit of a science, economics should long since

63. Philip Booth, Learning from the Crash, and Teaching after it, in PROFIT, PRU-

DENCE AND VIRTUE: ESSAYS IN ETHICS, BUSINESS AND MANAGEMENT 225, 234

(Samuel Gregg & James Stoner eds., 2009) (citation omitted). Booth notes that this

point was the central argument of Hayek's 1974 Nobel Prize lecture, The Pretence

of Knowledge. Id. at 234 n.9.

64. Id. at 234.

65. See Paul Krugman, How Did Economists Get It So Wrong?, N.Y. TIMES, Sept. 6,

2009, (Magazine), at 36.

66. MILTON FRIEDMAN & ANNA JACOBSON SCHWARTZ, A MONETARY HISTORY OF

THE UNITED STATES, 1867-1960 (1963).
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have ceased to exist as a serious intellectual pursuit."67 In other
words, economic science is not just concerned with making
economic predictions or shaping economic policy. It is about
understanding the truth about the economic dimension of hu-
man life. To this end, economists have a range of tools at their
disposal, including logic, inference, historical analysis, statis-
tics, and mathematics. Doubts about the predictive powers of
economics should not mean that we engage in blanket dispar-
agements of economists' use of mathematical tools. As Booth
comments, "[n]eo-classical economics can be helpful for un-
derstanding particular problems. The closed form solutions to
many modern finance problems, such as the pricing of deriva-
tives, derive their method from the neo-classical way of think-
ing." 68 As long as there is a quantitative dimension to econom-
ics, we will need tools that allow us to compare theories about
how the economy works to quantifiable data. They provide us
with useful-though not all-encompassing-information about
factors that economists and those they advise should be con-
sidering, ranging from matters such as the effects of interest
rate increases to the growth of wealth in given societies.
Though predictability in the social sciences is only imperfectly
possible, the philosopher Alasdair MacIntyre correctly stated
that it is often achievable thanks to our knowledge of statistical
regularities, the common realization that people need to coor-
dinate their actions, and our awareness of the causal regulari-
ties of social life and nature.69

A similar point applies to abstract models. Economic models
are like maps. Although maps do not in themselves capture the
whole truth, they do provide us with some insight into aspects
of the truth. A map of London can tell us how to get from
Heathrow to Westminster. It cannot, however, encapsulate Lon-
don's entire reality. Similarly, economic models cannot encapsu-
late a holistic vision of the economy. But, depending upon the
subject matter and the model's capacity to approximate aspects
of reality, they can provide us with some information about what
is happening in an economy and how to attain certain economic

67. Robert Clower, Monetary History and Positive Economics, 24 J. ECON. HIST. 364,

364 (1964).
68. Booth, supra note 63, at 232.

69. See ALASDAIR MACINTYRE, AFTER VIRTUE 102-03 (1984).

[Vol. 33



Smith Versus Keynes

objectives. 70 Some abstractness is often necessary in many social
and natural sciences if we are to reach conclusions about any
number of questions. As James Buchanan and Geoffrey Brennan
noted, abstraction in economic science is a way "of allowing
economists to impose intellectual order on the observed chaos of
human interaction, without excessive distracting detail in di-
mensions of the analysis that are not centrally relevant." 71

By the same token, economists should acknowledge that neo-
classical economic models are only useful for certain purposes.
A radically empirical, positive approach to economics is inade-
quate because it simply leaves out too much. A London street
directory will not show us the distance between Buenos Aires
and London. Nor does it tell us that we should travel from Lon-
don to Paris. Likewise, economic models are not designed to
provide us with all the information we need to resolve eco-
nomic and political dilemmas. It follows that, as Buchanan and
Brennan noted, even those economists who believe that apply-
ing the presumption of homo economicus to many problems is
useful should

recognize that homo economicus has its own limits as a useful
abstraction. We can only load the construction with so
much, and we stand in danger of having our whole "sci-
ence" collapse in an absurd heap if we push beyond the use-
ful limits. The fact that the whole set of "noneconomic" mo-
tivations are more difficult to model than the "economic"
should not lead us to deny their existence. 72

On these grounds, we may state that one useful post-crisis les-
son for many economists is the need to be more cognizant of the
limits of abstract modeling and wary of attempts to reduce eco-
nomic concepts to mathematical formulae. Economists need to
be willing, as Booth commented, to "focus on variables that are
important rather than just on variables that are precisely meas-
urable." 73 For the same reason, economists should also be willing

70. See SAMUEL GREGG & IAN HARPER, ETHICS AND ECONOMICS: THE DISPUTE

AND THE DIALOGUE 11-13 (1999).

71. James M. Buchanan & Geoffrey Brennan, The Normative Purpose of Economic

'Science': Rediscovery of an Eighteenth Century Method, in ECONOMICS: BETWEEN

PREDICTIVE SCIENCE AND MORAL PHILOSOPHY 51, 53-54 (Robert D. Tollison &
Viktor J. Vanberg eds., 1987).

72. Id. at 55.

73. Booth, supra note 63, at 234.
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to discourage those-including government officials, central

bankers, and politicians-tempted to base entire schema ranging

from particular investment strategies to government monetary

policy upon one or more models, econometric or otherwise.

IV. ECONOMICS AND POLITICAL ECONOMY

If R6pke was correct in his claim that many economists'

reputations in the post-Keynes era have been primarily built

upon their skills as econometricians and macroeconomists, and
if-as Ropke also insisted-much postwar economic science

fell into the traps of positivism and scientism, then there will be

considerable resistance to the suggestions above. One explana-

tion for such resistance might be simply career preservation.

Another is that a commitment (conscious or otherwise) to posi-

tivism and scientism involves an assent (again, conscious or

otherwise) to a range of intellectual positions that are not so

easy to discard if they have long been central to a person's hab-

its of thinking. But if economists believe that economics is, like

any other moral, social, or natural science, about the search for

truth, then they have no reason to adhere to assumptions and

methodologies that have, in many respects, actually limited
economics' ability to wrestle with its subject matter.

One way forward might be attempting to widen the horizons

of economics by seeking to engage it-especially its technical-
positive dimension-in truly synthetical analysis. Synthesis here

does not mean a version of Hegelian dialectics or the applica-
tion of the homo economicus model to a range of problems that

were traditionally outside the realm of economics. As the Aus-

trian-school economist Murray Rothbard wrote in 1989:

In recent years, economists have invaded other intellectual
disciplines and, in the dubious name of "science," have em-
ployed staggeringly oversimplified assumptions in order to
make sweeping and provocative conclusions about fields
they know little about. This is a modem form of "economic
imperialism" in the realm of the intellect. Almost always, the
bias of this economic imperialism has been quantitative and
implicitly Benthamite, in which poetry and pushpin are re-
duced to a single-level, and which amply justifies the gibe of
Oscar Wilde about cynics, that they [economists] know the
price of everything and the value of nothing. The results of
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this economic imperialism have been particularly ludicrous
in the fields of sex, the family, and education.74

Doubtless many economists would claim that Rothbard
oversimplified the character of their endeavor insofar as their
application of economic research methods to such questions is
not concerned with reducing everything to an economic expla-
nation, but rather with providing new insights that might oth-
erwise remain dormant. The broader point, however, is that
such endeavors are not in themselves synthetic. A more prom-
ising path for synthesis may lie in re-grounding economics'
positive-technical dimension upon a renewed Smithian under-
standing of political economy.

Since Antoyne de Montchr~tien first coined the term in 1615
to describe how monarchs could manage their kingdoms, 75

ceconomie politique has been defined in many ways. It was Adam
Smith, however, who gave political economy its commonly ac-
cepted positive meaning by defining "what is properly called
Political Oeconomy" as the scientific study of "the nature and
causes of the wealth of nations." 76 As A.M.C. Waterman noted,
Smith's political economy partly concerns the positing of scien-
tific (in the positivist sense of the word) theories to understand
economic phenomena. This scientific positing constitutes most
of what is commonly understood to be economics today. In an-
other sense, however, Waterman claimed that Smith's political
economy also involves the study of the interrelationship between
economic theory and the political ideas and movements of a given
time.77 Lastly, there is the sense in which Smith understood politi-
cal economy in terms of what we would call economic policy, in-
sofar as Smith treated political economy as "a branch of the sci-
ence of a statesman or legislator" whose goals were first "to
provide a plentiful revenue or subsistence for the people, or more
properly to enable them to provide such a revenue or subsistence

74. Murray N. Rothbard, The Hermeneutical Invasion of Philosophy and Economics,
3 REV. AUSTRIAN ECON. 45, 45 (1989).

75. JOSEPH A. SCHUMPETER, HISTORY OF ECONOMIC ANALYSIS 167-68 (Elizabeth
Boody Schumpeter ed., 1994) (1954).

76. 2 ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF
NATIONS 678-79 (R.H. Campbell & A.S. Skinner eds., Liberty Classics 1981) (1776).

77. A.M.C. Waterman, "New Politicial Economies" Then and Now: Economic Theory
and the Mutation of Political Doctrine, in THE NEW POLmCAL ECONOMIES: A COL-
LECTION OF ESSAYS FROM AROUND THE WORLD 13, 14 (Laurence S. Moss ed., 2002).
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for themselves; and second, to supply the state or commonwealth
with a revenue sufficient for the publick services."78

On one level, Smith's Wealth of Nations was a work of abstract
economic analysis and prescription. Smith scrutinized the pre-
vailing mercantilist economic theories and those of the French
physiocrats, presented a fresh argument about how wealth crea-
tion occurs, and then explained what might be done if society's

overall material enrichment was considered desirable. But we
should not forget that, as E.G. West stated, Wealth of Nations be-
gan not as a book on economics but as an essay in conjectural
history, "the systematic study of the effects of legal, institutional
and general environmental conditions upon human progress." 79

In doing so, Smith also attempted to articulate normative reasons

for an economy based on private property, free competition, free
trade, rule of law, and limited government. For Smith, the shift
from mercantilist to market economies was not just a question of

implementing insights from scientific economic reasoning fo-
cused on wealth creation. It was also a matter of civilizational
growth. Although certain elements of commercial order dis-

turbed Smith,80 he also preferred market-oriented economies to
previous economic arrangements on the basis not only of their

greater efficiency, but also of the greater liberty provided by
market economies to ever-widening numbers of people. Emma
Rothschild reminded us that Smith saw economic liberty as

something to be supported partly because of its ability to free
people from many forms of subjugation.81

With a few exceptions, this Smithian conception of econom-
ics and political economy faded after Smith's death in 1790. In-
stead, economics in the Anglo-Saxon world increasingly fo-
cused upon studying the choices and actions of homo

economicus, a being whose nature is rather different than the
more sophisticated, sometimes irrational creatures in Smith's
writings. By 1844, John Stuart Mill was stating:

What is now commonly understood by the term "Political
Economy" .... makes entire abstraction of every other hu-

78. 1 SMITH, supra note 76, at 428.

79. E.G. WEST, ADAM SMITH: THE MAN AND HIS WORKS 20 (1976).

80. See RYAN PATRICK HANLEY, ADAM SMITH AND THE CHARACTER OF VIRTUE

16-17 (2009).

81. EMMA ROTHSCHILD, ECONOMIC SENTIMENTS: ADAM SMITH, CONDORCET,

AND THE ENLIGHTENMENT 27 (2001).
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man passion or motive; except those which may be regarded
as perpetually antagonizing principles to the desire of
wealth, namely, aversion to labour, and desire of the present
enjoyment of costly indulgences.... Political Economy con-
siders mankind as occupied solely in acquiring and consum-
ing wealth; and aims at showing what is the course of action
into which mankind, living in a state of society, would be
impelled, if that motive, except in the degree in which it is
checked by the two perpetual counter-motives above
averted to, were absolute ruler of all their actions.8 2

Mill did qualify these remarks. No economist, he claimed, truly
believed that this description captured humanity's essence.83

Nevertheless, Mill did reflect a narrowing of the parameters of
modem economics established by Adam Smith.

Since Mill's forays into economics, there have been many
successful efforts to widen the scope of economic science, some
of which have impacted mainstream economic research as well
as economic policy. Examples of this impact include the
Freiburg "ordo-liberal" school associated with the German
economists Walter Eucken and Franz Bbhm, the "new institu-
tional economics" of Ronald Coase, Harold Demsetz, and
Douglass North, as well as the "law and economics" movement
promoted by figures such as Richard Posner. What distin-
guishes ordo-liberalism from the other schools is that the ordo-
liberals were committed to integrating the "liberal" concern for
liberty with the "conservative" belief in order into their eco-
nomic research program and policy recommendations. In
short, they treated a concern for the promotion of certain val-
ues as integral to economic inquiry and recommendations.
Eucken and B6hm were especially concerned with the issue of
how to preserve freedom in complex social orders based pri-
marily upon voluntary cooperation. Like many other Germans,
Eucken was worried about the accumulation of power and less
convinced that the spontaneous interaction of people usually
sufficed to produce a stable and flourishing social order.84 Writ-
ing in 1933, B6hm noted that: "The experience of the last dec-

82. JOHN STUART MILL, Of the Definition of Political Economy; and on the Method of
Investigation Proper to It, in ESSAYS ON SOME UNSETTLED QUESTIONS OF POLMCAL

ECONOMY 120, 137-38 (1844).

83. Id. at 139.
84. See WALTER EUCKEN, GRUNDSATZE DER WIRTSCHAFTSPOLITIK (1952).
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ades has shown that business associations and interest groups

have mastered the art of turning every politically influential

ideology to their own purpose in a most effective manner."85

Cartels, to B6hm's mind, exemplified how private contracts,

often with the support of the legal system and government,

were used to shelter sections of the economy from competition.

This collusion of private and public power undermined essen-

tial market mechanisms such as free prices and paved the way

for extensive economic intervention and, eventually, centrally

planned economies. Seeking to find ways to limit the ability of

interest groups to capture state power in order to diminish free

competition, Eucken and B6hm drew upon Scottish Enlight-

enment insights but also what might be regarded as natural

law reasoning to try to establish precise parameters that recog-

nized positive law's legitimate authority on questions of eco-

nomic regulation while simultaneously limiting (often via con-

stitutional law) that authority to very specific tasks.

This attention to values brings us face-to-face with the chal-

lenge presented by Smith's political economy to mainstream

economics. It reflects the Scottish Enlightenment approach to

intellectual inquiry in which there was no rigid separation of

social science and moral normativity.8 6 For Scottish Enlighten-

ment figures such as Adam Ferguson, it was not simply that

identifying certain normative concerns was considered central

to explaining social phenomena; rather, Scottish social science

sought to comprehend and evaluate man so that "we endeav-

our to understand what he ought to be."87

Smith's understanding of political economy certainly con-

tained a strong positive dimension insofar as Smith wanted to

outline theories that explain economic phenomena. His Wealth of

Nations, however, is full of historical commentary and reflected a

strongly normative-sociological purpose: the identification of

the social, historical, and ethical conditions that permitted the

establishment and maintenance of the civilization of natural

liberty that Smith believed was good for all people. This project

necessitated directing attention to how and why certain institu-

85. FRANz BOHM, WET1BEWERB UND MONOPOLKAMPF, at xi (1933).

86. See KNUD HAAKONSSEN, THE SCIENCE OF A LEGISLATOR: THE NATURAL

JURISPRUDENCE OF DAVID HUME AND ADAM SMITH 61-62 (1981).

87. 1 ADAM FERGUSON, PRINCIPLES OF MORAL AND POLITICAL SCIENCE 2 (Jean

Hecht ed., Georg Olms Verlag 1995) (1792).

[Vol. 33



No. 2] Smith Versus Keynes 463

tions and habits had developed to protect and support these
liberties. The descriptive and normative dimensions of Smith's
political economy are consequently deeply intertwined. There
is no doubt that Smith considered utility to be something that
intellectual inquiry could not ignore. But liberty and virtue were
similarly indispensable if people were to engage in human flour-
ishing.88 As Ryan Patrick Hanley observed, "it is largely recog-
nized today that the model citizen of Smith's commercial soci-
ety resembles less an interest-maximizing caricature of homo
economicus ... than the more moderate, sober prudent man de-
scribed in [The Theory of Moral Sentiments]."89 In short, Smith and
other Scots sought a judicious integration of positive analysis
with the promotion of particular normative goals.

Economists wishing to re-engage economics in a wider dis-
cussion about the truth of human reality could thus do worse
than return to the writings of Adam Smith. Here one finds a
truly synthetic approach to comprehending not just the eco-
nomic dimension of human reality, but also how that eco-
nomic component fits into a fuller picture of human reality-
one that is committed to treating moral virtues as real to the
same extent as the forces of entrepreneurship and peaceful
free exchange, not to mention institutions such as the rule of
law that are the very stuff of modern flourishing economies.
Returning to Smith does not imply wholesale abandonment of
all the tools and methods developed in a range of different
schools of economic thought since 1776. It does, however,
suggest that efforts to quarantine economic science from nor-
mative considerations or even knowledge of the basic moral
goods knowable by human reason ought to be themselves
viewed as unreasonable and unscientific.

CONCLUSION

Obviously, rethinking the scope and emphasis of economics
along the lines suggested here would involve rather significant
changes in the teaching of economics and in our expectations
about what the discipline can yield in terms of human knowl-
edge. This task is difficult because neither economics nor

88. See HANLEY, supra note 80, at 34-35.
89. Id. at 112.
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economists have proved immune to the effects of the hyper-

specialization that characterizes so much of contemporary uni-

versity education. The ability to engage in this type of eco-

nomic research-to integrate positive technical analysis with
knowledge acquired from other disciplines -requires a sophis-

ticated knowledge of fields outside positive technical econom-
ics. Yet integration may be only half the challenge for contem-

porary economics. If the 2008 financial crisis has taught us
anything, it is that economists, business executives, politicians,

and bankers-indeed, all of us-need to cultivate a range of

moral and intellectual habits (especially humility) that inform

the use of technical skills. Although Keynes was much criti-

cized by R6pke for his impact on the character of postwar eco-

nomics, one suspects R6pke would have agreed with Keynes's

famous description of the talents required to be a good econo-

mist-one that is just as relevant today in a post-crisis world:

[Tihe master-economist must possess a rare combination of
gifts. He must reach a high standard in several different di-
rections and must combine talents not often found together.
He must be mathematician, historian, statesman, philoso-
pher-in some degree. He must understand symbols and
speak in words. He must contemplate the particular in terms
of the general, and touch abstract and concrete in the same
flight of thought. He must study the present in light of the
past for the purposes of the future. No part of man's nature
or his institutions must lie entirely outside his regard. He
must be purposeful and disinterested in a simultaneous
mood; as aloof and incorruptible as an artist, yet sometimes
as near the earth as a politician.90

90. John Maynard Keynes, Alfred Marshall, 1842-1924, 34 ECON. J. 311, 322 (1924).
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THE BANKS VERSUS THE CONSTITUTION

RON PAUL*

Some people say we are heading for socialism. I can see why
they might think that: Since October 2008, the U.S. Treasury
Department and the Federal Reserve have taken majority
stakes in the country's largest commercial insurer (AIG), larg-
est auto manufacturer (General Motors), and largest mortgage
lenders (Fannie Mae and Freddie Mac, which were already
government-sponsored). The bailouts that began under Presi-
dent Bush and Treasury Secretary Henry Paulson, and which
have continued under President Obama and Treasury Secre-
tary Timothy Geithner, have also seen the federal government
take shares in banks like Citigroup and Bank of America. This
is not capitalism, and it is not the kind of economy the Framers
of the Constitution envisioned.

The truth is that we have been drifting away from the Fram-
ers' vision for a very long time. Even before the economic crash
of 2008, we did not have anything resembling a truly free econ-
omy. One of the most important sectors of the economy, the
banking sector, was already quasi-socialist or corporatist.' The
Federal Reserve, with its monopoly powers and its chairman
and governors appointed by the President, has been an extra-
constitutional branch of government since its creation in 1913.
The bailouts, and the government ownership that has come
with them, are a direct result of the Federal Reserve's policies.
At the same time, this government body has been eroding
Americans' capacity for self-government by forcing them to

* United States Representative (R-TX).

1. See Lucio Baccaro, What is Alive and What is Dead in the Theory of Corporatism,
41 BRIT. J. INDUS. REL. 683, 683 (2003) (employing as one definition of corporatism
.a particular structure of the interest representation system, characterized by mo-
nopolistic, centralized and internally non-democratic associations"); see also Mi-
chael Graff, Financial Development and Economic Growth in Corporatist and Liberal
Market Economies, EMERGING MARKETS FIN. & TRADE, Mar.-Apr. 2003, at 47, 58
(denoting corporatism as "deliberate attempts to address undesirable outcomes of
market solutions ... by coordination").
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adjust their lives to an overall inflationary economy. This is a
vicious cycle: The central bank creates a series of booms and
busts that makes business planning very difficult. As a result,
more and more businesses fail and turn to government for bail-

outs. The public is told that capitalism is to blame and becomes
accustomed to the idea that only government is capable of long-
term planning. When the next bust hits, the cycle repeats.

The Constitution does not provide for the creation of a cen-
tral bank. The Framers were well acquainted with the powers
and practices of the Bank of England, and under the Articles of
Confederation there had been a short-lived experiment in cen-
tral banking.2 Yet the Framers chose not to include a provision
in the Constitution to create a central bank. Even if they had
wanted to include such a provision, doing so might have jeop-

ardized ratification. Americans were very suspicious of central
banks, seeing them as a source of official corruption.3

The British government relied on the Bank of England to fi-
nance its national debt, and the debt was used to finance bigger
armies and more wars. The debt had to be repaid eventually,

which meant higher taxes for British subjects, including, before
the Revolution, the American colonists. Historian John Rem-
ington Graham explains:

The British people groaned under heavy taxes to pay the inter-
est on the national debt without ever touching the principal
due. Each war nudged the King and Parliament into an increas-
ingly servile condition, ever more obliged to the huge financial
network behind the East India Company and the Bank of Eng-
land. So it was that these interests were able to demand and ob-
tain the legislation which ignited the American Revolution.4

Despite the lack of constitutional authorization for a national
bank, the idea of central banking still appeals to politicians be-

cause central banks make financing wars and government

growth much easier. Thus, Alexander Hamilton proposed the

2. See Jerry W. Markham, Banking Regulation: Its History and Future, 4 N.C. BANK-

ING INST. 221, 223 (2000) (discussing the role played by the Bank of North America

and suggesting that Hamilton used the Bank of England as a model for the crea-

tion of the first national bank).

3. For the historical roots of Americans' aversion to central banking, see

GORDON S. WOOD, THE AMERICAN REVOLUTION: A HISTORY 57-60 (2002).

4. JOHN REMINGTON GRAHAM, A CONSTITUTIONAL HISTORY OF SECESSION 85
(2002) (footnote omitted).
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creation of such a bank to the first Congress, even though the
Framers of the Constitution and the ratifying conventions
would never have agreed to create one.5 He got his wish, and
the first Bank of the United States was chartered in 1791. Like
the Federal Reserve, Hamilton's bank was in theory private,
but the federal government provided its initial capital and from
the outset owned one-fifth of the bank's stock.

Thomas Jefferson recognized the danger that the Bank of the
United States posed to the Constitution. He wrote to President
Washington in 1791 to state the case that "[tihe incorporation of a
bank, and other powers assumed by this bill, have not, in my
opinion, been delegated to the United States by the constitu-
tion.... They are not among the powers specially enumerated." 6

And although the bank's defenders said it would be a conven-
ience for helping government to collect taxes, Jefferson noted that
"the constitution allows only the means which are 'necessary,' not
those which are merely convenient for effecting the enumerated
powers." 7 If the federal government could do anything it deemed
convenient, the Constitution would be a dead letter.

Congress, controlled by Jefferson's Democratic-Republican
party at the time, let the bank's charter expire in 1811. But just
five years later, President Madison signed on to the creation of
the Second Bank of the United States, in part to pay off debts
from the War of 1812. Economic historian Murray Rothbard
described the result:

Prices rose greatly in real estate, land, farm improvement
projects, and slaves, much of it fueled by the use of bank
credit for speculation in urban and rural real estate. There
was a boom in turnpike construction, furthered by vast fed-
eral expenditures on turnpikes. Freight rates rose on steam-
boats, and shipbuilding shared in the general prosperity.

5. See Alexander Hamilton, Opinion of Alexander Hamilton, on the Constitutionality
of a National Bank, reprinted in LEGISLATIVE AND DOCUMENTARY HISTORY OF THE
BANK OF THE UNITED STATES 95 (M. St. Clair Clarke & D.A. Hall eds., Washington,
Gaes & Seaton 1832) [hereinafter LEGISLATIVE AND DOCUMENTARY HISTORY]. But
see Paul Finkelman, Thomas Jefferson, Original Intent, and the Shaping of American
Law: Learning Constitutional Law from the Writings of Jefferson, 62 N.Y.U. ANN. SURV.
AM. L. 45, 60 (2006) (footnote omitted) (suggesting that opposition came from
James Madison and the House of Representatives, rather than from former dele-
gates to the Constitutional Convention).

6. Thomas Jefferson, Opinion of Thomas Jefferson, Secretary of State, on the Same
Subject, reprinted in LEGISLATIVE AND DOCUMENTARY HISTORY, supra note 5, at 91-92.

7. Id. at 93 (emphasis added).
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Also, general boom conditions expanded stock trading so
rapidly that traders, who had been buying and selling stocks
on the curbs on Wall Street for nearly a century, found it
necessary to open the first indoor stock exchange in the
country, the New York Stock Exchange, in March 1817. Also,
investment banking began in the United States during this
boom period.8

This was America's first great bubble economy, created by
bad loans and easy money. The bubble burst in the Panic of
1819, which saw a massive credit contraction and the failure of
seventy-four banks, a shocking number considering that at the
time the country only had 341 legally incorporated banks.9

"The result of the contraction was a massive rash of defaults,
bankruptcies of business and manufacturers, and liquidation of
unsound investments during the boom," as well as "a vast
drop in real estate values and rents." 10

President Andrew Jackson vetoed the bill to renew the Sec-
ond Bank's charter in 1831, calling the bank "unauthorized by
the Constitution, subversive of the rights of the States, and
dangerous to the liberties of the people."1 The idea of central-
ized banking continued to appeal to politicians, however, and
in 1913 Congress created the Federal Reserve System. It is not a
coincidence that the Federal Reserve was planned and
launched at the height of the Progressive Era and not long be-
fore Woodrow Wilson took the country into World War I. The
Federal Reserve, which is essentially the Third Bank of the
United States, was necessary to underwrite the Progressives'
dreams of a more activist federal government.1 2 Central bank
financing also enabled intervention in World War I, just as the
Bank of England had been indispensable to Britain's wars and

8. MURRAY N. ROTHBARD, A HISTORY OF MONEY AND BANKING IN THE UNITED
STATES: THE COLONIAL ERA TO WORLD WAR 1188 (2002).

9. Id. at 89.
10. Id.

11. Andrew Jackson, Veto Message of July 10, 1832, reprinted in 2 COMPILATION
OF THE MESSAGES AND PAPERS OF THE PRESIDENTS 1789-1897, at 576 (James D.

Richardson ed., Washington, Gov't prtg. office 1897).

12. Plenty of big businesses also wanted to see the Progressives get their wish
because more regulation would impose disproportionate costs on their smaller
competitors. See generally GABRIEL KOLKO, THE TRIUMPH OF CONSERVATISM (1963)

(discussing the role of big business in the Progressive Era).
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the Second Bank of the United States helped pay off debts from
the War of 1812.

Almost everyone in Washington has forgotten the lessons of
the Panic of 1819 and Jackson's fight with the Second Bank of
the United States. Banks and governments can print money
and expand credit, but they cannot create real wealth. Unsur-
prisingly, in the decade after the Federal Reserve was insti-
tuted, we saw another classic boom followed in the 1930s by
the worst bust until the present day. Austrian School econo-
mists such as Ludwig von Mises and Friedrich Hayek have ex-
plained why central banking always leads to this cycle. 13 When
money and credit are available more readily from a central
bank than they would be in a free market, other banks will
make loans that otherwise would seem too risky. Why play it
safe, if you can gamble with somebody else's money borrowed
at a low interest rate? More loans are made, more fiat currency
circulates, and businesses, just like banks, have an incentive to
take more risks than they otherwise would. They start building
new factories or retail outlets, or maybe they start to speculate
in financial derivatives. The apparent boom employs more peo-
ple, which leads to more consumption.

For a little while this lending seems like a virtuous cycle, as
low interest rates and easy money lead to apparent prosperity
for businesses and consumers. In reality, however, a lot more
risks are being taken, and eventually those risks lead to fail-
ures. When businesses fail they cannot pay back their bank
loans. Then the banks fail because they are not getting repaid.
People are thrown out of work, and consumer spending
shrinks. Then even more businesses fail, and what looked like a
virtuous cycle turns out to be vicious.

Banks and businesses make mistakes all the time, of course.
A central bank, however, encourages everyone to make mis-
takes in the same direction- toward taking more risks-all at
the same time. Instead of occasional bank and business failures,
we get a string of them at once. This widespread failure is what
happened in 1819 and 1929, and it is happening again today.

13. See, e.g., LUDWIG VON MISES, THE THEORY OF MONEY AND CREDIT (1953). For
a good introduction to the Austrian School of economics, see generally THOMAS E.
WOODS JR., MELTDOWN: A FREE MARKET LOOK AT WHY THE STOCK MARKET COL-
LAPSED, THE ECONOMY TANKED, & GOVERNMENT BAILOUTS WILL MAKE THINGS

WORSE (2009).
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Some specific bad policy decisions by Congress led to real es-

tate becoming especially vulnerable to the boom-and-bust cy-
cle. The Community Reinvestment Act,14 for example, forced
banks to make even more bad loans than they otherwise would

have made. The fundamental source of the boom-and-bust cy-
cle, however, lies with the Federal Reserve System. As long as
we have it, we will continue to ride the rollercoaster of the

business cycle, until finally the dollar is destroyed.

The dollar is put at risk by everything that Washington likes

to do to get out of recessions: stimulus packages, near-zero in-

terest rates, increases in base money, and issuance of more

debt. President Obama, Secretary Geithner, and Chairman Ber-

nanke have pushed these policies into overdrive since January

2009.15 We have seen the results as our currency tumbles and
foreign investors such as the BRIC 16 nations rethink their dollar
holdings. The dollar is already getting pummeled, 17 but once
banks and businesses begin to think the crisis is over-not be-

cause of real recovery, but because of the false sense of pros-
perity created by government spending -we will see a massive
inflationary boom followed by an even bigger bust. This final

chapter will be catastrophic for the dollar.

It is painful to see your business fail or to lose your job, but
the damage to our economy was actually done during the

boom times, when too many financially unsound projects were
started. Propping up failing enterprises now will only do more
harm by encouraging additional malinvestment. Unfortu-

nately, the damage that central banking has done to our coun-
try is not limited to the economy. Not only are individuals be-

ing thrown out of work as jobs that were never sustainable
now disappear, but central banking and Keynesian economics

have even changed the way Americans think about society and

government. They have encouraged us to think only about the

short term and to look to Washington for long-term planning.

14. Pub. L. No. 95-128, 91 Stat. 1147 (codified at 12 U.S.C. §§ 2901-2908).

15. For an account of the economic policies of President Obama, his Treasury

secretary, and the Federal Reserve chairman, see generally TIMOTHY P. CARNEY,
OBAMANOMICs: How BARACK OBAMA IS BANKRUPTING YOU AND ENRICHING HIS

WALL STREET FRIENDS, CORPORATE LOBBYISTS, AND UNION BOSSES (2009).

16. Brazil, Russia, India, and China, amongst other rapidly developing nations.

17. David J. Lynch, Weak dollar raises talk of alternative world currency, USA TO-

DAY, Oct. 22, 2009, at B1.
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An explanation for this change can be found in the work of
economist Hans-Hermann Hoppe, who has called attention to
the importance of "time preference" in relation to civil society.18

Time preference is an economic concept: People with a high time

preference prefer instant gratification; people with a low time

preference are willing to defer satisfaction. 19 The inflationary

conditions created by central banking and Keynesian stimulus
efforts encourage a high time preference. Money is better spent

now rather than saved, we are told, because consumer spending

props up the economy. And if you try to save, you will only find

your savings eaten away by inflation over time. The message
that Washington and the Federal Reserve send is, "Don't think

too much about the future, just live for today. 20

The raising of Americans' time preference has encouraged

the idea that only government can plan for the long term. If

you try to save for your retirement, for your children's educa-
tion, or for unexpected medical expenses, your savings might
not have much purchasing power left by the time you need it.

So why not let Washington take responsibility for your retire-
ment, your children's education, and your family's health? In a

long-term inflationary economy where saving is discouraged,
people are virtually compelled to invest in stocks, bonds, and

other financial instruments in the hope of earning returns that

will beat inflation.21 Of course, these investments are subject to

the boom-and-bust cycle just like other areas of the economy,
and when the bust hits, people who might have been reluctant

investors in the first place will naturally welcome a bailout
rather than lose their savings. At the political level, the will to

resist bigger government weakens, and at the personal level

short-term decision making prevails. The British writer Theo-
dore Dalrymple has described this situation well:

[A]sset inflation-ultimately, the debasement of the cur-
rency-as the principal source of wealth corrodes the char-
acter of people. It not only undermines the traditional bour-

18. HANS-HERMANN HOPPE, DEMOCRACY: THE GOD THAT FAILED: THE ECO-

NOMICS AND POLITICS OF MONARCHY, DEMOCRACY, AND NATURAL ORDER (2001).

19. LUDWIG VON MISEs, HUMAN ACTION: A TREATISE ON ECONOMICS 483-90

(4th ed. 1996).

20. See HOPPE, supra note 18.

21. See Frank Shostak, Obama's Stock Market Mini-Bubble, MISES DAILY, May 12,
2009, http://mises.org/daily/3460.
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geois virtues but makes them ridiculous and even reverses
them. Prudence becomes imprudence, thrift becomes im-
providence, sobriety becomes mean-spiritedness, modesty
becomes lack of ambition, self-control becomes betrayal of the
inner self, patience becomes lack of foresight, steadiness be-
comes inflexibility: all that was wisdom becomes foolishness.
And circumstances force almost everyone to join in the dance.

Except in one circumstance, that is: the possession of a salary
and a pension that the government promises, implicitly or
explicitly, to index against inflation.22

We have a financial system that pretends to be capitalism but
which actually encourages dependence on Washington. By un-
dermining the long-term economic thinking that goes into
building strong marriages, families, churches, and voluntary
organizations, as well as businesses, the economy of easy
money and bigger government uproots the institutions that
have defined American life. Through this process it is not only
the Constitution that is endangered, but also the social order
that fosters self-responsible men and women who want to fol-
low the Constitution in the first place. The corruption in our
national economic structure goes very deep, right to the heart
of the banking system. In one way, this corruption of capital-
ism is worse than socialism, because at least under socialism
people understand that government is to blame for the miser-
able condition of their economy. Under the system we have,
people are encouraged to blame bad economic conditions on too
much freedom and demand more government as the solution.

Luckily, many Americans are waking up to the danger Wash-
ington and the Federal Reserve have created. When I speak on
college campuses, students often greet me with chants of "End the
Fed!" Books like Thomas Woods's Meltdown that explain the Aus-
trian theory of the business cycle and apply it to our current crisis
are selling very well. And legislation I have proposed to audit the
Federal Reserve has picked up overwhelming support in Con-
gress because the public is demanding accountability. A Decem-
ber 2009 poll showed that 79% of Americans want the Federal Re-
serve to open its books to Congress.23

22. Theodore Dalrymple, Inflation's Moral Hazard, CrrY J., Summer 2009, at 120,124.

23. 79% Now Favor Auditing the Fed, RASMUSSEN REP., Dec. 4, 2009, http://
www.rasmussenreports.com/public content/business/general-business/novembe

r 2009/79_nowfavorauditingjthefed.
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The Framers were very concerned about the monetary stabil-
ity of the republic, which is why the Constitution prohibits the
states from coining money or emitting bills of credit.24 Ameri-
cans had suffered the consequences of runaway inflation dur-
ing the Revolutionary War, when the Continental Congress
printed fiat currency with abandon. What would they think of
a Federal Reserve System that steadily inflates the currency
and has caused the dollar to lose 96% of its value since 1913?25

The only thing that might have shocked them more is that poli-
ticians have been allowed to get away with creating such a sys-
tem. Over the course of the twentieth century, the welfare state,
Keynesian economics, and the effects of inflation have worn
away many citizens' vigilance for their liberties.

It is not too late to reverse course, however, as Americans be-
come increasingly discontent with the Federal Reserve System
and discover what this unconstitutional fourth branch of gov-
ernment has done to their money. With this latest financial cri-
sis, the damage to our economy has been so great that many
people are looking for a better explanation than the idea that
we just did not have enough regulation or that businessmen
became uncontrollably greedy. In a free market, the check on
greed is that you lose your own money, or that of willing inves-
tors, if you make bad decisions. By contrast, the bailouts and
the Federal Reserve's efforts to increase lending again have
created perverse incentives: They reward the banks and busi-
nesses that made bad decisions and punish their competitors
who made sound decisions-while taxpayers get to foot the
bill. This response is meant to distract us from the source of the
trouble, which is that our banking and monetary system is not
free. There are grave legal and constitutional questions in-
volved in what Washington has done in response to this crisis.
But the first and most serious question we have to address is
how central banking guarantees that these crises will keep re-
peating and keep getting worse.

24. U.S. CONST. art. I, § 10.

25. See Richard Daughty, Thank the Fed For Your Lack of Purchasing Power, DAILY
RECKONING, Sept. 22, 2009, www.dailyreckoning.com/thank-the-fed-for-your-lack-

of-purchasing-power/.
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STRAW MAN CAPITALISM AND A NEW PATH

TO PROSPERITY

STEPHEN MOORE* & TYLER GRIMM*

Soon after the $700 billion Troubled Asset Relief Program
(TARP) became law in October of 2008, the Washington Post ran

a widely acclaimed article entitled "The End Of American

Capitalism?"' The article called into question the supremacy of

capitalism and the durability of free markets in the wake of the

financial crisis. The same theme appeared in countless articles

in the months that followed. By April 2009, a poll found that

only fifty-three percent of American adults believed capitalism

to be better than socialism.2 This lack of confidence in capital-

ism provided the setting in which President Obama pledged

"to act boldly, to turn adversity into opportunity, and use this

crisis as a chance to transform our economy for the 21st cen-

tury."3 Public expenditures have gone toward bailouts of fail-

ing firms, economic stimulus plans, Cash for Clunkers, and

other proactive government policies aimed at pulling the U.S.

economy out of recession. President Obama's pledged trans-

formation has been a multi-trillion dollar failure and offers new

evidence of the bankruptcy of countercyclical government in-

terventionism as a means of economic recovery. If the short-

term effects of these programs have been disappointing, the

long-term effects of the nearly three trillion dollars in addi-

tional debt will be even more debilitating.

* Stephen Moore is senior economics writer for the Wall Street Journal editorial page.

** Tyler Grimm is a research assistant with the Wall Street Journal editorial page.
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I. THE TRANSLUCENT HAND

An elementary truth must be noted before any discussion of
the financial crisis and its aftermath can take place: the eco-
nomic system of the United States prior to the downturn did
not represent free-market capitalism. This point is not novel.
Economics textbooks, almost unanimously, describe the system
as a "mixed economy" in which nearly every private sector is
subjected to some degree of government regulation, and the
2008 Federal Register contains almost eighty-thousand pages.4 It
is an error to consider "capitalism" and the American economic
system to be roughly synonymous. This important distinction
has been drowned out by the dissonant grumblings of unjusti-
fied acrimony towards markets. Free-market capitalism has
become a straw man on which leftists blames every economic
ill in an attempt to usher in policies that further increase the
role of government in the marketplace.

Since the New Deal, fiscal conservatives have been on de-
fense, not on offense. In 2009, there was no free market to de-
fend. In the 1930s, government entities produced, on average,
roughly fifteen percent of GDP.5 From 1970 through 2008, gov-
ernment on average accounted for about twenty-five percent of
GDP (the effects of spending increases in 2009 will be consid-
ered subsequently).6 These figures do not even account for the
unseen costs associated with the burden of government-the
costs of complying with regulations-which were about an-
other eight percent of GDP in 2008. 7

The supply-side revolution associated with President Ronald
Reagan-the most hopeful attempt at securing prosperity
through limited government in twentieth-century American
politics-was about tearing down big-government policies by,
for example, lowering tax rates and lessening regulatory bur-
dens. It was not a defense of a free-market status quo. Al-

4. Clyde Wayne Crews, Jr., Ten Thousand Commandments: An Annual Snapshot of the
Federal Regulatory State, 2009 COMPErrvE ENTER. INST. 2.

5. See BUREAu OF ECON. ANALYSIS, NATL INCOME PROD. ACcr. TABLES, TABLE 1.1.5
(2009), available at http://www.bea.gov/National/nipaweb/SelectTable.asp?Selected=N.

6. Id.

7. Crews, supra note 4, at 2.
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though the revolution made some progress, it by no means cre-

ated the Randian state assumed by its detractors.8

II. CRY ME A CRISIS

The contemporary leftists have taken to using the term "free-

market fundamentalism" to pejoratively characterize the eco-

nomic philosophy of President George W. Bush's Administra-

tion and to blaming "deregulation" for the financial crisis.9

President Bush, however -even before the trillions of dollars in

bailouts and guarantees during his last year in office-was far

from a fiscal conservative. Veronique de Rugy, an expert on
fiscal policy at George Mason University's Mercatus Center,

has done research that shows President Bush to have been the
biggest regulator since Richard Nixon and that the Bush team
"spent more taxpayer money on issuing and enforcing regula-

tions than any previous administration in U.S. history."10

President Obama seems to have overlooked this nontrivial

fact. In a Democratic primary debate, Mr. Obama shared his

thoughts on the government's role in the financial crisis:

[T]he sub-prime lending mess, part of the reason it hap-
pened was because we had an administration that does not
believe in any kind of oversight.... You've got to disclose if
you've got a teaser rate and suddenly their mortgage pay-
ments are going to jack up and they can't pay for them. And
one of the things that I intend to do as president of the
United States is restore a sense of accountability and regula-
tory oversight over the financial markets. 1

This reading of history is dead wrong. Worse yet, President

Obama now works closely with many who were complicit in,
or directly responsible for, the well-intentioned but pernicious
policies that led to the subprime lending debacle that triggered

the most severe recession in a generation.

When it came to increasing home ownership, Congress abdi-

cated its due diligence role in part because of the awesome lob-

8. DAvID STOCKMAN, THE TRIUMPH OF POLITICS: WHY THE REAGAN REVOLUTION

FAILED (1986).

9. See Michael Hirsch, Converting the Preachers, NEWSWEEK, Oct. 27, 2009,

http://www.newsweek.com/id/219720.

10. Veronique de Rugy, Bush's Regulatory Kiss-Off, REASON, Jan. 2009, at 24-25.

11. Barack Obama, Democratic Debate in Las Vegas, N.Y. TIMES, Jan. 15, 2008.
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bying power of the housing industry, which provided massive
campaign contributions to members of Congress in both parties
in return for ever-generous housing subsidies and a blind eye
to the massive debt and risks of Fannie Mae and Freddie Mac.
In a House Financial Services Committee hearing in 2003, Rep-
resentative Barney Frank made a declaration indicative of
Congress's attitude toward the Government Sponsored Enter-
prises (GSEs) Fannie Mae and Freddie Mac: "I do not want the
same kind of focus on safety and soundness that we have in
OCC [Office of the Comptroller of the Currency] and OTS [Of-
fice of Thrift Supervision]. I want to roll the dice a little bit
more in this situation towards subsidized housing. ' 12 Such bla-
tant carelessness cannot be forgiven.

Yet Representative Frank and the many other congressmen
who are on the record making similar statements are politi-
cians, not experts on risk-based capital standards. Where were
the experts? In 2002, Peter Orszag (President Obama's current
Director of the Office of Management and Budget) coauthored
a paper with Nobel laureate Joseph Stiglitz (an Obama sup-
porter and unyielding critic of free-market capitalism) that ana-
lyzed the state of the GSEs Fannie Mae and Freddie Mac:

The paper concludes that the probability of default by the
GSEs is extremely small. Given this, the expected monetary
costs of exposure to GSE insolvency are relatively small-
even given very large levels of outstanding GSE debt and
even assuming that the government would bear the cost of all
GSE debt in the case of insolvency. For example, if the prob-
ability of the stress test conditions occurring is less than one in
500,000, and if the GSEs hold sufficient capital to withstand
the stress test, the implication is that the expected cost to the
government of providing an explicit government guarantee
on $1 trillion in GSE debt is less than $2 million. To be sure, it
is difficult to analyze extremely low-probability events, such
as the one embodied in the stress test. Even if the analysis is
off by an order of magnitude, however, the expected cost to
the government is still very modest.' 3

12. What They Said About Fan and Fred, WALL ST. J., Oct. 2, 2008, at A19.
13. Joseph E. Stiglitz, Jonathan M. Orszag & Peter R. Orszag, Implications of the

New Fannie Mae and Freddie Mac Risk-based Capital Standard, FANNIE MAE PAPERS,
Mar. 2002, at 2.

478 [Vol. 33



Straw Man Capitalism

In fact, the GSEs did not remain sound. Their failure put tax-
payers on the line for $1.45 billion in mortgage-backed security
and debt purchases. 4 This was only the tip of the iceberg.
Eighteen months after a bailout frenzy that began with Bear
Steams in March 2008, the Federal Reserve, Treasury, and Fed-
eral Deposit Insurance Corporation had "committed" $11 tril-
lion, $3 trillion of which had already been "invested."1 5

III. NEW Boss, SAME AS THE OLD Boss

We will not dwell on the precise causes of the financial crisis,
but we side with renowned Stanford economist John Taylor's

assertion that the failure is primarily due to government, not
markets. 16 To the extent there is a systemic culprit, it is not capi-
talism, but rather corporatism. Progressives wrongly conflate

conservatives' adoration of free enterprise with that of political
profiteering and rent-seeking, whereby legislative loopholes
and carve-outs are secured by lobbyists and politically favored

special-interest groups. This process warps the playing field
and creates perverse incentives. This point is one on which Mi-
chael Moore and Milton Friedman would agree.

Two professors of finance at the University of Chicago,
Raghuram Rajan and Luigi Zingales, have written a book on this

subject titled Saving Capitalism from the Capitalists.17 They argue
that the dangerous combination of capitalism and politics poses
a serious threat to economic growth and opportunity."8 Crony

capitalism, or corporatism-whichever you prefer-has existed
in Washington to some degree for as long as the federal gov-

ernment has been spending money. The current financial crisis
was caused in significant part by a large amount of such interest-
driven market manipulation. If you doubt the existence of such
manipulation, take a look at the campaign contributions from

14. FED. RESERVE BANK OF ST. LOuIS, THE FINANCIAL CRISIS: A TIMELINE OF

EVENTS AND POLICY ACTIONS (2009).
15. David Goldman, CNNMoney.com's Bailout Tracker, CNNMONEY, http:f/

money.cnn.com/news/storysupplement/economy/bailouttracker/index.html (last

visited Feb. 19, 2010).
16. JOHN B. TAYLOR, GETTING OFF TRACK, at xi (2009).

17. RAGHURAM G. RAJAN & LUIGI ZINGALES, SAVING CAPITALISM FROM THE

CAPITALISTS (2003).

18. Id. at 2.
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Fannie Mae and Freddie Mac. 9 This manipulation, and the prob-
lems associated with it, stem largely from the forced entangle-
ment of business and politics. Remember, Fannie and Freddie
are Government Sponsored Enterprises. Now, thanks to the
bailouts, many more firms are inextricably linked to the federal
government for the foreseeable future.

IV. EXIT, STAGE FAR LEFT

Bad monetary policy also played a pivotal role in the finan-
cial crisis. From late 2002 through 2004 the Federal Reserve
Bank held interest rates on loans to banks at about one percent,
which made the real federal funds rate negative.20 Uncle Sam
thus subsidized banks to make increasingly risky loans, and
the result was the subprime mortgage madness that caused
massive foreclosures. This was not a market dysfunction, but a
government one, notwithstanding the blind euphoria of lend-
ers and borrowers in the housing market that contributed to
the multi-trillion dollar real estate bubble.

Loose fiscal policy accompanied loose monetary policy in the
years running up to the financial crash in September 2008. As
mentioned above, George W. Bush was not a small-government,
free-market conservative -though he talked as if he were. Presi-
dent Bush presided over one of the most big-government ad-
ministrations since Lyndon Johnson.

It is widely assumed that most of President Bush's spending
and debt increases were a result of the defense and homeland
security buildup after September 11, but those increases only
accounted for about forty percent of all new spending. From
2001 to 2008, after adjusting for inflation, education spending
was up fifty-eight percent, income-security programs up
twenty-seven percent, Medicare up fifty-one percent, and
community and regional development spending up ninety-four
percent.21 It was in many of these areas that President Obama,
then candidate, claimed we had an investment deficit. Presi-
dent Bush, hoping to keep his "ownership society" bona fides,

19. Posting of Lindsay Renick Mayer to Capital Eye Blog, http://www.opensecrets.
org/news/ (Sept. 11, 2008, 11:26 EDT).

20. FED. RES. BOARD, INTENDED FEDERAL FUNDS RATE, CHANGE AND LEVEL, 1990
TO PRESENT, http://www.federalreserve.gov/fomc/fundsrate.htm.

21. BRIAN RIEDL, HERITAGE FOUND., FEDERAL SPENDING BY THE NUMBERS 4 (2009).
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never denied President Barack Obama's assertion that he had

contributed to those investment deficits. President Obama has

thus been able to continue arguing that government spending
programs urgently need more funding.

Nevertheless, the traditional spending increases for which

President Bush was responsible are distinct from the spending
that occurred during the financial crisis. In December 2008, af-

ter the government responded to a year of market turmoil with
massive bailout packages, President Bush explained his dog-
matic drift by saying, "I've abandoned free-market principles

to save the free-market system." 22 Of course, lurching toward
governmental solutions during times of crisis has been com-
monplace throughout American history, especially in the last

century. But such solutions have seldom worked. Amity Shlaes

points out in her book on the Great Depression, The Forgotten
Man, that almost all of the New Deal programs failed to bring

the economy anywhere near full employment and failed to
drive the economy out of a decade-long depression.23 Even by

1940, more than seven years after the New Deal was launched,

the U.S. economy was still flat on its back. 24

V. ENTER LEVI A. THAN

President Obama ignored all of the historical evidence of the

failure of Keynesian interventions, and he abandoned any sug-

gestion that the free-market system could revive the economy.
Instead he doubled down on the Bush Administration's gov-

ernment buildup. Data from the White House Office of Man-

agement and Budget show that between 2007 and 2010 the fed-
eral government's share of the economy is expected to have
grown by thirty-one percent to the highest levels since World
War 11.25 One reason the spending boom did not create an eco-

nomic recovery or a return to hiring is that all of the new

22. Bush says sacrificed free-market principles to save economy, AGENCE FRANCE

PRESS, Dec. 16, 2008, http://www.google.com/hostednews/afp/article/ALeqM5jyy
KrPjYt7VhpS8G8DrRkr18BOhA.

23. AMrrY SHLAES, THE FORGOTTEN MAN (2007).

24. Shlaes notes that unemployment in 1940 was at 14.6 percent, and chronicles

the popularity of Republican presidential candidate Wendell Wilkie, who ran in

that year largely on opposition to New Deal policies. Id. at 366-83.

25. OFFICE OF MGMT. AND BUDGET, MID-SESSION REVIEW: BUDGET OF THE U.S. Gov-

ERNMENT 25 (2010); OFFICE OF MGMT. AND BUDGET, HISTORICAL TABLES 25-26 (2005).
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spending and debt translates into higher future tax increases,
which stunt business expansion. A study in 2009 by the non-
partisan Tax Foundation found that to return to a balanced
budget with the new levels of debt under President Obama, tax
rates would have to nearly triple.2 6 According to the study, the
highest tax rate would rise to more than ninety percent. Who
wants to invest during that tax tsunami?

It is also a serious mistake to assume that government spend-
ing and debt will fade as the recession ends. Research from eco-
nomic historian Robert Higgs shows that in times of economic
crisis government grows and recedes, but it never shrinks back
to its growth trajectory before the crisis.2 7 In other words, crises
that bring about large-scale market intervention result in a
permanent increase in the size of government. We are in the
midst of a cascade of market interventions.

The original purpose of TARP 28 was solely to buy up toxic
assets.29 However, TARP turned into a slush fund for the
Treasury Department to assist auto companies, insurance com-
panies, and the already-subsidized housing industry. The
money, which some banks were forced to take, also came with
strings attached: Firms were subject to (sometimes ad hoc) regu-
lations including caps on executive pay compensation.30 We also
saw TARP money used for the preposterous Cash for Clunkers
program, which merely paid Americans to take good cars off the
road so that the government could demolish them. This program
fell for the broken windows fallacy: You do not break windows
so you can put people to work trying to fix them.

The growth of government certainly does not stop with
banks and financial firms. President Obama says that the envi-
ronment is also in crisis, and we must "act quickly and ... act
boldly to transform our entire economy-from our cars and

26. WILLIAM AHERN, TAX FOUND., CAN INCOME TAX HIKES CLOSE THE DEFI-
CIT? 2 (2009).

27. ROBERT HIGGS, CRISIS AND LEVIATHAN: CRITICAL EPISODES IN THE GROWTH
OF AMERICAN GOVERNMENT (1987).

28. Emergency Economic Stabilization Act of 2009, Pub. L. No. 110-343, 122
Stat. 3765.

29. Joe Nocera, Editorial, First Bailout Formula Had It Right, N.Y. TIMES, Jan. 24,
2009, at B1.

30. Editorial, Rolling up the TARP, WALL ST. J., Oct. 27, 2009, at A20.
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our fuels to our factories and our buildings."31 The Brookings
Institute predicts the cap and trade component of such an en-

deavor alone to cause a loss in personal consumption of $1 to

$2 trillion in present-value terms.32 Even if the prospects of cli-

mate change legislation now seem dim, the Administration is

making threats that it will be able to accomplish the same goals

through the Environmental Protection Agency. As Senators

John Kerry and Lindsey Graham explain:

Failure to act comes with another cost. If Congress does not
pass legislation dealing with climate change, the administra-
tion will use the Environmental Protection Agency to im-
pose new regulations. Imposed regulations are likely to be
tougher and they certainly will not include the job protec-
tions and investment incentives we are proposing.

The message to those who have stalled for years is clear: kill-
ing a Senate bill is not success; indeed, given the threat of
agency regulation, those who have been content to make the
legislative process grind to a halt would later come running
to Congress in a panic to secure the kinds of incentives and
investments we can pass today. Industry needs the certainty
that comes with Congressional action.33

In other words, businesses must pay protection money to the

government through cap and trade or they will be hit upside

the head with EPA rules that will be much more severe. This is

what some might call extortion.

The disastrous $787 billion American Recovery and Rein-

vestment Act of 200934 (the "stimulus") was President Obama's

crowning achievement in his first year in office, but it failed to

stimulate jobs or growth. In a report put out before the legisla-
tion was passed, Council of Economic Advisors Chairwoman

Christina Romer and Vice President Joe Biden's economic advi-

sor Jared Bernstein argued that without the stimulus unem-

ployment could approach nine percent by the end of the third

31. BarackObama.com, Barack Obama & Joe Biden, New Energy for America,

http://www.barackobama.com/pdf/factsheet-energy-speech-080308.pdf (last
visited Feb. 19, 2010).

32. WARWICK McKIBBIN, PETE WILCOXEN & ADELE MORRIS, BROOKINGS INST.,

CONSEQUENCES OF CAP AND TRADE 31 (2009).

33. John Kerry & Lindsey Graham, Yes We Can (Pass Climate Change Legislation),

N.Y. TLMES, Oct. 11, 2009, at WK 11.
34. Pub. L. No. 111-5, 123 Stat. 115.
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quarter of 2009, but that with the stimulus, it would stay below
eight percent.35 In the end of the third quarter of 2009, unem-
ployment was at 9.8%.36 The Vice President claimed that they
had "misread the economy" and did not realize how bad the
situation was. That, however, is the point.37

Econometrically-modeled guesses about jobs that the stimu-
lus could create (or "save") are a microcosm of other attempts
at planning. Failures in the marketplace are far more preferable
to failures of government, as economist and Nobel laureate
Milton Friedman explained:

I believe that what really distinguishes economists is not
whether they recognize market failure, but how much impor-
tance they attach to government failure, especially when gov-
ernment seeks to remedy what are said to be market failures.
That difference in turn is related to the time perspective that
economists bring to various issues. Speaking for myself, I do
not believe that I have more faith in the equilibrating tenden-
cies of market forces than most Keynesians, but I have far less
faith than most economists, whether Keynesians or monetar-
ists, in the ability of government to offset market failure with-
out making matters worse.38

The self-correcting capacity of markets is infinitely dynamic,
but only if protected from the facade of omniscience that gov-
ernment planners too often hope and pretend to possess.

VI. FACING A BOLD NEW ECONOMY

For decades, there will be squabbles among scholars about
whether this recession was the "worst" downturn since the
Great Depression. Not in dispute, though, is that its impact
upon the conscience of the country is one of epic proportions.
The eighteen months following the collapse and bailout of Bear
Stearns in March of 2008 have, at least temporarily, fundamen-

35. CHRISTINA ROMER & JARED BERNSTEIN, THE JOB PLAN OF THE AMERICAN RE-

COVERY AND REINVESTMENT PLAN 4 fig.1 (2009).

36. News Release, Bureau of Labor Statistics, The Employment Situa-
tion-September 2009 (Oct. 2, 2009), available at http://www.bls.gov/schedule/archives/
empsit-nr.htm#2009.

37. George's Bottom Line, http://blogs.abcnews.com/george (July 5,2009, 10:10 EDT).

38. BRIAN SNOWDON, HOWARD VANE & PETER WYNARCZYK, A MODERN GUIDE
TO MACROECONOMICS: AN INTRODUCTION TO COMPETING SCHOOLS OF THOUGHT

174 (1994).
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tally remade American capitalism. We have moved from a

model of survival of the fittest in business to survival of the

unfittest. The new dogma of "too big to fail" creates huge

moral hazard problems as taxpayers underwrite bad business

bets by banks and investment houses. In other words, the vast

and sweeping government interventions that began in early

2008 did not save capitalism, as President Bush had hoped. In-

stead, they have given way to more political corporatism-or

crony capitalism-where market decisions and capital alloca-

tion are increasingly steered by politicians in Washington, D.C.

Wall Street is no longer the financial capital of the world-

Capitol Hill is.

Each year, the Fraser Institute puts out a report showing the

correlation between economic freedom and prosperity. The au-

thors prefaced their assessment of "the impact of financial &

economic crises on economic freedom" with some optimism

this year, despite setbacks to market-oriented policies:

[T]hose who predict capitalism's demise have to contend
with one important historical fact: capitalism has an almost
unlimited capacity to reinvent itself. It cannot be a mere co-
incidence that all prosperous countries are capitalistic in the
sense that they are organized around private property and
let markets play a major role in allocating resources.39

Those who have lost faith in the merits of capitalism have

done so on the basis of a false pretext. Though the outlook for

the next few years seems bleak, free-market capitalism will find

its way back to the hearts and minds of Americans.

Markets are the greatest engine of prosperity ever known.

Harvard economist Andrei Shleifer recently published an arti-

cle in the Journal of Economic Literature titled "The Age of Milton

Friedman." The article documents the progress of mankind

over the quarter century from 1980 to 2005. "[A]s the world

embraced free market policies, living standards rose sharply

while life expectancy, educational attainment, and democracy

improved and absolute poverty declined." 40 Numerous other

such accounts exist and support the notion that freedom and

39. 2009 FRASER INST. ANNUAL REPORT, ECONOMIc FREEDOM OF THE WORLD 25

(citation omitted).

40. Andrei Shleifer, The Age of Milton Friedman, 47 J. ECON. LITERATURE 123,
123 (2009).
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capitalism have been the greatest anti-poverty program in the
history of humankind.

If any good is to come out of the governmental expansions
during the great financial crisis of 2008 and 2009, it will be the
added evidence that government interference often makes cri-
ses in the financial markets worse. We will never know what
might have happened had Washington stepped aside and let
the strong survive and the weak perish, but our hunch is that
unemployment would be much lower, the recession would
have been much shorter, and the nation would be $3 trillion
less in debt.



FREEDOM AND EQUALITY IN MARKET EXCHANGE:

SOME NATURAL LAW REFLECTIONS

CHRISTOPHER TOLLEFSEN*

Sound economic policy, morally upright economic judgment

and action, and a stable web of economic institutions and

agents are all essential for human well-being. The absence of

any of these things creates crucial obstacles to the flourishing of

persons, both individually and socially. A natural law theory

is, in essence, a critical and reflective account of the constitutive

aspects of the well-being and fulfillment of human persons and

their communities, and of the requirements that human well-

being place on human actions. So the project of bringing natu-

ral law theory to bear on questions of economics is entirely to

the good. The natural law tradition, manifested in thinkers

such as Plato, Aristotle, and St. Thomas Aquinas and his suc-

cessors, has typically attended to some of the crucial concerns

at the intersection of economic activity and human well-being.

Natural law thinkers have addressed the nature of property

and of charitable obligations, the role of money and money

lending, and the context of moral principles governing rela-

tions between states in ways that continue to influence the

West's common thinking. Yet insights of the natural law tradi-

tion on such matters have also become occluded as new theo-

ries, new situations, and new technologies have shaped the

context in which economic choice and action take place.

The purpose of this Essay is to identify both the natural law

justification for a free market-hence the Essay's concern for

freedom--and the broad natural law understanding of the pri-

mary moral norm governing that market-hence the Essay's

concern for equality. Both freedom and equality, properly un-

derstood, are essential to the natural law account of the market

as presented by its greatest proponent, St. Thomas Aquinas.1

* Professor of Philosophy, University of South Carolina.

1. See JOHN FINNIS, NATURAL LAW AND NATURAL RIGHTS 127 n.V.1 (1980).
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Separate either from the other and the account will cease to be
recognizable as genuinely belonging to the natural law tradition.

Aquinas famously provided a rather pessimistic account of
the justification for private property. The goods of the earth are
in one sense to be held in common: They exist for the benefit of
all persons and have no particular person's name attached to
them by nature.2 Yet, if men hold and dispose of property in
common, various problems will arise. Aquinas noted in par-
ticular that people will care less adequately for what they do
not think of as their own.3 Communal ownership can also lead
to confusion over what should be done with the property. This
uncertainty can lead to quarrels. Private property is thus justi-
fied for the purpose of procuring and dispensing of goods, but
property is still common in regards to the use to which it is put.4

John Finnis has offered an important addendum to this pes-
simistic justification. Private property contributes to the free-
dom and autonomy of individuals, which benefits them in the
task of becoming self-constituting, flourishing human beings.'
In the natural law tradition, freedom is not treated as good in
itself; it becomes good, however, because it allows human be-
ings to participate actively in shaping their own lives.6 As
Aquinas wrote, practical reason is our very participation in the
eternal law: God chooses to guide us towards our perfection
not by instilling in us principles of direction that determine our
actions, but by allowing us, through our own knowledge of
those principles, to direct ourselves towards our fulfillment
and to decide for ourselves whether or not to act.7 In this "par-
ticipated theonomy," we are active cooperators with God in
shaping our lives in accordance with His plan.8 We can thus
identify God's call to each individual to share in that self-
shaping project as that person's "vocation."9

2. ST. THOMAS AQUINAS, SUMMA THEOLOGICA II-1I, Q. 66, art. 2.
3. Id.

4. Id.

5. FINNIS, supra note 1, at 169.

6. See id. at 90.

7. See AQUINAS, supra note 2, at I-I, Q. 91, arts. 2-3.
8. See Pope John Paul II, Encyclical Letter, Veritatis Splendor 91 41 (Aug. 6, 1993),

available at http://www.vatican.va/holy-father/john-paul ii/encyclicals/documents/
hf.jp-iienc_06081993_veritatis-splendoren.html.

9. See Germain Grisez, Natural Law, God, Religion, and Human Fulfilment, 46 AM.
J. JURtS. 3, 22 (2001).
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Such self-shaping is greatly enhanced by the institution of pri-

vate property. Private ownership allows agents to decide how

they will procure and dispose of property in accordance with, and

in service of, their vocation in a way that would not otherwise be

possible. So, to Aquinas's reasons for private ownership we can

add another perhaps more fundamental one: private property is

instrumentally necessary for our active self-constitution because it

enables certain crucial forms of vocation-enabling freedom.

By its very nature, property ownership creates the potential

to engage in commercial activity. With private property comes

authority to procure and dispose of it. In any realistic appraisal

of the world, it will be clear that it is simply impossible for

most, perhaps all, persons to appropriate for themselves all and

only those goods they need to meet basic needs and the needs

of their vocation. Exchange of goods-mutuality of procure-
ment and disposal-is a social inevitability if persons are to

flourish, a necessity giving rise to the custom of promissory,
and eventually contractual, obligation and a common currency.

These customs are a necessary prerequisite to a formal market-

place, for a social practice must exist before its conventions may

be formalized by legal rules. Nonetheless, these social practices

are responsive to human needs and are already shaped by norma-

tive considerations, especially fairness. It is only fair that, having

been done a good by another by obtaining a good or service, I

should reciprocate and provide the other with the good I have

agreed to provide. Moreover, such mutual provisions should ac-

cord with some reasonably commensurating framework of value,

such that what I receive is roughly equal to what I have given.

These principles can serve as the basis for an account of "the

market" and its moral justifications. The market essentially con-

sists of a practice of exchange, the creation of capital, and the exis-

tence of credit. The most fundamental justification of the market is

fairness. Fairness justifies a moderately free market, but it also
justifies-morally, socially, and, again, legally-the regulation of

that freedom. The structure of the natural law approach here mir-

rors that of the approach to private property: There is no unregu-
lated freedom, no freedom for its own sake anywhere in a natural
law account of anything. Freedom should exist only in service of

genuine human goods. Freedom is instrumentally good not sim-
ply, and not even primarily, because it enables a group of people

to pursue the good more efficiently than they could as individu-

als. The efficiency of a free market is important, and invisible
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hand mechanisms are likewise necessary for an accurate assess-
ment of a reasonable allocation of goods. But freedoms, including
market freedoms, are essential primarily because they enable the
fulfillment of obligations and the self-constituting activity of rea-
sonable agents.10 In short, market freedom is an instrument that
enables the pursuit of one's personal vocation. It is this vocational
obligation, rather than freedom, that should ultimately be pro-
tected by, or in spite of, a free market.

Assuming that agents are not self-sufficient, an exchange of
goods and labor is a rational necessity." What principle should
govern such exchange so that the exchange may be said to be just?
What motives should, normatively, be operative for agents en-
gaged in such exchange? The principle is fairness, and the motive
is need. Each consideration looks to the other in a way that justi-
fies reliance on market mechanisms, as the following argument
makes clear. An exchange is fair when it leaves neither the buyer
nor the seller worse off than before. The exchange must therefore
be one in which each agent parts with something of value equal to
what the other agent receives. Equal value, however, is deter-
mined by need. The buyer has need for some good or service and
the seller has need for money relative to what he has to offer. The
needs of the seller for money include compensation for time, ex-
pense, skill, and labor expended on what is sold. Thus, need is not
an entirely simple and univocal notion. Instead, it requires further
interpretation before it will assist us in determining whether an
exchange is fair. Finnis notes:

The normal manifestation of need {indigential is preference
{praeeligere}: so 'need' amounts in these contexts to 'de-
mand'. The conventional institution of money Inumismal
enables us to measure demand, i.e. the demand of the buyer
who has money and of the seller who needs findiget} money
and has what meets the buyer's demand lindigential. The
normal measure of something's value, therefore, will be the
price it would currently fetch 'in the market Isecundum
communem forum}', i.e. in deals between any willing sellers
and buyers in the same locality and time-frame, each party
being aware of the thing's merits and defects. 12

10. See FINNIS, supra note 1, at 81-90.

11. The exchange of money will be addressed subsequently.
12. JOHN FINNIS, AQUINAS: MORAL, POLITICAL, AND LEGAL THEORY 201-02

(1998) (citations omitted).
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Suppose, however, that Smith possesses such urgent private
need of some good or service from Jones that he would will-
ingly pay more than the market price for it. Such a need, Aqui-
nas holds, cannot change the just price, even though Smith will,
in a sense, gain more than Jones gets, because the difference in
the exchange-the surplus value received by Smith-derives
not from anything about Jones the seller-the labor he has put
into it, the price he can get in the free market, or his other needs
or losses-but from a condition of Smith himself. For Jones to
sell at more than market price is therefore for him to sell what
is not his; it is for him to receive something for nothing. 13

Wariness of receiving something for nothing drives Aquinas's
market ethic. Receiving something for nothing clearly violates
the idea of equality in exchange and is thus unfair. The same
principle of equality in exchange also militates against an un-
trammeled desire for profit. Again, it is worth noting that even if
a market driven only by "base" desires were to work to the ad-
vantage of everyone, this market would not be just for the natu-
ral law lawyer; the just market is structured from the outset by
general justice, a virtuous orientation towards a common good
that includes fair treatment of all by all within its scope.14

Three realities together form the essential stratum of ex-
change: goods, labor, and money. A common structure of ar-
gument justifies a free market across each of these strata. The
natural law account adds limits to this freedom. It creates obli-
gations to dispose of superflua (wealth in excess of that neces-

sary to pursue one's vocation), to provide aid to those in desper-
ate need, and to provide for a governmental role in case
voluntary giving ever runs out, removing to that extent the pro-
vision of some goods and services from the market. At the end

of this Essay, I will suggest some further limiting considerations.
For now, it is sufficient to provide the justificatory structure for a
natural law account of reasonable reliance on the market.

Before addressing briefly the question of the regulation of mar-
kets, I turn first to the third of the realities that may be exchanged:
money. The natural law tradition is well known for its suspicion

of usury.' 5 Many understand usury as loaning money at interest.

13. See AQUINAS, supra note 2, at II-II, Q. 77, art. 1.

14. See id.

15. See Brian M. McCall, Learning from Our History: Evaluating the Modern Housing Fi-

nance Market in Light of Ancient Principles of Justice, 60 S.C. L. REV. 707, 711-12 (2009).
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This characterization, however, reflects a simplistic understand-
ing of what precisely Aquinas was objecting to, and it does an in-
justice to his thought. Aquinas distinguishes between a thing and
its use. 6 In many cases, the use of a thing can be exchanged-
bought and sold-without the thing itself being bought and sold.
In such cases, the owner of the thing can ask both for the thing to
be returned and for a price for its use. In other cases, however, the
existence of a thing and its use cannot be separated. For example,
one cannot usually rent bread: its use involves its consumption. In
these cases, a price can be put on the thing, but one cannot both
ask for the thing back and charge for its use. In selling its use, one
sells the thing and vice versa. The use belongs entirely to the one
who has obtained the loan unless, for example, the creditor enters
into a cooperative for-profit arrangement, sharing risks as well as
possible rewards with the debtor.

One must, therefore, charge what the money is worth in
"loaning" it to another. Because money is worth what it is
worth, it seems that Aquinas's account would preclude any
charging of interest. But it does not. One may charge for what
has been lost in giving over the money-the opportunity, for
example, to invest the money for gain.1 7 One may also charge a
fee for failure to repay the debt on time. To charge interest be-
yond the possible investment income, plus a possible fee for
failure to repay, however, is to charge for what is no longer
within the creditor's rights: the use of the money itself. It is this
further charge to which Aquinas objects.

How, then, can one determine what constitutes a reasonable in-
terest rate? If such interest, apart from late fees, is intended to
compensate for loss-what could have been gained had the
money remained in the owner's possession-and if one keeps in
mind that such a loss is in a sense speculative, then one charges
reasonably "if one takes as the measure of loss of profit... the
general or average return on morally acceptable investments in a
genuine capital market available to the lender."18 Moreover, these
morally acceptable investments include, in a way that the contem-

16. See AQUINAS, supra note 2, at I-I, Q. 78, art. 1.

17. Note that not all investments are "loans" to someone else. If I buy stock in a
company, the dividends they pay me are not "interest" but are nonetheless a re-
turn on my investment.

18. FINNIS, supra note 12, at 209.
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porary market economy makes more fully available than in Aqui-
nas's day, "shares in commercial and productive associations." 19

It is surely possible to see how such principles can be vio-
lated, however, in an unrestricted market. The needs of some
for money, for example, can be exploited through interest rates
far in excess of the "general or average" rate of market return.
Or consider the following two-fold misadventure in money de-
scribed recently by Amartya Sen:

The moral and legal obligations and responsibilities associ-
ated with transactions have in recent years become much
harder to trace, thanks to the rapid development of secondary
markets involving derivatives and other financial instru-
ments. A subprime lender who misleads a borrower into tak-
ing unwise risks can now pass off the financial assets to third
parties-who are remote from the original transaction.20

It seems highly implausible that this secondary market in deriva-
tives is always problematic. Yet it seems clear that the system that
gave rise to the problems Professor Sen referenced went afoul of a
Thomistic understanding of the market in at least two ways.

The first was the moral failing of investors actively seeking
something for nothing. When the practical impossibility of this
scheme made itself clear, the scheme collapsed under its own
weight. One of the widely noted and significant moral defects of
the institutional structures surrounding the economic crisis of
2008 relates to employment practices. If any of the chief executives
of the various Wall Street financial firms had refused to pursue
profit from the credit bubble, they would almost certainly have
been fired. In addition to its susceptibility to criticism from the
standpoint of long-term prudence, this imposed behavior violated
the Thomistic standpoint's emphasis on equality in exchange.

Professor Sen also focused on a separate consideration equally
essential to the Thomistic account. In his brief discussion of the
regulation of buying and selling by the law, Aquinas notes that
human law is unable to prohibit everything that is contrary to vir-
tue.21 He implies, however, that the law should be concerned in the
market context with deceit.22 This emphasis is sound; it is clear that

19. Id. at 210.

20. Amartya Sen, Capitalism Beyond the Crisis, N.Y. REV. BOOKS, Mar. 26,2009, at 27,28.

21. AQUINAS, supra note 2, at H-IL, Q. 77, art. 1.
22. See id.
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deceit constitutes the largest barrier to both freedom and equality
in exchange because both values are encouraged by a mutual un-

derstanding of the worth of what is being traded. But again, struc-
tural features leading up to the economic crisis militated against

the transparency for which Aquinas called. These features in-
cluded the complexity and modularity of the transactions, the col-
lusion of ratings agencies with financial firms, and the ability of

agents across the board to carry out transactions while casting a

blind eye to the economic health of their transaction partners.

Such failures, and others within the free market, suggest the
need for both moral underpinnings and transparency. The moral

underpinnings include the virtue of general justice, a general will-

ingness to play fair, to forego the pursuit of profit for its own sake,

to accept the principle of equality of exchange, and to see the
market as an institution within which all can benefit. Transpar-

ency and openness in the market require appropriate levels of
state regulation, adequately protected from insider interests and

charged with the protection of fairness amongst participants.

In a natural law account, private property, the market, and

the state itself ultimately exist for the sake of individuals and
families. They, rather than money, must be the life of the mar-

ket. Thus, in the domain that was central to the developing

economic crisis beginning in 2007, no scheme of regulation or
its absence can be adequate that does not recognize both of the

following desiderata: first, that individuals and families should
be benefited by schemes for the provision of credit that make

possible ownership of property highly conducive to prosper-

ous family life, such as a house, and second, that such schemes
must not encourage irresponsible borrowing. At a more basic

level, no doubt, families must return to an understanding of
moral formation in which virtues such as thrift and hard work

are encouraged and children are taught the importance of be-

ing trustworthy. As we have seen, the erosion of these values
has been devastating for society's financial institutions. Just as

large-scale economic institutions and practices must look to
families and individuals as ultimate beneficiaries, so too must

those families and individuals remain the moral bedrock for
cultivation of the virtues necessary for a fair and free market.
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THE CONSTITUTION AND ITS MORAL WARNINGS

HADLEY ARKES*

The recent meltdown in our financial institutions, to say
nothing of our portfolios and 401(k)s, seemed to confirm the
view of Thomas Reid, Justice James Wilson, and others that we
are not skeptics by nature.' David Hume might have raised
metaphysical doubts that we could speak with surety about
"causation," but when the financial crisis set in, the common

sense assumption of ordinary folk was that someone had caused
these things to happen. President Obama has been convinced, of
course, that the gravest problems in our national life are always
caused by someone else. He affects to be blissfully unaware that
he and his party contributed to the recent crisis as they sought
to ward off any attempt on the part of the Bush Administration
to rein in Fannie Mae, with its policy of spreading subprime
mortgages throughout the land. There is no want of theories
about whom or what to blame, and yet it is striking that the
Constitution has emerged from this crisis unscathed, in the
sense that no one blames the Constitution. Whatever the Fed-
eral Reserve did in keeping interest rates low and sustaining
the bubble in housing, whatever the Democrats did in giving a
free rein to Fannie Mae to encourage people to take on mort-

* Edward Ney Professor of American Institutions, Amherst College; Senior Fel-

low, Ethics and Public Policy Center.
1. As Justice Wilson argued in his lectures on jurisprudence, the "propensity to

speak the truth" -in giving directions, offering testimony, and guiding children-
is "more universally predominant, than is generally imagined.... Even the most
consummate liar declares truths much more frequently than falsehoods." JAMES
WILSON, LECTURES ON LAW (1804), reprinted in 1 THE WORKS OF JAMES WILSON 385
(Robert McCloskey ed., 1967). Justice Wilson was guided by the great Scottish
philosopher, Thomas Reid, whom he cited in his very first opinion for the Su-
preme Court in Chisholm v. Georgia, 2 U.S. (2 Dall.) 419 (1793). Here, at the begin-
ning of American jurisprudence, Justice Wilson set the stage with the general
principles of jurisprudence, but before even that, he invoked the teachings of Tho-
mas Reid "in his excellent enquiry into the human mind, on the principles of
common sense, speaking of the sceptical and illiberal philosophy, which under
bold, but false, pretentions is liberality, prevailed in many parts of Europe before
he wrote." Id. at 453-54.
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gages they could not afford, whatever mistakes Secretary Hank
Paulson and Chairman Ben Bernanke made in arranging the
bailouts and enlarging the powers of the federal government in
the crisis, none of this was evidently enjoined or determined by
the Constitution. And yet this crisis arguably has been amplified
in its dimensions and its tragic effects precisely because men and
women in high public office were no longer attentive to the moral
cautions that members of the political class used to see vividly.
These cautions had been seen more sharply when the political

class took the provisions of the Constitution more seriously.

There seemed to be a keener sense, in an earlier time, of the
deep moral principles that lie behind certain provisions of the
Constitution. Justice Holmes thought that the modern legal
project could be advanced "if every word of moral significance
could be banished from the law altogether."2 The measure of
his triumph is that several generations of lawyers have come to
make a facile distinction between the things that are moral and
those that are "legal." When they managed to screen from their
own sight the moral meanings contained in the Constitution, it
is arguable that they were schooled over the years not to notice
the moral cautions that the Constitution persistently cast up for
people exercising the powers of law.

Richard Epstein has argued that we cannot diminish the ex-
tended effects of the crisis by dismissing the simple and vener-
able idea of the "Obligation of Contracts" as something in-
stantly to be flicked aside in a moment of trouble.3 Pension
funds and ordinary folk bought bonds in Chrysler, and yet
found their claims thrust aside in the political management of
the crisis, rather than taking their place in line under the laws
of bankruptcy administered by a federal judge.4

The first generation of jurists in the Framing era had a clearer
sense of the connection between law and moral judgment, for
they seemed to understand the moral groundwork that stood
beneath the provisions of the Constitution and the statutes that

2. Oliver Wendell Holmes, The Path of the Law, 10 HARV. L. REV. 457,464 (1897).

3. Richard Epstein, Why Constitutions Matter: Examining the legal root of the finan-

cial crisis, NAT'L REV., May 4, 2009, at 39, 39-40.

4. Declan McCullagh, Chrysler Bankruptcy Exposes Dirty Politics, CBSNEWS.CoM,
May 7, 2009, http://www.cbsnews.com/stories/2009/05/07/politics/otherpeoplesmoney/

main4997900.shtml (describing how the government violated the contractual rights of
senior debt holders to facilitate a political deal to resolve the bankruptcy of Chrysler).
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were consistent with the Constitution. Nowhere has the dis-
crepancy between that earlier generation and our own been as
striking, and as portentous, to our political life as in the under-
standing of the Contracts Clause.5 Hobbes famously remarked
that contracts are "but words and breath, have no force to
oblige, contain, constrain, or protect any man, but what [they
have] from the public sword" 6-from the coercive power that is
necessary to enforce a contract. In this reckoning, an unen-
forceable contract is no contract at all. Hobbes, of course, pre-
ceded the American Framers, and yet his understanding is
closer to the changes produced in our own time since the New
Deal. For once Hobbes's understanding is in place, it is a short
step to the conclusion that the power of law is a necessary
component in anything that would be taken seriously as a con-
tract. And so, if the people exercising political power think that
an injury to the common good could be averted by altering the
terms of a private contract, the authority to make those changes
is simply built into the responsibilities they bear in the exercise
of that public power. That was essentially the understanding
that Chief Justice Hughes drew upon when he sought to ex-
plain, in Home Building & Loan Ass'n v. Blaisdell,7 why the legis-
lature of Minnesota might have been justified, in the exigencies
of the Depression, in averting the foreclosure of farms by de-
claring a moratorium on foreclosures. Cicero, much earlier,
caught the moral sense of the problem when he commented on
schemes to solve the enduring tension between debtors and
creditors in this way: What is the meaning, he asked, of an
"abolition of debts, except that you buy a farm with my money;
that you have the farm, and I have not my money?"8

That understanding can be countered only by an under-
standing of what there is in the idea of a contract that is not
dependent on the conventions of the law. In the early jurispru-
dence of the republic, that understanding was expressed with
uncommon clarity by Chief Justice John Marshall in Ogden v.
Saunders.9 Daniel Webster, in his brief on the case, set forth the

5. U.S. CONST. art. I, § 10.

6. THOMAS HOBBES, LEVIATHAN 115 (Basil Blackwell ed., Oxford 1960) (1651).

7. 290 U.S. 398, 444--45 (1934).

8. CICERO, DE OFFICIIS 261 (T.E. Page & W.H.D. Rouse eds., Walter Miller trans.,
Macmillan 1913).

9. 25 U.S. (12 Wheat.) 213, 345 (1827).
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problem as clearly as Chief Justice Marshall would later ex-
plain the matter. 10 Webster framed the problem with stringent
clarity upon which it is hard to improve:

If the contract be lawful, the party is bound to perform it.
But bound by what? What is it that binds him? And this
leads to what we regard as a principal fallacy in the argu-
ment on the other side. That argument supposes, and insists,
that the whole obligation of a contract has its origin in the
municipal law. This position we controvert. We do not say
that it is that obligation which springs from conscience
merely; but we deny that it is only such as springs from the
particular law of the place where the contract is made. It
must be a lawful contract, doubtless; that is, permitted and
allowed; because society has a right to prohibit all such con-
tracts, as well as all such actions, as it deems to be mischie-
vous or injurious. But, if the contract be such as the law of
society tolerates-in other words, if it be lawful-then, we
say, the duty of performing it springs from universal law."

Webster imagines that a man promises to pay money in New
York. Does the obligation to respect that contract emanate only
from the laws of New York, "or does it subsist independent of

those laws?"
12

We contend that the obligation of a contract, that is, the duty
of performing it, is not created by the law of the particular
place where it is made, and dependent on that law for its ex-
istence; but that it may subsist, and does subsist, without that
law, and independent of it. The obligation is in the contract itself, in
the assent of the parties, and in the sanction of universal law.13

Let us sort this out. Contracts must be made, in the first
place, for legitimate purposes only. As Justice Rufus Peckham
would later make explicit, the courts will not uphold "im-
moral" contracts: 4 They will not uphold contracts for hit mur-
ders or for prostitution. 5 The laws in particular places may
vary in their stringency. Pornography might be a perfectly le-
gitimate calling in San Francisco, but not in Boston, and if the

10. See Daniel Webster, Argument of Daniel Webster in the Case of Ogden v. Saunders, in
A COLLECTION OF ARGUMENTS AND SPEECHES 67, 71 (William L. Snyder ed., 1901).

11. Id.

12. Id.

13. Id. (emphasis added).

14. Lochner v. New York, 198 U.S. 45, 53 (1905).

15. See HADLEY ARKES, THE RETURN OF GEORGE SUTHERLAND 275 (1994).
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laws in Massachusetts bar pornography, the courts will not en-
force contracts to engage in pornography. Those are the parts
that are bound to particular places. What, then, is the part of
contract that is "universal," as Webster said? 16 As he suggests
in a stroke of imagination, it is the part that would exist even
when there is no government on the scene. 17 Let us recall those
two people making a contract in New York. If one of them
moves to Pennsylvania, we assume that the obligation to honor

the contract has not been altered by the shift in locale. But let us
suppose that the contract has been made

between two persons cast ashore on an uninhabited territory,
or in a place over which no law of society extends. There are
such places, and contracts have been made by individuals
casually there, and these contracts have been enforced in
courts of law in civilized communities. Whence do such con-
tracts derive their obligation, if not from universal law?18

Suppose instead that the two people are stranded on a de-
serted island. They promise each other that they will each ex-
plore a different part of the island, and if either one finds help
or rescue, he will notify the other. On the strength of that
promise, each person stakes his interest in his safety. If the
promise is not kept, the other person could lose his life. It is the
awareness of that potential injury at stake in making the prom-
ise, and trust that the promise will be kept, that forms the obli-

gation of the contract. In a domestic example, carpenters and
workmen think they have the commitment of a builder to do
the work he has engaged them to do. On the strength of that
promise, they forego other work that would be necessary to
sustain themselves and their families. They put themselves at
risk, then, of a serious injury when they depend on the promise
in the contract. And it is that serious injury that justifies the

move of the community to make that promise enforceable in
the law. That is why we have a law of contracts.

When Chief Justice Hughes in the Blaisdell case held that the
contracts contained in mortgages may be suspended or revised
by the authorities because of the hardship of the Depression, he
made a nullity of the contracts. And in the sweep of his grand

16. Webster, supra note 10, at 71.

17. Id. at 71-72.

18. Id.
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gesture it apparently escaped his notice-as it had not escaped
the notice of Cicero-that the benefits conferred in this way on
the farmers holding mortgages would .be paid for by the costs
imposed on depositors in the banks. Those depositors would
no longer stand to receive the returns of interest they had been
promised for leaving their money with the bank, and indeed,
they could lose the savings they had deposited. As Justice
George Sutherland remarked in dissent, the Contracts Clause
in the Constitution was not to be suspended because of the exi-
gencies of an emergency; it was made precisely as something
that had to be honored in the presence of a real emergency.19

In the same way, there was a remarkable flippancy when the
latter-day followers of Chief Justice Hughes and the jurispru-
dence of the New Deal decided that the best way to prop up
the Chrysler corporation and the union of auto workers was to
treat as expendable those pensioners and investors who had
bet a good portion of their savings on bonds in Chrysler. 20 They
depended on the obligations that traditionally flowed to the
holders of bonds. It may require interviews by an anthropolo-
gist to tell us more accurately how the decision makers in the
Obama Administration understood these matters. But on the
surface of things, it would be hard to account for the way they
acted without imputing to them remarkable obtuseness, which
somehow blocked from their notice the injuries that would take
place, the deep moral faults that would be marked, by this will-
ingness simply to flick away the obligations of contract. But that
is precisely what the Constitution in an earlier day helped people
in authority to see. When the legal imagination was cultivated by
this understanding, the bells and alarms sounded a warning that
these people in authority were doing something truly portentous.

In the famous Legal Tender Cases in 1870, Chief Justice Salmon
Chase managed to pierce to the moral reasoning that lay be-
hind the provisions in the Constitution in the same way.21

Strictly speaking, the Contracts Clause bore only on state gov-

19. Home Bldg. & Loan Ass'n v. Blaisdell, 290 U.S. 398, 448-49 (1934) (Suther-
land, J., dissenting) ("A provision of the Constitution, it is hardly necessary to say,
does not admit of two distinctly opposite interpretations. It does not mean one
thing at one time and an entirely different thing at another time.").

20. See McCullagh, supra note 4.

21. See Legal Tender Cases, 79 U.S. (12 Wall.) 457,570 (1870) (Chase, C.J., dissenting).
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ernments.22 But Chief Justice Chase understood a deep princi-
ple behind that clause, one that would also apply to the federal
government if it sought to alter contracts by political fiat.23 The
government did precisely that in a series of cases, for it re-
quired debts contracted in gold to be satisfied by payments
rendered in paper money, which had lost about two-thirds of
its value.24 But the Chief Justice gave us another example that
seems to have disappeared from the sensibilities of many law-
yers and judges in our own time. Chase focused for a moment
on the Takings Clause of the Fifth Amendment: that "private
property [shall not] be taken for public use, without just com-
pensation."25 There was, of course, no "taking" of property in
cases that involved the requirement of paper money in pay-
ment of debts. Literally speaking there was no transfer of own-
ership from a private owner to the public authorities. The Chief
Justice suggested, however, that with a modest engagement of
the moral imagination, the principle behind this provision
would plausibly extend beyond the narrow terms of the text:

[The provision on the taking of property] does not, in
terms, prohibit legislation which appropriates the private
property of one class of citizens to the use of another class;
but if such property cannot be taken for the benefit of all,
without compensation, it is difficult to understand how it
can be so taken for the benefit of a part without violating
the spirit of the prohibition. 26

Imagine that the government seizes an apartment building
from an owner, without compensation, and transfers that
property to the ownership of the government. Would it be a
different case, in principle, if the government seized the same
building, without compensation, and transferred ownership to
the tenants? Would the government then be able to evade the
discipline of the Constitution and the need to pay compensa-
tion? And would it evade, with the same move, the need to jus-
tify to the voters and taxpayers the taxes that would be neces-
sary to fund these expenditures?

22. U.S. CONST. art. 1, § 10.

23. See Hepburn v. Griswold, 75 U.S. (8 Wall.) 603, 623 (1869).

24. Id. at 606-08.

25. U.S. CONST. amend. V.

26. Hepburn, 75 U.S. (8 Wall.) at 623-24.
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Sometime in the late 1970s, the recognition was settling in
among the political class that voters were reaching the limits of
their willingness to be taxed. The movement for Proposition 13
in California sounded the telling note here in forcing a limit on
taxes, and perhaps prefiguring the Age of Reagan.27 But then a
countering stratagem began to recommend itself to the political
class: The government could simply mandate that private
owners provide public goods. For example, the government
could require owners of oceanfront property to provide access
to the shore for the public if they wished to receive special
permission to build on their properties. 28

But some have tried to take this tactic to a new level by re-
quiring private employers to provide health insurance for their
employees, as though this were a measure within the police
powers of government to act for the safety and health of work-
ers. Michael Dukakis in 1988 raised this argument to the level
of a presidential campaign,29 and now President Obama has
made it, of course, a part of his sweeping health care scheme. 30

An employer might be taxed at eight percent of the average
wages he pays to provide that health care if he does not.31 The
government will then exempt, with the usual gestures of liber-
ality, those businesses too small to bear these public obliga-
tions.32 If these measures had been advocated at the end of the
nineteenth century or early in the twentieth, the alarm would
have gone off at once. Our predecessors would have called the
proposed health care bill "class legislation," government action
that confiscates the property of A in order to transfer it to B, as
though B had done something wrong and A, somehow mis-
treated or injured, deserved compensation. There would have
been no doubt that we were at the threshold of policies that
raised the gravest constitutional questions. But now we glide
easily across these distinctions that once marked real moral and

27. See Nordlinger v. Hahn, 505 U.S. 1 (1992) (upholding the constitutionality of
Proposition 13, which amended the California constitution to cap property taxes).

28. See Nollan v. Cal. Coastal Comm'n, 483 U.S. 825, 834-36 (1987).

29. See Joel C. Cantor, Expanding Health Insurance Coverage: Who Will Pay?, 15 J.
HEALTH POL. POL'Y & L. 755, 758 (1990).

30. See Affordable Health Care for America Act, H.R. 3962, 111th Cong. §§ 411-
416 (2009) (as passed by House, Nov. 7, 2009).

31. Id. § 413(a).

32. Id. § 413(b) (providing a complete exemption for employers with a payroll of

less than $500,000).
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constitutional barriers, and we do it without the least sense that
anything of constitutional import may be taking place. We may
argue, at most, about the utility or effectiveness of the proposed
policy. But it is a telling measure of our political life today that
the question of constitutionality is virtually never heard. It has
disappeared from the public sensibility, in the way that the text
of the Constitution seems to have receded into a fog of memory
of things distant.

Harry Truman once remarked that "the only thing new in the
world is the history you don't know."33 If there is one constitu-
tional issue that marks the most dramatic passage from the Con-
stitution as it was to the Constitution as remade and unmade by
the Progressives and the New Deal, it is the issue of the "delega-
tion of authority." It is the issue that Justice Scalia had in mind
when he warned that the Constitution confers on the legislative
branch "the power to make laws, not the power to make legisla-
tors." 34 That issue was momentous as it lingered in the New

Deal, even after the grave breaches coinciding with the rise of
the administrative state under Woodrow Wilson. The country
gained a plethora of new independent agencies that were neither
of the executive, nor of the legislature, nor of the judiciary. And
they were charged with using their discretion to achieve the
public good. They set the grooves of precedent in which Secre-
tary Paulson could freely act during the financial meltdown in
the fall of 2008, when he was given the authority to expend
money under the new TARP program with no more guidance
than the assignment of acting for the public good. Let us try to
recapture the sense of the moral and constitutional problem by
recalling one of the more vivid cases from New Deal days.

Jacob Maged, forty-nine years old, a tailor in Jersey City, was
sentenced to three months in jail in 1934 and fined $100, his
wife and four daughters compelled then to run his shop in his
absence. What had he done? Knowingly, deliberately, he had
pressed a suit for one of his customers for thirty-five cents in-
stead of the forty cents mandated under the National Recovery
Act. And Abe Traube, the head of the Cleaners and Dyers
Board, said, "We think that this is the only way to enforce the

33. MICHAEL BEscHLoss, PRESIDENTIAL COURAGE: BRAVE LEADERS AND How
THEY CHANGED AMERICA 1789-1989, at 211 (2007).

34. ANTONIN SCALIA, A MAT-rER OF INTERPRETATION: FEDERAL COURTS AND THE

LAW 35 (Amy Gutmann ed., 1997).
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NRA. If we did the same thing in New York City we would soon
get the whole industry in line. ' 35 With the delegation of author-
ity, an unelected board composed of businessmen and union
members in the same business could wield the powers of law to
set prices and hours and punish anyone, like Jacob Maged, who
might try to earn a living during the Depression by working for
a little less, or working a little longer, than other people.

We assume that such things were put away by the courts
during the New Deal. But we do not notice when they come
back, and so apparently no moral signals are sounded for Presi-
dent Obama as he and his team contemplate a grand admini-
stration of health care that delegates the authority to decide just
how much is worth spending on the medical care of any pa-
tient, especially older patients.36 If the question had been put
before a legislative committee-if Congressmen had to vote
about which procedures were worth covering and which were
not-the measure would have a hard time surviving congres-
sional scrutiny and gaining enough votes to pass.

In the days of the New Deal, Huey Long complained that the
New Deal had "[e]very fault of socialism ... without one of its
virtues."37 He pointed out that regulations were issued, with
the force of law, from administrative agencies, regulations that
could not have passed the Congress if they had been put forth
as measures to be enacted into law. And now we fast-forward,
as they say, and we may ask the question, in the spirit of Huey
Long: On what basis, in what statute, did President Obama
find the authority to cashier the President of General Motors?38

Granted, the taking of massive public funds creates some sense
of obligation to the public. And yet, a statute providing fund-
ing in an emergency to financial institutions would not itself
convert a private entity into a public entity, nor clearly transfer

35. ARKES, supra note 15, at 160-61.

36. See 3962, §§ 221-224 (establishing a "Health Benefits Advisory Committee" to
recommend minimum health insurance coverage standards to the Secretary of
Health and Human Services for adoption by notice-and-comment rulemaking).

37. ROBERT MANN, LEGACY TO POWER: SENATOR RUSSELL LONG OF LOuISI-

ANA 26 (1992).

38. See Mike Allen & Josh Gerstein, GM CEO resigns at Obana's behest, POLITICO,
Mar. 30, 2009, http://www.politico.com/news/stories/O309/20625.html (describing
the resignation of GM CEO Rick Wagoner after GM received a $9.4 billion loan
from the government).
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to the hands of the government the authority to name the man-
agement of the company.

On that kind of question, it is never out of season to recall
John Marshall's classic argument in the Dartmouth College
case.39 The Chief Justice made interesting concessions to the
political leadership in New Hampshire, which had sought to
take over this private college and turn it into a public entity
with members of the board appointed by the legislature.40 Edu-
cation was of inestimable significance for the life of a repub-
lic-as the health of the auto industry is for the country in our
own day-but that did not convert a private entity into a pub-
lic entity.41 No more did a corporate charter conferred by the
State.42 It was of inestimable value that Dartmouth was an en-
tity that could endure over time even as the president and the
board-and the students-changed. But as the Chief Justice
argued, it no more made Dartmouth a public entity than the
conferring of immortal life on any person would convert that
person into a public entity.4 3 What the legislature had done was
"to convert a literary institution, moulded according to the will
of its founders, and placed under the control of private literary
men," into an instrument directed by the government of New
Hampshire. 44 But then came Chief Justice Marshall's conces-
sion: "This may be for the advantage of this college in particu-
lar, and may be for the advantage of literature in general; but it
is not according to the will of the donors, and is subversive of
that contract, on the faith of which their property was given." 45

We might imagine the legislature of an earlier day in Massa-
chusetts taking charge of the board at Harvard and appointing
Henry James and Mark Twain. Or in our own day, appointing
to the board of Amherst College John Updike and Philip Roth.
It would no doubt be a board of more literary excellence. But it
would not be the board arranged by the founders of the institu-
tion, their legal successors, and their alumni. It could be, quite
arguably, a better literary institution. But it would not be theirs.

39. Trs. of Dartmouth Coll. v. Woodward, 17 U.S. (4 Wheat.) 518 (1819).
40. Id. at 626.
41. Id. at 634-35.

42. Id. at 638.
43. Id. at 641-42.

44. Id. at 653.

45. Id.
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It would no longer be that private college, shaped by judg-
ments that had been formed to an uncommon, cultivated stan-

dard. And for all we know, General Motors and Chrysler might

be better businesses if they were run by Larry Summers or

Steve Rattner, but they would not be private firms organized
by their own, private criteria.

It is one of the deceptive ironies of our time that we have
heard more about "privacy" as the anchor of our claims to per-

sonal freedom and constitutional rights at a time when private
rights have never been so deeply disrespected. At the time of

the Civil Rights Cases in the 1880s, it seemed to be understood
that a liberal constitutional order began with a respect for the

domain of privacy in marking off a hard limit to the reach of

public authority.46 That zone of privacy offered a certain insula-
tion for people to do it their own way, even when their private
discriminations conveyed the most undisguised contempt for

the people and the styles of demeanor they meant to bar from

their presence. And yet all of that could be accepted with a cer-

tain shrug as one of those inescapable marks of a regime of

constitutional restraints, a regime that confirmed for people a
freedom to arrange things according to their own, private crite-
ria in private businesses, private clubs, and private families.

To recall these understandings is to tell the story of a people

more and more convinced that they have become the bearer of

constitutional rights ever broader, ever grander than what has
been known before, even as they have detached themselves ever

more from the moral grounds that stood beneath those constitu-
tional rights. The political class has tutored the public to a cluster

of constitutional rights, but can no longer give a moral account
of those rights. And hence, when the financial crisis hit with its

deepening effect, most of our people could no longer detect the
alarms that alerted us in an earlier time that something was

awry in the constitutional order -something of profound moral

significance. The loss of that awareness threatens to make a
lasting difference in the lives we have together as a people, liv-

ing in a republic, and living with the benign illusion that we
were living under the protections of the Constitution.

46. See Civil Rights Cases, 109 U.S. 3, 11 (1883).
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THE FINANCIAL CRISIS: MORAL FAILURE OR

COGNITIVE FAILURE?

ARNOLD KLING*

This may be our first epistemologically-driven depression.
(Epistemology is the branch of philosophy that deals with
the nature and limits of 'knowledge, with how we know
what we think we know.) That is, a large role was played by
the failure of the private and corporate actors to understand
what they were doing. Most heads of ailing or deceased finan-
cial institutions did not comprehend the degree of risk and
exposure entailed by the dealings of their underlings-and
many investors, including municipalities and pension funds,
bought financial instruments without understanding the
risks involved.'

There are two major competing narratives for the financial
crisis. One narrative focuses on moral failure, in which the
compensation structure for executives at financial institutions
encouraged them to place their own and other firms at risk to
reap short-term gains.2 The other narrative focuses on cognitive
failure, in which executives and regulators overestimated the
risk-mitigating effects of quantitative modeling and financial
engineering. It is important to sort out which of these narra-
tives deserves more credence.

Those who emphasize moral failure have highlighted a
number of distortions between private and social benefits, in-

cluding: that executive pay at financial institutions is not tied to
long term viability,3 the "originate to distribute" model of
mortgage financing gives the originator an incentive to make
bad loans that are passed down the line in the system of struc-

* Adjunct scholar, Cato Institute. Mr. Kling has worked as an economist at the

Federal Reserve and at Freddie Mac.

1. Jerry Z. Muller, Our Epistemological Depression, AMERICAN, Jan. 29, 2009, http://
www.american.com/archive/2009/february-2009/our-epistemological-depression.

2. See, e.g., Lucian A. Bebchuk & Holger Spamann, Regulating Bankers' Pay, 98
GEO. L.J. 247, 249 (2010).

3. Lucian Bebchuk has emphasized this disconnect. See id.
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tured financing of mortgage securities,, and rating agencies are
overly generous in granting AAA and AA ratings because they
were paid by the issuers of mortgage-related securities s

Under the moral failure theory, the essential problem is the
misalignment between the incentives of executives to maximize
their own salaries and the long-term best interest of the finan-
cial firms they led.6 In this narrative, regulators were either sti-
fled by ideological faith in markets or hampered by organiza-
tional flaws-most notably, the alleged absence of anyone
charged with monitoring systemic risk.

The other narrative is one of cognitive failure. Under this
view, key individuals believed propositions that turned out to
be untrue. Propositions that were falsely believed included:
that a nationwide decline in housing prices, having not oc-
curred since the Great Depression, was impossible; increased
home ownership rates were a sign of economic health; the use
of structured finance and credit derivatives had reduced risk to
key financial institutions; monetary policy only needed to focus
on overall economic performance, not on asset bubbles; banks
were well capitalized; and quantitative risk models provided
reliable information on the soundness of mortgage-backed se-
curities and of the institutions holding such securities. 7 In hind-
sight, these propositions were wrong. Policymakers were
caught up in the same cognitive environment as financial ex-
ecutives. Market mistakes went unchecked not because regula-
tors lacked the will or the institutional structure with which to
regulate, but because they shared with the financial executives
the same illusions and false assumptions.

Under the narrative of moral failure, the financial crisis was
like a fire started by delinquent teenagers, with the adults in
charge not sufficiently inclined or positioned to exercise ade-

4. See, e.g., Antje Berndt & Anurag Gupta, Moral Hazard and Adverse Selection
in the Originate-to-Distribute Model of Bank Credit 5 (Nov. 2008) (unpublished
manuscript), available at http://ssrn.com/abstract=-1290312.

5. See, e.g., Credit Rating Agencies and the Financial Crisis: Hearing Before the H.
Comm. on Oversight & Gov't Reform, 110th Cong. 31-32 (2008) [hereinafter Hearing]
(statement of Frank L. Raiter, former Managing Director, Residential Mortgage-
Backed Securities Ratings, Standard & Poor's).

6. Bebchuk & Spamann, supra note 2, at 249.

7. For what is, in my view, the best work on the crisis thus far, see GILLIAN
TE'rr, FOOL'S GOLD: How THE BOLD DREAM OF A SMALL TRIBE AT J.P. MORGAN
WAS CORRUPTED BY WALL STREET GREED AND UNLEASHED A CATASTROPHE (2009).
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quate supervision. The solution is thus to reorganize and re-
energize the regulatory apparatus.

Under the narrative of cognitive failure, it is as if the authori-
ties supplied the lighter fluid, matches, and newspapers used
to start the fire. In particular, housing policy encouraged too
many households to obtain homes with too little equity. Bank
capital regulations steered banks away from traditional lending
toward securitization. Moreover, these regulations encouraged
the banks' use of ratings agencies and off-balance-sheet entities
to minimize the capital held to back risky investments. If this
narrative holds, then financial regulation itself is inherently
problematic. Regulators, sharing the same cognitive environ-
ment as financial industry executives, are unlikely to be able to
distinguish evolutionary changes that are dangerous from
those that are benign. It may not be possible to design a fool-
proof regulatory system.

I. FREDDIE MAC

Perhaps the best illustration of the tension between moral
and cognitive failure narratives is the response to Freddie
Mac's rapid decline. Freddie Mac, a company chartered by the
government in 1970 but sold to private investors in 1989, was
one of the institutions that suffered catastrophic losses, in part
because it relaxed credit standards from 2002 through 2007.8

Was this relaxation a moral or cognitive failure?
In August 2008, the New York Times reported that in deciding to

become more active in the subprime mortgage market, Freddie
Mac's CEO, Richard Syron, had ignored the warnings of the com-
pany's Chief Risk Officer, David Andrukonis.9 Early in 2004,
Andrukonis had sent Syron memoranda that argued against pur-
chasing mortgages that were originated with reduced documenta-
tion.1" Shortly afterward, Andrukonis left, and Freddie Mac ex-
panded its purchases of various high-risk mortgage products-"

8. STAFF OF H. COMM. ON OVERSIGHT & GOV'T REFORM, 111TH CONG., THE ROLE

OF GOVERNMENT AFFORDABLE HOUSING POLICY IN CREATING THE GLOBAL FINAN-

CIAL CRISIS OF 2008, at 24 (2009).

9. Charles Duhigg, At Freddie Mac, Chief Discarded Warning Signs, N.Y. TIMES,
Aug. 5, 2008, at Al.

lo. Id.

11. Id.
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The narrative of moral failure would suggest that Syron was
motivated by the desire for short-term profits and bonus pay-
ments to the detriment of his obligations to shareholders and
other long-term constituencies. Certain reports, however, such
as one that appeared in the Boston Globe,12 paint a different pic-
ture. According to this alternative account, Syron focused on his
responsibility to keep Freddie Mac active in a mortgage market
that was shifting away from traditional safe mortgages and to-
ward riskier products.13 Moreover, he believed that Freddie Mac
had a mission to serve the needs of minorities and low-income
home buyers.14 One could therefore argue that his decisions
were driven by moral considerations, not by personal greed.

The ultimate difference between David Andrukonis and Rich-
ard Syron, however, was not that one had a moral backbone that
the other lacked. The difference was cognitive. Andrukonis, a
twenty-year employee of the mortgage company, knew of the
bad experience Freddie Mac once had with low-documentation
loans in the late 1980s -an experience that resulted in agreement
between Freddie Mac and Fannie Mae not to purchase reduced-
documentation loans. He was also skeptical of the ability of
Freddie Mac to safely expand its share of loans to so-called "un-
der-served" borrowers. By contrast, Syron, who became CEO in
2003, thought that Freddie Mac had been too conservative in the
past and needed to demonstrate greater commitment to the mis-
sion of making home ownership more affordable.'"

II. INSIDE THE CREDIT RATING AGENCIES

The history of credit rating agencies also highlights the moral
and cognitive failure dichotomy. These agencies played a cen-
tral role in the buildup to the crisis. 16 Financial engineers struc-
tured mortgage-backed securities to try to maximize the pro-

12. Robert Gavin, Syron's side of the story, BOSTON GLOBE, Aug. 6, 2008, at Cl.

13. Id.

14. Id.
15. Andrukonis was a colleague of mine when I worked at Freddie Mac in the

late 1980s and early 1990s, and we have remained friends since. My reconstruc-

tion of the controversy is based in part on conversations with Andrukonis after
the story broke in the New York Times.

16. See Hearing, supra note 5, at 1-2 (statement of Rep. Henry Waxman, Chair-
man, H. Comm. on Oversight and Gov't Reform).
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portion of securities that could obtain a rating of AA or AAA.17

In this endeavor, they received close cooperation from rating
agency staff. The high ratings allowed these securities to be
sold to a broad spectrum of institutional investors at relatively
low interest rates. As it turned out, many of these securities
subsequently suffered substantial losses.

Frank Raiter, Standard and Poor's former Managing Director
and Head of Residential Mortgage-Backed Securities (RMBS),
suggested in congressional testimony that, with the best model-
ing techniques, his rating agency might have begun to take a
more conservative approach to rating structured-mortgage secu-
rities in 2003 or 2004.18 He also pointed out that upgrading his
agency's modeling capability would have added costs without
increasing market share.19 This position is consistent with the
moral failure narrative. Raiter further pointed out, however, that
"[t]he Managing Director of the surveillance area for RMBS did
not believe loan level data was necessary and that had the effect
of quashing all requests for funds to build in-house data
bases."20 This position is consistent with the cognitive narrative.

More generally, there seems to be evidence of both moral fail-
ure and cognitive failure at credit rating agencies. Morally, cer-
tain internal documents from various credit rating agencies indi-
cate that at least some employees knew of problems with rating
methodology. 21 Cognitively, there were indications of a belief
that a nationwide housing price decline would never occur.22

Most notably, regulators appear to have supported the use of
credit rating agencies. Capital regulations explicitly encour-
aged banks to hold securities rated AA or AAA. In a comment
letter to regulators, Fannie Mae warned that the use of ratings
on untraded securities solely for regulatory purposes would
create an incentive to distort ratings because the ratings agen-
cies would be accountable only to the creators of the securi-

17. See id. at 2.

18. Id. at 37-39 (statement of Frank L. Raiter, former Managing Director, Stan-
dard & Poor's).

19. Id. at 38.

20. Id.

21. See id. at 2-4 (statement of Rep. Henry Waxman, Chairman, H. Comm. on
Oversight and Gov't Reform).

22. See id. at 68 (testimony of Sean J. Egan, Managing Director, Egan-Jones Ratings).
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ties-not to any buyers in the market.23 Along the same lines, a
group of economists that regularly provided commentary on
bank regulatory matters wrote:

[T]he use of private credit ratings to measure loan risk may
adversely affect the quality of ratings. If regulators shift the
burden of assessing the quality of bank loans to ratings
agencies, those regulators risk undermining the quality of
credit ratings to investors. Ratings agencies would have in-
centives to engage in the financial equivalent of "grade infla-
tion" by supplying favorable ratings to banks seeking to
lower their capital requirements. If the ratings agencies de-
base the level of ratings, while maintaining ordinal rankings
of issuers' risks, the agencies may be able to [avoid] a loss in
revenue because investors still find their ratings use-
ful.... In short, if the primary constituency for new ratings
is banks for regulatory purposes rather than investors, stan-
dards are likely to deteriorate. 4

Notwithstanding this commentary, a white paper recently is-
sued by the regulatory community states: "Market discipline
broke down as investors relied excessively on credit rating
agencies." 25 This statement seems to imply that the use of rat-
ing agencies reflected a moral failure within the private sector.
As the historical record demonstrates, however, cognitive fail-
ures may have played just as significant a role.

III. COGNITIVE FAILURES IN THE REGULATORY COMMUNITY

Today, we know that certain financial practices were unsafe
and unsound. Mortgage securities were created without suffi-
cient due diligence concerning the quality of the underlying
loans. Banks were able to use structured finance and off-
balance-sheet entities to reduce regulatory capital for risky in-
vestments. Credit default swaps created excess risk concentra-
tion. At the time, however, regulators viewed all of these de-
velopments positively. The regulatory community accepted,
and even encouraged, mortgage securities, structured finance,
off-balance sheet entities, and credit default swaps.

23. Corine Hegland, Why it Collapsed, NAT'L J., Apr. 11, 2009, at 12, 16.

24. SHADOW FIN. REGULATORY COMM., REFORMING BANK CAPITAL REGULATION

(2000), http://www.aei.org/article/16542.

25. U.S. DEP'T OF THE TREASURY, FINANCIAL REGULATORY REFORM: A NEW

FOUNDATION 2 (2009).
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Regulators considered mortgage securities a safer, more effi-
cient form of mortgage finance than traditional mortgage lend-
ing. They viewed the decline of the savings and loan industry
in the 1970s and 1980s as a result of the mismatch between
short-term deposits and long-term mortgages. Mortgage secu-
rities, in contrast, seemed to avoid this shortcoming because
they could be placed with pension funds and other institutions
with long-term investment horizons.

In reality, the growth of mortgage securitization was not so
benign. Distortions in bank capital requirements fueled much
of that growth. For high-quality mortgages issued and held by
banks, capital requirements were too high.26 As a result, banks
were inhibited from undertaking traditional mortgage lending.
To compensate for the disincentive to invest in mortgages
caused by high capital requirements, regulators permitted banks
to reduce their capital requirements -but only for mortgages
held as securities. This approach had a perverse effect. In addi-
tion to lowering the capital requirements for holding safe mort-
gages in the form of mortgage-backed securities, the reduced
capital requirements for securities enabled banks to hold less
capital for risky mortgages as well, including subprime loans.

A given pool of mortgages, for which a bank might other-
wise be required to hold four percent capital (that is, $4 in capi-
tal for each $100 in mortgage principal), could be carved into
tranches, each with a separate capital requirement, based on its
rating by a credit rating agency. When added together, the sum
of these capital requirements would be less than three percent.

Banks were also able to dodge capital requirements alto-
gether by putting mortgage securities into off-balance sheet
entities. Known as Structured Investment Vehicles, these enti-
ties issued short-term commercial paper to fund their holdings
of mortgage securities. A line of credit from the bank backed the
commercial paper, but because the line of credit was in force for
less than a year, no capital was required for regulatory purposes.

Regulators clearly were aware of this regulatory capital arbi-
trage.27 Fannie Mae and Freddie Mac complained in January
2002 about the potential for regulatory capital arbitrage in

26. See David Jones, Emerging problems with the Basel Capital Accord: Regulatory

capital arbitrage and related issues, 24 J. BAN. & FIN. 35, 36-37 (2000).

27. See id. at 48-49.
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comments about rules that gave official sanction to the use of
ratings to reduce capital requirements on mortgage securities.28

Regulators also were aware of the banks' growing use of
credit derivatives, such as credit default swaps, to transfer
away risk. Today, the regulatory community refers to the in-
vestment banks and insurance companies that absorbed credit
risk as the "shadow banking system," suggesting a financial
network that was stealthy, if not downright illicit. At the time,
however, lending regulatory authorities acknowledged and
even applauded the use of these techniques. In fact, regulators
were proud of the role they played in stimulating and spread-
ing these innovations.

For example, in June 2006, Federal Reserve Chairman Ben
Bernanke said:

The evolution of risk management as a discipline has thus
been driven by market forces on the one hand and develop-
ments in banking supervision on the other, each side operating
with the other in complementary and mutually reinforcing
ways. Banks and other market participants have made many of
the key innovations in risk measurement and risk management,
but supervisors have often helped to adapt and disseminate best
practices to a broader array of financial institutions....

The interaction between the private and public sectors in
the development of risk-management techniques has been
particularly extensive in the field of bank capital regulation,
especially for the banking organizations that are the largest,
most complex, and most internationally active....

... Moreover, the development of new technologies for buy-
ing and selling risks has allowed many banks to move away
from the traditional book-and-hold lending practice in favor
of a more active strategy that seeks the best mix of assets in
light of the prevailing credit environment, market conditions,
and business opportunities. Much more so than in the past,
banks today are able to manage and control obligor and port-
folio concentrations, maturities, and loan sizes, and to address
and even eliminate problem assets before they create losses.
Many banks also stress-test their portfolios on a business-line
basis to help inform their overall risk management.

28. Hegland, supra note 23, at 16.
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To an important degree, banks can be more active in their
management of credit risks and other portfolio risks because
of the increased availability of financial instruments and ac-
tivities such as loan syndications, loan trading, credit deriva-
tives, and securitization. For example, trading in credit de-
rivatives has grown rapidly over the last decade, reaching
$18 trillion (in notional terms) in 2005. The notional value of
trading in credit default swaps on many well-known corpo-
rate names now exceeds the value of trading in the primary
debt securities of the same obligors.29

At about the same time, the International Monetary Fund
wrote that "[t]here is growing recognition that the dispersion
of credit risk by banks to a broader and more diverse group of
investors, rather than warehousing such risk on their balance
sheets, has helped to make the banking and overall financial
system more resilient." 30

Regulators were aware of the ways that banks were using se-
curitization, agency ratings, off-balance-sheet financing, and
credit default swaps to expand mortgage lending while mini-
mizing the capital necessary to back such risks. Like the bank-
ers themselves, the regulators believed that these innovations
were making financial intermediation safer and more efficient.

IV. CAPITAL REGULATION AS A FUNDAMENTAL

CAUSE OF THE CRISIS

Capital regulations played a fundamental role in fostering
the behavior that created the financial crisis. They discouraged
traditional mortgage lending and instead encouraged securitiza-
tion. They created a role for credit rating agencies to enable
banks to take credit risk on mortgages, including subprime
mortgages, without having to hold the requisite capital. And
they allowed banks to further reduce capital by undertaking the
transactions that we now think of as "shadow banking," includ-
ing structured investment vehicles and credit default swaps.

Bank capital regulation made traditional mortgage origina-

tion of low-risk loans uneconomical in comparison with securi-

29. Ben S. Bemanke, Chairman, Fed. Reserve, Speech at the Stonier Graduate
School: Modem Risk Management and Bank Supervision (June 12, 2006), available
at http://www.federalreserve.gov/newsevents/speech/Bemanke2006O6l2a.htm.

30. INT'L CAPITAL MKTS. DEP'T, INT'L MONETARY FuND, GLOBAL FINANCIAL STA-

BILITY REPORT 51 (2006).
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tization. Banks were thus discouraged from simply originating
and holding low-risk mortgages. Instead, they were rewarded
for holding mortgage loans in the form of securities, without
regard to how or by whom those loans were originated.

Capital regulations also shifted focus away from the risk on
the underlying mortgages and instead put emphasis on grad-
ing by credit rating agencies of slices of mortgage-backed secu-
rities. The quality of the underlying loans grew progressively
worse, and originators relaxed the requirements for down
payments, extended eligibility to borrowers with more trou-
bled credit histories, and abolished requirements for borrowers
to provide documentary proof of their income, assets, and em-
ployment status. None of this deterioration in loan quality, how-
ever, kept financial engineers from carving AA-rated and AAA-
rated mortgage security tranches out of loan pools. In turn,
banks were eager to supply funds to fuel the housing boom.

Moreover, capital regulations created a situation in which the
banking system became highly fragile. Because of regulatory
capital arbitrage, banks were not required to hold sufficient
capital relative to the risks that they were taking. When the cri-
sis hit, there were consequently justifiable doubts about the
solvency of many large banks, which in turn caused a freeze in
inter-bank lending. If banks instead had been required to hold
sufficient capital reserves, an adverse shock would have raised
fewer questions about bank solvency.

Additionally, capital regulations stimulated the use of struc-
tured investment vehicles and credit default swaps, enabling
banks to present a lower risk profile. At the time, regulators were
pleased with the way these instruments were reconfiguring credit
risk. When the crisis hit, however, regulators were just as tor-
mented by risks embedded in the large position in credit default
swaps at AIG or the off-balance-sheet entities of the leading inter-
national banks as they would have been had those risks been on
the books of the banks. Officials at the Fed and at the Treasury
found themselves confronted by the sorts of domino effects and
bank runs that they thought had long since been made impossible
by deposit insurance and other market developments.

Lastly, capital regulations encouraged cyclicality. Assets main-
tained high ratings during the boom, but were downgraded when
the housing market turned. This reversal forced banks to sell as-
sets to restore regulatory capital. Those asset sales, however, fur-
ther depressed asset values, which meant that banks had to mark
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down their equity even further. In other words, during a boom,
the value of bank capital may have seemed higher than it really
was, and during the crash the value of bank capital may have ap-
peared lower than it really was. In view of the way things worked
out, several economists have proposed countercyclical capital re-
quirements designed to mitigate these effects.3'

V. HOUSING POLICY

Capital regulations were the primary locus of cognitive er-
rors leading to the financial crisis, but it is worth commenting
on the role that housing policy played. The irrational efforts to
promote home ownership certainly contributed to the boom
and crash in the housing market. The proportion of households
in the United States owning their dwellings rose from sixty-
four percent in 1994 to sixty-nine percent in 2006.32 Among
politicians, there was bipartisan pride in this development. The
policies that pushed up the home ownership rate, however,
were rather questionable in retrospect. In particular, the Com-
munity Reinvestment Act 33 and regulatory oversight of Fannie
Mae and Freddie Mac were used to impose quotas on lenders in
segments of the housing market where households had diffi-
culty affording the homes that they were buying. Moreover, the
policies did not distinguish owners from speculators, and the
proportion of loans for non-owner-occupied housing rose from
five percent in the 1990s to fifteen percent in 2005 and 2006.34

Increasing home ownership also encouraged costly mortgage
indebtedness. Arguably, there are positive externalities associ-
ated with having people own rather than rent their dwellings.
But a high ratio of mortgage debt to house price is, if anything,

a negative externality, because it reduces the stability of the
housing market. Public policy is nevertheless heavily commit-
ted to subsidizing mortgage indebtedness through the income
tax deductibility of mortgage interest, direct federal subsidies in

31. See, e.g., Charles Wyplosz, The ICMB-CEPR Geneva Report: "The Future of Financial
Regulation," VOXEU, Jan. 27,2009, http://www.voxeu.eu/index.php?q--node/2872.

32. U.S. Census Bureau, Housing Vacancies and Home Ownership, tbl.14,
http://www.census.govfhhes/www/housing/hvs/historic/index.html (last visited
Feb. 11, 2010).

33. Pub L. No. 95-128, 91 Stat. 1147 (codified at 12 U.S.C. §§ 2901-2908 (2006)).
34. Robert B. Avery, Kenneth P. Brevoort & Glenn B. Canner, The 2006 HMDA

Data, 93 FED. RES. BULL. A73, A87 (2007).
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the Federal Housing Administration and Veterans Affairs, and
indirect federal subsidies through Fannie Mae and Freddie Mac,
which enjoyed special status as Government-Sponsored Enter-
prises. Had there not been such political support for home own-
ership and mortgage subsidies, the housing cycle probably
would have been much less severe, and this mitigation could
have interrupted one of the key triggers of the financial crisis.

VI. THE ISSUE OF NARRATIVE

The ultimate outcome of the financial crisis will be visible in
the high school history textbooks of the future. If those books
convey the causes of the crisis only in terms of moral failure,
then as a society we will have entrenched a historical narrative
that is excessively skeptical of markets and excessively credu-
lous of the effectiveness of regulation.

The narrative of moral failure is attractive for many reasons.
First, for those who are inclined to distrust markets and sup-
port vigorous government intervention, the narrative provides
reinforcement of those prejudices. Second, it is a narrative with
clear villains, in the form of greedy financial executives. Such
villains always make a story more emotionally compelling. Fi-
nally, the narrative provides a comforting resolution: Once we
reorganize and reinvigorate the regulatory apparatus, we can
rest assured that the crisis will not recur.

The narrative of cognitive failure is not so comforting. Rather
than identifying villains, this narrative sees the crisis as the
outcome of mistakes by well-intentioned people, including
both financial executives and regulators. Moreover, this narra-
tive carries with it the implication that human fallibility will
persist, and so we cannot be confident that regulatory reform
can make our financial system crisis-proof.

The narrative of cognitive failure suggests a need for greater
humility on the part of policymakers. They should perhaps re-
think the push for greater home ownership, particularly to the ex-
tent that the push encourages people to borrow nearly all of the
money necessary to finance the purchase of a home. They might
even want to reconsider the corporate income tax, which penalizes
equity relative to debt, creating an incentive for banks and other
firms to look for ways to maximize their use of debt relative to eq-
uity. Above all, the public should not be deceived into believing
that regulatory foresight can be as keen as regulatory hindsight.
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THE CASE AGAINST THE FISCAL STIMULUS

JEFFREY MIRON*

INTRODUCTION

When President Barack Obama took office on January 20,
2009, the U.S. economy had been in recession for over a year,
and the prospects for a quick recovery appeared bleak. The
Federal Reserve had already lowered interest rates to zero,
which implied that monetary policy was unlikely to provide
further stimulus.1 Thus, the Administration, along with many
economists and pundits, turned to the other key pillar of stabi-
lization policy: fiscal stimulus.

The fiscal approach was immediately controversial, however,
for two main reasons. First, academic economists have come to
regard fiscal policy as less suitable than monetary policy for
stabilization purposes, principally because monetary policy can
act quickly, whereas fiscal policy can suffer significant delays
in adoption, implementation, and impact.2 Second, the U.S. was
already facing a dismal long-term fiscal outlook because of
programs like Medicare, Medicaid, Social Security, the wars in
Iraq and Afghanistan, and the TARP bailout. This outlook
made some economists wary of new measures that would in-
crease the deficit, even if only temporarily. Yet the Administra-
tion apparently concluded that it had no alternative given the
state of the economy, so it plowed ahead with a fiscal stimulus.

Deciding to adopt a fiscal stimulus, however, did not resolve all
of the issues. The other question was what combination of tax cuts
and expenditure increases to include in the stimulus package.
Strict Keynesian theory holds that any tax cut or spending in-

* Department of Economics, Harvard University.

1. The Conscience of a Liberal, http://krugman.blogs.nytimes.com/ (Jan. 19,
2009, 07:58 EST).

2. Martin Feldstein, Rethinking the Role of Fiscal Policy, 99 AM. ECON. REV.
556, 556 (2009).
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crease can stimulate the economy, even if the tax cut is badly de-
signed and even if the increased spending is for worthless junk.3 If
this perspective is right, quibbling about the exact composition of
the package is neither necessary nor fruitful.

I argue here, however, that the structure of a fiscal stimulus
is crucially important and that the package Congress adopted
was far from ideal, regardless of the merits of the Keynesian
model. Whether countercyclical fiscal policy is beneficial is a
more difficult question, but it is not the critical issue if a stimu-
lus package is properly designed. In fact, the Administration
could have created a package that stimulated the economy in
the short term while improving economic performance in the
long term. This package, moreover, would have been immune
to criticism from Republicans. The stimulus adopted was a
missed opportunity of colossal proportions.

That the Administration and Congress chose the particular
stimulus adopted suggests that stimulating the economy was
not their only objective. Instead, the Administration used the
recession and the financial crisis to redistribute resources to fa-
vored interest groups (unions, the green lobby, and public educa-
tion) and to increase the size and scope of government.4 This re-
distribution does not make every element of the package
indefensible, but even the components with a plausible justifica-
tion were designed in the least productive and most redistribu-
tionist way possible.

The remainder of this Essay is organized as follows. Part I dis-
cusses the arguments for and against fiscal stimulus. Parts II-IV
examine the main components of the stimulus (tax cuts, energy
programs, and infrastructure spending, respectively). Part V ad-
dresses other miscellaneous components. Part VI considers the
broader implications of the fiscal stimulus.

I. THE KEYNESIAN MODEL

The standard justification for a fiscal stimulus relies on the

Keynesian model of the economy. This model has been taught to

3. For a standard presentation of the Keynesian model, see N. GREGORY
MANKIW, PRINCIPLES OF ECONOMIcS 737-826 (5th ed. 2008).

4. See WSJ.com, Getting to $787 Billion, http://online.wsj.com/public/resources/
documents/STIULUSFINAL_0217.html (last visited Jan. 27, 2009) (listing more
spending on the environment than on tax cuts).
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generations of college students in economics classes around the
world, and economists widely-though not universally-accept
it as the starting point for analyzing booms and recessions.5

According to the Keynesian model, recessions occur because
of a lack of aggregate demand, and government can remedy this
shortfall by stimulating demand. On the one hand, government
can increase its own demand for goods and services, for example
by building more highways, purchasing more military aircraft,
or funding additional research and development.6 On the other
hand, government can increase demand from consumers and
firms by reducing taxes or increasing transfers.7

Although the Keynesian model of fiscal stimulus is widely
accepted, it remains controversial as a justification for policy
interventions. The first difficulty with Keynesian fiscal stimulus
is that the lag between recognition that an intervention might be
necessary and the impact of that intervention is likely to be long
and variable, so policy can easily end up stimulating when it
should be contracting, or vice versa.8 Thus, the practice of coun-
tercyclical policy is likely difficult even if the theory is unassail-
able. Over the past several decades, most economists have there-
fore gradually emphasized monetary policy as the more
appropriate tool for countercyclical policy. Lags in monetary
policy-although still relevant-tend to be shorter on average.9

The current recession, for example, began in December 2007, yet
the fiscal stimulus was not adopted until February 2009, and
much of the planned spending will occur in 2010.10

The second issue is that, although Keynesian theory says that
the choice of spending projects does not matter, spending on
projects that meet standard cost-benefit criteria makes the most
sense and ensures the best use of taxpayer resources in the
short term. Further, temporary programs may become long
term or permanent given the political difficulties of eliminating
government programs.

5. See MANKIW, supra note 3, at 737-826.

6. See id. at 787-88.

7. See id. at 792-93.

8. See id. at 830-31.
9. Feldstein, supra note 2, at 556.

10. Brian Wingfield & Joshua Zumbrun, Stimulus? Yes, in 2010, FORBES.COM, Jan.

28, 2009, http://www.forbes.com/2009/01/28/economy-stimulus-unemployment-
congress-business-washington_0128_stimulus.html.
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Even if significant numbers of productive projects exist, us-
ing them to stimulate the economy is difficult. Identifying the
right projects, planning them appropriately, and undertaking
them at a sensible pace can take years, not months or weeks.
Thus, the desire for good projects conflicts with the desire to
undertake new spending quickly.

Beyond these problems, the standard Keynesian defense of
fiscal stimulus fails to recognize that attempts to stimulate
might exacerbate recessions or have negative long-term impli-
cations, even if the Keynesian model is essentially correct. The
lower taxes and higher spending required by the Keynesian
approach mean increased taxes at some future date, assuming
the government balances its budget on average." This higher
taxation implies more distortions from taxation and therefore
lower productivity. 12 The stimulus approach generates uncer-
tainty about which programs the government will support, and
this uncertainty can impede private productive activity. The
realization that government is handing out pots of money gen-
erates rent seeking and other unproductive behavior, leading
to crony capitalism (for example, a semi-nationalized auto in-
dustry). Finally, a belief that government can moderate or
eliminate recessions can encourage excessive risk taking and
thereby generate instability.

Before adopting a fiscal stimulus, therefore, it is imperative
to consider the evidence for the Keynesian model's validity. As
it turns out, the empirical support for the Keynesian view is far
from compelling. 3 The model implies that the impact of in-

11. See John F. Cogan et al., New Keynesian Versus Old Keynesian Government
Spending Multipliers 7 (Nat'l Bureau of Econ. Research, Working Paper No. 14782,
2009), available at http://www.nber.org/papers/W14782.

12. See Martin Feldstein, The Effect of Taxes on Efficiency and Growth 18-20 (Nat'l
Bureau of Econ. Research, Working Paper No. 12201, 2006), available at http:/f
www.nber.org/papers/W12201.

13. See, e.g., Alberto Alesina et al., Fiscal Policy, Profits, and Investment, 92 AM.
ECON. REV. 571, 573-74, 579 (2002) (explaining ambiguous effects on output and
investment from government spending); Alberto Alesina & Silvia Ardagna, Tales
of Fiscal Adjustments, 27 ECON. POL'Y 488, 508-09 (1998) (examining empirical data
indicating anti-Keynesian effects from tax cuts); Christina D. Romer & David H.
Romer, The Macroeconomic Effects of Tax Changes: Estimates Based on a New Measure
of Fiscal Shocks, AM. ECON. REV. (forthcoming) (indicating that tax cuts have large,
positive multiplier effects); Alberto Alesina & Silvia Ardagna, Large Changes in
Fiscal Policy: Taxes Versus Spending 13 (Nat'l Bureau of Econ. Research, Working
Paper No. 15438, 2009) (finding that "controlling for initial conditions, a one per-
centage point higher increase in the current spending to GDP ratio is associated
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creased spending should be greater than the impact of tax cuts,

but the existing evidence suggests the opposite.14 Indeed, some

empirical evidence finds minimal impacts of spending, but
most research finds a robust impact of tax cuts.15 Plausibly, the

tax cuts are effective because cuts in the marginal tax rates op-

erate to increase efficiency regardless of their effect within a
Keynesian framework.

Thus, even if one takes the basic Keynesian framework as

given and accepts that government should stimulate during
recessions, existing evidence suggests that an effective package
should consist of lower taxes, especially decreased tax rates.16

This approach is likely to be beneficial whether or not the
Keynesian analysis is correct because reductions in tax rates

improve the incentive to work, save, and invest. This increased

efficiency means higher productivity and income, so the net
impact on the deficit can be smaller from a well-designed tax

cut than from increased spending.

Another way to describe the choice between spending and

tax cuts is to note that under increased spending, the political
process decides how to spend the money, whereas under tax

cuts, consumers and firms get to decide how to spend the
money. Thus, the crucial difference between the two ap-

proaches is not whether one accepts the Keynesian model but

whether one believes governments or markets make the best

decisions about allocating resources. With this perspective, I

with a 0.75 percentage point lower growth"); Alan J. Auerbach & William G. Gale,
Activist Fiscal Policy to Stabilize Economic Activity 22, 24 (Nat'l Bureau of Econ. Re-
search, Working Paper No. 15407, 2009) (indicating that government spending has
a smaller impact on investment than tax cuts); Robert J. Barro & Charles J. Redlick,
Macroeconomic Effects From Government Purchases and Taxes 26-28, 31-32 (Nat'l
Bureau of Econ. Research, Working Paper No. 15369, 2009) (indicating that tax
cuts have a GDP multiplier greater than one, whereas defense spending has a

GDP multiplier of 0.6-0.7); Andrew Mountford & Harald Uhlig, What Are the Ef-
fects of Fiscal Policy Shocks? 3 (Nat'l Bureau of Econ. Research, Working Paper No.
14551, 2008) (finding tax cuts provide stronger stimulus than government spend-
ing); Valerie A. Ramey, Identifying Government Spending Shocks: It's All in the
Timing 27 (Oct. 2009) (unpublished manuscript, on file with University of Cali-
fornia, San Diego) (finding that government spending has a multiplier between
1.0 and 1.1 and results in a negative wealth effect).

14. See Mountford & Uhlig, supra note 13, at 3; see also Olivier Blanchard &
Roberto Perotti, An Empirical Characterization of the Dynamic Effects of Changes in
Government Spending and Taxes on Output, 117 Q. J. ECON. 1329, 1347 (2002).

15. Mountford & Uhlig, supra note 13, at 3.

16. See id.
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now consider the specific elements in the stimulus bill that Con-
gress adopted and President Obama signed.

II. TAX CUTS AND TRANSFER INCREASES

The largest components of the stimulus bill are tax cuts and
transfer increases aimed at low to moderate income house-
holds. 17 This category included a payroll tax credit in 2009 and
2010, an increase in the alternative minimum tax floor, in-
creased spending on Medicaid, extended unemployment bene-
fits, and more money for food stamps." A few tax cuts were
aimed at businesses, including a provision to allow deductions
of current losses against profits made in earlier years. 9

The crucial feature of these changes in tax and transfer policy
is that most were not reductions in tax rates and therefore did
not improve incentives. Some of these provisions are neutral
regarding incentives. For example, payroll tax credits and
checks sent to Social Security recipients are lump-sum redistri-
butions. Yet many other changes, such as extended unem-
ployment insurance and additional spending on Medicaid, re-
duce the incentive to work. They are not reductions in tax rates,
which are desirable under both the Keynesian and cost-benefit
views of fiscal stimulus. What changes in tax policy would
have been sensible from both the Keynesian and efficiency per-
spectives? Two in particular stand out.

The single best change would have been elimination of the cor-
porate income tax. This component of the current tax system is
utterly misguided, independent of Keynesian considerations. The
corporate income tax means double taxation of corporate income,
which distorts the incentive to save and invest, thereby lowering
productivity and growth. The corporate income tax adds a huge
level of complexity to the tax code, reducing the transparency of
corporate accounting. The standard defense of this tax relies on a
desire to redistribute income and assumes that the tax falls on
high-income taxpayers because they own a disproportionate
share of corporations. The tax, however, likely affects labor as

17. Getting to $787 Billion, supra note 4 (listing over $200 billion in individual
tax cuts and less than $10 billion net business tax cuts).

18. Id.

19. Id.
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much or more than shareholders, especially because corporate
income taxation drives corporate activity overseas.

In addition to making sense on cost-benefit grounds, a reduc-
tion in corporate taxation is entirely consistent with the
Keynesian framework. Yet, because it also improves incentives,
it should increase output over and beyond any Keynesian im-
pact. This increased efficiency would generate higher output
and tax revenue, so future tax hikes could be less than the cut
in the corporate income tax and still balance the budget.

A second change in tax policy that makes sense from both
the Keynesian and cost-benefit perspective is a reduction in
employment taxes such as those for Social Security or Medi-
care. This would lower the costs of hiring workers, thereby
stimulating increased employment. This change would also
improve economic efficiency because employment taxes are a
wedge between worker willingness to work and firm willing-
ness to hire. A reduction in employment taxes would especially
benefit low- to moderate-income workers, precisely the group
targeted by the other policies in the stimulus package.

Taxes dedicated to Social Security and Medicare are, in any
case, not good policy. They exist to perpetuate the myth that
any given individual's contributions pay for that individual's
benefits, but because the systems are run on a pay-as-you-go
basis, this story is just political spin. Eliminating these separate
taxes, and if necessary raising other taxes, would produce a
simpler and more transparent tax system.

The bottom line on tax cuts and transfer increases is that an al-
ternative package, focused especially on reducing or eliminating
the corporate income tax and on lowering employment taxes,
would have been at least as defensible from the Keynesian per-
spective and far more desirable from the efficiency perspective.
The Administration missed an excellent opportunity to reduce or
eliminate these undesirable features of the current tax code.

III. SPENDING TO PROMOTE ENERGY EFFICIENCY

The second major component of the stimulus package is pro-
grams to increase energy efficiency. These include tax credits
for investments in renewable energy, funding for a smart elec-
tric grid, upgrading government vehicles to be more energy
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efficient, funding for states to undertake energy efficiency pro-
grams, and so on.20 Advocates of these particular programs ar-
gue that increased energy efficiency reduces air pollution, low-
ers reliance on foreign oil, and slows global warming. Even if
these claims are valid, however, government attempts to in-
crease energy efficiency are problematic components of a fiscal
stimulus package.

First, many of these programs require time to plan and im-
plement properly, so spending either occurs too late to coun-
teract the recession or risks being done badly because it is
rushed. A second problem is that energy-efficiency programs
are not likely to use unemployed resources. Instead, they
merely shift employment from existing uses to government
uses. This makes it even more important that the increased
spending go to projects that pass a standard cost-benefit test,
which is again difficult when the spending is rushed.

The third problem is that energy-efficiency programs are in-
effective methods of reducing energy use. Consider upgrades
of the federal government's vehicle fleet. Hybrid cars require
less energy to operate than standard cars, but hybrids cost
more than standard cars, and these higher costs result in part
from additional energy required for their manufacture. Thus,
upgrading the fleet might not reduce energy use and could
even increase it.

Rather than trying to promote energy efficiency with slow-
acting and ineffective energy programs, the right approach is
higher energy taxes, which directly raise the price of energy
and discourage its use. Much of the infrastructure necessary to
collect these taxes already exists.21 The degree to which energy
taxes raise prices is observable. Thus, gauging the magnitude
of the intervention is straightforward.

The right way to reduce energy use and stimulate the econ-
omy, therefore, is to increase energy taxes while lowering other
taxes enough to offset the higher energy taxes and provide the
desired amount of stimulus.

20. Id.
21. Kenneth P. Green et al., Climate Change: Caps vs. Taxes, AM. ENTERPRISE INST.

ENVTL. POL'Y OUTLOOK 1, 6 (2007), available at http://www.aei.org/outlook/26286.
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IV. SPENDING ON INFRASTRUCTURE

The third main component of the stimulus package is expen-
ditures on infrastructure, such as roads, railways, and public
transportation.22 In addition to the Keynesian justification, the
argument for this spending is that many infrastructure projects
generate benefits in excess of costs and are not produced effi-
ciently by the private sector.

The issues raised by this component of the stimulus are simi-
lar to those raised by energy-efficiency programs. Choosing the
right projects and implementing them properly takes time, yet
fiscal stimulus needs to happen quickly. Some infrastructure
spending merely shifts employment from other activities,
rather than putting the unemployed to work. Political influ-
ences promote the projects in districts of key congressmen
rather than those with the greatest ratio of benefits to costs.

The question for infrastructure spending, moreover, is not
whether some amount is beneficial; the question is whether
additional spending on infrastructure is productive, given the
amounts already being spent. If most of the beneficial roads
have already been built (for example, those connecting major
centers of population in densely populated parts of the coun-
try), then new roads will be highways to nowhere and a waste
of economic resources.

V. OTHER COMPONENTS OF THE

STIMULUS PACKAGE

Beyond the main components discussed above, the stimulus
package includes a broad range of smaller projects. These pro-
jects raise similar issues to those discussed above, so a detailed
analysis is not necessary. A few brief comments are neverthe-
less in order.

A significant component of the stimulus bill was increased
expenditure for scientific research.23 The incentives to invest in
research are potentially insufficient from the perspective of soci-
ety overall, and the case for government subsidies is reasonable.
But the right question is whether the United States needs sub-

22. Getting to $787 Billion, supra note 4.

23. Id.
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stantial additional government funding relative to its 2009 fund-
ing levels. The Administration offered no evidence to support
this claim. It just assumed that because research is good, more is
better. Research spending is again unlikely to use unemployed
resources and instead enriches those already employed while
shifting research activity from the private sector to government.

Another substantial chunk of the stimulus consisted of trans-
fers to state governments, 24 some of which took the form of
block grants. This shift of spending from the federal govern-
ment to the states is potentially desirable because it means less
centralized decision making. The lion's share of the transfers,
however, was to public education. 25 The stated goal was to re-
duce teacher layoffs, 26 and that undoubtedly occurred to some
degree. Yet many school districts have excess personnel (assis-
tant principals, specialists for everything), and layoffs might be
appropriate. Some of the federal money will end up as higher
wages for unionized teachers. States, moreover, could improve
education on their own via charters and vouchers, reducing
costs without federal infusions. Thus transfers to states would
have been defensible if unconstrained, but they mostly were not.

CONCLUSION

A few weeks after President Obama's victory in the 2008
election, adviser Rahm Emanuel quipped that "[y]ou never
want a serious crisis to go to waste... [because it] provides the
opportunity for us to do things that you could not do before." 27

Emanuel was correct: The situation in which the new Admini-
stration found itself constituted an unusual political dynamic
that, properly used, would have allowed the Obama Admini-
stration both to stimulate the economy and make it more pro-
ductive over the long haul.

The Administration should have endorsed a stimulus package
based on a repeal of the corporate income tax and reductions in
employment taxes. This policy would have accomplished its
stated goals, and the budgetary implications would have been

24. Id.

25. Id.

26. Id.
27. Tom Raum, Analysis: Confirmation of recession may strengthen Obama's push for

anti-recession package, ASSOCIATED PRESS, Dec. 2, 2008.
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less negative than those of the package ultimately adopted be-
cause this alternative plan would have enhanced rather than de-
tracted from economic efficiency. This approach would also
have been difficult for Republicans to oppose.

Yet the Administration did not take this approach, presuma-
bly because its true goals were not just economic stimulus. In-
stead, the Administration wanted to reward its constituencies
(unions, environmentalists, public education) and increase the
size and scope of government. This tactic is consistent with the
Administration's policies in general. Across the board, it has
taken a big government, redistributionist approach, whether re-
garding housing, unions, health, the auto industry, trade, anti-
trust, or financial regulation. The Administration's view appears
to be that government is better than individuals at deciding how
taxpayers get to spend their money and that government should
engineer large transfers from richer to poorer.

Whether the Administration's stimulus package will be suc-
cessful is still to be determined. If the extra spending ends up
being productive, then the impact of the stimulus might be
positive on net. My own prediction, however, is that the pro-
grams adopted will generate large distortions and substantial
waste, with minor stimulus impact. This is a pity because much
better alternatives were available.
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CUMULATING POLICY CONSEQUENCES, FRIGHTENED

OVERREACTIONS, AND THE CURRENT SURGE OF

GOVERNMENT'S SIZE, SCOPE, AND POWER

ROBERT HIGGS*

INTRODUCTION

The financial and economic crisis that came to a head in the late
summer of 2008 has brought forth a huge government response,
many elements of which are without precedent. The crisis, how-

ever, did not come from nowhere. In important regards, its roots
lie, first, in government policies to promote more widespread
homeownership than would occur in a free market and, second, in
the Federal Reserve System's mismanagement of interest rates and
the money stock. The crisis is far from over, yet it already appears
that the surge of extraordinary government actions and the new

policies that the crisis has provoked will give rise to important,
permanent increases in the government's size, scope, and power.
In this way, it mimics the national emergencies of the past century.

I. DIMENSIONS OF THE CRISIS AND THE

GOVERNMENT'S RESPONSES

Although the National Bureau of Economic Research places
the recent peak of economic activity in the fourth quarter of
2007,1 real gross domestic product (GDP) did not reach its peak
until the second quarter of 2008.2 By the second quarter of 2009,
real GDP had fallen by four percent. 3 Likewise, financial strin-

* Senior Fellow in Political Economy, The Independent Institute; Editor of The

Independent Review: A Journal of Political Economy; rhiggs@independent.org.
1. NAT'L BUREAU OF ECON. RESEARCH, BUSINESS CYCLE DATING COMMITEE:

DETERMINATION OF THE DECEMBER 2007 PEAK IN ECONOMIC ACTIVITY 2 (2008).

2. BUREAU OF ECON. ANALYSIS, U.S. DEP'T OF COMMERCE, REAL GROSS DOMES-

TIC PRODUCT, http://research.stlouisfed.org/fred2/data/GDPC1.txt (last visited
Feb. 23, 2010).

3. Id.
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gencies in certain credit markets began to appear in 2007,
though they did not become widely noticed until late Septem-
ber 2008, when a full-fledged financial panic developed, and
commentary in the news media and the statements of public
officials took on a frightened tone. The civilian unemployment
rate began to rise after March 2007, when it stood at 4.4%, and
by October 2009, it had reached 10.2%. 4

In response to the growing economic troubles, especially the
perceived "credit crunch" of September 2008, policymakers in
the Bush Administration (most notably, Treasury Secretary
Henry Paulson), in Congress, and at the Federal Reserve System
(the Fed) responded by initiating a series of unprecedented ac-
tions to rescue tottering banks and other financial institutions
and to inject credit into the financial system.5 In September, the
Fed took control of the insurance giant American International
Group (AIG),6 and the Federal Housing Finance Authority took
over the huge government-sponsored enterprises (GSEs) Fannie
Mae and Freddie Mac, secondary lending institutions that held
or insured more than half of the total value of U.S. residential
mortgages. 7 On October 3, Congress passed and the President
signed the Emergency Economic Stabilization Act of 2008.8 Title
1 of this statute authorizes the Secretary of the Treasury to create
the Troubled Assets Relief Program (TARP) and authorizes as
much as $700 billion for the purchase of so-called troubled as-
sets, primarily mortgage-related securities, held by banks and

4. BUREAU OF LABOR STATISTICS, U.S. DEI'T OF LABOR, CIVILIAN UNEMPLOYMENT

RATE, http://research.stlouisfed.org/fred2/data/UNRATE.txt (last visited Feb. 23, 2010).

5. For a useful annotated compilation of the series of events making up the crisis and
the government's responses to it, see Credit Crisis-The Essentials, N.Y. TIMES, Jan. 12,
2010, http://topics.nytimes.com/top/reference/timestopics/subjects/c/credit-crisis/

index.html.

6. In addition to other aid, the Fed agreed to lend AG up to $85 billion and ac-
quired control of nearly eighty percent of the company. Press Release, Fed. Reserve
Bd. (Sept. 16, 2008), available at http://www.federalreserve.gov/newsevents/press/

other/20080916a.htm.

7. The government did not nationalize Fannie Mae and Freddie Mac outright,
but placed them into conservatorship, taking an ownership interest in the form of
senior preferred shares and receiving warrants that would permit the government
to acquire 79.9% of the common shares of each company. See David Ellis, U.S.

seizes Fannie and Freddie, CNNMONEY.COM, Sept. 7, 2008, http://money.cnn.com/
2008/09/07/news/companies/fanniefreddie/index.htm. Authority for these actions

came from the Housing and Economic Recovery Act of 2008, Pub. L. No. 110-289,
§ 117, 122 Stat. 2654, 2683-85.

8. Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343, 122 Stat. 3765.
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other financial institutions.9 Unable to implement the planned
acquisition of troubled assets, the Treasury instead used TARP
mainly to inject funds into the banks by purchasing preferred

shares and warrants to purchase common stock from them.
By the end of 2008, the Fed had made large, unprecedented

types of loans and had given other forms of assistance, including
loan guarantees, asset swaps, and lines of credit, to securities
dealers, commercial-paper sellers, money-market mutual funds,
Fannie Mae, Freddie Mac, the Federal Home Loan Banks, buy-
ers of certain asset-backed securities based on consumer and
small-business loans, Citigroup (related to losses resulting from
a federal government guarantee of a specified pool of assets),
and fourteen foreign central banks." The Treasury and the Fed-
eral Deposit Insurance Corporation also took a variety of other
large-scale actions to prop up credit and housing markets during
the final quarter of 2008.11

After Barack Obama became President, his administration
and Democratic leaders in Congress concentrated on gaining
passage of a new "economic stimulus" bill. These efforts ulti-
mately resulted in the American Recovery and Reinvestment
Act of 2009, which the President signed into law on February
17.12 This statute authorizes a great variety of spending in-
creases, as well as some tax reductions, over the period from
2009 to 2019. According to Congressional Budget Office (CBO)
estimates, the combined amount of these spending increases
and tax cuts comes to $787 billion over these ten years.13

The Obama Administration also proceeded, at the end of April,
with two complex "restructuring" arrangements that essentially
amounted to government takeovers of General Motors and Chrys-
ler, both of which were teetering on the brink of bankruptcy. Carl
Horowitz called this action "one of the most radical moves in the
history of American industry," noting that it came not long after
the federal government had made huge emergency loans to the

9. Id. at 3767-800.
10. Brief descriptions of these Fed programs and the amounts of money or other

assistance involved in each of them appear in CONG. BUDGET OFFICE, THE BUDGET
AND ECONOMIC OUTLOOK: FISCAL YEARS 2009 TO 2019, at 35-38 (2009).

11. For brief descriptions, see id. at 39-41.

12. American Recovery and Reinvestment Act of 2009, Pub. L. No. 111-5, 123

Stat. 115.

13. Getting to $787 Billion, WALL ST. J. ONLINE, Feb. 17, 2009, http://online.wsj.com/

public/resources/documents/STIMULUSFINAL_0217.html.
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companies.14 The government had also forced the resignations of
the chief executive officers of the two companies, Rick Wagoner of
GM and Robert Nardelli of Chrysler.15 By the end of July 2009, to-
tal government aid to the two firms reached $65 billion.16

On June 15, 2009, the Wall Street Journal summarized the ex-
traordinary surge of government actions as follows:

Since the onset of the financial crisis nine months ago, the
government has become the nation's biggest mortgage lender,
guaranteed nearly $3 trillion in money-market mutual-fund
assets, commandeered and restructured two car companies,
taken equity stakes in nearly 600 banks, lent more than $300
billion to blue-chip companies, supported the life-insurance
industry and become a credit source for buyers of cars, trac-
tors and even weapons for hunting.17

Although this statement falls far short of a comprehensive
account of the government's responses to the crisis, it suffices
to justify the conclusion that within less than a year, the
perceived emergency had provoked a huge surge in the federal
government's size, scope, and power.

This surge also entailed major fiscal eruptions, including
tremendous increases in federal expenditures and an even greater
percentage run-up of federal debt. According to the August 2009
CBO update, federal outlays for fiscal year 2009 would total $3.69
trillion, an increase of 24% over the total for the previous year.
This increase, which is wholly without peacetime precedent in
U.S. history, would raise federal outlays from 21% of GDP to
26.1%. Moreover, because federal receipts were forecasted to
contract by almost 17% in 2009, the annual federal budget deficit
was expected to increase from $459 billion in 2008 to $1.59 trillion
in 2009, an increase of 246%. The CBO forecasted that the 2009
deficit would be equal to 11.2% of GDP, up from 3.2% in the
previous year. The borrowing required to finance this gargantuan
deficit in the federal budget was forecasted to increase the U.S.

14. Carl Horowitz, Obama Arranges Takeover of GM and Chrysler; Auto Workers Un-
ion Gets Huge Stake, NAT'L LEGAL & POL'Y CTR., May 1, 2009, http://www.nlpc.org/
stories/2009/05/01/obama-administration-arranges-takeover-gm-and-chryser-auto-

workers-union-gets-hu.

15. Id.

16. US Govt to Sell GM and Chrysler Stock, BNET, July 28, 2009, http://www.bnet.com/
2407-13071_23-325401.html.

17. Bob Davis & Jon Hilsenrath, Federal Intervention Pits 'Gets' vs. 'Get-Nots,'
WALL ST. J., June 15, 2009, at Al.

[Vol. 33



Government's Size, Scope, and Power

debt held by the public from $5.80 trillion at the end of fiscal year
2008 to $7.61 trillion at the end of 2009, an increase of $1.81 trillion,

or 31% in a single year.'

Although these U.S. Treasury figures are mind-boggling for an
economist or financial historian, the Fed's recent actions have

been even more astonishing. Figure 1 shows the most important
of these actions, the abrupt increase in the monetary base, which
must be seen to be believed.19 As the figure shows, the monetary
base-currency in circulation plus commercial bank reserves-
historically has increased smoothly at a fairly modest rate of

growth. Between August 2008 and January 2009, however, the
Fed's actions caused the country's monetary base to double in
only five months. After January 2009, the monetary base
remained in this extraordinarily elevated range. In September and
October 2009, it increased even further, reaching all-time highs.

Figure 1

Board of Governors Monetary Base, Not Adjusted for Changes in Reserve Requirements

(B3OGUMBNS)
Source: Board of Governors of the Federal Reserve System
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18. CONG. BUDGET OFFICE, THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE, at

x tbl.1 (2009). The CBO's estimates of spending and the deficit turned out to err on

the high side. After the end of the fiscal year, the actual spending total was $3.52

trillion (equal to about 25% of GDP) and the deficit was $1.42 trillion (equal to about

10% of GDP). See US deficit surges to all-time record, DAILY FIN., Oct. 16, 2009,

http://www.dailyfinance.com/2009/10/16/us-deficit-surges-to-all-time-record.

19. The graph and the underlying data are from the publicly accessible data-

base maintained by the Federal Reserve Bank of St. Louis, available at http://
research.stlouisfed.org/fred2/series/BOGUMBNS?cid=124.
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The Fed's recent monetary policy places the purchasing
power of the U.S. dollar in grave jeopardy because the
monetary base, as its name indicates, is the foundation on
which the U.S. money stock rests. Other things being equal,
more than doubling the monetary base will ultimately result in
more than doubling the money stock. Hence, the dollar's
purchasing power will be tremendously reduced, with a
variety of negative effects on the economy. As of November
2009, the banks as a whole have simply absorbed the additional
reserves, rather than using them to increase the volume of their
loans and investments, which would begin to increase the
money stock through the commercial banks' creation of new
checking account balances. Between August 2008 and January
2009, legally excess commercial-bank reserves at the Fed
increased from less than $2 billion to nearly $800 billion. In
October 2009, they amounted to $995 billion, an all-time high.20

Should the banks begin to employ these excess reserves to
make new loans and investments, however, the Fed will face a
dilemma: either do nothing to mop up the excess reserves,
allowing them to become the fuel for rapid price inflation; or
mop them up, most likely either by traditional open-market
operations or by offering the banks a much higher rate of
interest on their reserve balances at the Fed. Both choices entail
increasing the rate of interest, and the Fed will face political
pressure opposing such an action, especially if the recession
has not ended and the rate of unemployment remains high.
Fed Chairman Ben Bernanke has stated that the Fed possesses
"the tools" to deal with this problem,2 but I remain skeptical
that he will do so successfully. In any event, the Fed's
emergency actions since August 2008 have created serious
economic risks that make private planning much more difficult
and thereby impede the market economy's successful functioning.

20. Bd. of Governors of the Fed. Reserve Sys., Excess Reserves of Depository In-
stitutions, http://research.stlouisfed.org/fred2/data/EXCRESNS.txt (last visited
Feb. 23, 2010).

21. See, e.g., Jeannine Aversa, Bernanke's Tough Task: Withdrawing Emergency Aid, ABC
NEWS, Aug. 21, 2009, http://abcnews.go.com/Business/WireStory?id=8379185&page=1;
Bernanke's Exit Dilemma, EcONOMISr ONLINE, Aug. 4, 2009, http://economistonine.
blogspot.com/2009/08/bernankes-exit-dilemma.html.
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In such circumstances, much "smart money" simply sits idle or

goes into safe, low-yield investments, such as Treasury bills.22

II. CUMULATING POLICY CONSEQUENCES

The current crisis, like every major economic emergency, oc-
curs in the context of predisposing conditions, institutions, and
policies that took shape over a long period. Although many
people are inclined, on each such occasion, to conclude that
"capitalism has failed," a pure market system does not just
spontaneously break down. Such a system automatically pro-
duces feedback that guides and motivates producers, investors,
and consumers to make constant adjustments to changing con-
ditions. Profits and losses, with the corresponding growth, de-
cline, and disappearance of firms that they bring forth, give
market participants reliable indications of whose plans have
succeeded and whose plans have failed in meeting consumer
demands at prices that cover costs. No one knows the future,
and therefore entrepreneurs in a pure market system may
make mistakes in appraising the profitability of the various al-
ternatives they perceive as open to them. But sustained, large-
scale mistakes are unlikely to occur. The constant flow of price
and profit information, combined with the knowledge that
one's own wealth is at stake, gives market participants the nec-
essary information and the personal incentive to make appro-
priate forward-looking adjustments long before overall eco-
nomic conditions become severely distorted on a wide scale.

When governments intervene, however, the effect is to "fal-
sify" the market's signals. Subsidies permit firms that would go
bankrupt to continue in business, even though they are failing
to cover their full costs in the market and therefore are effec-
tively generating economic waste by transforming valuable in-
puts into less valuable outputs. Government price fixing (in-
cluding the Fed's manipulation of interest rates) distorts the
pattern of resource allocation and misleads investors into mak-
ing commitments ill-suited to future economic conditions.
Government regulations and taxes penalize firms that are satis-
fying consumer demands successfully, diminishing their net
returns and causing them to produce less or become insolvent,

22. Tom McGinty & Cari Tuna, Jittery Companies Stash Cash, WALL ST. J., Nov. 2,
2009, at A23.
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notwithstanding their actual contribution to overall economic
efficiency. When market participants are subject to a welter of
such government interventions, they may allocate resources in
a way that allows distortions and imbalances to cumulate until
the burdens these mistakes entail can no longer be sustained,
and a sudden crash reveals the unsoundness of the overall eco-
nomic structure.

The current crisis has arisen in large part from government
intervention in the housing and housing finance markets since
the 1930s. During the early 1930s, the contraction of economic
activity and unevenly falling prices brought about severe dis-
tress in housing and financial markets. As businesses failed,
incomes fell, and unemployment rose, many homeowners
could not make their scheduled mortgage or tax payments and
therefore lost their homes to foreclosure or tax sale.

The Roosevelt Administration responded to this dire situa-
tion by, among other things, obtaining congressional approval
for the Home Owners' Loan Corporation (HOLC) in 1933.23 The
HOLC was terminated in 1951.24 This government institution
restructured approximately one million mortgages on non-
farm, owner-occupied homes, changing the obligations from

short-term (usually three to five years), interest-only loans with
balloon repayments of the entire principal into long-term (ini-
tially fifteen years, later extended by up to ten more years),
fully amortized loans. The HOLC thereby prevented many
foreclosures. 25 Of course, these arrangements also amounted to
a bailout for the banks and other lending institutions that held
the refinanced mortgages, and therefore the Roosevelt policy
foreshadowed similar bailouts the government has undertaken
in 2008 and 2009.

In 1934, the National Housing Act created the Federal Hous-
ing Administration (FHA) to insure private lenders against de-
fault on conventional, long-term, amortized mortgage loans
and the Federal Savings and Loan Insurance Corporation to
insure deposits in savings institutions that specialized in recy-

23. C. LOWELL HARRISS, NATL BUREAU OF ECON. RESEARCH, HISTORY AND

POLICIES OF THE HOME OWNERS' LOAN CORPORATION 1 (1951).

24. Id. at 6.

25. Id. at 1-6.
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cling their deposits into mortgage loans.26 These actions caused
more money to flow into mortgage loans than would have with-
out government intervention. The government, in effect, under-
took to divert funds into housing purchases and hence to divert
labor and capital into house construction and related activities.

A more portentous New Deal action occurred in 1938, when
the FHA Administrator exercised his statutory authority to
charter the Federal National Mortgage Association (Fannie
Mae).27 "The primary purpose of Fannie Mae was to purchase,
hold, or sell FHA-insured mortgage loans that had been origi-
nated by private lenders. After World War II, Fannie Mae's au-
thority was expanded to include VA-guaranteed home mort-
gages." 28 At this time, Fannie Mae was simply part of the U.S.
government. In 1968, the institution was split into two parts:
the Government National Mortgage Association (Ginnie Mae)
and a reconstituted, privatized Fannie Mae. 29

Ginnie Mae was initially and remains today a wholly gov-
ernment-owned corporation that guarantees the payment of
interest and principal on mortgage-backed securities. This
guarantee is an explicit U.S. government commitment. Ginnie
Mae debt therefore has the same credit rating as U.S. Treasury
debt. The institution's website explains: "[T]he Ginnie Mae
guaranty allows mortgage lenders to obtain a better price for
their mortgage loans in the secondary market. The lenders can
then use the proceeds to make new mortgage loans avail-
able." 30 Like all of the other government institutions engaged in
this sector, from the HOLC to the presently existing ones, Gin-
nie Mae seeks to make homeownership less costly and there-
fore more widespread than it would be in a freely functioning,
private-property market without government intervention.

Between 1968 and 1970, the reconfigured Fannie Mae became
a private GSE, purchasing residential mortgages in the secon-
dary market. An anomalous institution, Fannie Mae was sub-

26. National Housing Act, Pub. L. No. 73-479, §§ 1-203, 402-403, 48 Stat. 1246,
1246-48, 1256-57 (1934).

27. Fannie Mae, About Fannie Mae, http://www.fanniemae.com/aboutfm/

charter.jhtml (last visited Feb. 23, 2010).

28. Id.

29. Id.

30. Ginnie Mae, About Ginnie Mae, http://www.ginniemae.gov/about/

about.asp?Section=About (last visited Feb. 11, 2010).
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ject to regulatory oversight by the Department of Housing and
Urban Development, exempt from oversight by the Securities
and Exchange Commission, not required to hold as much capi-
tal as competing private financial institutions, freed from the
obligation to pay state and local income taxes, and provided
with a $2.25 billion line of credit from the U.S. Treasury. Five of
the eighteen members of the board of directors can be named by
the President of the United States.31 Although the institution's
debt no longer enjoyed an explicit Treasury guarantee, many
market participants believed that the government would pro-
vide backing if need be, and therefore Fannie Mae was able to
borrow at interest rates only slightly above those on U.S. gov-
ernment debt.32 The general understanding was that the institu-
tion would be considered "too big to fail," as indeed it was.

Ostensibly to provide a competitor for Fannie Mae, the gov-
ernment created in 1970 the Federal Home Loan Mortgage
Corporation (Freddie Mac) and authorized it to purchase
mortgages in the same fashion as Fannie Mae. Freddie Mac was
seemingly a private, shareholder-owned corporation, yet it en-
joyed the same statutory advantages as Fannie Mae in the sec-
ondary mortgage market and the same widespread perception
of an implicit government guarantee of its own debt, as shown
by the low interest rate it paid when selling its own securities. 33

Freddie Mac's website proclaims: "[W]e reduce the costs of
housing finance and expand housing opportunities for all fami-
lies, including low-income and minority families. It is a unique
mortgage finance system that makes homeownership a reality
for more of America's families." 34 To be sure, this GSE, like its
giant competitor, did make homeownership more widespread
than it would have been in a pure, free-market system. Eventu-
ally, however, many observers came to acknowledge that

31. Lawrence J. White, Fannie Mae, Freddie Mac, and Housing: Good Intentions
Gone Awry, in HOUSING AMERICA: BUILDING OUT OF A CRISIS 263, 265-68 (Randall
G. Holcombe & Benjamin Powell eds., 2009) [hereinafter HOUSING AMERICA].

32. Id. at 266-67; Alan Reynolds, Fannie Mae and Freddie Mac Should Be Cut Down and
Cut Loose, U.S. NEWS & WORLD REP., July 21, 2008, http://usnews.com/opinion/articles/
2008/07/21/fannie-mae-and-freddie-mac-should-be-cut-down-and-cut-loose.html.

33. Fannie Mae, Our Charter, http://www.fanniemae.com/aboutfm/charter.jhtml
(last visited Feb. 23, 2010); see also Freddie Mac, Our Mission, http://www.
freddiemac.comcorporate/company-profile/ourjmission/ (last visited Feb. 11, 2010).

34. Freddie Mac, Company Profile, http://www.freddiemac.com/corporate/
company-profile/ (last visited Feb. 11, 2010).
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homeownership was made too easy and too widespread for the

good of the country at large.35 Too many homeowners holding
title to "too much home," but possessing little or no equity in it,

contributed to the creation of a fragile, excessively leveraged
economic structure.

By 2008, Fannie Mae and Freddie Mac owned or guaranteed
approximately half of the $12 trillion in residential mortgage loans

outstanding in the United States.3 6 According to a Staff Report of
the House Committee on Oversight and Government Reform:

Fannie Mae and Freddie Mac were in fact leaders in risky
mortgage lending. According to an analysis presented to the
Committee, between 2002 and 2007, Fannie and Freddie
purchased $1.9 trillion of mortgages made to borrowers with
credit scores below 660, one of the definitions of "subprime"
used by federal banking regulators. This represents over
54% of all such mortgages purchased during those years. If
one factors in Alt-A and adjustable-rate mortgages, this
analysis found that, at the end of 2008, Fannie and Freddie
were still exposed to $1.6 trillion of risky default-prone
loans. Thus, at year-end 2008, Fannie Mae and Freddie Mac
were responsible for 34 percent of all outstanding subprime
mortgages and 60 percent of all outstanding Alt-A mort-
gages in the United States.

.... [N]onprime loans, which accounted for only 34% of the
GSEs' risk exposure at the end of 2008, were suffering a 6%
delinquency rate, accounting for 90% of the GSEs' losses....

The continuing losses caused by Fannie and Freddie's binge
on junk mortgages have already cost the taxpayers
dearly.... The sum of these federal aid packages brings the
total current taxpayer exposure to GSE liabilities to over
$700 billion.37

This report also adduces substantial evidence that these

GSEs did not simply make bad decisions about lending stan-
dards on their own. For decades, especially during the past
decade, they sustained strong political pressure from members

35. See, e.g., White, supra note 31, at 272-73, 278-79.

36. Charles Duhigg, A Trickle That Turned Into a Torrent, N.Y. TIMES, July 11,

2008, at C1.
37. STAFF OF H. COMM. ON OVERSIGHT & GOV'T REFORM, 111TH CONG., THE

ROLE OF GOVERNMENT AFFORDABLE HOusING POLICY IN CREATING THE GLOBAL

FINANCIAL CRISIS OF 2008, at 24-25 (2009).
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of Congress beholden to an "affordable housing" coalition of
special interest groups who sought greater and greater relaxa-
tion of conventional underwriting standards for mortgage
loans, even though many loans eventually were made to bor-
rowers with low credit ratings and no documentation of their
income or assets.38 Noting that "Fannie and Freddie used high
leverage to borrow money and gamble on low-down payment
affordable and speculative mortgages," the report concludes
that "[u]nlike Wall Street, however, the GSEs did this with the
mandate and the blessing of Congress and successive Admini-
strations, which encouraged them to use their government-
granted competitive advantages to engage in a race to the bot-
tom, boosting the national homeownership rate for political
gain."39 Most important, "[tihe consequences of these policies
have also brought the entire global financial system to the
brink of collapse, destroying trillions in equity and untold
numbers of lives." 40

To sum up the GSEs' role in establishing important precondi-
tions for the financial crisis, one can scarcely do better than to
quote the conclusions of the House staff report:

The housing bubble that burst in 2007 and led to a financial
crisis can be traced back to federal government intervention
in the U.S. housing market intended to help provide home-
ownership opportunities for more Americans. This interven-
tion began with two government-backed corporations, Fan-
nie Mae and Freddie Mac, which privatized their profits but
socialized their risks, creating powerful incentives for them
to act recklessly and exposing taxpayers to tremendous
losses. Government intervention also created "affordable"

but dangerous lending policies which encouraged lower
down payments, looser underwriting standards and higher
leverage. Finally, government intervention created a nexus
of vested interests-politicians, lenders and lobbyists-who
profited from the "affordable" housing market and acted to
kill reforms.... While government intervention was not the
sole cause of the financial crisis, its role was significant and
has received too little attention. 4'

38. Id. at 5-8, 12-17, 20-23.

39. Id. at 25.

40. Id. at 26.

41. Id. at 2.
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In a careful, independent analysis, Stan J. Liebowitz concurs,
documenting that "mortgage underwriting standards had been
under attack by virtually every branch of the government [in-
cluding the Fed] since the early 1990s."42

Another factor that has not received due attention, although
it may have been the most critical element of the financial cri-
sis, is the Fed's policy from 2001 to 2005. During these years,
the Fed attempted to reverse the 2001 recession and to restore
economic growth by pushing the interest rates it controls to
extraordinarily low levels. The effective Federal Funds rate,
which is the Fed's principal target rate in its efforts to control
the overall credit markets, was quickly pushed from 6.5% in
2000 to a low of 1% by mid-2003 and kept there for the next
year. Although the Fed began to increase the effective Federal
Funds rate in mid-2004, this rate did not exceed 2% until De-
cember 2004, and it reached 3% only in May 2005.43 Thus, given
that the contemporary rate of inflation was roughly 2 to 3% per
year, the Fed was holding the effective real Federal Funds rate
in the negative range for about three years.

Small wonder, then, that related interest rates also re-
mained unusually low during this period. Perhaps most im-
portant, the interest rate on conventional thirty-year home
mortgages fell from 8.5% in May 2000 to less than 6% by
January 2003, and afterward it rarely exceeded 6%, rising
above that level consistently only after October 2005 and even
then never exceeding 6.8% as a monthly average. 44 Figure 2
illustrates this trend. Thus, allowing for price inflation of two
to three percent per year, the real rate on conventional, long-
term mortgage loans remained at roughly three to four per-
cent for several years after 2002. During that period, the Fed
made bank credit, including loans for house purchases, very
cheap. By doing so, the Fed fueled the housing bubble. After
all, no matter how easy the terms may be in a mortgage-loan
market backed by reckless GSEs, transactions still require that

42. Stan J. Liebowitz, Anatomy of a Train Wreck: Causes of the Mortgage Meltdown,
in HOUSING AMERICA, supra note 31, at 287, 288.

43. See Bd. of Governors of the Fed. Reserve Sys., Effective Federal Funds Rate,
http://research.stlouisfed.org/fred2/data/FEDFUNDS.txt (last visited Feb. 23, 2010).

44. See Bd. of Governors of the Fed. Reserve Sys., 30-Year Conventional Mort-

gage Rate, http://research.stlouisfed.org/fred2/series/MORTG?cid=114 (last visited

Feb. 23, 2010).
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funds be available to the financial institutions that originate
the loans. Absent this ample supply of monetary fuel, the de-
velopment of the housing bubble would have been much less
likely, if not impossible.

Figure 245

30-Year Conventional Mortgage Rate (MORTG)

Source: Board of Governors of the Federal Reserve System
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The brisk rate of growth of the money stock provides further
evidence of the excesses of Fed action. Between December 2000
and December 2006, the money stock, as measured by the M2
monetary aggregate, increased from $4.95 trillion to $7.06 tril-
lion, or by 42.7%, in just six years (an average annual rate of
growth of 6.1%).46 To put this monetary growth into perspec-
tive, one may consider that from the fourth quarter of 2000 to
the fourth quarter of 2006, real GDP increased by only 15.2%
(an average annual rate of growth of 2.4%). 47 Thus, in this pe-
-riod, the money stock was growing at roughly 2.5 times the
rate at which real output was growing.

Stanford University economist John B. Taylor argues that the
Fed is primarily responsibile for fueling the housing boom, and
hence for causing the many unfortunate consequences that en-
sued when this boom ultimately went bust:

45. Id.

46. See Bd. of Governors of the Fed. Reserve Sys., M2 Money Stock, http://
research.stlouisfed.org/fred2/data/M2NS.txt (last visited Feb. 23, 2010).

47. See BUREAU OF ECON. ANALYSIS, supra note 2.
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Monetary excesses were the main cause of the boom. The
Fed held its target interest rate, especially in 2003-2005, well
below known monetary guidelines that say what good pol-
icy should be based on historical experience. Keeping inter-
est rates on the track that worked well in the past two dec-
ades, rather than keeping rates so low, would have
prevented the boom and the bust. Researchers at the Or-
ganization for Economic Cooperation and Development
have provided corroborating evidence from other countries:
The greater the degree of monetary excess in a country, the
larger was the housing boom. 48

III. FRIGHTENED OVERREACTIONS

Since the onset of the current economic troubles, U.S. poli-
cymakers have acted as if they are frightened or are seeking to
frighten others -insisting that the impending dangers are so
ominous that unless extraordinary measures are taken imme-
diately, a catastrophe may occur. Policymakers have also acted
as if they do not know what they are doing-devising one new
measure after another, in ad hoc responses to a sequence of
perceived problems, especially in the various credit markets,
and frequently reversing course, even abandoning major initia-
tives altogether and replacing them with a new bailout du jour.

Moreover, while constantly proclaiming that they seek to
remedy economy-wide or even worldwide problems, they have
undertaken an unprecedented degree of tailoring in deciding
which institutions to help and which to forsake. In this regard,
they have given the distinct impression that rather than imple-
menting broad-gauge monetary or fiscal policy, they are engag-
ing in financial and economic "industrial policy," picking win-
ners with little or no apparent economic logic to support their
decisions. Bear Steams must be saved; Lehman Brothers may
sink. Citigroup must be saved; CIT Group may fall into bank-
ruptcy. General Motors and Chrysler must be saved; countless
smaller firms scattered across the economy may go down. In

48. John B. Taylor, Op-Ed., How Government Created the Financial Crisis, WALL ST.
J., Feb. 9, 2009, at A19. For other economists who have reached the same conclu-
sion about the fundamental cause of the housing boom, see Mark Thornton, The
Economics of Housing Bubbles, in HOUSING AMERICA, supra note 31, at 237, 242-45;
Gerald P. O'Driscoll, Jr., The Financial Crisis: Origins and Consequences, INTERCOL-
LEGIATE REV. 44, Fall 2009, at 4, 4.
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these circumstances, a firm's survival might well turn on having
friends at the Treasury, at the Fed, or in Congress.

Small wonder that the pace of lobbying has quickened per-
ceptibly.49 The Wall Street Journal reports: "Government
spending as a share of the economy has climbed to levels not
seen since World War II. The geyser of money has turned
Washington into an essential destination for more and more
businesses. Spending on lobbying is up, as are luxury hotel
bookings in the capital."50 Thus, the existing policies amount to
a recipe for political (that is, economically irrational) allocation

of resources, which is scarcely reassuring for those seeking to
divine the economy's future.

In mid-November 2008, Edmund L. Andrews observed:
"White House and Treasury officials have been devising policy
on the fly for months now, as what began as a panic over losses

on subprime mortgages broadened into a crisis that wreaked
havoc on Wall Street, at major commercial banks and in the

broader economy itself."5 ' In a December 18, 2009 speech at the
American Enterprise Institute, President Bush explained rather

defensively why he had approved the big financial bailout bill
enacted on October 3:

I was in the Roosevelt Room and Chairman Bernanke and
Secretary Paulson, after a month of every weekend where
they're calling, saying, we got to do this for AIG, or this for
Fannie and Freddie, came in and said, the financial markets
are completely frozen and if we don't do something about it,
it is conceivable we will see a depression greater than the
Great Depression. So I analyzed that and decided I didn't
want to be the President during a depression greater than
the Great Depression, or the beginning of a depression
greater than the Great Depression. So we moved, and
moved hard.52

49. David Cho, Steven Mufson & Tomoeh Murakami Tse, In Shift, Wall Street Goes

to Washington, WASH. POST, Sept. 13, 2009, at Al; Mark Landler, Lobbyists Swarming

the Treasury for a Helping of the Bailout Pie, N.Y. TIMES, Nov. 12, 2008, at A22.

50. Davis & Hilsenrath, supra note 17.

51. Edmund L. Andrews, Bailout Effort Shifting Focus To Consumers, N.Y. TIMES,

Nov. 13, 2008, at Al.

52. Posting of Karen Tumulty to Swampland: A blog about politics, President

Bush Uses the D-Word, http://swampland.blogs.time.com/2008/12/18/president-

bush-uses-the-d-word/ (Dec. 18, 2008, 17:37 EST).
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John B. Taylor notes that "[t]he realization by the public

that the government's [TARP] intervention plan had not been
fully thought through, and the official story that the economy
was tanking, likely led to the panic seen in the next few
weeks."53 Moreover, "this was likely amplified by the ad hoc

decisions to support some financial institutions and not others
and unclear, seemingly fear-based explanations of programs

to address the crisis." 4

Further evidence that policymakers were flying by the seat of

their pants comes from the sheer number and variety of

significant policy actions taken in the brief period from early
September to mid-November 2008 and, somewhat less
frantically, in the months afterward. Over this time, the

government took the following actions:

Sept. 7: The Treasury takes over mortgage giants Fannie Mae
and Freddie Mac, putting them into a conservatorship and
pledging up to $200 billion to back their assets.

Sept. 16: The Fed injects $85 billion into the failing American
International Group, one of the world's largest insurance
companies.

Sept. 16: The Fed pumps $70 billion more into the nation's
financial system to help ease credit stresses.

Sept. 19: The Treasury temporarily guarantees money
market funds against losses up to $50 billion.

Oct. 3: President Bush signs the $700 billion economic
bailout package....

Oct. 6: The Fed increases a short-term loan program, saying
it is boosting short-term lending to banks to $150 billion.

Oct. 7: The Fed says it will start buying unsecured short-

term debt from companies, and says that up to $1.3 trillion
of the debt may qualify for the program.

Oct. 8: The Fed agrees to lend AIG $37.8 billion more,
bringing total to about $123 billion.

53. Taylor, supra note 48.

54. Id.
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Oct. 14: The Treasury says it will use $250 billion of the $700
billion bailout to inject capital into the banks, with $125
billion provided to nine of the largest.

Oct. 14: The FDIC says it will temporarily guarantee up to a
total of $1.4 trillion in loans between banks.

Oct. 21: The Fed says it will provide up to $540 billion in
financing to provide liquidity for money market mutual funds.

Nov. 10: The Treasury and Fed replace the two loans
provided to AIG with a $150 billion aid package that
includes an infusion of $40 billion from the government's
bailout fund.55

Not since the explosion of government intervention into
economic affairs at the outset of the New Deal has the
government enacted such a rapid-fire succession of significant
measures so quickly. Policymakers ordinarily might have
studied, debated, and refined any one of these measures for
months before its implementation. This time, however, scarcely
any of them received more than perfunctory consideration, and
many measures were adopted so hastily that it is difficult to
believe that they received more than a few hours of serious
thought by more than a handful of people. Never before in U.S.
history did so many measures of such great importance come
forth from so few decision makers in so little time.

Even when Congress voted as a whole, as it did on the
bailout bill enacted on October 3, 2008, few members had a
genuine grasp on the legislation. Most congressmen were
stampeded into going along with the bill by the exhortations of
frightened leaders in the executive and legislative branches and
by Fed Chairman Ben Bernanke. Four days after Congress
approved and the President signed the Emergency Economic
Stabilization Act of 2008, Congressman Ron Paul wrote:

The rallying cry heard all over the Hill the past two weeks
was that Congress must act. Our economy is facing a melt-
down. Would this bill fix it? Nobody could really explain
how it would. In fact, few demonstrated any real under-
standing of credit markets, of derivatives, of credit default
swaps or mortgage-backed securities. If they did, they

55. Kathleen Pender, Government Bailout Hits $8.5 Trillion, S.F. CHRON., Nov. 26,
2008, at Al.
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would have known better than to vote for this bill. All they
knew was that this administration was saying some fright-
ening things, and asking for a lot of money.5 6

It is possible to survey all of the extraordinary actions the

government took in the late summer and autumn of 2008 and

conclude that, given the conditions at that time, the authorities
had little choice and acted only as the situation clearly required

to avoid catastrophe. "There is no playbook for responding to

turmoil we have never faced," Secretary Paulson declared in

mid-November.5 7 "We have done what was necessary as facts

and conditions in the market and economy have changed,

adjusting our strategy to most effectively address the crisis. 5 8

Although this account is conceivable, it is highly implausible.

Much more plausible is the interpretation that if indeed the

government's objective were simply to avert catastrophe, then

it clearly overreacted. It perceived a serious potential for

disaster where the actual potential was much smaller or, in

many specific areas, virtually nonexistent. It consistently failed

to consider how, if the government did nothing, private parties

might meet the existing challenges by means of their own

devising because they have such a great incentive to do so. In

short, the government overreacted because the handful of

government decision makers who wielded the greatest power

at the time assumed that central government action ought to be

thefirst resort in a perceived crisis.

Consider the crisis atmosphere that the government and the

news media created in late September and early October 2008

and, to a somewhat lesser extent, in the four or five subsequent

months. As Brian Gilmore, executive vice president of a

Massachusetts trade association, stated in November 2008:

"The whole psychology is that the sky is falling, even though

it's not."59 The media and government story line, repeated

again and again, as if mere repetition made it true, was that the

credit markets were "locked up," "clogged," "melted down,"

56. Ron Paul, The Do-Something Congress, LEWROCKWELL.COM, Oct. 7, 2008,

http://www.lewrockwell.com/paul/pau1483.htm.

57. Henry M. Paulson, Jr., Op-Ed., Fighting the Financial Crisis, One Challenge at a

Time, N.Y. TIMES, Nov. 18, 2008, at A27.

58. Id. (emphasis added).

59. Ross Kerber, Small-business loans still flowing; Many in Mass. find no barrier,

BOSTON GLOBE, Nov. 21, 2008, at Al.
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"frozen," or, in other metaphors, effectively inoperative. One
financial dealer after another told news reporters that "nobody
is lending," or used words to the same effect.

Yet the Fed's comprehensive data for the volume of lending in
various credit markets at the time showed nothing to warrant
these hysterical views.60 Finally, in January 2009, Global Finance
reported that "[a] chorus of dissenting voices has emerged that is
challenging the widely held belief that interbank lending markets
have dried up, commercial lending is being curtailed, and non-
financial commercial paper markets have virtually ground to a
halt." 61 The article cites the analysis of researchers at the Federal
Reserve Bank of Minneapolis and a report by Octavio Marenzi,
head of the research firm Celent, who stated:

While there is no denying that we are mired in a very serious
financial crisis, this does not yet appear to have transformed
into a general credit crisis.... In aggregate, credit and lending
markets appear to be functioning well and in many cases are
actually operating at historically high levels. 62

Marenzi concluded that unless policymakers had undisclosed
data to support their actions, it appeared that they were
"making generalizations based on the situation of a particular
set of businesses or banks. ' 63

Throughout the recent crisis, policymakers operated on the
basis of two unspoken assumptions: The volume of
outstanding credit should never decline, and if the volume of
outstanding credit does decline, the government should act to
reverse that decline. Neither assumption makes good economic
sense. Past increases in the volume of credit may have been
excessive; indeed, in the mortgage-lending market, one would
be hard pressed to deny such excesses now that so many
subprime and Alt-A loans have become delinquent.64 One

60. See Posting of Robert Higgs to The Beacon, Credit Is Flowing, Sky Is Not Fal-
ling, Don't Panic, http://www.independent.org/blog/?p=201 (Sept. 23, 2008);
Posting of Robert Higgs to The Beacon, The Data Don't Justify Financial-Market
Panic, http://www.independent.org/blog/?p=255 (Oct. 8, 2008); Posting of Robert
Higgs to The Beacon, My Credit Is Not Frozen (Nor Are Most Others'), http://
www.independent.org/blog/ (Oct. 11, 2008).

61. Anita Hawser, Credit Crunch May Be A Myth, GLOBAL FIN., Jan. 2009, at 4, 4.
62. Id.

63. Id.
64. Paul Jackson, Alt-A Mortgage Loan Delinquencies Nearly As Bad As Subprime,

NUWIRE INVESTOR, May 1, 2009, http://www.nuwireinvestor.com/articles/
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cannot easily justify the idea that past foolhardy loans, now
being wiped off the accounts in foreclosure proceedings, ought
to be propped up or quickly replaced by loans that, under
present conditions, can scarcely be any less foolhardy. Yet
many of the government's emergency policies seem designed
to achieve precisely this nonsensical objective. 65 If credit
retrenchment is occurring for good reasons, then the

government's actions to offset it are unnecessary, and will most
likely be mischievous, as well. Government loans or loan

guarantees will prop up borrowers who ought never to have
received the loans in the first place. Such measures diminish
the economy's overall efficiency and lay the foundation for a
recurrence of similar troubles.

Many of the government's crisis actions seem aimed not at
doing what makes economic sense, but at saving select
incumbent firms that got into trouble by making bad bets.
Apart from anything that might be said about taking money
from responsible parties and giving it to irresponsible parties,

such policies in effect maintain an economic condition in which
profits remain private, but losses are socialized. The moral
hazard these policies promote may be the worst consequence
of the government's crisis response in the long run. Federal
Reserve Bank of Philadelphia President Charles I. Plosser noted

this danger:

This crisis, whether it's because of the Fed or the Treasury or
Congress, has created a lot of new moral hazards.... Once
you have done this once, even though it was in a severe
crisis, the temptation will be for people to figure that in the
next crisis you'll do it again.66

What major firm's managers in the future will fear having to
bear the full consequences of imprudent actions? Will not all
such actors appreciate that the government stands ready to bail

out their firms on the grounds that they are "too big to fail" or

that permitting them to fail poses too great a "systemic risk"?

alt-a-mortgage-loan-delinquencies-nearly-as-bad-as-subprime-52903.aspx; Subprime,
Alt-A mortgage delinquencies rising: S&P, REUTERS, May 22, 2008, http://www.
reuters.com/article/gc03/idUSN2249493920080522.

65. See Patrice Hill, Feds help feed new market for easy mortgages; High-risk loans
guaranteed, WASH. TIMES, Oct. 19, 2009, at Al.

66. Edmund L. Andrews & David E. Sanger, U.S. Is Finding Its Role in Business
Hard to Unwind, N.Y. TIMES, Sept. 14, 2009, at A10.
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Officials at the Treasury and the Fed repeatedly advanced
the latter claim when explaining their action. Thus, on October
14, 2008, Secretary Paulson issued a statement that declared:
"[O]ur actions are extensive, powerful and transformative.
They demonstrate that the government will do what is necessary
to restore the flow of funds on which our economy depends and
will act to avoid, where possible, the failure of any systemically
important institution."6 7 Systemic risk denotes the potential for an
institution's failure to set in motion a train of other failures,
ultimately bringing down the entire economic system or at least
a large part of it. It is a frightening prospect, and members of
Congress generally defer to Fed or Treasury officials who
explain that the powers they possess or seek will be used to
avert it.68 Despite the centrality of systemic risk in the rhetoric
employed by policymakers, it has not been well established as a
serious threat. In a recent substantial econometric study, the
investigators concluded that "chances of systemic failure appear
low even during major financial crises." 69 Regardless of its
actual likelihood of wreaking major harm, however, systemic
risk is an idea that lends itself splendidly to fear-mongering.

IV. THE RATCHET EFFECT

During the past century, whenever the government abruptly
expanded its size, scope, and power during a national
emergency, it never returned completely to its pre-crisis
dimensions or even to the dimensions that it would have attained
had pre-crisis trends continued. I call this phenomenon the
"ratchet effect." 7° In view of the political logic of this

67. Press Release, U.S. Dep't of the Treasury, Statement by Secretary Henry M.
Paulson, Jr. on Actions to Protect the U.S. Economy (Oct. 14, 2008) (emphasis
added), available at http://www.treas.gov/press/releases/hp1205.htm; see also Sys-
temic Risk And The Financial Markets: Hearing Before the H. Comm. on Fin. Servs., 110th
Cong. 7 (2008) (statement of Henry M. Paulson, Jr., Sec'y, U.S. Dep't of the Treasury).

68. Deference is not always forthcoming, however. At a hearing on July 15, 2008,
Senator Jim Bunning told Federal Reserve Chairman Ben Bemanke: "Now the Fed
wants to be the systemic risk regulator. But the Fed is a systemic risk." Posting of
John Carney to Dealbreaker, http://dealbreaker.com/ (July 15, 2008, 11:48 EDT).

69. S6hnke M. Bartram, Gregory W. Brown & John E. Hund, Estimating systemic
risk in the international financial system, 86 J. FINANCIAL ECON. 835, 839 (2007).

70. See ROBERT HIGGS, AGAINST LEVIATHAN: GOVERNMENT POWER AND A FREE SO-
CIETY 214 (2004); ROBERT HI;GGS, CRISIS AND LEVIATHAN: CRITICAL EPISODES IN THE
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phenomenon and the particular facts of the current crisis and
the government's responses to it, it is likely that we shall see

the same pattern of events in the present case.

The government's size, as measured by its fiscal dimensions,
almost certainly will remain at a greater level for many years

after the current emergency has passed. According to the CBO
baseline-projection update in August 2009, federal outlays will

jump from 21% of GDP in fiscal year 2008 to 26.1% in 2009, and
then fall back to lower ratios in subsequent years. However, the

retrenchment is currently forecasted to return the outlay
percentage only to 22.6% in fiscal year 2013, after which it will

increase slowly until 2019, when it will be 23.4%, or 2.4
percentage points greater than it was in 2008.71 One would be a

fool to take such projections seriously for more than the very
short term. Long before the ten-year projection period has run
its course, unanticipated changes in economic conditions and

government fiscal activities almost certainly will have
occurred, displacing the government's spending ratio from its

currently projected path. Nevertheless, the current projections
do indicate that unless the government's future spending and
taxing levels are altered from those implied by currently

existing laws or unless the economy performs substantially

better than the forecast predicts, the upshot of the present

surge in outlays will be a permanently higher level of federal
outlays relative to GDP-a fiscal ratchet effect.

The CBO's projections also show that federal taxes as a
percentage of GDP will recover from their relatively low levels

of 2009 and 2010, and after 2012 they will lodge in the relatively
high range (by the standard of the past forty years) of nineteen
to twenty percent. Federal debt held by the public is projected to
rise every year, ascending from $5.80 trillion (or 40.8% of GDP)

at the end of fiscal year 2008 to $14.32 trillion (or 67.8% of GDP)

at the end of fiscal year 2019.72 The CBO report concludes:

Over the long term (beyond the 10-year baseline projection
period), the budget remains on an unsustainable path.
Unless changes are made to current policies, the nation will

GROWrH OF AMERICAN GOVERNMENT 30-33 (1987); ROBERT HIGGs, NErHER LIBERTY

NOR SAFETY: FEAR, IDEOLOGY, AND THE GROWTH OF GOVERNMENT 82 (2007).

71. CONG. BUDGET OFFICE, THE BUDGET & ECONOMIC OUTLOOK: AN UPDATE,

1-2 tbl.1-1 (2009).

72. Id.
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face a growing demand for budgetary resources caused by
rising health care costs and the aging of the population.
Continued large deficits and the resulting increases in
federal debt over time would reduce long-term economic
growth by lowering national saving and investment relative
to what would otherwise occur, causing productivity and
wage growth to gradually slow.73

It also seems likely that the government's responses to the
crisis of 2008-2009 will permanently enlarge the scope of its
intervention in the economy. The government has acquired
major ownership stakes in hundreds of commercial banks and
in AIG, General Motors, and Chrysler. It may retain a portion
of this ownership and control for a long time. Fannie Mae and
Freddie Mac are now effectively government-owned and
operated enterprises, and they, along with the recently bloated
FHA, 74 remain the overwhelmingly dominant players in the
secondary mortgage market, exerting a huge effect on
mortgage financing and hence on the markets for residential
housing and all the goods and services associated with it-
altogether a substantial part of the economy and a sector that
plays an especially important role in generating macroeconomic
booms and busts.

In addition, the Fed has vastly expanded the scope of its
lending and other operations, and it now effectively implements a
financial industrial policy through its decisions to aid only
selected firms and industries. If the Fed is not "picking winners,"
it is certainly deciding who will be spared a market-determined
fate as a loser.75 How the Fed will exercise these new powers in
the long run remains unclear. Fed officials insist that they intend
to withdraw from many of the new areas they have recently
entered once the crisis has passed, but it would be surprising if
none of the recent "emergency" policies remained in the Fed's
arsenal to bulk up its powers. Executives on Wall Street say that
"the legacy could be enduring." 76 Officials in the Obama
Administration "bristle at even the hint that their rescue measures
have ushered in a new era of 'big government.' But supporters

73. Id. at xii-xiii.

74. See Hill, supra note 65.

75. See Randall G. Holcombe, Transforming America: The Bush-Obama Stimulus Pro-
grams, FREEMAN, Sept. 2009, at 34, 34-35.

76. Cho, Mufson & Tse, supra note 49.
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and critics alike worry that it will be difficult to shrink the

government to anything like its former role." 7 Many of the
recently created vested interests in these new interventionist
measures are sure to press for their perpetuation.

Moreover, if the Fed succeeds in getting the authority it has
been seeking to act as a super-regulator of all firms (nonbanks as
well as banks) the failure of which might pose a systemic risk to
the economy, 78 then the current crisis will have produced another
highly significant ratchet effect on the scope of government.

Indeed, even if another government agency or a council of
several agencies undertakes this role, the action will amount to a
major increase in the government's regulatory power.

Unfortunately, the government's engagement as a systemic-risk
regulator serves as a perfect example of what F.A. Hayek called
the pretense of knowledge. 79 After all, this arrangement would be

tantamount to hiring the same fox that has been devouring the
chickens as the security guard for the henhouse. Moreover, it is
difficult to envision how the government can conceivably attempt
to regulate the firms it takes to pose a systemic risk without
wreaking major economic mischief. In a passage that remains as
apt today as it was in 1776, Adam Smith warned:

The statesman, who should attempt to direct private people
in what manner they ought to employ their capitals, would
not only load himself with a most unnecessary attention, but
assume an authority which could safely be trusted, not only
to no single person, but to no council or senate whatever,
and which would nowhere be so dangerous as in the hands
of a man who had folly and presumption enough to fancy
himself fit to exercise it.80

77. Andrews & Sanger, supra note 66.

78. See generally Alison Vekshin, Obama's Fed Risk Regulator Plan Fades as Law-
makers Back Council, BLOOMBERG, July 23, 2009, http://www.bloomberg.com/apps/
news?pid=20601070&sod=aH7XBO4IEB8.

79. See Alan S. Blinder, An Early-Warning System, Run by the Fed, N.Y. TIMES, July
25, 2009, at BU5; Friedrich August von Hayek, Nobel Prize Lecture, The Pretence
of Knowledge (Dec. 11, 1974), available at http://nobelprize.org/nobel-prizes/
economics/laureates/1974/hayek-lecture.html; see also Doug French, Ben Ber-
nanke's Pretense of Knowledge, LUDWIG VON MISES INST., Dec. 6, 2008, http:/l
mises.org/story/3247 (applying Hayek's concept to Bemanke's actions in 2008).

80. ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH

OF NATIONS 423 (Modem Library 1937) (1776).
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Smith was warning against what he had earlier called the
presumptuous "man of system," who "is apt to be very wise
in his own conceit."8 Today, that general class may include
the presumptuous "man of systemic risk regulation." In view
of the seemingly limitless scope of this species of regulation
and the likelihood of its being exercised in a very harmful
manner, it poses an especially great risk to the economy's
successful functioning.

81. ADAM SMITH, THE THEORY OF MORAL SENTIMENTS 233 (D.D. Raphael & A.L.
Macfie eds., Liberty Fund 1982) (1759).
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ANTITRUST IN AN ERA OF MARKET FAILURE

ALAN DEVLIN*

This is an unsettling time for those who support rigorous economic
analysis in antitrust cases. Over the past four decades, numerous as-
sumptions underlying the operation of free markets had developed to

the point of being virtually unassailable. Rational profit-maximizing
behavior on the part of many leads to optimal, self-sustaining equilib-
ria. Markets self-correct, such that many (indeed most) distortions
will be ephemeral. Financial markets are efficient, which means that
even large-scale entry in capital intensive markets can safely be pre-
sumed where supracompetitive prices await. In cases of uncertainty,
enforcers should err on the side of false negatives by presuming the
existence of competitive markets. In short, the free market works. Cer-
tain of these assumptions now lie in ruins. For the antitrust propo-

nent who developed his thinking based on such principles, the global
market meltdown poses an unprecedented predicament.

Yet, when all the dust has settled, it is not clear what the objective les-
sons of the crisis will be for competition policy. The global recession cer-
tainly teaches that assumptions of efficiency are misplaced where sys-
temic risk and uncertainty pervade the marketplace. It questions the
wisdom of a financial system that becomes concentrated to a point where
the failure of one key player triggers the collapse of others. It reveals that
monetary policy alone cannot control all macroeconomic fluctuations. It
raises fundamental questions about the role of regulation, not just in
terms of domestic scope, but in efficacy and global reach too. But for all
this, it does not say much about antitrust analysis.

Many have missed this point, and missed badly. Competition en-

forcers, politicians, and commentators are falling prey to an alluring,
yet simplistic and myopic view. They posit that the economic dogma
that ushered in today's extraordinary global recession is inextricably
linked to the tenets of price theory that inform antitrust doctrine.
They are mistaken.

* Law Clerk to the Honorable Richard D. Cudahy, U.S. Court of Appeals for the

Seventh Circuit; University College Dublin, B.B.L. (Int'l), 2004; University of Chicago,
LL.M., 2005; University of Chicago, J.S.D., 2006; Stanford Law School, J.D., 2007.
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This Article explores the normative repercussions of the global re-

cession for competition policy and explains that minimal readjust-
ment is counseled under the rubric of economics. Nevertheless, past

shifts in substantive policy have coincided with larger changes in po-
litical thinking. The crisis has undermined U.S. faith in the free mar-

ket, a development that portends a deviation from the law's cautious

approach to economic conduct of indeterminate long-run competitive

effect. Such a shift is difficult to justify, but is likely inevitable.
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INTRODUCTION

The collapse of the global financial system in 2008 and the
ensuing recession through 2009 raise fundamental questions
about the future of free-market economics. Although macro-
economic policy and regulation of the financial sector are the
most obvious candidates for revision in light of the meltdown,
antitrust law-given its explicit reliance on price theory-may
also be implicated. This Article surveys the worst recession in a
generation and explores the normative insights the crisis pro-
vides for proper competition policy.

The market meltdown that began in the U.S. housing sector
and tore through the world economy has laid bare a number of
economic principles. In particular, the deregulatory movement
that swept through myriad industries was premised on the no-
tion that market forces produce results superior to government
intervention. This movement relied on the assumption that ra-
tional choice theory fairly encapsulates real-world behavior,
such that companies and consumers act in their best interests. So
informed, this theory suggested that markets self-correct, eco-
nomic distortions are ephemeral, and rational behavior produces
desirable outcomes. In light of the calamitous global recession,
certain of these assumptions were obviously misplaced.

Assumptions of capital-market efficiency, rational behavior,
and market self-correction play at least as central a role in an-
titrust jurisprudence as they played in regulatory policy to-
ward financial markets. If these assumptions have been at
least partially discredited in the latter setting, what does that
say about the former?

Despite a common reliance on free-market forces, the princi-
ples of economics that underlie competition law are highly dis-
tinct from the norms that justified deregulation in the financial
sector. Antitrust law understands the market to self-correct
where monopoly conditions attract capital, thus yielding com-
petition, lower prices, and greater social welfare.' In contrast, in
the financial sector, the incentive to maximize profits spurs ex-
cessive leverage, creating systemic risk, which triggers the need

1. Cognizant of this restorative process, the law seeks to facilitate entry and to avoid
mistaken findings that might insulate undesirable behavior from free-market forces.
Obeisance toward the curative powers of the market has led U.S. law to adopt an ag-
nostic approach to economic conduct of indeterminate long-run effect.
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for regulation. Thus, the market failure in the banking industry
need not reveal an intellectual frailty underlying antitrust ju-
risprudence. Were one to infer, however, that the market fail-
ure associated with the credit crisis has normative repercus-
sions for the faith properly placed in capitalist forces generally,

one might reasonably revisit substantive antitrust doctrine.
This Article explores whether we should in fact interpret the
recession in this manner.

Over the past several decades, competition regimes of ever-
growing sophistication have played an important role in the
regulation of Western economies. 2 In the United States, the
Chicago and post-Chicago Schools of thought have placed
price theory at the heart of substantive policy.3 U.S. courts and

enforcement agencies have developed an intricate body of ju-
risprudence that arguably renders the United States the
world's most mature antitrust jurisdiction.4 The European Un-
ion has slowly, but inexorably, followed suit, adopting the con-

sumer welfare paradigm and implementing rules of growing
economic sophistication.5 Substantive interjurisdictional differ-
ences remain, of course, especially with respect to the question
of the proper level of constraints to be placed on dominant

2. See Bruce M. Owen et al., China's Competition Policy Reforms: The Anti-Monopoly

Law and Beyond, 75 ANTITRUST L.J. 231, 231 (2008) (explaining the myriad benefits

competition policy has bestowed upon Western economies).

3. See Jonathan B. Baker, Recent Developments in Economics that Challenge Chicago

School Views, 58 ANTITRUST L.J. 645, 646 (1989); Herbert Hovenkamp, Post-Chicago Anti-

trust: A Review and Critique, 2001 COLuM. BUS. L. REV. 257, 258; Richard A. Posner, The

Chicago School of Antitrust Analysis, 127 U. PA. L. REV. 925 (1979).

4. See Siddharth Fernandes, F. Hoffmann-LaRoche, Ltd. v. Empagran and the Extra-

territorial Limits of United States Antitrust Jurisdiction: Where Comity and Deterrence Col-

lide, 20 CONN. J. INT'L L. 267, 268 (2005) (noting that the "United States has what is

considered the world's most advanced and extensive antitrust regime" (footnote omit-
ted)); Thomas A. Lambert, Tweaking Antitrust's Business Model, 85 TEx. L. REV. 153, 153-

54 (2006) (reviewing HERBERT HOVENKAMP, THE ANTTRUST ENTERPRISE: PRINCIPLE

AND EXECUTION (2005)).

5. See Neelie Kroes, Why Microsoft Was Wrong, WALL ST. J. EUR., Sept. 26, 2007, at

13 ("U.S. and EU antitrust laws agree on most things, not least the objective of bene-
fiting consumers."); Mario Monti, Comm'r for Competition: European Comm'n,

Comments and Concluding Remarks, Conference on Professional Regulation 16

(Oct. 28, 2003), available at http://ec.europa.eu/comm/competition/speeches/text/
sp2003.028 en.pdf (referring to the goal of making "the EU the most competitive

and dynamic economy in the world by 2010").
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firms. 6 Despite these differences, a belief in the power of eco-
nomic analysis has largely transcended national borders. 7

Although the global financial meltdown demonstrates that
unqualified support for the free market was dogmatic, it has
revealed no systemic market failure that suggests or supports a
shift in substantive antitrust policy. Competition law is con-
cerned with the tendency of capital to flow to its highest-value
uses. This phenomenon emanates from firms' incentive to
maximize profits. If the banking crisis has taught us anything,
it is that financial actors are myopic in their avid pursuit of
short-run gains. This practice highlights the presence of incen-
tives that justify the pre-crisis approach to competition law.

Unfortunately, it seems clear that the U.S. and EU authorities
are using the crisis as a launching pad for far more aggressive
enforcement against unilateral behavior and merger activity.9

Coupled with the possible expansion of Section 5 beyond the
traditional scope of antitrust law,10 it appears that the United
States is headed on an interventionist path more akin to Brus-
sels than Chicago.1

America's two enforcement agencies have gone so far as to
speak of market concentration itself as an appropriate object of
antitrust condemnation, even absent price effects. 2 This view,

6. See Deborah A. Garza, Transatlantic Antitrust: Convergence or Divergence, 16
ANTITRUST 5, 5 (2001); Ken Heyer, A World of Uncertainty: Economics and the Global-
ization of Antitrust, 72 ANTITRUST L.J. 375, 403 (2005); Charles W. Smitherman 1II,
The Future of Global Competition Governance: Lessons from the Transatlantic, 19 AM. U.
INT'L L. REV. 769, 821-25 (2004).

7. See, e.g., GIORGIO MONTI, EC COMPETITION LAW 73-82 (2007) (comparing and
contrasting the role of economic analysis in U.S. and EC competition law).

8. See Henry Kaufman, How Libertarian Dogma Led the Fed Astray, FT.COM, Apr.
27, 2009, http://www.ft.com/cms/s/O/705574f2-3356-llde-8flb-OO144feabdcO,s01

=1.html?nclickcheck=1.

9. See infra Part If.B; see also Tamara Lytle, Obama's New Antitrust Rules Have Big, Pow-

erful Companies Sweating: The monopoly policy is a reversal of a Bush administration rule,
U.S. NEWS & WORLD REP., May 20, 2009, http://www.usnews.com/artides/news/

national/2009/05/20/obamas-new-antitrust-rules-have-big-powerful-companies-

sweating.html.

10. See, e.g., Robert H. Lande, Revitalizing Section 5 of the FTC Act Using 'Consumer

Choice' Analysis, ANTITRUST SOURCE, Feb. 2009; Thomas B. Leary, A Suggestion for the
Revival of Section 5, ANTITRUST SOURCE, Feb. 2009.

11. See Dol, EU Actions Suggest Tougher Antitrust Enforcement, TELECOMM. REP., June

1, 2009, at 43.
12. See Mark D. Whitener, Interview with J. Thomas Rosch, Commissioner, Federal

Trade Commission, 23 ANTITRUST 32, 41 (2009) ("A... possibility is that the agencies
will be taking a closer look to see whether or not the merger will result in a post-

No. 21



Harvard Journal of Law & Public Policy

most prevalent during the Warren Court era, has been resound-
ingly rejected by U.S. courts for more than thirty years.13 Long-run

efficiency is the exclusive goal of modem competition enforce-
ment.14 Without the guiding norm of efficiency, antitrust policy
would become untethered from any cognizable policy founda-
tion.15 It would become a malleable tool subject to the idiosyn-

cratic whim of whoever wished to enforce it.16 Courts would lack
a well-defined standard by which to judge challenged conduct.

This Article explores the events leading up to the global re-

cession, construing them in light of the revolutionary political
and economic factors that yielded dramatic historical change in
antitrust doctrine. It also explains the specific lessons of the cri-
sis for modern principles of competition law. Clearly, the
global recession has created a challenge for antitrust policy, but
a critical inquiry into the genuine lessons of the global credit
crisis reveals that little alteration is needed. An economically
informed body of law focused purely on maximizing dynamic

transaction firm that is too big to fail ...."); see also Jim Puzzanghera, Antitrust En-
forcer Vows Tough Stance, L.A. TIMES, May 12, 2009, at B1 (noting Christine Varney's
question of whether antitrust has failed if companies get too big to fail and observa-
tion that "[clonsumers have been waiting for the markets to correct themselves, but
the financial crisis has shown they haven't").

13. See, e.g., United States v. Syufy Enters., 903 F.2d 659, 668-69 (9th Cir. 1990).

14. See N.C.A.A. v. Bd. of Regents of Univ. of Okla., 468 U.S. 85, 107 (1984) ("Con-
gress designed the Sherman Act as a 'consumer welfare prescription."' (quoting Reiter
v. Sonotone Corp., 442 U.S. 330, 343 (1979)); Continental T.V., Inc. v. GTE Sylvania Inc.,
433 U.S. 36, 57-59 (1977); Joseph F. Brodley, The Economic Goals of Antitrust: Efficiency,
Consumer Welfare, and Technological Progress, 62 N.Y.U. L. REV. 1020, 1025-27 (1987);
William J. Kolasky, Conglomerate Mergers and Range Effects: It's a Long Way from Chicago
to Brussels, 10 GEO. MASON L. REV. 533, 533-34 (2002); Robert H. Lande, Commentary:
Implications of Professor Scherer's Research for the Future of Antitrust, 29 Washburn L.J.
256, 258 (1990) ("[Tlhe dominant paradigm today is that the only goal of the existing
antitrust laws is to increase economic efficiency ...."); Timothy J. Muris, GTE Sylvania
and the Empirical Foundations of Antitrust, 68 ANTrrRUSTL.J. 899, 900 (2001) (interpreting
GTE Sylvania as "a ringing endorsement of the economic approach to antitrust"). But
see John B. Kirkwood & Robert H. Lande, The Fundamental Goal of Antitrust: Protecting
Consumers, Not Increasing Efficiency, 84 NOTRE DAME L. REV. 191 (2008).

15. See Douglas H. Ginsburg, Synthetic Competition, 16 MEDIA L. & POL'Y 1, 7-10
(2006) (observing the vast range of ends to which antitrust laws have historically been
applied, noting that the "varied goals endorsed by the Supreme Court
were... divisive and contradictory," and observing that the Supreme Court's decision
in GTE Sylvania "largely ended the confusion... [and] made the maximization of con-
sumer welfare, or allocative efficiency, the chief consideration when applying the anti-
trust laws").

16. It would, as Judge Robert Bork characterized it, be like "playing tennis with the
net down." Robert H. Bork, Legislative Intent and the Policy of the Sherman Act, 9 J.L. &
ECON. 7, 10 (1966).
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and allocative efficiency is necessary to help propel the econ-

omy back into recovery and sustainable growth.

The global crisis, properly construed, does have significant
repercussions for the larger political landscape within which

competition law is defined and informed. Revolutionary mo-
ments in the development of this area of law have been charac-

terized by a broader socioeconomic context that predisposes

the courts, the public, and academics toward adopting an al-
ternative view. From the 1940s through the 1960s, for instance,

the global marketplace was characterized by relatively weak

competition, which surely tempered the need for the U.S. econ-

omy to emphasize efficiency. Instead, U.S. competition law re-
flected populist goals that included the dispersion of economic

power and the protection of commercial liberty. In the 1980s,
when the law evolved to reflect principles of economic effi-

ciency, the global economy had become far more competitive.
In this setting, an efficiency-based approach to antitrust policy
made far more sense. More important still, the limitations of

non-capitalist systems of creating and distributing wealth had

become painfully apparent." Faith in the free market, espe-

cially in the United States, became deep-rooted, which facili-

tated an antitrust regime that reflected these principles.18

We now face another juncture-one that has the potential to

be equally revolutionary. Rightly or wrongly, many consider

capitalism to have failed, and the public may now perceive
negatively even sound tenets of price theory. Although we

should meet claims that dominant firms have engaged in uni-
lateral misconduct with skepticism, 19 political and legal sympa-
thy for monopoly will probably diminish. Certain fundamen-
tals will remain unchanged, such as the prosecution of cartels

17. See Jonathan R. Macey & Geoffrey P. Miller, The End of History and the New World

Order: The Triumph of Capitalism and the Competition Between Liberalism and Democracy,

25 CORNELL INT'L L.J. 277,283 (1992).

18. See Timothy J. Brennan, Essential Facilities and Trinko: Should Antitrust and Regula-

tion Be Combined?, 61 FED. COMM. L.J. 133, 147 (2008); Thomas E. Kauper, The Report of

the Attorney General's National Committee to Study the Antitrust Laws: A Retrospective, 100

MICH. L. REV. 1867, 1870 (2002) ("American antitrust rests heavily on what in the end is

an act of faith, faith that markets work and are in large part self-correcting.").

19. See Frank H. Easterbrook, The Limits of Antitrust, 63 TEX. L. REV. 1, 18 (1984)

("When a business rival brings suit, it is often safe to infer that the arrangement is

beneficial to consumers.").
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and the prohibition of mergers to monopoly, but large swathes
of doctrine are vulnerable to readjustment.

As a positive matter, such evolution appears inevitable.
What remains to be seen is the scale of the departure from prior
precedent. In justifying a new approach to controversial policy
areas, policymakers must tie their reasons for change to justifi-
able economic theory. Unfortunately, the Federal Trade Com-
mission (FTC), Justice Department, and others have already
grounded their policy alterations in the supposed teachings of
the financial crisis. This is obtuse at best, insincere at worst.

Part I of this Article explains the roles of economic analysis
and political context in the historical development of antitrust
policy. Part II explores the economic policy that led up to the
financial catastrophe, and explains how the global recession
debunks numerous assumptions often associated with the Chi-
cago School. It reveals the lessons that we should draw from
the credit crisis, but those lessons do not include meaningful
contributions to proper antitrust policy. Commentators' reac-
tion to the crisis, partial denunciation of competition policy in
Europe, and aggressively enhanced U.S. enforcement actions
against unilateral behavior of uncertain long-run harm bode ill
for the future. Enforcers' uncritical words threaten to cause a
reversal of the otherwise steady evolution of antitrust law to-
ward greater economic sophistication. This Article explains
that the better course would be to allow the recession to have
little, if any, normative effect on the future direction of compe-
tition law.20 A brief conclusion follows.

20. Before proceeding further, a word on interpretation is needed. Specificity is the
key to reasoned debate about the crisis. Sweeping references to "the market," "deregu-
lation," "capitalism," "Chicago," and other broad terms are not likely to yield mean-
ingful conclusions. Deregulation of industry segments that do not display natural
monopoly characteristics is distinct from deregulation of banking activities predis-
posed to excessive leverage. "The market" performs a different role in antitrust analy-
sis than it does when uncritically used to support wholesale deregulation. Each indus-
try and every market must be subject to particularized analysis-conclusions about
the perceived failure of capitalism in one context may have legitimate normative con-
sequences in one setting and yet none in another.
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I. FREE-MARKET ECONOMICS AND THE EVOLUTION OF

MODERN ANTITRUST DOCTRINE

A. Antitrust Without Economics? The Sherman Act from
Inception to the Warren Court

In modern times, and at least until the onset of the global
market crisis, U.S. antitrust law promoted a narrow but well-
defined goal-namely, long-run efficiency. 21 This objective, de-
fined by microeconomic theory, requires that competition pol-
icy condemn conduct likely to result in diminished industrial
output and increased market prices.22 Antitrust law could con-
ceivably forward a wide variety of alternative ends, but courts
have rejected them. Populism would object to business conduct
that carries the potential to interfere with individual liberty or
to concentrate economic power, irrespective of price effects; yet
this view carries no contemporary force.23 Only actions that
threaten dynamic or static efficiency implicate modem compe-
tition law. 24 It was not always so.

The Sherman Act, or the "Magna Carta of free enterprise," 25

passed into law in 1890.26 As a common law statute, it leaves

21. See Robert H. Bork, Legislative Intent and the Policy of the Sherman Act, 9 J.L. &
ECON. 7, 7 (1966); Michael S. Jacobs, An Essay on the Normative Foundations of Antitrust
Economics, 74 N.C. L. REV. 219, 226-27 (1995). There is an important distinction be-
tween short-run static efficiency, in which a market displays allocative efficiency with
zero deadweight loss, and long-run dynamic efficiency, in which markets may be
subject to ephemeral bouts of monopoly that fuel ongoing innovation. In some infor-
mation markets, often referred to collectively as the "new economy," there is a tension
between static and dynamic efficiency, with the latter goal being by far the more im-
portant. See Thomas 0. Barnett, Interoperability Between Antitrust and Intellectual Prop-
erty, 14 GEO. MASON L. REV. 859, 860 (2007). It is for this reason that society bestows
certain inventors and artists with limited exclusivity under the intellectual property
laws. The key point to remember is that although efficiency is indeed the goal of con-
temporary antitrust policy, the particular form of efficiency mandated by theory dif-
fers depending on the particular market.

22. See DENNIS W. CARLTON & JEFFREY M. PERLOFF, MODERN INDUSTRIAL OR-
GANIZATION 631 (2005).

23. See, e.g., Alan J. Meese, Liberty and Antitrust in the Formative Era, 79 B.U. L.
REV. 1, 4-5 (1999).

24. See Eleanor M. Fox, What Is Harm to Competition? Exclusionary Practices and Anti-
competitive Effect, 70 ANTITRUST L.J. 371, 379 (2002).

25. United States v. Topco Assocs., 405 U.S. 596, 610 (1972).
26. Sherman Act, ch. 647, 26 Stat. 209 (1890) (codified as amended at 15 U.S.C. §§

1-7 (2006)).
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the judiciary to determine substantive law.27 Earlier courts in-
terpreted the goals of antitrust broadly and sought to preserve
an unhindered competitive process, particularly by ensuring
the liberty of commercial actors.28 Judges emphasized individ-
ual freedom and the decentralization of economic power.29

Throughout this era, it was clear that ultimate downstream
price effects were not the sole concern of the competition laws.
Courts condemned numerous exclusionary practices, regard-
less of their impact on consumers.30

An aversion to undue concentration featured prominently in

U.S. antitrust policy until the 1970s, most notably throughout
the Warren Court era. Perhaps the best-known example ema-
nated from Judge Learned Hand in the famous 1945 case, Alcoa:

We have been speaking only of the economic reasons which
forbid monopoly; but, as we have already implied, there are
others, based upon the belief that great industrial consolida-
tions are inherently undesirable, regardless of their eco-
nomic results .... Throughout the history of these statutes it
has been constantly assumed that one of their purposes was
to perpetuate and preserve, for its own sake and in spite of
possible cost, an organization of industry in small units
which can effectively compete with each other.31

27. See RICHARD A. POSNER, HOW JUDGES THINK 48 (2008). Notably, Senator
Sherman commented on a related draft that the act "does not announce a new
principle of law, but applies old and well recognized principles of the common
law." John C. Peppin, Price-Fixing Agreements Under the Sherman Anti-Trust Law, 28
CAL. L. REV. 297, 306 n.29 (1940) (quoting 21 CONG. REC. 2456 (1890)). The Su-
preme Court has explicitly recognized this, noting that the "vagueness of [the
Sherman Act's] language" left it to the courts to give "content to the statute."
Apex Hosiery Co. v. Leader, 310 U.S. 469, 489 (1940).

28. See United States v. Aluminum Co. of America (Alcoa), 148 F.2d 416, 428-29 (2d
Cir. 1945) (describing the "helplessness of the individual" before "great aggregations
of capital" as an object of concern for antitrust).

29. See Harlan M. Blake & William K. Jones, Toward a Three-Dimensional Antitrust Pol-
icy, 65 COLuM. L. REV. 422, 422-23 (1965); see also Robert Pitofsky, The Political Content of
Antitrust, 127 U. PA. L. REV. 1051, 1053-57 (1979).

30. See Daniel A. Crane, Rules Versus Standards in Antitrust Adjudication, 64 WASH. &
LEE L. REV. 49, 102-03 (2007) (noting that "[aintitrust opposition to mergers, collabora-
tive restraints of trade, and exclusionary practices reached its zenith under the Warren
Court's rule-based approach which restricted concentrations of industrial power and
favored non-economic values and small business interests"); Robert A. Skitol, The
Shifting Sands of Antitrust Policy: Where It Has Been, Where It Is Now, Where It Will Be in
its Third Century, 9 CORNELL J.L. PUB. POL'Y 239,245 (1999).

31. Alcoa, 148 F.2d at 428-29.
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Judge Hand's comments made clear that the maintenance of
an unconcentrated market structure was a legitimate goal in
itself, even if the price of that goal was higher cost and ineffi-
ciency.3 2 The Supreme Court infamously made this policy ex-
plicit in the 1962 case, Brown Shoe.33 There, the Court held that
"Congress appreciated that occasional high costs and prices
might result from the maintenance of fragmented industries
and markets. It resolved these competing considerations in fa-
vor of decentralization." 34

This perspective pervaded the Supreme Court's pre-Chicago
jurisprudence. 35 Notwithstanding the efficiency and competi-
tion-enhancing virtues of a joint venture amongst fringe firms,
the Supreme Court found such arrangements per se unlawful. 36

The Court reached this decision purely because the venture
limited the freedom of traders.3 7 Product tying, in which a ven-
dor refuses to sell a good unless the buyer also purchases an-
other product, was found to be a per se violation of the anti-
trust laws.38 Bundling and requirements contracts were
condemned without further inquiry because they took away
consumers' purchasing freedom and deprived potential sellers
of the tied product of access to customers. 39 It did not matter
that concerns of economic efficiency typically underlie tie-ins,
or that they are ubiquitous in even the most competitive mar-
kets.40 Conglomerate mergers that involve economically dis-
tinct markets were found objectionable on the basis of size and
scale, rather than on the basis of price effects. 41 Vertically im-
posed maximum resale prices were found to be illegal not be-

32. See id.

33. Brown Shoe Co. v. United States, 370 U.S. 294, 344 (1962).

34. Id.

35. See RICHARD A. POSNER, ANTITRUST LAW 28-29 (2001).

36. See United States v. Topco Assocs., 405 U.S. 596, 609-11 (1972).

37. Id.

38. See Fortner Enters. v. U.S. Steel Corp., 394 U.S. 495, 503 (1969) (holding that tie-
ins "generally serve no legitimate business purpose that cannot be achieved in some
less restrictive way").

39. See, e.g., N. Pac. Ry. Co. v. United States, 356 U.S. 1, 6 (1958).

40. See David S. Evans & Michael Salinger, Why Do Firms Bundle and Tie? Evi-

dence from Competitive Markets and Implications for Tying Law, 22 YALE J. ON REG. 37,

38-39 (2005).
41. See, e.g., United States v. Marine Bancorp., Inc., 418 U.S. 602 (1974); FTC v.

Procter & Gamble Co., 386 U.S. 568 (1967); United States v. Phila. Nat'l Bank, 374

U.S. 321 (1963).
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cause of negative downstream price effects, but because they
interfered with traders' liberty to set prices as they saw fit.42

Although modem price theory flatly contradicts much doc-
trine throughout this era,43 condemning the courts for abandon-
ing economic theory might be going too far. Economists at the
time largely agreed on the now-discredited "Structure-
Conduct-Performance" paradigm, which erroneously pre-
dicted that less concentrated markets were more competitive
and produced better results than markets in which there was
considerable accumulation of economic power." This body of
economics (often associated with the Harvard School) was
given perhaps its definitive expression in the 1967 Neal Report,
which ironically issued at the very end of the S-C-P model's
influence. 45 Adherents of the Harvard School correctly ob-
served a relationship between industry concentration and prof-
its, but erroneously inferred that those profits were the result of
artificial market power.46 Joseph Bain, an economist whose
work was very influential throughout the period, aggravated
the mistake.47 He suggested that entry barriers were pervasive,
and found that necessary up-front capital expenditures, in-
cumbent efficiency, and other difficulties frustrated entry into
concentrated markets and perpetuated market power. 48 Com-

bined, these factors contributed to a significant disdain for
dominance. The judiciary and enforcement agencies actively
sought to promote a dispersed industry structure through anti-
trust policy that inhibited growth.

The Warren Court embraced the theory that market structure
plays a crucial role in fostering an effective and desirable com-

42. See Albrecht v. Herald Co., 390 U.S. 145, 153 (1968).

43. See Christopher M. Grengs, Verizon v. Trinko: From Post-Chicago Antitrust to
Resource-Advantage Competition, 2 J.L. ECON. & POL'Y 105, 126-27 (2006); Timothy J.
Muris, Improving the Economic Foundations of Competition Policy, 12 GEO. MASON L.

REV. 1, 9-10 (2003).

44. Muris, supra note 43.

45. See Herbert J. Hovenkamp, The Neal Report and the Crisis in Antitrust (Working
Paper, Feb. 24, 2009), available at http://papers.ssm.com/sol3/papers.cfm?abstractid

=1348707.

46. See Shubha Ghosh, The Market as Instrument: A Response to Professor Harrison,

52 SMU L. REV. 1717, 1721-23 (1999); William E. Kovacic & Carl Shapiro, Antitrust

Policy: A Century of Economic and Legal Thinking, 14 J. ECON. PERSP. 43,52 (2000).

47. JOE S. BAiN, BARRIERS TO NEw COMPETMoN: THEIR CHARACTER AND CONSE-
QUENCES IN MANUFACIURING INDUSTRIES 144-66 (1956).

48. Id.
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petitive process.49 Nevertheless, it would be incorrect to infer
that economic theory alone explains the modem Supreme
Court's quite radical departure from the previous Warren Court
era. Both the Warren Court and earlier courts had explicitly
noted that the artificial dispersion of economic power would
carry efficiency losses.50 Clearly then, the judiciary knew of the
economic costs associated with a diffusion of power. Although
the Chicago and post-Chicago Schools certainly convinced the
Court of the importance of efficiency concerns-largely by high-
lighting the enormity of the losses associated with the S-C-P ap-
proach-the ultimate explanatory factor was a shift in political
ideology. This shift, in turn, came from the public's changing
attitude toward industry structure and free market processes.51

B. A Price-Theoretic Approach to Competition Law

The Warren Court's populist interpretation of the Sherman
Act proved ephemeral. Beginning in the late 1960s, a group of
economists and legal academics at the University of Chicago
began to subject leading antitrust doctrine to rigorous micro-
economic scrutiny.52 It quickly became apparent that the Su-
preme Court had misinterpreted business conduct, using im-
pressionistic and economically ill-informed theories of harm.53

Vast swathes of commercial activity that the Court condemned
as exclusionary were found to have beneficial effects on con-
sumer prices, industrial output, and innovation.54 Some of the

49. See Spencer Weber Waller, The Language of Law and the Language of Business, 52
CASE W. REs. L. REV. 283, 297 (2001) (describing the rise of the Structure-Conduct-
Performance paradigm in antitrust enforcement).

50. See Brown Shoe Co. v. United States, 370 U.S. 294, 344 (1962); United States v.
Aluminum Co. of America (Alcoa), 148 F.2d 416,428 (2d Cir. 1945).

51. See Edward A. Purcell, Jr., The Class Action Fairness Act in Perspective: The Old and

the New in Federal Jurisdiction Reform, 156 U. PA. L. REV. 1823, 1916-17 (2007) ("Milton
Friedman attributed the recent dominance of the 'Chicago school' to the economic
crises of the 1970s and early 1980s and to the subsequent collapse of Communism and
the Soviet Union. 'It wasn't my talking that caused people to embrace these ideas, just
as the rooster doesn't make the sun rise,' [Friedman] explained. 'Collectivism was an
impossible way to run an economy. What has brought about the change is reality,
fact-and what Marx called the inevitable forces of history."' (citations omitted)); see
also NAOIVU KLEIN, THE SHOCK DocrRNE: THE RISE OF DIsASrER CAPITAuSM (2007).

52. See Posner, supra note 3, at 925-33.

53. See POSNER, supra note 35, at 261; Bork, supra note 16, at 9; Robert H. Bork &
Ward S. Bowman, Jr., The Crisis in Antitrust, 65 COLUM. L. REV. 363,375-76 (1965).

54. See Posner, supra note 3, at 926-28.
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Chicago School's adherents even counseled wholesale aban-
donment of the antitrust laws, believing that the free market
would generate better outcomes than government intervention.55

This group went so far as to oppose the prosecution of cartels,
believing that such entities would invite prompt entry and
would naturally collapse.5 6 The more reasonable (and influen-
tial) members of the School, however, counseled an agnostic ap-
proach to competition policy. Cartels and mergers to monopoly

should be prohibited, but claims of unilateral misconduct and
challenges to concerted actions of indeterminate economic effect

should be approached cautiously.57 As Judge Posner, one of the
key proponents of this school of thought, put it:

The Chicago School's approach is skeptical ... about the
gravity of the danger to competition posed by unilateral
firm action .... The approach emphasizes both the difficulty
of squashing competition by such means and the danger
that heavy-handed antitrust enforcement may suppress a
practice that seems anticompetitive but actually is efficient.58

Although an exhaustive analysis of the School's findings is
beyond this Article's scope, some of the central contributions
are worth mentioning. It debunked the assumption that entry
barriers are pervasive, demonstrated that concentration and
high profits are at least as likely to signal efficiency as market

power, proved that vertical restraints a manufacturer imposes
on its distributors are highly unlikely to be anticompetitive,

55. See, e.g., D.T. ARMENTANO, ANTITRUST POLICY: THE CASE FOR REPEAL (1986). At

this juncture, it is crucial to draw a distinction between the "Chicago School" -broadly
defined, but referring in particular to macroeconomic policy-and the approach to
competition policy dictated by both that School and the post-Chicago literature. See
William E. Kovacic, The Intellectual DNA of Modern U.S. Competition Law for Dominant
Firm Conduct: The Chicago/Harvard Double Helix, 2007 COLUM. Bus. L. REv. 1, 21-29. The
latter occupies a distinct position, and assumed a role of transformational importance
in causing U.S. antitrust law to evolve beyond the Warren Court jurisprudence.

56. See, e.g., Maurice E. Stucke, Should the Government Prosecute Monopolies?, 2009 U.
ILL. L. REv. 497, 506-07.

57. See Frank H. Easterbrook, Workable Antitrust Policy, 84 MICH. L. REv. 1696, 1701
(1986) (discussing the Workable Antitrust Policy School, which advocates a "pro-
foundly skeptical program" that would consist of "little other than prosecuting plain
vanilla cartels and mergers to monopoly').

58. POSNER, supra note 35, at 251; see also Richard A. Posner, Keynote Address: Vertical
Restrictions and "Fragile" Monopoly, 50 ANTITRUST BULL. 499, 500 (2005) ("[Elven the
early versions of Chicago school thinking recognized that there could be cases in
which single-firm abuses would give rise to a serious antitrust concern.").
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and explained that a wide variety of unilateral practices by
dominant firms-including predatory pricing, product tying,
exclusive contracting, and price squeezing -are unlikely to in-
jure consumers in the long run. 9

The post-Chicago School has refined these findings by intro-
ducing dynamic models that use modem game theory. 60 Some
of the Chicago School's more extreme conclusions, such as
Robert Bork's suggestions that entry barriers do not exist and
that unilateral behavior cannot exclude equally or more effi-
cient competitors, 61 have been shown to be dogmatic.62 As a
result, the post-Chicago School generally counsels a reserved
approach that entails a rule-of-reason inquiry.63

The Chicago School's contributions were not limited to eco-
nomic theory alone. Rather, the movement sought to establish
efficiency as the exclusive political goal of competition policy.64 It
was remarkably successful in doing so, in part due to the intellec-
tual incoherence of the Warren Court and preceding eras.65 Chi-
cago scholars demonstrated that the cost of the Court's jurispru-
dence was higher market prices at the expense of consumers. 66

It is clear that the Chicago School succeeded in convincing the
Supreme Court of a number of issues. Ultimately, the Court ac-
cepted Robert Bork's contention that the Sherman Act serves as a

59. See Bork, supra note 16 (explaining these points in detail); Posner, supra note 3, at
925-33 (same).

60. See Jacobs, supra note 21, at 240-50.

61. See ROBERT H. BORK, THE ANTITRUST PARADOX 310 (1978).

62. See Hovenkamp, supra note 3, at 278; Steven C. Salop, Economic Analysis of Exclu-
sionary Vertical Conduct: Where Chicago Has Overshot the Mark, in How THE CHICAGO
SCHOOL OVERSHOT THE MARK: THE EFFECT OF CONSERVATIVE ECONOMIC ANALYSIS

ON U.S. ANTITRUST (Robert Pitofsky ed., 2008); Lawrence A. Sullivan, Post-Chicago

Economics: Economists, Lawyers, Judges, and Enforcement Officials in a Less Determinate
Theoretical World, 63 ANTITRUST L.J. 669, 672 (1995).

63. See Hovenkamp, supra note 3, at 258, 279; Keith N. Hylton & Michael Salin-
ger, Tying Law and Policy: A Decision-Theoretic Approach, 69 ANTITRUST L.J. 469, 497
("[T]he post-Chicago literature arose in response to the Chicago School's implica-
tion that tying should be legal per se. The post-Chicago models indicate that tying

can be anticompetitive, not that it must be anticompetitive or that it is likely to be
anticompetitive. Indeed, the models cannot tell us even that anticompetitive tying
is more than a remote possibility.").

64. See Jacobs, supra note 21, at 219.

65. See POSNER, supra note 35, at viii (characterizing the pre-Chicago School body of
antitrust doctrine as an "intellectual disgrace").

66. See BORK, supra note 61, at 4.
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"consumer welfare prescription. '6 7 This statement had the great
benefit of pushing the importance of price effects toward the fore
of antitrust analysis and served as the bedrock of several revolu-
tionary decisions that overruled prior cases.68 The Court also put
a premium on price competition and has explicitly linked that

form of rivalry with consumer welfare.69 Moreover, the Court has
displayed sensitivity to concerns of aggregate welfare, most ob-

viously with respect to monopsonistic conduct.70 Perhaps most
importantly, several influential courts have defined consumer
welfare as coterminous with allocative efficiency. 71

The glaring distinction between the present and the past is

political. 72 Whereas the concentration of economic power and

67. See Reiter v. Sonotone Corp., 442 U.S. 330, 343 (1979) (quoting BORK, supra note

61, at 66); see also NCAA v. Bd. of Regents of Univ. of Okla., 468 U.S. 85, 107 (1984).
68. See Leegin Creative Leather Prods., Inc. v. PSKS, Inc., 551 U.S. 877 (2007) (over-

ruling its 1911 Dr. Miles decision, which had held that vertical minimum price fixing is
illegal per se); Ill. Tool Works, Inc. v. Indep. Ink, 547 U.S. 28 (2006) (overruling pre-
sumption that patents confer market power for the purposes of the antitrust laws);
State Oil Co. v. Kahn, 522 U.S. 3 (1997) (overruling its 1968 Albrecht decision, which
had held that vertical maximum price fixing was a per se antitrust violation); Brooke
Group Ltd. v. Brown & Williamson Tobacco Corp., 509 U.S. 209 (1993) (requiring that
an antitrust plaintiff who alleges predatory pricing establish a dangerous probability
of recoupment); Cont'l T. V., Inc. v. GTE Sylvania Inc., 433 U.S. 36 (1977) (advocating
the abandonment of per se rules that are inconsistent with prevailing economic theory
and analyzing vertically-imposed nonprice constraints under the rule of reason).

69. See Brooke Group, 509 U.S. at 223.

70. See Nickolai G. Levin, Weyerhaeuser's Implications for Future Antitrust Disputes, 4
N.Y.U. J.L. & Bus. 343,352-53 (2007).

71. See Rebel Oil Co. v. Atl. Richfield Co., 51 F.3d 1421, 1433, 1444 n.15 (9th Cir.
1995); see also MetroNet Servs. Corp. v. U.S. West Commc'ns, 329 F.3d 986, 1006
(9th Cir. 2003).

72. Of course, it is not possible to delineate politics and economics into two distinct
and mutually exclusive disciplines. The teachings of each influence the other. Never-
theless, they are not coterminous. Fundamentally, price theory provides the policy-
maker with a means by which to ascertain the economic consequences, both positive
and negative, of a particular course of action. That theory does not dictate a single
right approach, however. Society can, and often does, pursue policies that are inconsis-
tent with aggregate welfare. One need only think of minimum wage laws. Economics
teaches that such laws will prevent certain labor markets from clearing at optimal
levels, with ensuing deadweight loss. This loss takes the form of jobs that would have
existed, but for the government policy. While those who receive jobs gain from these
laws, economics predicts on the whole that workers are made worse off. Mindful of
this theory, society nevertheless condudes that certain political factors-the belief that
an individual's effort has to be worth at least a certain amount, the concern that em-
ployers may force wages to suboptimal levels due to the homogeneity of the work-
force, and others-are of sufficient value that the laws are nonetheless justified. The
case is no different with antitrust economics, which approximate the impact of chal-
lenged business conduct on allocative efficiency. An electorate can choose to adopt this
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obstacles to economic freedom were once viewed as antitheti-
cal to a "healthy and unimpaired competitive process," courts
no longer view these factors as inconsistent. 73 This evolution in
the law is surely a result of the U.S. experience with free mar-
kets over the last three decades, which have yielded great lev-
els of innovation and consumer benefit, even in cases of quite
extreme concentration. 74 Such gains have been most evident in
the new economy where society has reaped vast long-run gains
by foreclosing short-run access to markets and facilitated
ephemeral monopoly power via the intellectual property
laws.75 An obvious tension exists between the goal of free ac-
cess to markets and dispersion of economic power, on the one
hand, and the pursuit of social wealth, on the other.76 It is now
clear that adhering to the former often forecloses the latter,
with serious economic repercussions. 77

Although the tradeoff between dynamic and static efficiency
is a fundamental principle of modem economics, the ultimate
question involves a policy choice. A suitably minded electorate
could legitimately favor populist goals of diversified economic
power and unconcentrated markets, but it would have to pay a
high price. Clearly, in modern times, society has deemed this
price not worth paying. Such has been the recent U.S. experience
with dominance that the Supreme Court saw fit to describe mo-
nopoly conditions in laudatory terms in Trinko.7 Such a result
would have been unthinkable during the Warren Court era.79

As Part II explores, however, this political calculus may have
changed. The credit crunch that brought the global economy to

measure of efficiency as its sole normative metric, or it can elect to take such efficiency
into account as a relevant factor amongst several.

73. The most dramatic example is the Supreme Court's decision in Trinko. There, the
Court opined that "[tihe opportunity to charge monopoly prices-at least for a short
period-is what attracts 'business acumen' in the first place; it induces risk taking that
produces innovation and economic growth." Verizon Commc'ns Inc. v. Law Offices of
Curtis V. Trinko, LLP, 540 U.S. 398,407 (2004).

74. See Reed Hundt, The Future of the Net-Comments on Lawrence Lessig's Code and
Other Laws of Cyberspace and The Future of Ideas, 68 BROOK. L. REV. 289, 293 (2002).

75. See Mark A. Lemley, The Economics of Improvement in Intellectual Property Law, 75
TEX. L. REV. 989, 994-95 (1997); Richard A. Posner, Antitrust in the New Economy, 68
ANTrrRUST L.J. 925, 930 (2001).

76. See Barnett, supra note 21, at 865.
77. See id.

78. See Trinko, 540 U.S. at 407.
79. See Brown Shoe Co. v. United States, 370 U.S. 294,344 (1962).
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a standstill has fundamentally altered the way that many view

dominance, market concentration, the diffusion of economic

power, and the equity and efficacy of the free market process."0

Antitrust commentators have reacted viscerally, framing the

recession as a refutation of Chicago School economics.8 They

argue that continuing faith in the market is ill-placed and that

substantive competition policy must change as a result.82

This Pavlovian response is misplaced. As this Article ex-

plains, the lessons of the credit crisis for antitrust law are not

economic. The tenets of price theory that indicate a close rela-

tionship between efficiency and concentration remain, as do

the associated inferences that suggest the primacy of allocative

efficiency as the proper inquiry under the Sherman Act. It re-

mains true that the "primary concern of the antitrust laws is the

corruption of the competitive process."83 Business practices that

price theory deemed likely to corrupt the competitive process

before the crisis will surely remain likely to corrupt it after.

Certain changes in policy will be necessary throughout the
credit crunch, of course, most notably with respect to the pros-

pect of entry into capital-intensive markets.8 4 But such altera-

tions in policy will prove fleeting and will disappear as the

flow of credit returns.

The real result is political. Those who were opposed to the

largely laissez-faire rules suggested by rigorous economic analy-

sis (and decision theory in cases of uncertainty) are now opti-
mally placed to promote their alternative perspectives. To the

extent such efforts might result in the repeal of policies that are

80. Illustratively, Albert Foer, president of the American Antitrust Institute, has

opined that the crisis will cause the public mood to shift "from worship of big

corporations to skepticism of the role they play." David R. Francis, How Obama

could prevent firms from becoming 'too big to fail', CHRISTIAN SC. MONITOR, Apr. 26

2009, at 32.

81. See supra note 11.

82. See infra Part HI.B.

83. Tal v. Hogan, 453 F.3d 1244, 1258 (10th Cir. 2006).

84. For an example of a position that would not be appropriate in current mar-

ket conditions, see Deborah Platt Majoras, Deputy Ass't Att'y Gen., Antitrust Div.,

U.S. Dep't of Justice, GE-Honeywell: The U.S. Decision, Remarks Before the Anti-

trust Law Section, State Bar of Georgia 8 (Nov. 29, 2001) (opining that the capital

requirements for entry into a market should not be construed as an entry barrier

because "[c]apital markets generally work very efficiently and there is no obvious

reason... why [an incumbent's] cost of capital for a particular project should be

any lower than that of its rivals").
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likely to promote long-run efficiency, they should be resisted.
Paramount amongst these is the suggestion that antitrust law
again forecloses scale- and scope-based market concentration.

Other, less dramatic but nevertheless politically motivated
moves have also resulted. Given the divisive nature of the
George W. Bush Administration's Section 2 Report,85 it is not
surprising that the Obama Administration has revoked it.86 It

has done so, of course, under the rubric that free-market pre-
sumptions can no longer be relied upon in formulating en-
forcement policy.87 Price theory-even in light of the crisis-
dictates no such result. Given the indeterminate nature of some
unilateral conduct by the dominant firm, economics does not
necessarily mandate adherence to the status quo either, but it is
intellectually dishonest to frame the revocation in economic
terms and to suggest that it is compelled by the global recession.

Before proceeding, it is necessary to address the broader role
of Chicago School economics. The School's intimate reliance on
neoclassical price theory and support of libertarianism had
revolutionary repercussions beyond antitrust policy. Unlike its
more narrow influence on competition law, the legitimacy of
the School's contribution to regulatory policy has been validly
called into question by the present crisis. This policy-like Chi-
cago's approach to antitrust-places great weight on the effi-
cacy of free-market forces.

C. Chicago and the Deregulatory Movement

Although Chicago's influence on U.S. antitrust policy has
been profound, its promotion of capitalist, free-market, and
libertarian principles found a warm political welcome through-
out U.S. policy.8 The School's ascension, which coincided with

85. U.S. DEP'T OF JUSTICE, COMPETITION AND MONOPOLY: SINGLE-FIRM CON-

DUCT UNDER SECTION 2 OF THE SHERMAN ACT (2008) [hereinafter COMPETI-

TION AND MONOPOLY].

86. See Stephen Labaton, Administration Plans to Strengthen Antitrust Rules, N.Y.
TIMES, May 11, 2009, at Al. One questioning the existence of this controversy need
merely read the FTC's reaction to the report. See Press Release, Fed. Trade Comm.,
FTC Commissioners React to Department of Justice Report, "Competition and Mo-
nopoly: Single-Firm Conduct Under Section 2 of the Sherman Act" (Sept. 8, 2008),
available at http://www.ftc.gov/opa/2008/09/section2.shtm.

87. See Puzzanghera, supra note 12.

88. This Part is intentionally concise because an exhaustive treatment of Chicago's
influence on macroeconomic and regulatory policy would demand a book in itself.
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a rise of conservatism in the United States and United King-
dom throughout the 1980s, ushered in an era of deregulation
and non-interventionist economic policies.8 9 Chicago-oriented
principles place deep-rooted faith in the ability of unbridled
free-market forces to yield efficient outcomes. 90 This conviction
promoted not only a non-interventionist and inherently skepti-
cal approach to competition policy, but underlay the normative
case for removing certain sectors of the economy from gov-
ernment control.91 This Part provides some brief background
on the Chicago School's larger effect on regulatory policy,
which, unlike antitrust law, may be subject to some criticism.

Before the 1970s, large swathes of the airline, electricity, and
telecommunications industries were thought to display charac-
teristics of natural monopolies such as diminishing long-run
average cost.92 This trait does not suggest (as many mistakenly
believe) that the market will bear only a single firm, but indi-
cates that the optimal market structure from the view of pro-
ductive efficiency is monopoly. 93 The ensuing company sets
monopoly prices, which cause allocative inefficiency. In re-

The purpose here is to provide the reader with sufficient knowledge about the
School's broader role in the deregulatory movement that swept across some Western
economies from the 1980s on.

89. See Kovacic, supra note 55, at 25 n.71 (quoting various authorities for the proposi-
tion that Ronald Regan's acceptance of Chicago School theories informed the deregu-
latory movement in the 1980s).

90. An exception to the Chicago School's free-market approach lay in its promotion
of government-controlled monetary policy. Milton Friedman's revolutionary work on
monetarism, which rejected the prevailing Keynesian and post-Keynesian theories of
the day to focus on money supply, grew in influence throughout the 1970s. The body
of thought, perhaps best summarized by the condusion that "inflation is always and
everywhere a monetary phenomenon," typically regarded markets as inherently sta-
ble. As a result, monetarist thought concludes that governments need merely control
the money supply and need not employ the fiscal policies associated with Keynes.
Alan Greenspan, Chairman of the Federal Reserve from 1987 to 2006, largely adhered
to monetarist policy.

91. See Ashutosh Bhagwat, Unnatural Competition?: Applying the New Antitrust
Learning to Foster Competition in the Local Exchange, 50 HASTINGS L.J. 1479, 1485-86
(1999) (observing that "[tihe impact of the Chicago School on regulatory policy is
less obvious than on antitrust policy, but is almost certainly reflected in the mas-
sive wave of deregulation and unbundling that has swept through regulated in-
dustries in the past two decades").

92. See RICHARD J. PIERCE, JR. & ERNEST GELLHORN, REGULATED INDUSTRIES 348
(4th ed. 1999).

93. See Richard A. Posner, The Effects of Deregulation on Competition: The Experience of
the United States, 23 FORDHAM INT'L L.J. S7, S12 (2000); Richard A. Posner, Natural Mo-
nopoly and Its Regulation, 21 STAN. L. REV. 548, 548 (1969).
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sponse, the government regulates those prices and attempts to
constrain them to competitive levels.94

Such regulation is subject to numerous systemic flaws. For
one, it is notoriously difficult to subject an entity to effective
price regulation. Companies react to constraints in a variety of
unanticipated ways. The classic form of regulation- rate-of-
return constraints that allow the regulated entity to charge a
price no higher than a specified percentage of its costs- is inef-
fective.95 An entity subject to such a constraint has little to no in-
centive to operate efficiently or to minimize costs-goals that
firms facing open competition must strive to meet if they are to
survive.96 Moreover, a company subject to a rate of return limita-
tion will rationally "gold plate" its facilities by creating a system
of greater quality than would be justified on a cost-benefit basis.97

Given the severe limitations associated with this form of
price constraint, it eventually gave way to incentive-based ap-
proaches, exemplified by price-cap regulation. 98 This system
establishes an upper boundary on the price set by the regulated
entity. So constrained, the company has strong incentives to

94. See 2 ALFRED E. KAHN, THE ECONOMICS OF REGULATION: PRINCIPLES AND INSTI-
TUTIONS 123 (1971).

95. See James Walter Grudus, Local Broadband Networks: A New Regulatory Philosophy,
10 YALE J. ON REG. 89, 114 (1993); Richard A. Posner, Taxation by Regulation, 2 BELL J.
ECON. & MGMT. ScI. 22 (1971); Win Whittaker, A Price-Level (Incentive) Regulation Pro-
posal for Oil Pipelines, 46 OKLA. L. REV. 415, 417 (1993) (noting that "the failure of tradi-
tional cost-of-service regulation to achieve its primary objective-the replication of
competitive results in terms of return levels, resource utilization, and efficiencies-is
dramatic and well documented"); Herbert Hovenkamp, The Takings Clause and Im-
provident Regulatory Bargains, 108 YALE L.J. 801, 825 (1999) (reviewing J. GREGORY SI-
DAK & DANIEL F. SPULBER, DEREGULATORY TAKINGS AND THE REGULATORY CON-
TRACT: THE COMPETITIVE TRANSFORMATION OF NETWORK INDUSTRIES IN THE UNITED

STATES (1997)).

96. See In re Policy and Rules Concerning Rates for Dominant Carriers, 4 F.C.C.R.
2873, 2878 (F.C.C. 1989). What little incentive such a regulated entity may have to limit
costs emanates from the phenomenon of regulatory lag. See Stephen F. Williams,
Deregulatory Takings and Breach of Regulatory Contract: A Comment, 71 N.Y.U. L.
REV. 1000, 1001 (1996).

97. See Alfred E. Kahn & William B. Shew, Current Issues in Telecommunications

Regulation: Pricing, 4 YALE J. ON REG. 191, 227 n.87, 240 (1987); Gregory J. Vogt,
Cap-Sized: How the Promise of the Price Cap Voyage to Competition Was Lost in a Sea of
Good Intentions, 51 FED. COMM. L.J. 349, 360-61 (1999).

98. See Ronald R. Braeutigam & John C. Panzar, Effects of the Change from Rate-Of-
Return to Price-Cap Regulation, 83 AM. ECON. REV. 191, 193 (1993).
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lower costs and thus to generate an economic profit. 9 As the
regulated entity succeeds in cutting costs (via the "X-
Factor"),10 the regulator can then lower the cap, thus transfer-
ring some of the efficiency savings onto consumers.10l While
unquestionably more effective than rate-of-return regulation, 10 2

price caps are themselves subject to numerous frailties. 103 First,

they are not, and can never be, superior to market processes in
yielding cost-cutting.10 4 Second, to even attempt this form of
regulation, one must identify an appropriate metric of cost by
which to judge an optimal price. This is also problematic. In the
economics literature, a key figure is the marginal cost of a
firm's production, which will equal price under perfect compe-

tition.10 5 Unfortunately, marginal cost-being a theoretical con-
struct-is notoriously difficult to estimate in practice. 0 6 Even if
a suitable proxy is employed-most often average variable
cost' 07 -few regulated industries can be subjected to marginal-
cost pricing, as it would lead to insolvency in the presence of
any fixed costs.10 8 How great a mark-up to allow proves to be a
troublesome question in practice. Third, it is difficult for a
regulator credibly to commit to not increasing the cap if the

monopolist fails to lower costs sufficiently to achieve profitabil-

99. See Jeffrey I. Bernstein & David E.M. Sappington, Setting the X Factor in Price-Cap

Regulation Plans, 16 J. REG. ECON. 5, 5-6 (1999).

100. See Jim Chen, The Nature of the Public Utility: Infrastructure, the Market, and the
Law, 98 Nw. U. L. REV. 1617, 1672 (2004) (reviewing Jost A. GOMEZ-IB&,EZ, REGULAT-

ING INFRASTRUCTURE: MONOPOLY, CONTRACTS, AND DISCRETION (2003)).

101. See STUART M. BENJAMIN ET AL., TELECOMMUNICATIONS LAW AND POLICY

427 (2001).

102. See Jerry Ellig, Costs and Consequences of Federal Telecommunications Regula-
tions, 58 FED. COMM. L.J. 37, 42-43 (2006); Damien Geradin & Robert O'Donoghue,

The Concurrent Application of Competition Law and Regulation: The Case of Margin

Squeeze Abuses in the Telecommunications Sector, 1 J. COMPETITION L. & ECON. 355,

377 (2005).

103. See Vogt, supra note 97, at 360-61.

104. Howard A. Shelanski, Adjusting Regulation to Competition: Toward a New
Model for U.S. Telecommunications Policy, 24 YALE J. ON REG. 55, 80 (2007).

105. See CARLTON & PERLOFF, supra note 22, at 89.

106. See Dennis W. Carlton, Market Definition: Use and Abuse, 3 COMPETITION

POL'Y INT'L 1, 7 (2007); David Genesove & Wallace P. Mullin, Testing Static Oligop-
oly Models: Conduct and Cost in the Sugar Industry, 1890-1914, 29 RAND. J. ECON.

355, 355 (1998).

107. See, e.g., United States v. AMR Corp., 335 F.3d 1109, 1116 (10th Cir. 2003); RICH-
ARD A. POSNER, ECONOMIC ANALYSIS OF LAW 311-12 (6th ed. 2003).

108. See Lawrence H. Summers, Competition Policy in the New Economy, 69 ANTI-

TRUST L.J. 353, 355-56 (2001).
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ity. Political factors would make it difficult for such a regulator

to perpetuate a system that appears on course to cause the

regulated company's insolvency.

Adherents to the Chicago School successfully exposed these

shortcomings. 1°9 In addition to demonstrating the inefficacious
nature of price regulation, they questioned the actual scope of
natural monopoly 110 and pointed to empirical evidence of regu-

lation's ineffectiveness. 1 ' In doing so, they convinced the gov-

ernment that many aspects of the so-called regulated industries

were not subject to diminishing long-run average cost. They

also emphasized that certain portions of industry that were

characterized by natural monopoly conditions could be left

regulated, while the rest of the market could be opened up.112

The result was revolutionary. Vast swathes of the economy that
had never before been subject to free-market forces were ex-

posed to competition. Government regulation of the airline,
trucking, energy, telecommunications, securities exchanges,

and commercial banking industries was scaled back considera-
bly in the 1970s and 1980s.113

109. More controversially, the Chicago School also alleged the existence of a phe-
nomenon it labeled "regulatory capture," which described regulators' tendency to

become influenced by, and ultimately serve the interests of, those they sought to con-
strain. See Gary S. Becker, A Theory of Competition Among Pressure Groups for Political

Influence, 98 Q. J. ECON. 371 (1983); Sam Peltzman, Toward a More General Theory of

Regulation, 19 J.L. & ECON. 211 (1976); George J. Stigler, The Theory of Economic Regula-
tion, 2 BELL J. ECON. & MGMT. ScI. 3 (1971).

110. See Harold Demsetz, Why Regulate Utilities?, 11 J.L. & ECON. 55 (1968); Richard
A. Posner, Taxation by Regulation, 2 BELLJ. ECON. & MGMT. Sc1. 22,38 (1971) (observing
that "many regulated industries are not monopolistic in structure"); George J. Stigler,
The Economics of Information, 69 J. POL. ECON. 213 (1961); George J. Stigler, Public Regula-

tion of the Securities Markets, 19 BUS. LAW. 721, 721 (1964); George J. Stigler & Clair
Friedland, What Can Regulators Regulate? The Case of Electricity, 5 J.L. & ECON. 1 (1962).

111. See PIERCE & GELLHORN, supra note 92, at 343-44; Hovenkamp, supra note
95, at 825.

112. See Gerald R. Fauthaber, Will Access Regulation Work?, 61 FED. COMM. L.J.
37, 38 (2008).

113. See PIERCE & GELLHORN, supra note 92, at 343-78; Posting of Gary Becker
to The Becker-Posner Blog, Greater Regulation of Financial Markets?, http:f/

www.becker-posner-blog.com/ (Apr. 28, 2008, 19:37 EDT). The results were
largely satisfactory, even if all were not convinced. Even before the onset of the
current crisis, which itself strongly suggests that unbridled deregulation can pro-
duce far from desirable results, some were skeptical of the curative powers of
deregulation. See, e.g., Richard D. Cudahy, The Folklore of Deregulation (with Apolo-

gies to Thurman Arnold), 15 YALE J. ON REG. 427 (1998).
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Much of this deregulation has yielded great benefits for con-
sumers, and the current economic crisis should not compel a
drastic reversal in the deregulatory movement generally. But
deregulation that led to the withdrawal of government over-
sight from vast swathes of the financial sector was a mistaken
approach-the uncritical result of an ideology taken too far.14

There is a fundamental distinction between industries like
transportation and energy, on the one hand, and financial insti-
tutions on the other: The latter are not regulated on the basis of
natural-monopoly conditions. Instead, banks are subjected to
myriad rules that are designed to prevent excessive leverage, to
ensure adequate capitalization, and to facilitate the dissemina-
tion of accurate information to the market. Such regulation cre-
ates stability. Banks are unusually vulnerable to market shocks.
Because they mostly lend borrowed money, changes in market
conditions that result in seemingly modest increases in default
rates can render banks insolvent-a risk that can be greatly ex-
acerbated by runs. In times of economic growth, banks also
have strong incentives to enhance profitability by increasing
leverage (the ratio of borrowed to owned assets). Because the
interest that banks pay on borrowed money is independent of
the return those funds are used to obtain, favorable economic
conditions make increased leverage highly attractive. Yet, this
same fact portends disaster in the event of a downturn, as lev-
erage magnifies losses as much as it does gains. Banks' myopic
pursuit of profits in booms can therefore lead to mass bank-
ruptcy in less-favorable economic conditions.

These factors suggest that banks are unusually likely to fall
prey to their own actions, but this fact alone does not present a
strong case for regulation. After all, it is a fundamental princi-
ple of free-market economics that losers should perish. The in-
ternalization of this expected cost will cause managers' deci-
sion making to mirror the social optimum. But the prospective
loss of shareholder value does not remotely encapsulate the
social cost of a large bank's failure. Banks are regulated because,
in providing critically important liquidity, they occupy a posi-
tion of unique importance within the economy. If a bank's role
within the economy is systemic, then the cascade effect of its

114. See RICHARD A. POSNER, A FAILURE OF CAPITALISM: THE CRISIS OF '08 AND
THE DECENT INTO DEPRESSION (2009).
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failure will greatly exceed the cost of rescuing it. This connection

is especially strong in a recession, where such a failure could

significantly exacerbate a grave economic situation. To prevent

such an outcome, the government regulates banking activities to

ensure adequate capitalization and a sufficient equity cushion.

Although the Chicago School's critique of price regulation in

many industries is well taken, its promotion of deregulation is

less well suited to certain aspects of the financial sector. The

industries formerly regarded as natural monopolies are rela-

tively enclosed, such that their fate is largely independent of

the rest of the economy. Banks' activities, in contrast, pervade

the entire economy-providing liquidity and facilitating ma-

turity transformation. Notwithstanding the great need to regu-

late banking activities, large parts of the financial system were

removed from, or never subjected to, stringent oversight.

II. CHICAGO AND THE GLOBAL FINANCIAL CRISIS

A. Chicago as a False Ideology?

"One thing is clear to me: the orthodox and unvarnished

Chicago School of economic theory is on life support, if it is not

dead."115 This view, expressed by Commissioner Rosch, is cer-

tainly no outlier.116 Real-world collapse has, in the most com-

pelling way possible, eviscerated the notion that markets oper-

ate with such efficiency that regulation is unnecessary. Alan

Greenspan, a prominent and highly influential disciple of free-

market economics, characterized himself as being in a "state of

shocked disbelief" as he watched the free market that had been

built on an edifice of rational behavior collapse around him.117

How did it all happen? And what will be the policy ramifica-

tions of the recession? This Part seeks to provide an answer to

115. J. Thomas Rosch, Commissioner, Fed. Trade Comm'n, Remarks to the

New York Bar Association Annual Dinner: Implications of the Financial Melt-

down for the FTC 2 (Jan. 29, 2009), available at www2.ftc.gov/speeches/rosch/
090129financialcrisisnybarspeech.pdf.

116. See PITOFSKY, supra note 62, at 7 (discussing various economists' growing "un-
ease" with Chicago School analysis).

117. Edmund L. Andrews, Greenspan Concedes Error on Regulation, N.Y. ThMES,
Oct. 24, 2008, at B1.
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these crucial questions. 118 In short, the crisis cannot be explained
on economic grounds that are attributable to antitrust policy.

The 2008 economic crisis, the worst since the Great Depres-
sion,119 began in the summer of 2007. A large housing bubble
had developed within the U.S. economy, accompanied by un-
precedented levels of consumer debt, 20 which ultimately burst
in 2007 with devastating economic effect.121 Financial institu-
tions that had accumulated vast quantities of vulnerable asset-
backed securities suffered massive losses,122 which they were
required to recognize immediately under mark-to-market ac-
counting rules.12 3 The ensuing write-downs threatened the sol-
vency of many leading institutions, which portended a catas-
trophic cascade effect in the event of a critical bankruptcy. This
perilous prospect required the U.S. government to rescue Fan-
nie Mae and Freddie Mac at enormous expense to taxpayers. 124

In what was widely, though not unanimously, considered a
mistake, the Federal Reserve ("the Fed") decided that Lehman
Brothers, a venerable investment bank, was not so critical to
the economy that it had to be saved. 12 As a result, Lehman
filed for bankruptcy in mid-September 2008,126 which, at over
$600 billion, was the largest filing in the history of the United
States. 27 The event significantly exacerbated the crisis. 28 In the
same month, Bank of America acquired Merrill Lynch, and the

118. For a consideration of the normative conclusions to be drawn from the reces-
sion, see infra Part R.B.

119. See POSNER, supra note 114, at vii.
120. See id. at 31-34 (noting the vast increase in consumer debt and further observing

that "in the years leading up to the current depression, the personal savings rate of
Americans had plummeted").

121. See id. at vii-xi.
122. See id. at 66-68.
123. See id. at 68.
124. See id. at 209.
125. See id. at 133, 274 (characterizing the decision "to allow Lehman Brothers to

slip into bankruptcy ... as the single biggest blunder to date in the response to the
gathering storm").

126. See What Next?, ECONOMIST, Sept. 20, 2008, at 19-20 (surveying the week's
events, opining that "[iut is no hyperbole to say that for an inkling of what is at stake,
you have only to study the 1930s," and concluding that it had been "a black week").

127. See Yalman Onaran & Christopher Scinta, Lehman Files Biggest Bankruptcy
Case as Suitors Balk, BLOOMBERG.COM, Sept. 15, 2008, http://www.bloomberg.com/
apps/news?sid=awh5hRyXkvs4&pid=20601087.

128. See POSNER, supra note 114, at 274; Accelerating Downhill, ECONOMISr, Jan. 17,
2009, at 13-14.
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U.S. government nationalized American International Group

(AIG).129 Serious questions began to arise regarding the solvency

of the U.S. financial system.13 °

Crippled by large amounts of toxic securities tied to falling

house prices and short of capital from the ensuing losses, banks

began hoarding cash. 31 Credit markets froze, 132 the issuance of

commercial paper ceased, 33 and, lacking the ability to borrow,

companies were unable to conduct business as usual. Housing

prices began to drop sharply. Consumer spending, which had

depended in significant part on credit, fell as refinancing be-

came more difficult.M The U.S. economy was officially in re-

cession since December 2007.135 Stocks plummeted;136 $30 tril-

lion in global stock market value was lost in 2008.137 Although

at first the world economy appeared sheltered from these ef-

fects by continuing growth in developing economies, these,

too, suffered catastrophic effects as the crisis went global.138

One Western country, Iceland, went bankrupt, resulting in sig-

nificant popular unrest and the collapse of its government.1 39

In an attempt to stem the tide, the U.S. government passed

the $700 billion Emergency Economic Stabilization Act in Oc-

tober 2008, which created the Troubled Assets Relief Program

(TARP) 140 to rescue banks from what was erroneously consid-

ered to be a liquidity problem. 41 This action was followed by

the $787 billion American Recovery and Reinvestment Act on

February 17, 2009 to counter the economic downturn and lead

129. See POSNER, supra note 114, at viii.

130. See I Want Your Money, ECONOMIST, Sept. 27,2008, at 17.

131. See All You Need Is Cash, ECONOMIST, Nov. 22, 2008, at 17.

132. See World on the Edge, ECONOMIST, Oct. 4, 2008, at 11-12.

133. See POSNER, supra note 114, at 275.

134. See The End of the Affair, ECONOMIST, Nov. 22., 2008, at 39-40; When the, Golden

Eggs Run Out, ECONOMIST, Dec. 6,2008, at 95-97.

135. See Chris Isidore, It's Official: Recession Since Dec.'07, CNN MONEY.cOM, Dec. 1,

2008, http://money.cnn.com/2008/12/01/news/economy/recession/index.htm.

136. See Where Have All Your Savings Gone?, ECONOMIST, Dec. 6, 2008, at 13.

137. See Alan Greenspan, Banks Need More Capital, ECONOMIST, Dec. 18, 2008, at 122.

138. See Decoupling 2.0, ECONOMIST, May 23, 2009, at 14.

139. See Judy Dempsey, Iceland's Government Collapses, N.Y. TIMES, Jan. 27, 2009, at

A8; Eric Pfanner, Iceland Is All But Officially Bankrupt, N.Y. TIMES, Oct. 9, 2008, at B1.

140. Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343, 122

Stat. 3765.

141. In fact, it was a solvency problem. See POSNER, supra note 114, at 64-74.
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the U.S. economy back to growth.142 The latter legislation allo-
cated $499 billion for federal spending programs, designed to
compensate for the decrease in spending from the private sec-
tor, and $288 billion in tax relief to spur consumer spending.143

The U.S. economy has largely stabilized and has returned to
a modest level of growth.1" Nevertheless, the long-term eco-
nomic outlook remains worrisome.145 Unemployment remains
stuck at an unwelcome 9.7%,

1
46 which understates matters

when one considers people who are working part time or not
in their preferred line of work. Including the stimulus package,
total U.S. financial commitments aimed at tackling the crisis
have neared $13 trillion-a figure that approaches the U.S.'s
annual GDP. 147 U.S. public debt now exceeds sixty percent of
GDP. The risk of inflation looms, especially given the Federal
Reserve's share of the liability. 48 In this event, policymakers
will be faced with a decidedly unpleasant set of choices-pay
for government debt through inflation or induce a recession,
either by dramatically hiking taxes or by having the Fed increase
interest rates significantly and take cash out of the system. 149

142. American Recovery and Reinvestment Act of 2009, Pub. L. No. 111-5, 123
Stat. 115.

143. Recovery.gov, The Act, http://www.recovery.gov/About/Pages/fhe-Act.aspx

(last visited Mar. 27, 2010).

144. See Press Release, U.S. Dep't of Commerce, Bureau of Econ. Analysis, Gross
Domestic Product: Fourth Quarter 2009 (Jan. 29, 2010), available at http://
www.bea.gov/newsreleases/national/gdp/gdpnewsrelease.htm (reporting that GDP
rose at an annual rate of 5.4% in the fourth quarter of 2009); see also Justin Fox, Is the
Economy Starting to Recover? Or Just Less Bad?, TJME.COM, Mar. 26, 2009,
http://www.time.com/time/business/artide/0,8599,1887684,00.htn-l; Carlo Piovano,
World Stocks Rally on Hopes for Economic Recovery, ABCNEWS, May 19, 2009,
http://abcnews.go.comBusiness/wireStory?id=7620953.

145. See Annys Shin, Federal Reserve Leaders See Economic Progress, WASH. PoST, May
21, 2009, at A15.

146. See Patrice Hill, Unemployment Rate Stays at 9.7%; 36K Jobs Lost, WASH. TIMES,
Mar. 5, 2010, available at http://www.washingtontimes.com/news/2010/mar/05/
unemployment-held-steady-97-percent-february/.

147. Richard A. Posner, http://www.theatlantic.com/richard_aposner (May 20,
2009, 9:59 EDT).

148. Id.; see also POSNER, supra note 114, at 273.

149. Posner, supra note 147.
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How did this economic catastrophe occur? 150 The explanation

is of the utmost importance for regulatory policy, macroeco-

nomics, and antitrust law. Although policy experts will debate

how we can prevent a similar crisis in the future, most people

will agree that a number of major institutional weaknesses
must be addressed. These include asymmetric regulatory pol-

icy, which leaves a truly global financial system subject to na-

tional control with limited international harmonization; gaps in

regulatory oversight, including hedge and private equity

funds; the inadequate performance of credit rating agencies;

and the lack of proper enforcement of adequate capitalization
requirements. 151 The pressing question for this Article is what

guidance the recession provides for future competition policy-
an issue that the following Part addresses in detail. Despite the

Justice Department's and FTC officials' pronouncements to the

contrary, the crisis has scant relation to the economic principles

that inform competition policy.

B. The Causes of the Crisis Have Little to Do with

Price Theory in Antitrust Markets

A dispassionate inquiry into the crisis reveals remarkably

little about the specific assumptions that underlie antitrust

theory. Notwithstanding this fact, many employ the global re-

cession to justify an aggressive expansion in antitrust enforce-

ment, particularly against unilateral conduct and merger activ-
ity. The head of the Justice Department's Antitrust Division,

Christine Varney, has opined that "[c]onsumers have been wait-
ing for the markets to correct themselves, but the financial crisis
has shown they haven't."'152 She has promised that the DOJ will

150. Although this Part seeks to provide a reasonably detailed explanation of how
and why the economic crisis occurred, such that the reader can properly interpret the
consequences of the global recession for macroeconomic and, more importantly for
this Article, antitrust policy, a full and authoritative treatment of the subject would
require space far in excess of what is feasible for an article. Readers who seek a more
detailed treatment of the crisis should look to any of a number of excellent books. See,

e.g., POSNER, supra note 114; JOHN B. TAYLOR, GETTING OFF TRACK: How GOVERNMENT

ACTIONS AND INTERVENTIONS CAUSED, PROLONGED, AND WORSENED THE FINANCIAL

CRISIS (2009); MARK ZANDI, FINANCIAL SHOCK: A 3600 LOOK AT THE SUBPRIME MORT-

GAGE IMPLOSION, AND How TO AVOID THE NEXT FINANCIAL CRISIS (2008).

151. Notably, some weaknesses are already being resolved. For example, the
market for credit-default swaps has transformed itself in the short time since the
onset of the crisis.

152. Puzzanghera, supra note 12.
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engage in a far more interventionist policy than it did during
the Bush administration. 153 She even suggested that lax anti-
trust enforcement permitted companies to grow so big that
their looming failure fueled the crisis.54 The reasons behind the
recession do not support these positions.

An impressionistic appraisal of the credit crisis might lead an
antitrust activist to spout platitudes about capitalism having
failed, free markets being defective, and economic theory hav-
ing been undermined. These assertions, however, are uncriti-
cal. Free-market ideology indeed pervades modem antitrust
jurisprudence, at least in the United States. 155 At first glance,
one might draw the casual inference that a systemic failure in
the financial markets undermines assumptions governing free-
market processes in other contexts. But this inference is far too
general to yield reliable conclusions.

Markets are said to self-correct for antitrust purposes when
supracompetitive returns spur entry that is sufficient to restore
market output to optimal levels.156 The tendency of capital to
move toward markets bearing the highest return is a critical
component of the restorative process. This trait, long consid-
ered to be a definitive characteristic of free markets, is driven
by the incentive to maximize profits. In the process, it spurs a
variety of socially desirable phenomena such as innovation,
risk-taking, and price-cutting.

The ensuing flow of capital creates a self-restoring process of
competition. In assessing the commercial impact of a chal-
lenged practice, antitrust enforcers place great-often disposi-
tive - weight on the ability of the market to correct any distor-
tions created by the behavior under scrutiny. Often, there will
be some uncertainty as to whether an anticompetitive effect
exists. In such cases, U.S. law typically errs on the side of un-
derenforcement, trusting the process of entry, incumbent out-
put expansion, and competition to produce optimal outcomes.

Thus, antitrust law is not a system of direct government regu-
lation. Rather, it is a policy tool designed to protect the function-

153. Id.

154.Id.

155. See, e.g., Brennan, supra note 18, at 147; Herbert Hovenkamp, The Monopolization
Offense, 61 OHIO ST. L.J. 1035, 1049 (2000); Kauper, supra note 18, at 1870.

156. See FED. TRADE COMM'N & U.S. DEP'T OF JUSTICE, HORIZONTAL MERGER GUIDE-
LINES §§ 3.0-3.4 (1997).
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ing of the free market.157 The law presumes that an unhindered
competitive process allows capital to flow to its highest value
uses, thus ensuring that allocative and dynamic efficiency will
follow. A company may legally set monopoly prices,158 injure
and destroy its rivals on the basis of innate superiority, 59 and
engage in almost any conduct that results in only fleeting power
over price.160 Only "where a firm with monopoly power inter-
fer[e]s with natural economic forces which would otherwise dis-
sipate its monopoly" will antitrust law be implicated. 161

In short, market forces tend to erode anticompetitive effects.
U.S. law places considerable faith in the ability of the market to
have this effect, but this trust in market forces is far from abso-
lute. Instead, regulators make case-by-case inquiries into the
nature of specific industries to judge the likelihood, speed, and
efficacy of entry in response to supracompetitive prices. Free-
market economics as applied to contemporary antitrust policy
is not an ideology; it is a nuanced tool. Faith in the market be-
comes most obvious-and controversial-when it is employed
to produce policy conclusions to empirically and theoretically
indeterminate problems. Dominant-firm misconduct, which
produces short-run harm, but possibly overrides long-run
gains, is the paradigmatic example. But the role of the market
in macroeconomics is quite different, as is the need for gov-
ernment intervention. Government action is central to macro-
economic policy; few have suggested that market forces alone
produce optimal long-run growth and stability. The definition

157. See Cascade Health Solutions v. PeaceHealth, 515 F.3d 883, 902-03 (9th Cir.
2008) ("One of the challenges of interpreting and enforcing the amorphous prohibi-
tions of §§ 1 and 2 of the Sherman Act is ensuring that the antitrust laws do not punish
economic behavior that benefits consumers and will not cause long-run injury to the
competitive process.").

158. Verizon Commc'ns Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S.
398, 407 (2004).

159. See Frank H. Easterbrook, The Chicago School and Exclusionary Conduct, 31
HARV. J.L. & PUB. POL'Y 439, 440 (2008) (noting that "[aintitrust law and bank-
ruptcy law go hand in hand").

160. See Colorado Interstate Gas Co. v. Natural Gas Pipeline Co., 885 F.2d 683, 695-
96 (10th Cir. 1989); Williamsburg Wax Museum, Inc. v. Historic Figures, Inc., 810 F.2d
243, 252 (D.C. Cir. 1987); Dimmitt Agri Indus., Inc. v. CPC Int'l, Inc., 679 F.2d 516, 530
(5th Cir. 1982); see also William M. Landes & Richard A. Posner, Market Power in Anti-
trust Cases, 94 HARV. L. REV. 937, 959 (1981). The only exception relates to per se illegal
conduct, such as naked price-fixing and market allocation.

161. In re Borden, Inc., 92 F.T.C. 669, 795 (1978).
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of market self-correction in antitrust law (monopoly profits at-
tract entry) obviously is quite different from self-correction in
the macro-economy (recovery from recession, deflation, exces-
sive inflation, or the myriad other conditions that can afflict an
economy). Although the macro-economy tends to reach equi-
librium, various shocks can upset that balance in a way that
capitalist forces will not self-correct. 162

One such shock involves deflation brought about by reces-
sion, which creates a particularly dangerous downward spi-
ral.163 As the value of money increases, consumers' savings in-
crease in real value, and if they are acting rationally, consumers
will cease spending. This results in a drop in industry demand,
which requires companies to cut output and lower prices fur-
ther, in part by reducing wages and laying off workers. This, in
turn, steepens the increase in the value of money and accentu-
ates the deflation. The market cannot rescue itself in these cir-
cumstances. The government will need to act by implementing
a significant monetary or fiscal measure, or both.1M The re-
sponse of the United States to the current crisis has focused
precisely on such corrective action, in an enormously costly-
though apparently successful- attempt to stave off a ruinous
downward spiral of deflation.16

The crucial distinction between the relevance of free-market
forces to antitrust and to macroeconomics is that competition
law is just a single, limited tool that can prevent market failures
at the micro level. The law seeks to prevent failures by ensur-
ing a robust, dynamic, and competitive market process. If fail-
ures distinct from company-level misconduct arise, antitrust
law has nothing to say. Market failures in the macro context
require urgent government intervention. But the cause, and
hence normative consequences, of these macro failures may be
entirely irrelevant to the factors of concern at the antitrust level.

With respect to financial-sector policy, the role of the market
is again distinct. The incentive to maximize profits, which fuels
the self-correcting nature of the market in antitrust cases,

162. See POSNER, supra note 114, at 5-7.

163. See Ben S. Bernanke, Remarks Before the National Economists Club: Deflation:
Making Sure "It" Doesn't Happen Here (Nov. 21, 2002), available at http:/f

www.federalreserve.gov/BOARDDOCS/SPEECHES/2002/20021121/default.htm.

164. See POSNER, supra note 114, at 7-8.

165. Id.
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causes problems in the banking industry. Here, faith in the
market is in many ways reversed. Antitrust is not concerned
with the larger functioning of the economy; it is concerned only
with the distortion-creating activities of firms with market
power. Bank regulation is concerned with, and certainly impli-
cates, the economy as a whole, but profit maximization-a
phenomenon that induces trust in the market from a competi-
tion standpoint-also counsels limits on faith in the market for
larger regulatory purposes. The pursuit of ever-greater profits
in the banking sector, which is magnified by risk-taking incen-
tives in the form of FDIC insurance, securitization, and high
discount rates, will not yield a desirable and stable equilibrium.
Profit maximization in an entirely unregulated banking envi-
ronment will yield successive boom and bust cycles.

The preceding discussion illustrates some of the major dis-
tinctions between the principles of regulation and the far nar-
rower area of antitrust economics. This Part proceeds by con-
sidering in greater detail three particular areas of competitive
concern: concerted conduct, mergers, and unilateral behavior.
The Article considers the impact of the crisis on the economic
theory applicable to each area, and concludes that few substan-
tive alterations are necessary. The approach of the United
States to antitrust law-long dominated by price theory and
economic conservatism-is likely to coalesce to a significant
degree with the jurisdiction whose competition policy it has
long criticized, the EU.166

1. Concerted Conduct

The instructive power of economics provides the most as-
sured normative guidance in the area of concerted conduct,
which involves various forms of collaborative arrangement be-

166. See Michael Elliott, The Anatomy of the GE-Honeywell Disaster, TIME.COM,
July 8, 2001, http://www.time.com/time/business/article/O,8599,166732-2,00.html

(quoting Treasury Secretary Paul O'Neill as denouncing the European Commis-
sion's veto of the GE-Honeywell merger for being "off the wall"); Press Release,
Thomas 0. Barnett, Assistant Att'y. Gen. for Antitrust, Dep't of Justice, State-
ment on European Microsoft Decision (Sept. 17, 2007), available at http://
www.usdoj.gov/atr/public/pressreleases/2007/226070.htm (criticizing a decision

of the Court of First Instance of the European Communities, which affirmed a
decision of the EC, because "rather than helping consumers, [it] may have the
unfortunate consequence of harming consumers by chilling innovation and dis-

couraging competition").
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tween entities that share a horizontal or vertical relationship.

Economic theory is sufficiently definite within this field that

the economic crisis could not conceivably justify any substan-

tive alteration. Price theory illustrates the evil of monopoly and

explains why cartels should be prosecuted on all possible
bases.167 Game theory demonstrates the circumstances in which

communication among competitors threatens to act as a facili-

tative component of tacit collusion in a concentrated market.

So informed by economics, the law has developed a rich set

of principles for facilitating the efficient flow of information

through trade associations and similar vehicles, but also for

prohibiting such interchanges as might prove conducive to ne-

farious outcomes. 168 Similarly, the economics of joint ventures
indicate that fringe rivals acting in concert to exclude others

may prove to be highly competitive, as they compete with an

otherwise more efficient, dominant company. 169

Section 1 enforcement will remain largely untouched by the

crisis because the economic analysis at issue generally does not

entail the balancing of indeterminate and incalculable long-
term effects with immediate and observable results. Cartels re-

strict output, causing harm in the short run, without yielding a

concomitant, offsetting positive effect in the future.170 They can
therefore be summarily condemned. Similarly, economic the-

ory is sufficiently robust that the exchange of much informa-
tion, including cost and price specifics, will likely yield greater

competition in unconcentrated market structures.171 These prin-

ciples are widely accepted and largely uncontroversial.

The meltdown of the financial markets has revealed many

weaknesses in macroeconomic and regulatory policy, but it has

not demonstrated any weaknesses in the long-established rules

that govern conduct and communication between horizontal

competitors. Neither U.S. nor EU enforcement agencies have

167. See POSNER, supra note 35, at 9-32.

168. See FED. TRADE COMM'N & U.S. DEP'T OF JUSTICE, ANTrRUST GUIDELINES FOR

COLLABORATIONS AMONG COMPEITORS 2-3 (2000).

169. See generally id. at 1; POSNER, supra note 35, at 136-40.

170. In some circumstances, however, cartels will not have long-run anticom-

petitive effect, as the increase in price to supracompetitive levels will spur rapid

entry. See Roger D. Blair, James Mak & Carl Bonham, Collusive Duopoly: The Eco-

nomic Effects of the Aloha and Hawaiian Airlines' Agreement to Reduce Capacity, 74

ANTITRUST L.J. 409, 436 (2007).

171. See POSNER, supra note 35, at 136-40.
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advocated a shift in ideology other than to maximize the num-
ber of cases brought against cartels.172 This is precisely the ap-
propriate approach, especially in a time of economic contrac-
tion, because cartels depress output and therefore exacerbate
recessions.1 73 One who doubts this point need only look at the
consequences of President Roosevelt's decision to suspend the
antitrust laws at the onset of the Great Depression. 174

2. Merger Policy

Merger enforcement is a more contentious area of antitrust
concern. It tends to implicate political biases concerning the
appropriate size and scope of merging entities,175 as well as the
proper frequency of merger challenge.17 6 Nevertheless, the un-
derlying economics are clear and the only major debate within
contemporary academic discourse is whether to derive sanc-
tion decisions from consumer or aggregate-welfare models. 177

Sophisticated empirical techniques often allow the government

to ascertain the degree of price competition in specific geo-
graphic markets between two merging entities.1 78 These tools

172. See Whitener, supra note 12; Puzzanghera, supra note 12.

173. See John D. Harkrider, Lessons from the Great Depression, 23 ANTITRUST 6,

9 (2009).

174. See id.

175. One need merely observe the debate leading up to the XM-Sirius merger, which

largely divided along party lines. For a discussion of the economics applicable to that

merger, see J. Gregory Sidak & Hal J. Singer, Evaluating Market Power with Two-Sided

Demand and Preemptive Offers to Dissipate Monopoly Rent: Lessons for High-Technology

Industries from the Antitrust Division's Approval of the XM-Sirius Satellite Radio Merger, 4 J.

COMPETITION L. & EcoN. 697 (2008).

176. Democratic administrations are likely to be significantly tougher on merger

enforcement than their Republican counterparts are. See Julie Johnsson et al., 346

Days: With less than a year left in the Bush administration's tenure, some see an urgency

to push through mergers in a pro-business climate, CHI. TR1B., Feb. 8, 2008, at 1.

177. Aggregate-welfare models place as much relevance on producer-side cost sav-
ings as they do on merger-specific consumers' benefits. Oliver Williamson famously

demonstrated that output-restricting mergers, which increase prices for consumers,

may be socially desirable if even a relatively small productive efficiency gain is

achieved. See Oliver E. Williamson, Economies as an Antitrust Defense: The Welfare Trade-

offs, 58 AM. EcON. REV. 18 (1968). At present, so-called "Williamson mergers" are not

allowed in the United States. Debate on whether this prohibition is appropriate con-

tinues. See Alan Devlin & Bruno Peixoto, Reformulating Antitrust Rules to Safeguard

Societal Wealth, 13 STAN. J.L. BUS. & FIN. 225, 231-32 (2007) (making the case for an ag-

gregate-welfare approach to antitrust policy).

178. The dassic example is FTC v. Staples, Inc., 970 F. Supp. 1066 (D.D.C. 1997). See

POSNER, supra note 35, at 157-58 (explaining the econometric techniques employed in
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have enabled the government to make unlawful any acquisition
that might result in a substantial lessening of competition. 179

These tenets of modem merger analysis remain undisturbed.
In light of the crisis, then, one must ask: Apart from the
changes in the political climate, what applicable rules of eco-
nomics have been called into question? The only conceivable
answer is that assumptions of prompt entry into some markets
may need to be revisited throughout the credit crisis.180 Lend-
ing has yet to return to pre-crisis levels, though the government
has succeeded in loosening the credit markets.181 Although the
Chicago School has debunked the prior assumption that capital
requirements constitute barriers to entry, the cost of capital is
unquestionably an entry barrier when it is higher for an entrant
than it is for an incumbent. 8 2 In situations where prompt entry is
a condition for post-merger competition, or in conglomerate
mergers where rivals' access to capital is an important consid-

eration in analyzing the danger of cross-subsidization, a dearth
of credit may be highly relevant to the decision to sanction.183

the case and concluding that "[elconomic analysis of mergers had come of age"). These
empirical tools have also been employed in consummated mergers to prove actual
anticompetitive effects. See In re Evanston Nw. Healthcare Corp., F.T.C. No. 9315 (Aug.
6, 2007).

179. See 15 U.S.C. § 18 (2006).
180. The feasibility, likelihood, and effect of post-merger entry arguably play the

most important role in the merger assessment process after market definition. See
FED. TRADE COMM'N & U.S. DEP'T OF JUSTIcE, HORIZONTAL MERGER GUIDELINES

§§ 3.0-3.4 (1997). Indeed, U.S. courts have previously chastised the enforcement
agencies for seeking to enjoin combinations when post-merger entry is likely.
Perhaps the most important case under this heading is United States v. Syufy En-
ters., 903 F.2d 659 (9th Cir. 1990).

181. See Decoupling 2.0, supra note 138, at 14; Economists: Recession to End in 2009,
CNN MONEY, May 27, 2009, http://money.cnn.com/2009/05/27/news/economy/
NABErecovery-outlook/index.htm.

182. See POSNER, supra note 35, at 115.
183. For example, the U.S. Justice Department approved a controversial merger

between General Electric and Honeywell that was subsequently blocked by the
European Commission. The Commission was concerned, in part, by GE's large
capital reserves, which GE-Honeywell would be able to use to fund its activities in
various markets. GE-Honeywell's competitors, by contrast, would not have access
to such funds. The Justice Department rejected this contention, reasoning that
"[clapital markets generally work very efficiently and there is no obvious reason,
absent some clearly defined market imperfection, why GE's cost of capital for a
particular project should be any lower than that of its rivals." Majoras, supra note
84, at 8. Such a conclusion might lie on shakier foundation were it reached in the
present, credit-deprived economy.



Antitrust in an Era of Market Failure

How much weight should we put on this concern? Not
much. If credit seizes up, the assumption that prompt entry
will occur-financed by the capital markets-may need to be
revisited. But this is likely to be an ephemeral concern. Once
the financial industry sufficiently deleverages and markets sta-
bilize, the flow of credit is likely to resume once more. Thus,
the dearth of lending itself reveals no systemic, long-term
weakness that requires us to revisit a priori assumptions gov-
erning the expectation of market entry. Indeed, no such con-
trolling assumption exists, as inquiries into the speed, efficacy,
and likelihood of entry are necessarily conducted on a case-
and market-specific basis.8 " Ultimately, capital will resume
flowing to markets where supracompetitive profits prevail.

In lieu of any sweeping or substantive alteration to current
merger doctrine, the better course in close cases is to consider
enhanced use of Section 7 to challenge consummated mergers
once anticompetitive effect has in fact been demonstrated. This
approach would have significant advantages. First, it shifts the
challenge decision from an information-deprived ex ante set-
ting to a fully informed ex post context, where actual direct ef-
fects can be measured. 18 5 Second, the threat of ex post attack
may powerfully inhibit the decision of a newly merged entity
to restrict output and raise price, knowing that such actions
could draw the wrath of enforcement agencies. The downside
lies in the relative legal uncertainty from the perspective of the
merging entities, though this should not be exaggerated, given
that the risk of ex post challenge has always been a factor for
companies that are considering a merger.

The more fundamental issue relates to the systemic tension
between concentration, efficiency, and stability. Because the
prohibition on entities carrying out both investment and com-
mercial banking activities was lifted, global financial markets
have been increasingly dominated by a small number of enor-
mous institutions.8 6 This concentration is driven by innate

184. See Reazin v. Blue Cross & Blue Shield of Kan., Inc., 899 F.2d 951, 968 (10th

Cir. 1990).

185. See, e.g., Evanston Nw. Healthcare Corp., F.T.C. No. 9315, 2007 WL 2286195
(Aug. 6, 2007) (noting that, in a consummated merger, "our analysis is a retrospective
inquiry based on empirical evidence" of competitive effects).

186. See HOWARD DAVIES & DAVID GREEN, GLOBAL FINANCIAL REGULATION

8-9 (2008).
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characteristics of the market, including certain "winner-takes-
all" traits.187 Such outcomes arise in markets that display di-
minishing long-run average cost over a significant range of

output-a phenomenon known as subadditivity. 188 But this
alone cannot be the full story. Given the conglomerate nature

of the markets involved, such that these huge banks provide a
vast array of different services, significant economies of scope
must be at play.189 Unfortunately, quantifying these gains seems
impossible, though one might reasonably infer that a forced re-
duction in scale and scope would be enormously costly if con-

ducted on a large scale.

As noted, however, this efficiency-driven consolidation has a
serious downside. The failure of banks carries huge external-
ities because of the unique position banks occupy in financial

markets by providing liquidity and facilitating maturity trans-
formation.1 9° Certain banks, given their size and the volume of
commerce they affect, may be so important to the economy that

their failure would be devastating. 191 In such circumstances, the
social cost of rescuing the relevant institutions will be less than
the ruinous cascade effects that may surge through the finan-
cial sector. This is the state of being "too big to fail," which both
the FTC and Justice Department have identified as an outcome
that antitrust law can and should prevent.1 92

This concern is legitimate. The crisis has revealed unaccept-
able systemic weaknesses in the financial sector, frailties that
required the U.S. government's urgent-some would say fran-

tic19 3-bailout of numerous key banks lest their failure lead to
the collapse of the broader economy. If these traits are the re-

sult of efficiency gains, then a very real cost-benefit analysis

187. Id. at 9.

188. See T. Randolph Beard, Robert B. Ekelund Jr., & George S. Ford, The Law and

Economics of Unbundling and Impairment, 2003 U. ILL. J.L. TECH. & POL'Y 475, 476 n.3;

Douglas Gegax & Kenneth Nowotny, Competition and the Electric Utility Industry: An

Evaluation, 10 YALE J. ON REG. 63, 67-68 (1993).

189. See, e.g., Oliver Budzinski & Katharina Wacker, The Prohibition of the Pro-

posed Springer-Prosiebensat.1 Merger: How much Economics in German Merger Con-

trol?, 3 J. COMPETITION L. & ECON. 281, 286 (2007).

190. For the classic discussion of this point, see WALTER BAGEHOT, LOMBARD

STREET: A DESCRIPTION OF THE MONEY MARKET (2005).

191. See DAVIES & GREEN, supra note 186, at 16-17.

192. See Whitener, supra note 12; Puzzanghera, supra note 12.

193. See POSNER, supra note 114, at ix.
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must be undertaken. To prevent this phenomenon, however,
regulators would have to restructure the existing market radi-

cally. Banks would have to be broken up and their various con-

stituent parts divested. All associated economies would be lost.

Even if it were justified-and this is the key point-there is

no basis in contemporary antitrust doctrine for such a course

of action.194 Competition enforcers have no mandate to engage
in such interventionist conduct. As the Seventh Circuit has

observed, "the antitrust laws do not deputize district judges
as one-man regulatory agencies."'195 Presumably, neither

Commissioner Rosch nor Ms. Varney had in mind the idea of
active reorganization of the market. Instead, they surely
meant to signal an end to merger clearance that would facili-

tate further concentration within the market. Of course, if

such mergers were expected to yield negative price effects,
they would be prohibited under today's guidelines. But

should the agencies seek to enjoin combinations that result in
greater size, but not higher prices?

At first glance, one might think so, but prohibiting mergers

that will not result in price increases would require the rewrit-
ing of over three decades of antitrust jurisprudence. 196 Con-
glomerate mergers, which are combinations of firms that are

neither vertically nor horizontally related, do not bear the po-

tential for unilateral or coordinated price effects and have not

been an object of U.S. antitrust concern in this generation.197

194. As the Seventh Circuit classically explained, "[n]o court has yet said that

the accumulation and use of great power is unlawful per se. Bigness is no
crime .... " United States v. N.Y. Great At. & Pac. Tea Co., 173 F.2d 79, 87 (7th

Cir. 1949); accord Berkey Photo, Inc. v. Eastman Kodak Co., 603 F.2d 263, 274 (2d

Cir. 1979) (distinguishing mere size from market power); Bailey's Bakery, Ltd. v.

Cont'l Baking Co., 235 F. Supp. 705, 718 (D. Haw. 1964), aff'd, 401 F.2d 182 (9th Cir.

1968) ("Mere size, nor continued exercise of lawful powers by even a monopolist,

is not illegal ....
195. Chi. Prof'l Sports, Ltd. v. Nat'l Basketball Ass'n, 95 F.3d 593, 597 (7th

Cir. 1996).

196. Alcoa, the landmark case that stood for the proposition that a company can

violate the antitrust laws by monopolizing a market on the sole basis of efficiency,

has been characterized as "discredited," "defunct," and "no longer the law." J.

Gregory Sidak, Abolishing the Price Squeeze as a Theory of Antitrust Liability, 4 J.

COMPETITION L. & ECON. 279, 304 (2008) (quoting POSNER, supra note 35, at 103,

196, 250, 263).

197. See Kolasky, supra note 14, at 533. See generally Joseph P. Bauer, Government En-

forcement Policy of Section 7 of the Clayton Act: Carte Blanche for Conglomerate Mergers?, 71

CAL. L. REV. 348 (1983).
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The economic literature suggests that conglomerate mergers
do not result in the direct acquisition of monopoly power and
therefore are least likely to be worthy objects of antitrust con-
cern. 198 This is especially true where antitrust is applied in fa-
vor of allocative efficiency. 199 Debate continues regarding the
possible anticompetitive consequences of conglomerate merg-
ers, including raising rivals' costs through cross-subsidization,
bundling, tie-in, range effects, and control of potential up-
stream and downstream channels of commerce.200 The Chicago
School has found such claims to be attenuated and unworthy of
attention and has been successful in persuading the U.S. courts
and enforcement agencies to adopt its view.201 For jurisdictions
whose sociopolitical climates are adverse to sheer size and to
efficiency that threatens to yield a long-run monopoly, how-
ever, the approach is quite different.20 2 The European Commis-
sion and courts have been actively hostile toward conglomerate
mergers that yield scope efficiencies and large entities that
threaten the viability of incumbent, less efficient competitors. 20 3

If the FTC and the Justice Department wish to prevent com-
panies from growing too big to fail, they will have to reorient
antitrust policy away from concerns of efficiency. Since the 1960s,
courts have rejected the view that antitrust can prevent a com-

198. See Alan A. Fisher & Robert H. Lande, Efficiency Considerations in Merger En-
forcement, 71 CAL. L. REV. 1580, 1603 n.101 (1983); Donald F. Turner, Conglomerate
Mergers and Section 7 of the Clayton Act, 78 HARV. L. REV. 1313, 1321-22 (1965).

199. See Edmund H. Mantell, Conglomerate Mergers, Allocative Efficiency, and
Section 7 of the Clayton Act, 56 TEX. L. REV. 207, 208 (1978).

200. Compare James Cooper, Luke Froeb, Daniel O'Brien & Michael Vita, A Cri-
tique of Professor Church's Report on the Impact of Vertical and Conglomerate Mergers
on Competition, 1 J. COMPETITION L. & ECON. 785 (2005), with Jeffrey Church, The
Church Report's Analysis of Vertical and Conglomerate Mergers: A Reply to Cooper,
Froeb, O'Brien, and Vita, 1 J. COMPETMON L. & ECON. 797 (2005).

201. See BORK, supra note 61, at 257; POSNER, supra note 35, at 131 n.30; George
Stephanov Georgiev, Recent Development, Bridging the Divide? The European Court
of First Instance Judgment in GE/Honeywell, 31 YALE J. INT'L L. 518, 519 (2006).

202. This includes the Warren Court era in the United States where antitrust
largely reflected populist principles. For a contemporaneous articulation of the
view at that time, see Harlan M. Blake, Conglomerate Mergers and the Antitrust
Laws, 73 COLuM. L. REV. 555, 586 (1973).

203. See Ilene Knable Gotts et al., Nature vs. Nurture and Reaching the Age of Rea-
son: The U.S./E.U. Treatment of Transatlantic Mergers, 61 N.Y.U. ANN. SURV. AM. L.
453, 473-74 (2005).
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pany from growing too large in size 4
M The Chicago School dem-

onstrated that industry concentration and increasing profits are
more likely to reflect enhanced efficiency than market power.2 5 If

one constrains the efficiency-enhancing growth of a company,
both consumers and the economy will pay a price.20 6 Judge
Learned Hand's implicit suggestion in Alcoa that a company can
violate Section 2 merely by being efficient 2 7 "has been questioned
by just about everyone who has taken a close look at it.''208

Of course, such criticism of Alcoa and its progeny was based
on the premise that the efficiency benefits associated with scale
and scope are not associated with larger social costs, such as

the potential for cataclysmic market instability. From the wider
perspective of public policy, Ms. Varney's and Commissioner
Rosch's concern with concentration is understandable. It is pre-
cisely the degree of scale and scope, combined with the inter-
connected nature of modem global finance, that made the crisis
so dangerous as to require such urgent intervention.

Nevertheless, if the interconnected nature and increasing

concentration of the financial system are problematic, it is not
at all clear that the solution lies with competition policy. The
closing of regulatory loopholes, proper application of existing
securities laws, oversight of previously unregulated activities,
international cooperation by financial services authorities, and
stringent enforcement of capitalization rules should stabilize
the financial system. But if society prohibits growing concen-
tration, which is mandated by Coasian theories of internal effi-
ciency,20 9 whatever gain in stability that might thereby be at-
tained may be outweighed by the associated efficiency losses.

204. See, e.g., United States v. Aluminum Co. of America (Alcoa), 148 F.2d 416,

421, 429-30 (2d Cir. 1945).

205. See Jacobs, supra note 21, at 228; Herbert J. Hovenkamp, The Neal Report and
the Crisis in Antitrust (March 2009) (unpublished manuscript), available at http://

ssm.com/abstract=1348707.
206. See Verizon Commc'ns Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S.

398, 407 (2004).

207. Alcoa, 148 F.2d at 430-32.

208. United States v. Syufy Enters., 903 F.2d 659, 668 (9th Cir. 1990) (cita-

tions omitted).

209. See Ronald H. Coase, The Nature of the Firm, 4 ECONOMICA 386, 388 (1937)

(explaining that firms exist and grow in response to the transaction cost-savings
made possible by internal production and coordination).
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Two further factors suggest that the FTC and the Justice De-
partment's desire to challenge size-increasing mergers is ill-
placed. First, there is tremendous benefit to tying competition
doctrine to a specific, identifiable goal. Of course, antitrust law
is a manifestation of public policy. On that basis, one could
quite reasonably posit that public policy rues the presence of
companies whose economic power is such that their failure
threatens the larger economy. But competition law is not well-
placed to incorporate such a principle in addition to efficiency.
Self-contradictory and incongruous principles do not lend
themselves to harmonious application. One need merely ob-
serve the Sisyphean efforts of the Warren Court in attempting
to reconcile economics, populism, and constrained protection-
ism in its jurisprudence. The result has been characterized in
variously colorful terms, perhaps most poignantly by Judge
Posner as an "intellectual disgrace." 21

1

There is a second, likely fatal, objection to the enforcement
agencies' plan to prevent further concentration within the fi-
nancial markets. If strong economies of scale and scope are in-
deed present in this industry, then concentration is inevitable
irrespective of merger policy. Companies can achieve precisely
the same result by merger as they can through internal
growth-a process with which antitrust law is much less con-
cerned. If efficiencies are indeed at play, then the banking in-
dustry will remain concentrated and Ms. Varney's and Com-
missioner Rosch's efforts will prove futile. The only "solution"
in this eventuality-a notably inferior one to adopting a proper
system of regulation-would be to introduce legislation akin to
the now-repealed Glass-Steagall Act.21 '

3. Unilateral Behavior by the Dominant Firm

The constraints properly brought to bear on dominant-firm
behavior likely make up the most contentious, divisive, and
uncertain area of competition policy. The difficulty arises from
the epistemological limitations inherent in economic analysis of
such conduct. The regulation of unilateral behavior raises a va-
riety of difficult issues. Most important is that imposing behav-

210. POSNER, supra note 35, at viii.

211. Pub. L. No. 73-66, 48 Stat. 162 (1933) (repealed 1999) (separating investment and
commercial-banking activities).
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ioral limitations on monopolists invariably reduces their profits,

thus diminishing the incentive to succeed in the first place. Yet,

much conduct by a dominant firm carries potential exclusionary

effect, which restricts the ability of rival firms to compete, with

negative consequences for short-term consumer welfare. To

complicate matters, short-term exclusivity and anticompetitive

effect can be potent fuel for dynamic innovation and long-term

consumer welfare. A wide variety of unilateral conduct-

including bundling, requirements contracting, refusals to supply

rivals, and refusals to cooperate with rivals -implicates both

short- and long-term effects. The immediate economic effects are

often negative, but these may mask offsetting future gains.

Economists currently lack the ability to ascertain and quantify

the consequences of this conduct. Thus, cost-benefit analyses

cannot be performed, resulting in a critical knowledge deficit

and leaving policymakers in a difficult position.

Interpreting these factors, U.S. antitrust law has developed a

body of jurisprudence based largely on the teachings of decision

theory.212 Adopting Judge Easterbrook's contention that antitrust

should err on the side of avoiding Type I errors 213 because Type

II errors 214 will be corrected by free-market forces, the law has

approached claims of dominant firm misconduct with skepti-

cism. 215 This agnosticism reached its zenith in the Justice De-

partment's September 2008 Guidelines on Section 2 enforcement,

which counseled challenging unilateral conduct only where "its

anticompetitive effects are shown to be substantially dispropor-

tionate to any associated procompetitive effects." 216

The new Justice Department Antitrust Division has dis-

missed this approach because, in light of the global recession,
"we can no longer rely upon the marketplace alone to ensure

that competition and consumers will be protected." 217 Ms.

212. Decision theory is the branch of economics concerned with decision making

under conditions of uncertainty. Uncertainty is to be distinguished from risk, which is

quantifiable. See POSNER, supra note 35, at 60.

213. Type I errors involve erroneous condusions of anticompetitive conduct.

214. Type 1I errors involve mistaken determinations that conduct is procompetitive.

215. See Frank H. Easterbrook, The Limits ofAntitrust, 63 TEX. L. REV. 1, 3 (1984).

216. COMPETTON AND MONOPOLY, supra note 85, at ix.

217. Press Release, Dep't of Justice, Justice Department Withdraws Report on An-

titrust Monopoly Law: Antitrust Divisions to Apply More Rigorous Standard With

Focus on the Impact of Exclusionary Conduct on Consumers (May 11, 2009), avail-
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Vamey's conclusion would be justified if the crisis revealed a
failure of rationality. But the crisis has revealed no such
thing.218 The primary assumption underlying antitrust econom-
ics-that commercial entities will seek to maximize profits-
remains unscathed. Indeed, if the crisis has taught anything, it
is that corporate entities have been myopic in their pursuit of
short-run profits. Although this inadequately constrained con-
duct proved costly to the financial system as a whole, such be-
havior is precisely what spurs entry into monopolized markets.
The former result of unconstrained profit-maximization can
and should be subject to regulatory constraints that prevent
excessive externalities. But the broad expectation that firms will
act in their best financial interests, at least in the short run, is
not undermined by the crisis.

One prominent enforcer appears to have reached an oppos-
ing conclusion. Surveying the economic crisis, Commissioner
Rosch suggested that antitrust enforcers might benefit by look-
ing to the literature on behavioral economics. 219 This discipline
incorporates insights from psychology to enrich economics
with a more realistic set of assumptions.220 The independent
relevance of this branch of economics continues to be contro-
versial, with some leading commentators positing that the ac-
curacy of predictions is far more important than the realism of
assumptions. 221 But its invocation by Commissioner Rosch can
be explained only on the basis that he sees some assumptions
underlying antitrust law as either unrealistic or undermined by
the global recession.

Given that the only assumption that underlies all modem eco-
nomic analysis applied to antitrust is profit maximization, one can
surmise that this assumption is what Commissioner Rosch ques-
tions. But the concept of rational choice, much derided in some

able at http://www.justice.gov/atr/public/press releases/2009/245710.htm. Commis-
sioner Rosch has expressed a similar sentiment. See Whitener, supra note 12, at 40-41.

218. See POSNER, supra note 114, at 82-85.
219. See Whitener, supra note 12, at 40-41.
220. For an excellent compilation of leading works in this area, see ADVANCES IN

BEHAVIORAL ECONOMICS (Colin F. Camerer, George Loewenstein & Matthew
Rabin eds., 2004).

221. Compare Christine Jolls, Cass R. Sunstein & Richard Thaler, A Behavioral Ap-
proach to Law and Economics, 50 STAN. L. REV. 1471 (1998), with Richard A. Posner, Ra-
tional Choice, Behavioral Economics, and the Law, 50 STAN. L. REv. 1551 (1998).
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fields of its purported application, 222 would seem to be a reasona-
bly accurate depiction of real-world corporate behavior.223 Of

course, it is an imperfect assumption, given the well-known
asymmetry between shareholders' interests and direct manage-
ment. And the global recession has demonstrated that rationality
is indeed bounded in that firms do not seem to internalize the
small risk of a financial crisis in their decision making.224 But di-
rectors who repeatedly lead their company away from profit-
maximizing practices are certain to face resistance and, ultimately,
replacement. More fundamentally still, in a vibrant economy
where competition demands efficiency for a company to survive,
irrational firms are likely to fail. Unsurprisingly, then, the Su-
preme Court has embraced this assumption, requiring that anti-
trust plaintiffs' theories make "economic sense."225 Indeed, the
accuracy of profit-maximization as a normative tool for guiding
antitrust policy has been so influential that behavioral economists

have paid virtually no attention to the field.226

Commissioner Rosch's promotion of behavioral economics
within the field of antitrust would not only be unprecedented, but
it would also fly in the face of prevailing opinion. This objection is
by no means fatal, but one would expect some basis for abandon-
ing the edifice of rational choice upon which virtually all antitrust
doctrine is built. Instead, all we are left with is a broad assertion
that markets have been shown not to work efficiently.

The sole exception, as in merger analysis, is a symptom of
the recession, not an inherent trait of the free market. It is nei-
ther a harbinger nor a cause of the crisis. This exception, of
course, is the freezing in the credit markets that reached a peak
in October 10, 2008 when the LIBOR/Overnight Index Swap
spread (a proxy for bank solvency and hence the need for capi-
tal) hit 364 basis points, up from an established ten before the

222. See Claire A. Hill, The Rationality of Preference Construction (and the Irrational-

ity of Rational Choice), 9 MINN. J.L. SCI. & TECH. 689, 701-02 (2008).

223. See POSNER, supra note 35, at ix. But see Note, Organizational Irrationality and Cor-

porate Human Rights Violations, 122 HARV. L. REV. 1931, 1932-33 (2009).

224. See POSNER, supra note 114, at 79.

225. See Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574,587 (1986).

226. For an exception, see Maurice E. Stucke, Behavioral Economists at the Gate: Anti-

trust in the Twenty-First Century, 38 LOY. U. CfI. L.J. 513, 525 (2006) (advocating the use

of behavioral economics in market analysis).
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crisis.2 27 Although the passage of gargantuan stimulus pack-
ages, including the $700 billion TARP, has eased the dearth of
lending, credit remains more costly than before the onset of the
recession.228 This phenomenon unquestionably implicates the
ability of the market to respond to artificial distortions created
by dominant-firm behavior. It limits the ability of markets to
self-correct, and legitimately calls into question the exclusion-
ary conduct of incumbent firms. Nevertheless, as noted above,
the credit crisis will not last forever; already credit markets
have sputtered back to life. As the flow of credit resumes, this
factor will become defunct.

In sum, dominant-firm misconduct is a divisive area of anti-
trust policy and will continue to be so in light of the crisis.
Nevertheless, the various causes of the recession- government
distortions in the form of low interest rates and quasi-
guarantees of mortgage providers, an influx of foreign capital,
swathes of commercial activity not subject to regulatory over-
sight, the excessive complexity of financial derivatives that
made them impossible to value, concentration and interde-
pendence within the financial sector, and mark-to-market ac-
counting rules- say nothing about the specific policies under-
lying Section 2 enforcement. The inability of the macro-
economy to self-correct, as explained above, emanates from a
downward spiral in the event of deflationary pressures, and
has little relation to the process by which antitrust markets self-
correct by spurring entry.

Of course, given the indeterminism that characterizes the
business phenomena at issue in abuse-of-dominance cases, the
Justice Department acted reasonably in advocating more inter-
ventionist antitrust policy against monopoly and in withdraw-
ing the prior administration's Section 2 report. Nevertheless,
the proclaimed justification for the move -that the market will
no longer self-correct-is either an obtuse or intellectually dis-
honest reading of the crisis.

227. Alan Greenspan, Economic Focus: Banks Need More Capital, ECONOMIST, Dec. 20,
2008, at 122.

228. See id.
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4. Political Repercussions

Because nothing in the global market crisis necessarily seems
to implicate microeconomic theory, at least insofar as distin-

guished from the embrace of political ideology, the only re-

maining question is whether political theory itself has been af-

fected by the crisis. No doubt it has, although the precise long-

run shift in ideology remains to be seen. Prior revolutions in

competition policy have taken place amid larger sociopolitical

changes. Faith in the free market-a critical feature of the post-
Warren Court era-has unquestionably been undermined, with

the result that the public, and hence politicians, are likely to

become less accepting of dominance. Antitrust condemnation

of potentially abusive monopoly behavior will surely intensify.
In this political respect-and in this respect only-the agnosti-

cism of the Chicago School may indeed be mortally wounded.

U.S. enforcement agencies have long spoken of a serious

transatlantic asymmetry concerning the degree of faith prop-

erly placed in the market to yield desirable outcomes and the

relative ability of regulators to remedy imperfections before the

market can do So.
229 Yet, there is already much talk of the U.S.

antitrust regime becoming more harmonious with EU competi-

tion law. The shift in ideology brought about or facilitated by
the crisis is, apparently, significant.

Although political reaction to the recession is worrisome in

the United States, it is far worse in Europe-a jurisdiction that
was likely predisposed against the free market principles that

have long pervaded U.S. politics even before the crisis. In 2007,
French President Nicolas Sarkozy succeeded in removing from

the European treaty the explicit objective that the "Union shall

offer its citizens ... an internal market where competition is

229. See Kolasky, supra note 14, at 537 ("In the U.S., we have very little confi-

dence in the ability of regulators to make these judgments, which would necessar-

ily involve predictions far out into the future. U.S. antitrust agencies believe, in

the immortal words of my favorite golfer, Tin Cup McAvoy, that they need to 'be

humble.' The agencies also have more confidence in the self-correcting nature of

markets. This confidence is especially strong when the markets are populated by

strong rivals and strong buyers, who will usually find ways to protect themselves

from an aspiring monopolist. This strong belief in markets and humility in their

predictive abilities lead U.S. authorities to be skeptical of claims by rivals that a

merger will lead to their ultimate demise and to demand strong empirical proof

before we will accept such claims." (footnotes omitted)).
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free and undistorted." 23 0 An objective that the "Union shall es-
tablish an internal market" is all that is left in its place. This
coup served as an effective backdrop to the ensuing crisis. Mr.
Sarkozy has made clear that his rejection of Chicago principles
is absolute, asserting that "[l]aissez-faire is finished. The all-
powerful market that is always right is finished." 231

The removal of the explicit free-market objective is a serious
loss for EU competition policy, and for the European Commis-
sion in particular, whose efforts to combat member states' pro-
motion of state champions and attempts to bypass competition
rules have been most valiant. As the global crisis lends substan-
tive support to Sarkozy's and others' rejection of free-market
competition, the myriad fruits of a dynamic single market will
be diluted. Now, more than ever, U.S. promotion of free compe-
tition and the economic policy that supports it is needed.

CONCLUSION

The global credit crisis counsels a new direction to antitrust
enforcement only if one engages in obtuse reasoning. Asser-
tions that the market and capitalism have failed may be justi-
fied in the context of macroeconomic and regulatory policy,
and certainly appeal to the populace, but they have no rele-
vance to competition policy. The fundamental tenets of micro-
economics that underlie modern U.S. antitrust jurisprudence
remain unscathed.

The key to construing antitrust law in light of the crisis is to
focus on the distinct role the market plays within this area of
the law. Markets self-correct for antitrust purposes when mo-
nopoly conditions attract entry. The inability of the macro-
economy to self-correct promptly without government inter-
vention following the 2008 crisis has nothing to do with entry
into monopolized markets. It has to do with the urgent need
for deleveraging, widespread uncertainty, and the well-
understood inability of the market to recover independently
from severe deflationary pressures. Though the economy has
stabilized and will rebound modestly once the financial sector
has sufficiently deleveraged, such recovery is also unrelated to

230. See Lessons from a Crisis, ECONOMIST, Oct. 4,2008, at 55.

231. Id.
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the idiosyncratic meaning of self-correction for purposes of
competition law. Similarly, the market failure that gave rise to
the crisis emanated from a wide variety of phenomena-none
of which seems to implicate competition policy. Only if one
defines "the market" in a wholly overbroad manner can the
crisis be read as disproving the restorative nature of markets at
the microeconomic level.

When one dissects the crisis with sufficient specificity, it be-
comes clear that minimal adjustment in competition doctrine is
necessary under the rubric of economics. Obviously, the reces-
sion has no impact on the theory underlying the rules that cur-
rently govern concerted conduct. Cartels restrict output and
create deadweight loss-effects that mirror and exacerbate the
symptoms of a recession. Enforcers on both sides of the Atlan-
tic have correctly vowed to condemn all instances of improper
collaboration between rivals.

The more interesting issue concerns rules that should apply
to merger clearance and unilateral conduct. In both fields, anti-
trust doctrine puts considerable faith in the market. Notwith-
standing this fact, however, the market failure associated with
the recession has no normative consequence for the antitrust
assumption that monopoly conditions attract entry. The finan-
cial market meltdown has revealed that commercial actors av-
idly pursue courses of action that increase profit, at least in the
short run. This phenomenon magnifies, rather than dilutes, the
economic theory that informs contemporary antitrust rules.
The only factor that supports more scrutinizing antitrust stan-
dards-the dearth of lending activity-is merely a short-lived
symptom, rather than a cause, of the recession. If credit mar-
kets freeze, assumptions of entry into capital-intensive indus-
tries should be made with some caution.

Thus, enforcers' denunciation of antitrust policy founded on
free market ideals is misplaced. Although there are few, if any,
normative insights to draw from the crisis as far as antitrust is
concerned, the positive effect of the recession is apt to be far
greater. Antitrust law, as a tool of public policy, inevitably will
reflect the sociopolitical mood of the day. The free market prin-
ciples of modern antitrust law may be anathema to those who
have tired of unbridled capitalism. Nuanced arguments in de-
fense of the status quo may fall on deaf ears. For those who ad-
vocate a more interventionist competition regime, the financial
crisis provides the perfect backdrop for promoting an agenda
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of aggressive enforcement. The new Justice Department and
certain FTC commissioners seem to be making use of the op-
portunity. Of course, the crisis provides a false foundation for
such enforcers to reverse course on precedent. Illustratively,
the new Justice Department's rejection of the 2008 Section 2
guidelines cannot be tied to any specific teachings of the crisis,
but merely to political interpretation. This rejection seems to
mark the beginning of a larger movement toward a more intru-
sive antitrust policy, which is an unfortunate consequence of a
crisis that requires no such result.
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INTRODUCTION

In the aftermath of the global economic collapse of 2008,
policymakers from around the world have been considering
regulations designed to reduce the risk of future economic tur-
moil. Their focus has been on powers and procedures designed
to reduce systemic risk and to help ensure financial stability in
the world markets.' Although policymakers should explore
prophylactic measures and use counterfactual reasoning, they
should not confine their analysis to preventing the next crisis.
Regulating against the risk of unpredictable disaster - a so-
called "black swan 2

-is imprecise and, if done improperly,
can hinder economic growth. Along these lines, policymakers
must be cautious to avoid a regulatory overreaction to the cur-
rent economic problems.3 In an effort to promote long-term
economic prosperity, policymakers should avoid the tempta-
tion to overregulate in the near term.

Policymakers also must alleviate unnecessary burdens to
economic growth, both in the United States and abroad. But a
monetary response, such as a stimulus spending package, pro-
vides only short-term economic relief and could cause a host of
problems not discussed in this Article. To promote long-term
and sustainable growth, policymakers must consider regula-
tory measures designed to facilitate capital formation and en-
courage investment, while providing appropriate safeguards
against fraud to investors. Of course, the legal and regulatory
systems may pose the greatest impediment to economic growth.4

1. See GROUP OF TWENTY, DECLARATION: SUMMIT ON FINANCIAL MARKETS AND

THE WORLD ECONOMY 1 (2008) (stating that recent efforts to support the global
economy and stabilize financial markets must be followed with reforms to pre-
vent another crisis).

2. See generally NASSIM NICHOLAS TALEB, THE BLACK SWAN: THE IMPACr OF THE

HIGHLY IMPROBABLE (2007).

3. See Lawrence Leibowitz, Group Executive Vice President & Head of U.S. Mkt.
& Global Tech., NYSE Euronext, Inc., Address at the NYSE Euronext Securities
Industry and Financial Markets Association Market Structure Conference, Key
Issues Facing the Financial Markets: Time to Re-Engage (May 20, 2009), available at
http://www.nyse.com/about/nyseviewpoint/1243591675565.html ("We have to be
really careful about regulatory and legislative overreaction, at the same time real-
izing that the Wild West doesn't serve the public good either.").

4. For example, a recent study by the Committee on Capital Markets Regulation
noted that "[e]xcessive regulatory costs and risk of litigation are the most likely causes
of" the decline in U.S. market share of the global IPO market. LUIGI ZINGALES ET AL.,

INTERIM REPORT OF THE COMMITrEE ON CAPITAL MARKETS REGULATION 38 (2006).
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The United States has its own unique hindrance to economic
growth: private securities class-action litigation. Along with Can-

ada and Australia, the United States is one of three G-20 nations to
permit securities class actions.5 Although originally envisioned as
a means to provide relief to aggrieved investors, securities class-
action litigation has become an inefficient and grossly incomplete
means of redress for investors, a costly encumbrance to busi-
nesses, and a threat to capital formation in the United States.

To be sure, access to a properly administered class-action
framework provides aggrieved plaintiffs with a valuable legal
recourse. Despite the drawbacks, class actions-as opposed to
individual actions-are necessary to avoid the collective action
problem that exists when investors accrue claims against publicly
held corporations. In the absence of a class action, an individual
shareholder might have little incentive to litigate an alleged secu-
rities law violation because he would be forced to bear all the
costs of litigation while receiving only a fraction of the potential
benefits paid to all shareholders. Class-action litigation avoids the
collective action problem by allowing a class of shareholders, fol-
lowing the efforts of lead plaintiffs and plaintiffs' attorneys, to
share the costs and benefits of a unified action proportionately.

The problem with the existing class-action framework in the
United States is the overuse and abuse of the litigation system.
The magnitude of securities class-action litigation in the United
States is astonishing. Nearly half of all class-action lawsuits in
2004 involved allegations of federal securities law violations.6

In 2008, 210 securities class-action lawsuits were filed.7 The
number of securities class-action lawsuits appears to have dou-

5. John C. Coffee, Jr., Foreign Issuers Fear Global Class Actions, NATL L.J., June 14, 2007,

at 12 (stating that foreign issuers now fear entering the U.S. market because "listing on

a U.S. exchange exposes the foreign issuer to potentially bankrupting securities liabili-
ties if its stock price were to decline sharply" and that "the securities class action is not

available as a practical matter elsewhere in the world, with the possible exceptions of

Canada and Australia").

6. U.S. CHAMBER INST. FOR LEGAL REFORM, SEcuRmES CLASS ACION LITIGATION:

THE PROBLEM, ITS IMPACT, AND THE PATH TO REFORM 3 (2008) [hereinafter SECURITIES

CLASS ACTON LITIGATION].

7. CORNERSTONE RESEARCH, SECURIES CLASS ACTON FILNGS 2008: A YEAR IN RE-

VIEW 2 (2009) [hereinafter SECURMES CLASS AcrION FILINGS 2008].
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bled in each recent year,8 and the total number of securities
class-action settlements in 2008 was three times that of 1998. 9

The threat of securities class actions is more pronounced in pe-
riods of increased volatility in stock prices. A two-year trough in
securities class-action filings from June 2005 through June 2007-a
period characterized by a strong and stable stock market-was
followed by a period of increased class-action filings through June
2008-during which stock market volatility doubled.10

The current system of securities class-action litigation is an
inefficient means to redress the harm to investors. Prominent
studies have concluded that securities class-action litigation
fails to compensate adequately those harmed by fraud." The
median ratio of settlement amount to total alleged investor loss
has ranged between two and three percent.12 Securities class-
action lawsuits are essentially wealth transfers among share-
holders and often are circular in nature. Existing shareholders
bear the burden of compensating aggrieved shareholders, some
of whom also may be existing shareholders.

Although individual class members receive relatively little of
the ultimate recovery that is spread across a class, the plaintiffs'
attorneys receive customarily twenty to twenty-five percent of
the total recovery. 13 During the past ten years, plaintiffs' lawyers,
along with other middlemen, have obtained nearly $17 billion in
fees from securities class actions. 14 The diffused investors in the

8. See id. ati.
9. ELLEN M. RYAN & LAURA E. SIMMONS, SECURITIES CLASS ACTION SETTLEMENTS:

2008 REVIEW AND ANALYSIS 1 (2009) [hereinafter 2008 CLASS ACTION SETTLEMENTS];
LAURA E. SIMMONS & ELLEN M. RYAN, SECURITIES CLASS ACTION SETTLEMENTS: 2007

REVIEW AND ANALYSIS 1 (2008) [hereinafter 2007 CLASS ACTION SETFLEMENTS].

10. CORNERSTONE RESEARCH, SECURITIES CLASS ACTION FILINGS: 2008 MD-YEAR AS-
SESSMENT 3 (2008) [hereinafter 2008 MID-YEAR ASSESSMENT].

11. Joseph A. Grundfest, Statement at the Meeting of the Advisory Committee
on the Auditing Profession 3-4 (Feb. 4, 2008), available at http://www.treas.gov/

offices/domestic-finance/acap/submissions/02042008/GrundfestO2O42008.pdf.

12. SECURITIES CLASS ACTION LITIGATION, supra note 6, at ii.

13. Fischel v. Equitable Life Assur. Soc., 307 F.3d 997, 1006 (9th Cir. 2002) (describing
a "25 percent "benchmark' in percentage-of-the-fund cases that can be altered as re-
quired by the needs of the case). Of those persons who were class members of various

class actions, fifty-three percent reported in a survey that they did not receive anything
of meaningful value. See U.S. CHAMBER OF COMMERCE, INSTITUTE FOR LEGAL REFORM,
POLLING ON THE CLASS ACTION SYSTEM: NATIONAL RESULTS 1 (2003) [hereinafter

POLLING ON THE CLASS ACTON SYSTEM].

14. SECURIES CLASS ACTION LITIGATION, supra note 6, at ii.
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class lack the ability to bargain over attorney fees and courts
rarely reduce the fees proposed by the plaintiffs' attorneys.15

In class-action litigation, the interests of the plaintiffs' attor-
neys and class members may not be aligned in some instances.
The plaintiffs' attorneys bear the full costs of pursuing the liti-
gation but receive only a portion of the ultimate award. Conse-
quently, the decisions of the plaintiffs' attorneys may be driven
by concern over litigation costs and personal gain rather than
by an interest in obtaining the best result for class members.
Indeed, the recent scandals involving plaintiffs' attorneys pay-
ing large sums to repeat plaintiffs illustrate how class-action
litigation can be abused at the expense of harmed investors."i

Companies and their shareholders incur enormous costs to
defend against securities class-action lawsuits. In one recent
study, approximately forty-one percent of the companies listed
on the major stock exchanges had been named as defendants in
at least one federal securities class action.17 The total monetary
value of securities class-action settlements in 2008 was $3.09
billion.18 The average settlement value from 2002 to 2008 was
$45.6 million, which represents approximately a 175% increase
from the average value of $16.6 million from 1996 to 2001.19

15. See POLLING ON THE CLASS ACTION SYSTEM, supra note 13, at 1 (stating that in a
2003 survey sponsored by the U.S. Chamber of Commerce, sixty-seven percent of per-
sons surveyed believe that lawyers benefit most from the current class-action lawsuit
system). But see In re Baan Co. Sec. Litig., 288 F. Supp. 2d 14, 22 (D.D.C. 2003) (rejecting
a request by plaintiffs' attorneys for thirty-two percent of the settlement fund and in-
stead awarding twenty-eight percent of the fund).

16. See, e.g., Julie Creswell, U.S. Indictment for Big Law Firm in Class Actions, N.Y.
TIvIES, May 19, 2006, at Al; see also Carrie Sheffield, House GOP wants probe into Milberg

Weiss scandal, WASH. TIMES, May 2, 2008, http://www.washingtontimes.com/
weblogs/fishwrap/2008/may/02/house-gop-wants-probe-into-milberg-weiss-scandal

(quoting in full a letter dated May 2, 2008 from Rep. John Boehner and Rep. Lamar
Smith to Rep. John Conyers, House Judiciary Committee Chairman, stating in part:

"According to federal investigators, Milberg Weiss officials maste rminded a $250 mil-
lion illegal kickback scheme involving their clients, and then lied in court about their
actions .... The... scandal has implications for every American, particularly at a time
when our economy is struggling and the triple threat of excessive regulation, taxation,

and litigation is pushing jobs overseas").

17. See COMMISSION ON THE REGULATION OF THE U.S. CAPITAL MARKETS IN THE 21ST
CENTURY, U.S. CHAMBER OF COMMERCE, REPORT AND RECOMMENDATIONS 30 (2007)
[hereinafter CHAMBER COMMISSION REPORT].

18. 2008 CLASS ACTION SEITLEMENTS, supra note 9, at 1.

19. STEPHANIE PLANCICH & SVETLANA STARYHK, RECENT TRENDS IN SECURITIES
CLASS ACTION LITIGATION: 2009 MID-YEAR UPDATE 22 (2009) [hereinafter 2009 MID-

YEAR UPDATE].
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Private securities litigation has become a real concern, par-
ticularly for new businesses that do not have the resources to
handle a large lawsuit. A major lawsuit could sound the death
knell for new companies that already bear a disproportionate
amount of the total business tort costs in the United States. Al-
though small companies account for nineteen percent of busi-
ness revenue in the United States, they bear sixty-nine percent
($98 billion) of the business tort costs. 20 To cope with the cost of
securities litigation, companies must raise the prices of their
goods and services. 21 Doing so, in turn, logically harms the
competitiveness of U.S. businesses in a global marketplace that
is dominated by low-cost goods and services in the nations
where providers do not face such threats.

Securities class actions impose a competitive disadvantage
on U.S. capital markets relative to markets in other countries.
Indeed, foreign companies are reluctant to list in U.S. markets
due to concerns with the American litigation system.22 Accord-
ing to the Committee on Capital Markets Regulation-an inde-
pendent, bipartisan body composed of twenty-two corporate
and financial leaders from business, finance, law, accounting,
and academia-since the late 1990s the percentage of the
world's Initial Public Offerings (IPOs) conducted in the United
States has dropped from forty-eight percent to six percent in
2005.23 Of the world's twenty-five largest IPOs in 2005, only
one of them took place in the United States.24 That trend con-
tinued in 2006, when a report dated November 30 observed
that, in the year to date, nine of the ten largest IPOs had oc-
curred in markets outside of the United States.25 Dollar figures
are also staggering: Between 2000 and 2005, the percentage of

20. U.S. CHAMBER INST. FOR LEGAL REFORM, TORT LIABILITY COSTS FOR SMALL BUSI-

NESS 7 (2007).

21. A 2003 survey found that seventy-four percent of Americans surveyed think that
the class-action system drives up prices. POLLING ON THE CLASS ACTION SYSTEM, supra

note 13, at 1.

22. MCKINSEY & Co., SUSTAINING NEW YORK'S AND THE US' GLOBAL FINANCIAL
SERVICES LEADERSHIP 101 (2007) [hereinafter MCKINSEY REPORT] ("[N]ot only are for-
eign companies staying away from U.S. capital markets for fear that the potential costs
of litigation will more than outweigh any incremental benefits of cheaper capital, but a
number of interviewees also suggested that the legal environment is detrimental to
America's spirit of entrepreneurialism and innovation.").

23. ZINGALES Er AL., supra note 4, at 2.

24. Id.

25. Id.
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dollars raised in global IPOs in the United States decreased by
a factor of ten, dropping from fifty percent to five percent. 26

Where is the IPO activity going? The Committee report states
that over the same time, London's share of the global [PO market
nearly quintupled from five percent to almost twenty-five per-
cent.27 United States exchanges attracted only about one-third of
the share of the global IPO volume in 2006 that they had in 200128

and only three of the twenty largest IPOs of 2008 were listed on
U.S. stock exchanges.2 9 In 2009, the United States regained the
global lead in amount of funds raised in IPOs, boasting a robust
twenty-seven percent share of global capital raised.30 But this
number may be of little comfort when one considers that the share
is mostly attributed to the $19.6 billion Visa [PO-the largest [PO

in U.S. capital market history.31 Looking beyond this single outlier,
it is apparent that capital formation has moved overseas in droves.

An unwieldy class-action regime impacts not only the mar-

ket for public offerings, but also the market for private offer-
ings. The success of the venture capital industry relies, in large
part, on how readily a start-up or other privately held company

can be taken public. Absent a desire to access the public equity
markets in the United States, the amount of private equity ac-
tivity in the United States also suffers. 32

In contrast to federal litigation, securities arbitration appears
to provide a more efficient and cost-effective mechanism to re-

solve disputes with integrity while minimizing the burdens on

our judicial system. Arbitration ensures that all relevant facts

26. Id.

27. Id. at 3; see also McKINSEY REPORT, supra note 22, at ii ("[Tihe legal environments

in other nations, including Great Britain, far more effectively discourage frivolous

litigation ...").
28. McKINSEY REPORT, supra note 22, at 43.

29. See id. at 16.

30. ERNST & YOUNG, SHWING LANDSCAPE -ARE YOU READY?: GLOBAL IPO TRENDS

REPORT 18 (2009).

31. Id.

32. Brief for the Nasdaq Stock Mkt., Inc. and NYSE Euronext as Amici Curiae Sup-

porting Respondents at 6, Stoneridge Inv. Partners, LLC v. Scientific-Atlanta, Inc., 552

U.S. 148 (2008) (No. 06-43) (explaining that "the contribution of strong capital markets

to overall economic growth is well documented"). The damage to capital markets
caused by securities dass actions does not stop at U.S. shores. One of the more recent

developments in the universe of securities dass-action litigation is the so-called "F-
cubed" dass action, which pits a foreign-listed, foreign corporation against a foreign
investor in U.S. federal court.

No. 21



Harvard Journal of Law & Public Policy

are presented to the panel without the evidentiary hurdles of
federal court. In addition, the use of arbitrators knowledgeable
about the securities industry may reduce the uncertainty of re-
solving securities claims in jury trials.

The arbitration system used by the Financial Industry Regu-
latory Authority (FINRA), the self-regulatory organization that
oversees certain securities firms, could be a model for the reso-
lution of class actions, but an arbitration forum for securities
class-action claims would have to account for the unique cir-
cumstances of those claims. Unfortunately, the federal court
system provides the only permissible avenue at present to re-
solve class-action claims under the federal securities laws. Al-
though arbitration is an avenue to adjudicate scores of different
types of claims, the self-regulatory organizations expressly
prohibit arbitration of securities class-action claims.

This Article analyzes the impediments to arbitration of securi-
ties class-action claims. It describes the concerns with the current
system of shareholder class actions and discusses the benefits and
criticisms associated with arbitration. Finally, this Article recom-
mends that policymakers explore options to use arbitration for
securities class-action claims. One option is to permit arbitration
of a limited number of securities class-action lawsuits following a
federal court's denial of a defendant's motion to dismiss. Another
option is to allow new public companies the opportunity to
choose between arbitration and litigation at the time of the initial
public offering of securities. By providing new public issuers the
choice of forum at the time of the IPO and then providing suffi-
cient ongoing notice to the marketplace of the chosen forum, in-
vestors can decide for themselves the significance of the arbitra-
tion forum prior to the decision to purchase the stock. This
scenario may provide relief to smaller companies from the class-
action lawsuits that have plagued them, while protecting inves-.
tors and providing the opportunity to further study and evaluate
the use of class-action arbitration in a real-world context.

I. THE ECONOMIC COSTS AND BENEFITS OF SECURITIES

CLASS-ACTION LAWSUITS

A. The Burdens on the Federal Judiciary

Securities class-action lawsuits dominate the federal docket.
In 2004, securities class actions accounted for forty-eight per-
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cent of all federal class actions in the United States.33 Due to
their legal and factual complexity, securities class actions re-

quire more judicial time and attention than other types of law-

suits. They require unusual procedural attention (due to the

selection of a lead plaintiff and lead counsel), often require

multiple attempts at repleading and multiple motions to dis-
miss, and generally take longer to resolve as a result of the vo-

luminous document requests and depositions following the
denial of a motion to dismiss.34

Despite opinions by the Supreme Court that aim to curtail

frivolous lawsuits, the number of securities class-action lawsuits

continues to grow. There was a fifty-eight percent increase in

new lawsuits from 2006 to 2007.3
1 In 2008, securities class action

filings reached a six-year high with 259 filings.36 Filings have

kept pace in 2009, with 127 cases filed in the first half of the

year.37 Filings of securities class-action lawsuits may have some

correlation with stock market volatility. According to a report by

NERA Economic Consulting, market volatility is positively cor-

related with the number of securities class-action filings, and "if
market volatility is higher during a quarter, controlling for mar-
ket returns, filings are likely to be higher in the same quarter."3

B. The Costs to Individual Companies

In addition to the costs to the judicial system, the costs of secu-

rities class actions to individual companies are enormous. Since

1996, at least 3,013 securities class actions have been filed.39 Ap-

proximately 2,465 public companies-forty-one percent of the

approximately 6,000 companies currently listed on the major

stock exchanges-have been named as defendants in at least one

33. SECURITIES CLASS ACTION LITIGATION, supra note 6, at 3.

34. See John C. Coffee, Jr., Reforming the Securities Class Action: An Essay on Deterrence

and Its Implementation, 106 COLuM. L. REV. 1534, 1540 (2006).

35. SECURITIES CLASS ACTION LITIGATION, supra note 6, at i.

36.2009 MID-YEAR UPDATE, supra note 19, at 1.

37. Id.

38. STEPHANIE PLANCICH Er AL., 2008 TRENDS: SUBPRIME AND AUCTION-RATE CASES

CONTINUE TO DRIVE FILINGS, AND LARGE SETTLEMENTS KEEP AVERAGES HIGH 1 (2008)

[hereinafter NERA 2008 MID-YEAR UPDATE].

39. Stanford Securities Class Action Clearinghouse, http://securities.stanford.edu
(last visited Jan. 16, 2010).
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federal securities class action.4° In 2009, 4.6% of all S&P 500 listed
companies were defendants in a newly filed class action.41

Another alarming threat to the competitiveness of United
States markets is the growing and disproportionate number of
securities class-action lawsuits against foreign companies. In
2008, class actions filed in federal court against foreign compa-
nies increased by seven percent. 42 The increase in lawsuits has
been so sharp that foreign issuers currently face a dispropor-
tionately higher percentage of lawsuits than domestic issuers.
As of June 30, 2009, foreign companies account for fifteen per-
cent of all securities class-action defendants, but comprise only
thirteen percent of exchange-listed companies.43

In addition to the increasing number of securities class-action
lawsuits, the claims against companies have increased dramati-
cally in size. There are two measures that illustrate this point:
the disclosure dollar loss and the maximum dollar loss. With
the disclosure dollar loss, the size of a claim is measured by
reference to the decline in market capitalization from the day
before the class period ends to the day after the corrective dis-
closure. With the maximum dollar loss, the size of a claim is
measured by reference to the decline in market capitalization
from the maximum price point during the class period to the
day after the corrective disclosure. The total disclosure dollar
loss in 2008 was $227 billion, which represents a forty-eight
percent increase from 2007 and a seventy-five percent increase
relative to the eleven-year average from 1997 to 2007.44 The
maximum dollar loss in 2008 was $856 billion, which repre-
sents a twenty-seven percent increase from 2007.45

The larger the claim, the greater the leverage plaintiffs' at-
torneys have to obtain a settlement. This leverage exists even

40. CHAMBER COMMISSION REPORT, supra note 17, at 30.
41. CORNERSTONE RESEARCH, SECURITIES CLASS ACTION FILINGS 2009: A YEAR IN RE-

VIEW 12 (2010).

42.2009 MID-YEAR UPDATE, supra note 19, at 9 (showing a rise from 27 to 29
class actions).

43. See id. at 10.
44. See 2008 MID-YEAR ASSESSMENT, supra note 10, at 9; see also SECURITIES CLASS AC-

TION FILINGS 2008, supra note 7, at 14-15.
45. See SECURITIES CLASS ACTION FILINGS 2008, supra note 7, at 14. It is important to

recognize that investors should have redress for valid claims under the law. Redress
should be achieved, however, in the most cost-effective and efficient means possible,
which may not be achieved under the current private securities litigation framework.
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for claims lacking merit. This leverage is significant because
nearly every securities class-action lawsuit settles before trial.46

If a defendant loses its motion to dismiss, it is faced with a
Hobson's choice: settle the case for millions (or sometimes bil-
lions) of dollars or incur large legal bills and divert company
resources to fight the claims at trial while facing the risk that a
jury will render a potentially catastrophic verdict against the
company. For new and small issuers, a large judgment can be
especially devastating.47 Since the enactment of the Private Se-
curities Litigation Reform Act, approximately forty-four per-
cent of securities class-action lawsuits have been either dis-
missed or had a summary judgment entered for the defendant,
and fifty-six percent have settled with all defendants, leaving

only a small percentage of cases to reach a verdict at trial.48

The concerns with securities class-action litigation transcend
party lines. Former Attorney General Dick Thornburgh, who

served in the Reagan and George H. W. Bush administrations,
observed: "Outcomes [of securities class-action lawsuits] are
often less a matter of justice than of negotiation, as many de-
fendants decide it is better to settle than to incur the enormous
costs, inconvenience and risks associated with what may be-
come virtually endless litigation."49 Robert E. Litan, a former
Clinton Administration official, similarly stated: "[S]ome de-
fendants can feel financially pressured to settle even if they
have done nothing wrong, believing it not to be worth betting
their companies on a subsequent mistaken jury verdict that can
be difficult to overturn on an appeal. °50 The Supreme Court
acknowledged these concerns in the landmark Stoneridge case.51

The Court stated that "extensive discovery and the potential

46. See 2009 MID-YEAR UPDATE, supra note 19, at 15; Janet Cooper Alexander, Do the

Merits Matter? A Study of Settlements in Securities Class Actions, 43 STAN. L. REV. 497,

528-34 (1991).

47. See ANJAN V. THAKOR, U.S. CHAMBER INST. FOR LEGAL REFORM, THE UNIN-

TENDED CONSEQUENCES OF SECURITIES LmGATION 9-10 (2005).

48. 2009 MID-YEAR UPDATE, supra note 19, at 15.

49. Dick Thomburgh, Op-Ed., Class action gamesmanship, WASH. TIMES, July 15, 2007,

at A14.

50. ROBERT E. LrrAN, U.S. CHAMBER INST. FOR LEGAL REFORM, THROUGH THEIR EYES:

How FOREIGN INVESTORS VIEW AND REACr TO THE U.S. LEGAL SYSTEM 13 (2007).

51. Stoneridge Inv. Partners, LLC v. Scientific-Atlanta, Inc., 552 U.S. 148 (2008).
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for uncertainty and disruption in a lawsuit allow plaintiffs with
weak claims to extort settlements from innocent companies."52

The settlement amounts of private securities class-action law-
suits have increased dramatically over the past decade. The aver-
age settlement amount from 2002 to 2007 was $70.1 million, which
represents approximately a 250% increase from the average
amount of $28.2 million from 1998 to 2001.13 These figures are
driven, in part, by several large settlements in the past few years.
According to a study by the Chamber of Commerce, "Nine of the
ten largest securities class action settlements of all time occurred
in the past three years, and nine of those top ten exceeded 1 billion
dollars."5" Nevertheless, excluding settlements over one billion
dollars, the average settlement amount from 2002 to 2007 was
$24.4 million, which represents approximately a 200% increase
from the average amount of $11.5 million from 1996 to 2001. 5 The
total amount of all securities class-action settlements in 2008 was
$3.09 billion.56 Although the average settlement in 2008 decreased
approximately fifty percent from 2007,57 the average settlement
amount is expected to increase in the coming years as the claims
currently pending are resolved.

C. The Costs to the United States Capital Markets and Economy

Securities class-action lawsuits pose a strong impediment to
economic growth in the United States. The threat of private se-
curities class-action lawsuits is among the primary disincen-
tives to listing on U.S. exchanges. The Financial Services
Roundtable, a financial services industry trade group, opined
both that "[e]xcessive litigation and the threat of litigation are
the most significant impediments to the competitiveness of U.S.
businesses" 5 8 and that "the growth in class action lawsuits, es-
pecially securities class-action cases, imposes substantial uncer-

52. Id. at 163.
53.2007 CLASS ACTION SETTLEMENTS, supra note 9, at 1-2.

54. SECURITIES CLASS ACTION LITIGATION, supra note 6, at 8.

55. STEPHANIE PLANCICH ET AL., 2007 YEAR END UPDATE: RECENT TRENDS IN
SHAREHOLDER CLASS ACTIONS: FILINGS RETURN TO 2005 LEVELS AS SUBPRIME CASES
TAKE OFF; AVERAGE SETLEMENTS HIT NEW HIGH 12 (2008) [hereinafter 2007 YEAR

END UPDATE].

56.2008 CLASS ACTION SETrLEMENTS, supra note 9, at 1.

57. See id. at 2.

58. RICHARD M. KOVACEVICH ET AL., FIN. SERvs. ROUNDTABLE, THE BLUEPRINT FOR
U.S. FINANCIAL COMPETIvENESS 63 (2007).
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tainties and costs and presents a major competitive challenge to

U.S. financial services firms in comparison to foreign firms that

are not subject to a similar risk."59

One of the most comprehensive studies of the effects of private

securities litigation on the competitiveness of the United States

markets was commissioned by Senator Charles E. Schumer and

Mayor of New York Michael R. Bloomberg and conducted by

McKinsey & Company. McKinsey's 2007 report concluded that

"the prevalence of meritless securities lawsuits and settlements in

the U.S. has driven up the apparent and actual cost of doing busi-

ness -and driven away potential investors."60 The report found:

[T]he high legal cost of doing business in the U.S. financial
services industry is of real concern to corporate executives.
When asked which aspect of the legal system most signifi-
cantly affected the business environment, senior executives
surveyed indicated that propensity toward legal action was
the predominant problem. 61

Indeed, eighty-five percent of CEOs surveyed indicated that

they preferred London to New York due to the litigation risk

associated with U.S. markets.62

Another recent survey conducted by the Financial Services

Forum-which polled 334 senior executives of companies

based in the United States, United Kingdom, Germany, France,

China, Japan, and India-confirms these conclusions. Accord-

ing to the survey,

[o]ne out of three companies in the survey that considered
going public in the United States rated litigation as an 'ex-
tremely important' factor in their decision, and nine out of
10 companies who de-listed from a U.S. exchange in the last
four years said the litigation environment played some role
in that decision. 63

The survey also stated that "[o]ne out of four U.S.-listed pub-

lic companies cited litigation reform as the most significant

59. Id.

60. McKINSEY REPORT, supra note 22, at ii.

61. Id. at 75.

62. Id.

63. THE FIN. SERVS. FORUM, 2007 GLOBAL CAPITAL MARKETS SURVEY 8 (2007) [here-
inafter 2007 GLOBAL CAPITAL MARKETS SURVEY].
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step the U.S. can take to improve the attractiveness of U.S.
capital markets." 64

These results are confirmed by figures showing that a growing
number of companies are looking overseas to raise capital. As
previously noted, in 2006, U.S. exchanges attracted only about
one-third of the share of the global IPO volume as compared to
2001 .65 Indeed, "[i]n 2006, more capital was raised through initial
public offerings... on the Hong Kong Stock Exchange than on
the New York Stock Exchange and NASDAQ combined."66

D. Analysis of the Purported Benefits of
Securities Class-Action Lawsuits

Proponents of securities class-action lawsuits have argued
that securities litigation deters wrongdoing and compensates
injured shareholders. Neither of these purported reasons has
much support in theory or practice. The Committee on Capital
Markets Regulation has concluded that "[t]he modem securi-
ties class-action lawsuit creates a heavy burden for public com-
panies; without a substantial social benefit, this burden cannot
be justified.... [T]he public value of the securities class action
litigation is questionable."6 7

The Committee made three key findings to support its con-
clusions. First, "the potential deterrent function of private secu-
rities litigation is debatable because virtually all the costs fall
on the corporation and its insurer, which means they are ulti-
mately borne by the shareholders." 68 Second, "the notion that
securities class actions do a good job of compensating injured
parties is belied by data suggesting that the average securities
class action settles for between two percent and three percent
of the investors' economic losses." 69 Third,

even if there is a net recovery, contemporary securities class
action litigation is still suffering from a problem of circular-
ity. The recovery is largely paid by diversified shareholders
to diversified shareholders and thus represents a pocket-
shifting wealth transfer that compensates no one in any

64. Id.

65. MCKINSEY REPORT, supra note 22, at 43.
66. 2007 GLOBAL CAPITAL MARKETS SURVEY, supra note 63, at 2.
67. ZINGALES Er AL., supra note 4, at 78.

68. Id.

69. Id. at 79.
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meaningful sense and that incurs substantial wasteful trans-
action costs in the process.70

Investors who held shares at the time of the fraud pay the set-
tlement to investors who purchased or sold during the period
of the fraud.

71

The notion of any benefit to injured shareholders from secu-
rities class-action lawsuits is further belied by the fact that most
investors have a diversified portfolio,72 and thus may suffer
little or no net harm from securities fraud. Diversified investors
are essentially protected against fraud in an individual security
by having a portfolio of other investments with low correlation
to one another. 73 When considering all costs associated with
securities litigation, such as the negative effects on raising capi-
tal, distraction of management, and attorney fees-which cus-
tomarily exceed twenty percent of the recovery for plaintiffs
attorneys, 74 and perhaps a comparable amount for defense at-
torneys 75-both society and investors in the aggregate are net
losers under the current private securities litigation regime.

Professor Joseph Grundfest, a former SEC commissioner,
summarized the problems with securities class-action litigation:

The conclusion is clear. The class action securities fraud liti-
gation system is broken. It fails efficiently to deter fraud and
fails rationally to compensate those harmed by fraud. Its
greatest proponents seem to be the class action counsel and

70. Id.

71. See id.

72. See K.J. Martijn Cremers & Jianping Mei, Turning Over Turnover (Yale ICF
Working Paper No. 03-26, 2005), available at http:I/ssm.com/abstract=452720 (find-
ing that up to approximately three quarters of trading is motivated by rationales
other than stock picking); Utpal Bhattacharya & Neil Galpin, The Global Rise of
the Value-Weighted Portfolio 3 (Mar. 2007) (unpublished manuscript), available at
http://ssrn.com/abstract849627 (finding that trading in the value-weighted port-
folio has increased over time and accounts for sixty-eight percent of the trading
volume in the 2000s).

73. See Brian M. Rom & Kathleen W. Ferguson, "Portfolio Theory is Alive and Well": A
Response, J. INVEsTG, Fall 1994, at 24, 26.

74. See ZINGALES Er AL., supra note 4, at 79.
75. See id.; see also Tom Baker & Sean J. Griffith, Predicting Corporate Governance Risk:

Evidence from the Directors' & Officers' Liability Insurance Market, 74 U. CH. L. REv. 487,
495 n.29 (2007) (discussing defense costs and how they may amount to twenty-five
percent or more of a settlement amount).
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others who profit as a consequence of the irrationally large
damage exposures generated by the current regime. 76

II. ARBITRATION OF SECURITIES LAW CLAIMS

A. The Development of the Law

Arbitration has become a widespread practice in resolving

disputes between broker-dealers and their customers. Virtually

every customer agreement contains an explicit clause requiring
that disputes be heard in arbitration. Under the Federal Arbi-

tration Act (FAA), 77 agreements to arbitrate future disputes are
generally enforceable. 78 Although the FAA has existed for over

three quarters of a century, arbitration of claims under the Se-

curities Act of 193379 and the Securities Exchange Act of 193480

is a relatively recent concept.

In 1953, the Supreme Court in Wilko v. Swan held that the FAA
does not apply to the provisions of the Securities Act of 1933 de-

signed to protect investors."' Although the FAA specifically per-
mits parties to elect contractually to arbitrate their claims,8 2 Sec-

tion 14 of the Securities Act of 1933 expressly voids any attempt to
waive the securities laws.83 The Court held that Section 14 would

therefore invalidate any clause requiring parties to arbitrate

claims under the Securities Act of 1933.84 The Court expressed
concern with arbitration as a forum to adjudicate provisions of the
Securities Act, stating that "their effectiveness in application is

76. Joseph A. Grundfest, Professor of Law and Bus., Stanford Law Sch., State-
ment at the Meeting of the Advisory Committee on the Auditing Profession 4
(Feb. 4, 2008), available at http://www.treas.gov/offices/domestic-finance/acap/
submissions/02042008/GrundfestO2042008.pdf.

77.9 U.S.C. §§ 1-16 (2006).

78. See 9 U.S.C. § 2 ("A written provision in ... a contract evidencing a transaction
involving commerce to settle by arbitration a controversy thereafter arising out of such
contract... shall be valid, irrevocable, and enforceable, save upon such grounds as
exist at law or in equity for the revocation of any contract.").

79.48 Stat. 74 (codified as amended at 15 U.S.C. §§ 77a-bbbb (2006)).

80.48 Stat. 881 (codified as amended at 15 U.S.C. §§ 78a-nn (2006)).

81.346 U.S. 427,438 (1953).

82. See 9 U.S.C. § 3.

83.15 U.S.C. § 77n ("Any condition, stipulation, or provision binding any person ac-
quiring any security to waive compliance with any provision of this subchapter or of
the rules and regulations of the Commission shall be void.").

84. Wilko, 346 U.S. at 437-38.
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lessened in arbitration as compared to judicial proceedings."85 The

Court conceded the difficulty in reaching that conclusion:

Two policies, not easily reconcilable, are involved in this
case. Congress has afforded participants in transactions sub-
ject to its legislative power an opportunity generally to se-
cure prompt, economical and adequate solution of contro-
versies through arbitration if the parties are willing to accept
less certainty of legally correct adjustment. On the other
hand, it has enacted the Securities Act to protect the rights of
investors and has forbidden a waiver of any of those rights.
Recognizing the advantages that prior agreements for arbitra-
tion may provide for the solution of commercial controver-
sies, we decide that the intention of Congress concerning the
sale of securities is better carried out by holding invalid such
an agreement for arbitration of issues arising under the Act.86

Several federal courts subsequently extended Wilko to the Se-

curities Exchange Act of 1934.87 In 1987, however, the Supreme

Court in Shearson/American Express, Inc. v. McMahon held that

Wilko did not apply to claims under the Securities Exchange

Act of 1934. 8 Two years after McMahon, the Supreme Court in

Rodriguez de Quijas v. Shearson/American Express, Inc. overruled

Wilko and held that pre-disputed arbitration agreements would

be upheld, even concerning matters arising under the Securities

Act of 1933.89 The Court stated: "Our conclusion is reinforced

by our assessment that resort to the arbitration process does

not inherently undermine any of the substantive rights af-

forded to petitioners under the Securities Act."90

In the midst of the Rodriguez de Quijas and McMahon litiga-

tion, the Securities and Exchange Commission, under the direc-

tion of Chairman David Ruder, directed all the self-regulatory

organizations (SROs) "to consider adopting procedures that

would give investors access to the courts in appropriate cases,

including class actions." 91 In response, the Securities Industry

85. Id. at 435.

86. Id. at 438 (footnote omitted).

87. See Constantine N. Katsoris, Securities Arbitration After McMahon, 16 FORDHAM

URB. L.J. 361, 366 n.38 (1988) (collecting cases).

88. 482 U.S. 220, 238 (1987).

89.490 U.S. 477,484 (1989).

90. Id. at 485-86.

91. Proposed Rule Change by NASD Relating to Improvements in the NASD Code

of Arbitration Procedure, 57 Fed. Reg. 30,519, 30,520 (July 1, 1992).
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Conference on Arbitration (SICA) met and unanimously
adopted a rule to exclude the arbitration of securities class-
action lawsuits.92 The National Association of Securities Deal-
ers, Inc. (NASD) submitted that proposed rule to the SEC, and
the Commission approved the proposed rule on October 28,
1992. In approving the rule, the Commission explained:

The Commission finds that the proposed rule change is consis-
tent with the requirements of the Act and the rules and regula-
tions thereunder applicable to the NASD. Specifically, the
Commission finds that the proposed rule change is consistent
with the requirements of section 15A(b)(6) of the Act. Section
15A(b)(6) requires, in part, that the rules of the NASD be de-
signed "to protect investors and the public interest * * *." Over
the years of the evolution of class action litigation, the courts
have developed the procedures and expertise for managing
class actions. Duplication of the often complex procedural safe-
guards necessary for these hybrid lawsuits is unnecessary. The
Commission believes that investor access to the courts should
be preserved for class actions and that the rule change ap-
proved herein provides a sound procedure for the manage-
ment of class actions arising out of securities industry disputes
between NASD members and their customers.93

The Commission did not base its approval of the proposed rule
on concerns over the integrity of the arbitration process. Indeed,
NASD represented-and the SEC agreed-that "arbitration pro-
vides adequate due process procedures and that arbitrators are
well-trained and possess the expertise to manage complex
cases. '94 Instead, the Commission recognized that the judicial sys-
tem already had developed procedures to manage class-action
lawsuits, and thus "[e]ntertaining such claims through arbitration
at the NASD would be difficult, duplicative and wasteful."15
Other SROs sought and received approval for the same rule.96

92. Order Approving Proposed Rule Change Relating to the Exdusion of Class Ac-
tions From Arbitration Proceedings, 57 Fed. Reg. 52,659,52,660 (Oct. 28, 1992).

93. Id. at 52,661.
94. Id.
95. Id.
96. See Order Granting Approval to Proposed Rule Change Relating to the Ex-

change's Arbitration Rules, 61 Fed. Reg. 2849, 2849 (Jan. 22, 1996); Filing of Proposed
Rule Change by NASD Relating to Exclusion of Class Action Claims from Arbitration,
59 Fed. Reg. 4299, 4299 (Jan. 24, 1994) (clarifying that exclusion applies to actions
brought by employees, as well as by customers); Order Approving Proposed Rule
Change by American Stock Exchange, Inc. Relating to Arbitration, 58 Fed. Reg. 48,680,
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B. The Integrity of Securities Arbitration

In the 1980s and leading up to the SROs' decision to prohibit
arbitration of class-action claims, securities arbitration received
harsh criticism for being biased towards the securities industry.
For example, Justice Blackmun in his dissenting opinion in
McMahon wrote: "[T]here remains the danger that, at worst,

compelling an investor to arbitrate securities claims puts him in
a forum controlled by the securities industry. This result di-
rectly contradicts the goal of both securities Acts to free the in-

vestor from the control of the market professional." 97

Concerns with arbitration have subsided in large part since
McMahon. In 2002, the Securities and Exchange Commission
sponsored a study by Professor Michael Perino regarding the

operation of arbitrator disclosure requirements in securities arbi-
tration.98 From his review of data from more than 30,000 SRO
arbitrations, Professor Perino found that the evidence suggested
that SRO arbitrations are fair-favoring neither industry mem-
ber nor investor-and that any undisclosed conflicts of interest
do not present any significant problems. 99 Professor Perino
found persuasive the General Accounting Office's (GAO) 1992
report, Securities Arbitration: How Investors Fare, which examined

results in arbitration over an eighteen-month period between
1989 and 1990.100 That report concluded that there was "no evi-
dence of pro-industry bias" in arbitrations sponsored by the
NASD, NYSE, and other SROs when compared to arbitrations

48,680-81 (Sept. 10, 1993); Order Granting Approval to Proposed Rule Change Relat-

ing to Amendments to Rule 12, Arbitration, of the Rules of the PSE, 58 Fed. Reg.
42,588,42,588 (July 30, 1993); Order Approving Proposed Rule Change Relating to the

Exclusion of Class Actions from Arbitration Proceedings, 57 Fed. Reg. 52,659, 52,659

(Oct. 28, 1992); Proposed Rule Change by National Association of Securities Dealers,
Inc.. Relating to Improvement- in the NASD Code of Arbitration Procedure, 57 Fed.

Reg. 30,519,30,519-20 (July 1, 1992).
97. Shearson/American Express, Inc. v. McMahon, 482 U.S. 220, 260 (1987) (Black-

mun, J., concurring in part and dissenting in part).

98. MICHAEL A. PERINO, REPORT TO THE SECURITIES AND EXCHANGE COMMISSION

REGARDING ARBITRATOR CONFLICr DISCLOSURE REQUIREMENTS IN NASD AND NYSE

ARBITRATIONS 2 (2002).

99. Id. at 3-5,48.

100. U.S. GEN. ACCOUNTING OFFICE, SECURITIES ARBITRATION: How INvESroRS

FARE 23 (1992) [hereinafter GAO REPORT]. Oddly, this GAO study occurred contempo-

raneously with the SEC's decision to approve rules to bar securities dass-action arbi-

tration. See supra notes 91-92 and accompanying text.
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conducted by the American Arbitration Association (AAA), 1°1 an
independent organization involved in arbitrations in a variety of
areas. The GAO found that panels in SRO arbitrations ruled in
favor of investors in about fifty-nine percent of arbitrations ver-
sus sixty percent in AAA-sponsored arbitrations, and prevailing
investors received average awards of about sixty-one percent of
the damages, as opposed to awards averaging fifty-seven per-
cent of amounts claimed in AAA proceedings. 102

More recently, in October 2007, the Securities Industry and
Financial Markets Association (SIFMA) issued a White Paper on
Arbitration in the Securities Industry.0 3 The White Paper con-
cluded that Securities Arbitration is "fair" to investors based, in
part, on statistical evidence collected by the GAO and others
showing that arbitrations are conducted fairly and not biased
in favor of the industry.1 4 A survey of securities arbitration
participants found that approximately ninety-three percent of
those surveyed-more than fifty percent of whom were inves-
tors-believed their case had been handled fairly and without
bias.105 In addition, from a review of all 2005 and 2006 arbitra-
tion decisions, the White Paper stated that "the presence of an
'industry' arbitrator has no material impact on customer
wins." 10 6 According to the White Paper, "[s]ecurities arbitration
is in fact fair because arbitrators understand the law and ensure
it is properly followed and applied in each case." °10 7

Not all of the recent studies, however, have reached the same
results. Under funding by FINRA, SICA conducted a survey in
2007 of participants in the securities arbitration process. In its
February 2008 report, SICA indicated that seventy-five percent
of investors surveyed who compared the arbitration process to
civil litigation indicated that arbitration was "very unfair" or
"somewhat unfair."108 The survey also indicated that, of those

101. GAO REPORT, supra note 100, at 60.

102. Id. at 38-39.

103. SECURITIES INDUSTRY AND FINANCIAL MARKETS ASSOCIATION, WHITE PAPER ON

ARBITRATION IN THE SECURITIES INDUSTRY (2007) [hereinafter WHITE PAPER].

104. Id. at 34-37.

105. GARY TIDWELL ET AL., PARTY EVALUATIONS OF ARBITRATORS: AN ANALYSIS OF

DATA COLLECTED BY NASD REGULATION ARBITRATIONS 3-5 (1999).

106. WHITE PAPER, supra note 103, at 4, 67.
107. Id. at 4.

108. JILL I. GROSS & BARBARA BLACK, PERCEPTIONS OF FAIRNESS OF SECURITIES ARBI-
TRATION: AN EMPIRICAL STUDY 47 (2008).
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participating, approximately half of the investors in the survey

believed that their arbitration panel was biased,1 9 approxi-
mately fifty-two percent would not recommend arbitration to

others, 110 approximately seventy-one percent were dissatisfied
with the outcome of their arbitration,' and forty-nine percent

stated that the arbitration process was too expensive.12

Of course, each of the studies investigating the "fairness" of

arbitration suffers from an inherent flaw on its face. To the ex-
tent that "fairness" is an appropriate standard, the concept is

ambiguous and difficult to measure-that is, entirely subjec-
tive. An investor may feel arbitration was unfair simply be-

cause he received a low monetary award. Measuring satisfac-
tion in the outcome is thus entirely subjective and ripe for
misinterpretation. Accordingly, SIFMA criticized the SICA sur-

vey for its flawed statistical methodology, claiming it focused

solely on subjective perceptions over a narrow time frame. 113

C. Key Benefits of Arbitration

Despite survey results suggesting that participants are dis-

pleased with the cost, arbitration does not burden litigants with

the costly and time-consuming procedures present in federal
litigation. In federal court, parties generally "may obtain discov-

ery regarding any nonprivileged matter that is relevant to any
party's claim or defense." 114 Parties in federal litigation also may

depose ten witnesses without leave of court and more with
leave, which is usually freely given in securities class actions.115

By contrast, discovery in arbitration is narrowly tailored, less

costly, and faster than in federal court litigation.1 6 Discovery gen-

109. Id. at 53.

110. Id. at 43.

111. Id. at 38.

112. Id. at 41.

113. See SEC. INDUS. & FIN. MKTS. ASS'N, THE THINKING PERSON'S GUIDE TO INTER-

PRETING THE LATEST SURVEY ON SUBJECTIVE PERCEPTIONS OF FAIRNESS OF SECURITIES

ARBITRATION 1-3 (2008).

114. FED. R. CIv. P. 26(b)(1).

115. FED. R. CIV. P. 30(a)(2).

116. See WHITE PAPER, supra note 103, at 28-29; see also Arbitration Fairness Act of 2007:

Hearing on S. 1782 Before the Subcomm. on the Constitution of the S. Comm. on the Judiciary,

110th Cong. 211 (2007) (testimony of SLFMA) ("In contrast [to litigation], arbitration

allows for a simple statement of daim, an answer, focused and limited discovery, and

then a full merits hearing. While pre-hearing motions are permitted, they are disfa-
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erally is limited to the exchange of documents and information of
presumptively discoverable material specified on discovery
lists.117 Although parties may request additional information,
those additional requests are limited to "identification of indi-
viduals, entities, and time periods related to the dispute."118 Inter-
rogatories and depositions are permitted only in limited circum-
stances.1 19 The result is perhaps a less costly and more efficient
discovery process for the parties. Indeed, a former president of
the American Bar Association said that a "ratio of 3 or 4 to one,
litigation versus arbitration, is a fairly realistic estimate [of the cost
savings from arbitration] and a reasonable expectation is that the
cost of an arbitration will not be in excess of half the cost of litigat-
ing."120 Although he was not speaking about arbitration of class
actions, cost savings likely would be significantly larger for securi-
ties class actions, which often last several years.

Motion practice is limited in arbitration. 121 In federal court, a
defendant may file a motion to dismiss,122 and both plaintiffs
and defendants may file a motion for summary judgment. 123

Although motions are permitted in arbitration, 124 their use was
curtailed significantly by FINRA on September 26, 2007, when
it limited the number of motions permitted. 125 Therefore, it is

vored and more limited in arbitration versus court. The costs to get to a hearing are a
fraction of what they are in traditional litigation."); PETER B. RUTLEDGE, U.S. CHAMBER
INST. FOR LEGAL REFORM, ARBITRATION - A GOOD DEAL FOR CONSUMERS: A RESPONSE

TO PUBLIC CTZEN 27 (2008) ("A system of targeted discovery, in contrast to the fishing
'expeditions that typify civil litigation, helps to ensure that a case is resolved more
quickly.... [S]tudies... consistently conclude that arbitration delivers results more
quickly than litigation. Moreover, a system of targeted discovery obviously lowers the
costs of resolving the dispute." (citing Lewis L. Maltby, Private Justice: Employment
Arbitration and Civil Rights, 30 COLUM. HUM. RTS. L. REV. 29, 55 (1998))).

117. FINRA, CODE OF ARBITRATION PROCEDURE § 12506 (2009).

118. Id. § 12507(a)(1).

119. Id. § 12510.
120. WHITE PAPER, supra note 103, at 29 (quoting William G. Paul, Remarks at First

Annual Energy Litigation Program: Arbitration v. Litigation in Energy Cases 3 (Nov.
7-8,2002)).

121. See id. at 26-28; see also J.S. "Chris" Christie, Jr., Preparing for and Prevailing at an
Arbitration Hearing, 32 AM. J. TRIAL ADVOC. 265, 266 (2008).

122. See FED. R. Civ. P. 12(b)(6).
123. See FED. R. Civ. P. 56.
124. See FINRA, supra note 117, § 12503.
125. Press Release, FINRA, FINRA Board Approves Rule To Limit Motions

To Dismiss in Arbitrations (Sept. 26, 2007), available at http://www.finra.org/
NewsroomNewsReleases/2007/P037048.
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extremely unlikely that a claim will be dismissed on pleading
grounds in arbitration.

126

Unlike litigation in federal district court, arbitration does not
impose any rigorous evidentiary hurdles to examining wit-
nesses and presenting information. Arbitrators generally per-
mit parties to submit information into the record without re-

quiring strict adherence to evidentiary foundations. Witnesses
can be questioned not only by the lawyers but also (and often)

by the arbitrators. These relaxed evidentiary standards mean
more information gets before the arbitration panel for consid-

eration in reaching an outcome and the process is driven more
by the parties, not the lawyers.1 27

Another possible benefit associated with arbitration-
although continually debated-is the use of skilled arbitrators

with experience in resolving such disputes. For example, FINRA
carefully selects arbitrators from a broad cross-section of appli-
cants, diverse in culture, profession, and background. Potential

arbitrators must have at least "five years of full-time, paid busi-
ness or professional experience." 128 Potential arbitrators also must

be recommended in writing by two persons who can personally

attest to their integrity and skills.129 Arbitrators must provide
regular disclosures regarding employment history, education,

training, conflicts, and associations with industry members. 30

Before serving on an arbitral panel, a potential arbitrator must

complete FINRA's comprehensive arbitrator training program,

which consists of an eight-hour online training course and a

126. See WHITE PAPER, supra note 103, at 28 (finding that "it is highly unlikely that a

daim will be dismissed solely on pleading grounds in arbitration"). Claims in court,

however, are commonly dismissed on pleading grounds. See id. at 27 (stating that be-

tween 2005 and 2007, motions to dismiss accounted for 39.1% of the dispositions in

securities dass action suits).
127. See Thomas A Dubbs & Michael W. Stocker, Securities Law: In debt crisis, an

arbitration alternative, NAT'L L.J., Mar. 16, 2009, http://www.labaton.com/en/about/
published/upload/National-Law-Journal-March-16-2009-TAD-MWS-purchased-

eprint-copy.pdf (stating that relaxed evidentiary rules "create a strong incentive to
give a full and open hearing to all facts relevant to a case subject to arbitration");
see also WHITE PAPER, supra note 103, at 31-33.

128. See FINRA, Frequently Asked Questions About Becoming a FINRA Arbitrator,

http://www.finra.org/ArbitrationMediation/Neutrals/BecomeAnArbitrator/FAQ/ (last

visited Feb. 22,2010).

129. Id.

130. See Order Approving Proposed Rule Change by the NASD Relating to Proposal

to Conduct Background Verification and Charge Application Fee for NASD Neutral

Roster Applicants, 68 Fed. Reg. 56,661, 56,661-62 (Sept. 25, 2003).
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four-hour classroom course that provides "practical guidance for
resolving common issues that arise during arbitration."'131 An
arbitrator seeking to serve as chairperson of an arbitration panel
must complete an additional nine-hour course. 32

Under existing FINRA arbitration, claims may be heard de-
pending on their size by either a sole "public" arbitrator or a
panel of three arbitrators, two of whom must be public and one
of whom is "non-public" (also known as an "industry" arbitra-
tor). A non-public arbitrator is a person who within the past five
years was associated with a broker or dealer, registered under
the Commodity Exchange Act, a member of an exchange or a
futures association, or associated with a person or firm regis-

tered under the Commodity Exchange Act.133 In addition, arbi-
trators may be defined as non-public if they have spent a sub-
stantial part of their careers, including legal careers, engaging in,
or working on behalf of, the above listed businesses, or if they
are employed by a financial institution that effects transactions
in securities or monitors compliance with securities laws.' 34 By
contrast, a public arbitrator is a person who is not engaged in
any of the activities described above, has not been engaged in
those activities for over twenty years, and is not affiliated in cer-
tain respect to persons or entities in the securities industry.135

Therefore, panels with three arbitrators have one arbitrator that
has relevant experience in the securities business.

Some argue that the non-public (industry) arbitrators assist
arbitration panels in reaching the right decision by providing
much-needed expertise. 36 By understanding the industry, non-
public arbitrators may be better able to distinguish violations
from non-violations. Others argue that non-public arbitrators

131. FINRA, Basic Arbitrator Training, http://www.finra.org/ArbitrationMediation/

NeutralslEducation/ArbitratorTraining/MandatoryTraining/index.htm (last vis-

ited Feb. 22, 2010).

132. FINRA, Advanced Arbitrator Training, http://www.finra.org/ArbitrationMedia-

tionl Neutrals/Education/ArbitratorTrainingVoluntaryTraining/index.htm (last vis-
ited Feb. 22, 2010).

133. FINRA, supra note 117, § 12100(p).

134. See id.

135. Id. § 12100(u).

136. See, e.g., WHITE PAPER, supra note 103, at 35-37.
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may be biased in favor of defendants.137 In response to that con-

cern, FINRA launched a two-year pilot program beginning in

fall 2008 that allows some investors in arbitration to choose a

panel composed of three public arbitrators instead of the normal

panel of two public arbitrators and one non-public arbitrator. 138

Six major brokerage firms have volunteered to participate in the

pilot program.139 The investor making the arbitration claim may

elect to participate in the pilot program, but the firms are not

permitted to elect whether or not to do so.140

FINRA indicated that it will evaluate the pilot program accord-

ing to the percentage of investors who opt into the pilot and the

percentage of investors who choose an all-public panel after opt-

ing in, among other criteria. 141 "FINRA will compare the results of

pilot and non-pilot investor cases, including the percentage of

cases that settle before award (and how quickly they settle)." 142

FINRA also has indicated that it will study the length of hearings

and the use of expert witnesses in pilot and non-pilot cases. 143

The results to date of the pilot program show that investors

are choosing to have a non-public (industry) arbitrator on their

panel about half the time even when they have had the oppor-

tunity to choose an all public arbitrator panel. 44 FINRA an-

nounced on October 5, 2009:

To date, in the 225 pilot cases where ranking lists have been
returned, investors have ranked one or more non-public ar-
bitrators half the time and struck all eight non-public arbi-
trators in the other half. Thus, investors are choosing to have
a non-public arbitrator in 50 percent of the pilot cases.145

137. See, e.g., Gretchen Morgenson, Is this Game Already Over?: Critics Say Arbitra-

tion Panels Often Have Hidden Conflicts, N.Y. TIMES, June 18, 2006, § 3 (Sunday

Business), at 1.

138. See Press Release, FINRA, FINRA to Launch Pilot Program to Evaluate

All-Public Arbitration Panels (July 24, 2008), available at http://www.finra.org/

Newsroom/NewsReleases/2008PO38958.

139. See id.

140. See id.

141. See id.

142. Id.

143. See id.

144. Press Release, FINRA, FINRA to Expand Program Evaluating All-Public

Arbitration Panels (Oct. 5, 2009), available at http://www.finra.orglNewsroom/

NewsReleases/2009/P120101.

145. Id.
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As a result, FINRA announced that it would expand the pilot
program from eleven to fourteen broker dealers, and the num-
ber of eligible cases will increase from 276 to 411.146 The results
of this pilot program and other studies may be informative in
shaping a system for class-wide arbitration of securities claims.

D. Criticisms of Arbitration

Unlike claims brought in federal court, arbitration claims are
not subject to strict pleading standards. In federal court, the
Federal Rules of Civil Procedure require a plaintiff claiming
fraud to allege "with particularity" the specific facts upon
which his claim is based. 147 In addition, the Private Securities
Litigation Reform Act of 1995 (PSLRA) has heightened further
the pleadings standards. It requires that a plaintiff bringing an
action under the Securities Exchange Act of 1934 include in his
complaint "each statement alleged to have been misleading, the
reason or reasons why the statement is misleading, and, if an
allegation regarding the statement or omission is made on in-
formation and belief, the complaint shall state with particular-
ity all facts on which that belief is formed."148 Under the
PSLRA, a plaintiff also must "state with particularity facts giv-
ing rise to a strong inference that the defendant acted with the
required state of mind."149 The Supreme Court further explained
in 2007 that "an inference of scienter must be more than merely
plausible or reasonable-it must be cogent and at least as com-
pelling as any opposing inference of nonfraudulent intent."150

By contrast, pleading standards in arbitration are relaxed in or-
der to encourage claimants to pursue their disputes. A claimant
simply may file a Statement of Claim, "specifying the relevant
facts and remedies requested." 151 Motion practice is limited in ar-
bitration, and as a result dismissals are rare at that stage.5 2 The
relaxed pleading in arbitration allows panels to award damages to
customers even where the same claims may not have survived a

146. Id.

147. FED. R. CIv. P. 9(b).

148. 15 U.S.C. § 78u-4(b)(1) (2006).

149.15 U.S.C. § 78u-4(b)(2).

150. Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 314 (2007).
151. FINRA, supra note 117, § 12302(a)(1).

152. See WHrrE PAPER, supra note 103, at 26-28.
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motion to dismiss in federal court.153 The statistics are consistent
with such a supposition: Twenty percent of all arbitration claims
ultimately are decided by arbitrators, while less than two percent
of civil claims filed in court are decided by a judge or jury.1M

Other criticisms of arbitration concern the autonomy of arbitra-
tors and the lack of review of their decisions. Arbitrators have
greater flexibility than federal judges to fashion an outcome based
on the amorphous principles of fairness and equity.155 Because
arbitration decisions are rarely published, arbitrators are free to
fashion equitable remedies without fear of public reprisal. This
raises concerns of a "shadow" common law system for securities
law claims in arbitration.156 Moreover, appellate challenges are
constrained by statute. Under the Federal Arbitration Act, a court
"must" confirm an award "unless [it] is vacated, modified, or cor-
rected as prescribed in sections 10 and 11."1 57 Section 10 lists
grounds for vacating an award, including where the award was
procured by "corruption," "fraud," or "undue means," and where
the arbitrators were "guilty of misconduct," or "exceeded their
powers." 158 The grounds for modifying or correcting an award
under Section 11 include "evident material miscalculation," "evi-
dent material mistake," and "imperfect[ions] in [a] matter of form
not affecting the merits. " 159

Congress has taken note of this trend towards arbitration.
Concerns over arbitration in general (not limited specifically to
securities arbitration) prompted some members of Congress to
introduce legislation providing additional safeguards to indi-
viduals in the arbitration process. On July 12, 2007, Representa-
tive Hank Johnson of Georgia and eight other members of the
United States House of Representatives introduced House bill

153. See id. at 26 ("Whereas motion practice is standard in courts, SRO arbitration
generally discourages dispositive motions.").

154. See id. at 3.
155. See SEC. INDUS. CONFERENCE ON ARBITRATION, THE ARBITRATOR'S MANUAL, at i

(2007) ("Equity is justice in that it goes beyond the written law. And it is equitable to
prefer arbitration to the law court, for the arbitrator keeps equity in view, whereas the
judge looks only to the law, and the reason why arbitrators were appointed was that
equity might prevail." (citation and internal quotation marks omitted)).

156. The concept of a shadow common law system in arbitration that parallels the
Article III judicial system is a fascinating topic, but it is beyond the scope of this Article.

157.9 U.S.C. § 9 (2006).

158.9 U.S.C. § 10(a).

159.9 U.S.C. § 11.
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3010, entitled, "Arbitration Fairness Act of 2007."160 The "find-
ings" set forth in the bill state that "[mlost consumers.., have
little or no meaningful option whether to submit their claims to

arbitration" and that "[miany corporations add to their arbitra-
tion clauses unfair provisions that deliberately tilt the systems
against individuals, including provisions that strip individuals

of substantive statutory rights, ban class actions, and force
people to arbitrate their claims hundreds of miles from their
homes." 161 The findings also reiterate some longstanding criti-

cisms concerning arbitration, such as the lack of judicial review
of decisions and the lack of published decisions.162 Based on
these and other findings, the proposed legislation prohibits a

pre-dispute arbitration agreement for arbitration of a "con-
sumer" dispute or "a dispute arising under any statute in-
tended.., to regulate contracts or transactions between parties
of unequal bargaining power."' 163 The language arguably seems
to cover securities class actions. Hearings were held on the bill,
and it was referred out of the House Judiciary Committee's
Subcommittee on Commercial and Administrative Law.1M As

yet, the bill has not been brought to a vote.

III. ARBITRATION OF SECURITIES CLASS-ACTION CLAIMS

AFTER THE MOTION-TO-DISMISS STAGE

As discussed, the primary criticisms of securities class-action
litigation are the enormous costs associated with discovery, the
distraction to management of prolonged litigation, and the large
settlements extracted due to uncertainty with the jury system. As
a practical matter, however, these concerns do not manifest them-
selves until after the district court has ruled against a defendant's
motion to dismiss. Prior to the motion to dismiss, discovery is
stayed under the PLSRA's automatic stay, which states: "In any
private action... all discovery and other proceedings shall be

stayed during the pendency of any motion to dismiss.' 165

160. H.R. 3010, 110th Cong. (2007).

161. Id. § 2(3), (7).

162. See id. § 2(5)-(6).
163. Id. § 4(4).

164. See H.R. 3010: Arbitration Fairness Act of 2007, http://www.govtrack.us/
congress/bill.xpd?bill=h110-3010 (last visited Feb. 22,2010).

165.15 U.S.C. §§ 77z-l(b)(1), 78u-4(b)(3)(B) (2006). In creating the automatic stay,
Congress found that approximately eighty percent of the costs of litigating securities
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Theoretically, a system could be developed to allow issuers
to amend their state charters to allow arbitration of securities
class-action claims. However, certain limitations should be im-
posed to avoid abuse and to help ensure integrity in the proc-
ess. First, arbitration of a securities class-action claim could be
permitted only after a district court's denial of a motion to
dismiss. Such a system would enable the federal district courts
to retain jurisdiction over the difficult legal questions and to
provide guidance to the arbitration panel concerning the gov-
erning law. This system would avoid the criticism that arbitra-
tion panels are ill-suited to handle motions practice. Moreover,
because the majority of litigation costs to the parties in securi-
ties litigation are not incurred until after the motion to dismiss,
the use of arbitration following the denial of a motion to dis-
miss would alleviate some of the litigation costs.

Second, using their existing authority,166 arbitrators could de-
termine in their discretion whether to allow for depositions and
interrogatories, and, if so, to what extent. Arbitrators should
determine when certain cases warrant these forms of discovery.
Unlike federal court litigation, which provides for depositions
and interrogatories as a matter of right,167 arbitration allows for
the panel to tailor discovery to the individual facts of the cases.

Third, to serve as a disincentive to parties bringing frivolous
claims, the prevailing party (as determined by the arbitration
panel) could be entitled to have its attorney fees paid by the
losing party. The amount of fees could be determined by the
arbitration panel based on various factors such as attorney and
paralegal hours spent on the case and the complexity of the case.
They could in no event exceed a maximum percentage of the
recovery unless a special need exists. This fee structure would
encourage lawyers to represent clients in arbitration, yet it
would avoid a windfall to lawyers at the expense of their clients.

Fourth, the ultimate rulings by the arbitration panel, includ-
ing the amount of damages and attorney fees awarded, could
be reviewed by a federal district court applying an abuse-of-
discretion standard. If the court finds that the damages
awarded by the arbitration panel are not based on a sound

dass actions were associated with discovery. See S. REP. No. 104-98 (1995), reprinted in

1995 U.S.C.C.A.N. 683,688,693.

166. See FNRA, supra note 117, § 12510.

167. See FED. R. CIV. P. 26, FED. R. Cv. P. 30.
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economic analysis, the court could modify the amount as it
deems appropriate.

Although such a system might address many of the concerns
associated with securities class-action litigation, it admittedly
would not be a panacea. Indeed, damage awards may be
higher, the number of claims may increase, and uncertainty
may grow. Of course, a full and complete study would be nec-
essary before launching such a program. Conceptually, how-
ever, by allowing arbitration as a way to handle claims, the sys-
tem would recognize the freedom of contract and allow an
alternative avenue to adjudicate claims that could be priced into
the value of an issuer's securities. Policymakers should explore
whether such a system appropriately balances the interests of
the various stakeholders while adequately protecting investors.

IV. ALLOWING NEW ISSUERS TO ELECT ARBITRATION AT

THE TIME OF THE INITIAL PUBLIC OFFERING

Another alternative use of arbitration could permit compa-
nies to elect arbitration as the forum for dispute resolution at
the time the companies file their registration statements to go
public. The investors receiving shares in the primary market
would be on notice that class claims will be arbitrated. Disclo-
sure mechanisms would need to be put into place to inform po-
tential investors in the secondary markets prior to investing. For
instance, the consolidated tape could be marked with an indica-
tor and an additional disclosure requirement could be added to
a company's 10-K and 10-Q to alert investors that claims related
to that security will be arbitrated. Provided that existence of an
arbitration clause for securities class-action claims is disclosed
adequately to the entire market, investors can make a conscious
and informed decision about whether to invest.

By offering arbitration as an option for new issuers, this ap-
proach may help to energize the IPO market and encourage
capital formation. Although businesses often can rely on pri-
vate placements and venture capital to raise capital, the public
markets provide a better, more efficient, and lower cost avenue
to raise capital over time to grow the business.168 It is essential

168. Of course, the dass-action regime not only influences the market for public of-
ferings, but also influences the market for private offerings. The success of the venture
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that the United States government encourage companies-both
domestic and foreign-to avail themselves of U.S. public mar-
kets. The injection of new capital, particularly foreign capital,
into U.S. markets and the availability of new enterprises for
investment are critical to creating growth in the economy. Al-
lowing new public companies to avoid the inefficient, costly,
and risky litigation system when defending class claims may be
a simple, low-cost catalyst for attracting new capital. Indeed, as
mentioned above, research indicates that excessive regulatory
costs and the risk of litigation inhibit the IPO market in the
United States and contribute to its decline relative to those
markets abroad.169

This approach may provide much-needed relief to smaller
companies from the class-action lawsuits that have curbed their
growth and threatened their existence, while providing the op-
portunity to further study and evaluate the use of class-action
arbitration in an actual setting. It likely would provide objec-
tive criteria-stock prices-to evaluate investor perceptions of
litigation versus arbitration. If investors are concerned with
arbitration, that concern should be reflected in a depressed
stock price. In other words, there might be a discount in the
share price if investors are concerned with the inability to liti-
gate in federal court. If, on the other hand, investors deem the
arbitration clause to be beneficial to the company and their in-
vestment, then the stock should trade at a premium.

By permitting companies at the time of their initial public offer-
ing to choose their forum of dispute resolution, this approach ef-
fectively provides investors with the choice of forum. Investors
unwilling to relinquish the right to litigate in federal court simply
can choose not to invest in the security. On the other hand, inves-
tors may find it attractive to invest in a company not subjected to
the burdens and uncertainties of class-action litigation. Over time,
the marketplace should help to dictate a company's decision,
while providing a meaningful choice to investors.170

capital industry relies in large part on how readily a start-up or other privately held
company can be taken public.

169. See CHAMBER COMMISSION REPORT, supra note 17, at 38.
170. The interests of investors should not be secondary to the interests of a com-

pany, of course. Shareholders (in other words, investors holding equity in a com-
pany) are the company, and any system of adjudication must protect their inter-
ests over those of their lawyers and provide appropriate safeguards to protect the
integrity of the process.
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CONCLUSION

As policymakers grapple with the recent economic turmoil,

they undoubtedly will consider measures to reinvigorate and
strengthen global capital markets worldwide. A system of se-
curities arbitration as an alternative to securities class-action
litigation in federal courts may facilitate capital formation,

make U.S. markets more competitive on the global stage, and
ultimately spur economic growth by reducing the costs of capi-

tal. There are indications that a significant deterrent to capital

formation in the United States is the risk of an expensive class-
action lawsuit likely to result in a corporation paying millions
of dollars to settle claims with questionable merit. Indeed, the
likelihood that the corporation will settle for many millions of
dollars is increased by the expense and unpredictability of the
system of securities class actions. As the large number of secu-
rities class actions that settle once the plaintiffs overcome the

motion to dismiss demonstrate, corporations often prefer to

settle class-action lawsuits than to incur significant litigation
costs and risk losing at trial.

Aggrieved investors need a method to receive redress for le-

gitimate securities claims, but reforming the current securities
class-action system is long overdue. When considering meth-
ods to reinvigorate and strengthen capital markets, policy
makers should explore whether arbitration provides an effi-
cient mechanism to address many of the concerns identified

with securities class-action litigation. Concerns about arbitra-
tion appear to have been rebutted by research indicating that

the arbitration process is unbiased and that participants are

generally satisfied with the process. Nevertheless, policymak-
ers should continue to study the arbitration system to deter-
mine whether it presents an appropriate means to resolve class-

action claims. In the process, they should consider alternatives
such as allowing litigants to elect arbitration following the de-
nial of a motion to dismiss or allowing a new issue to elect arbi-
tration in its initial public offering documents. These ap-
proaches may strike the appropriate balance of protecting the
interests of investors while providing for a more efficient and
less costly resolution of claims.
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THE DISTORTING INCENTIVES FACING THE U.S.

SECURITIES AND EXCHANGE COMMISSION

JONATHAN R. MACEY*

INTRODUCTION

This Article is about the incentives that motivate the Securi-

ties and Exchange Commission (SEC) and the ways in which

those incentives influence the SEC's policies. Unlike most other

treatments of bureaucratic incentives,1 this analysis begins with
the assumption that the SEC is populated by honest, profes-
sional, and skilled personnel who work hard and are motivated
to succeed. Despite the high quality of its staff, the SEC has not
been successful in recent years. This Article argues that the
SEC's lack of success results from the way that staff members
respond to three sets of endogenous incentives.

First, of course, the SEC wants approval from its congres-
sional overseers and from the general public. Unfortunately,
however, these constituencies have short attention spans and
are not particularly sophisticated observers. Consequently, the
SEC tends to pursue high profile matters, to change its priori-
ties frequently in accordance with public opinion, and perhaps
most significantly, to pursue readily observable objectives, of-
ten at the expense of more important but less observable objec-
tives. In particular, the SEC's performance is measured by
Congress and in the court of public opinion on the simplistic
basis of how many cases it brings and on the size of the fines it
collects. This inclination to value only what can be easily meas-
ured has not served the SEC well. For example, the SEC's nar-

* Sam Harris Professor of Corporate Law, Corporate Finance & Securities Law,

Yale Law School.
1. See, e.g., WILLIAM NISKANEN, BUREAUCRACY AND REPRESENTATIVE GOVERN-

MENT (1971); David D. Haddock & Jonathan R. Macey, Regulation on Demand: Spe-
cial Interest Groups and Insider Trading Law, 30 J.L. ECON. 311, 323 (1987); Jonathan
R. Macey, Administrative Agency Obsolescence and Interest Group Formation: A Case
Study of the SEC at Sixty, 15 CARDoZO L. REV. 909, 914 (1994).
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row focus on such measurable indicia of success as the raw
number of cases brought explains, among other things, the
SEC's complete lack of interest in exposing the fraud at Ber-
nard L. Madoff Investment Securities, LLC.

A second major factor that influences the SEC's conduct is
the metamorphosis of the SEC from an administrative agency
dominated by a combination of industry experts, economists
and lawyers into an agency dominated exclusively by lawyers. 2

This metamorphosis has affected the culture of the SEC pro-
foundly. In particular, the glacial speed at which the SEC oper-
ates is largely attributable to the Commission's lawyer-
dominated culture. The culture has also exacerbated the prob-
lems associated with the revolving door connecting the SEC
with Wall Street. SEC staffers are now focused narrowly on
maximizing their reputations within the legal community
rather than within economics and business as well as law.

Thirdly, the SEC has strong incentives to promote the ap-
pearance that the capital markets are in crisis and to eschew the
development of market mechanisms that might solve the very
problems that the SEC is tasked with solving. So long as people
believe that the SEC is needed in times of crisis and that there
are no superior substitutes for the SEC's style of crisis interven-
tion, then there will be a need for the Commission. Ironically,
the more financial crises there are, the more the SEC can claim
a need for greater resources to meet such crises.

Nonetheless, the SEC is virtually untouched by scandal. This
fact is in keeping with the argument, advanced in this Article, that
the SEC as an institution, and its staff as individuals, are both pro-
fessionally ambitious and ethically honest. Because corruption
weakens the future mobility of SEC personnel, it is highly costly
and studiously avoided. In this narrow context, at least, the SEC's
response to incentives has produced positive social results.

At the same time, there have been significant, ongoing, and
valid criticisms of the SEC's performance over the past decade.
These criticisms became very loud when the SEC failed to rec-
ognize the fraud and attendant abuses at Enron in 2001, shortly
followed by similar problems at Adelphia, WorldCom, Global

2. See Troy A. Paredes, SEC Comm'r, Remarks Before the Mutual Fund Direc-
tors Forum Ninth Annual Policy Conference (May 4, 2009), available at http://
www.sec.gov/news/speech/2009/spchO50409tap.htm.
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Crossings, Tyco, and a host of other companies. Only months
later, Eliot Spitzer issued scathing attacks on the SEC's dismal
performance in regulating mutual fund abuses.3 This was fol-
lowed by the SEC's failure to respond to, or even to compre-
hend, the excessive risk-taking at Bear Steams, Lehman Broth-
ers, and other broker-dealer firms. The parade of shortcomings
ended most recently with the SEC's failure to respond to glar-
ing warnings about the massive fraud of Bernie Madoff.4

Part I of this Article develops several arguments about the
factors that motivate the SEC. Part II attempts to link the incen-
tives facing the SEC to particular failures in the agency over the
past decade.

I. WHAT MOTIVATES THE SEC?

Bureaucrats are people, too. They respond to incentives just
like everybody else. Strangely, however, the theories about pre-
cisely what incentives bureaucrats respond to are sketchy. Of
course bureaucrats care about their professional futures and their
reputations, and perhaps even the amount of 'regulatory turf'
they control. Bureaucrats at the SEC and elsewhere also seem to
be concerned with congressional oversight, because Congress
controls the budgets of the bureaucrats' administrative agencies.
They also care about public opinion because public opinion
deeply affects most of the other concerns (reputation, profes-
sional advancement, and budgets) that matter to bureaucrats.

At the same time, the SEC is staffed by highly capable, ex-
tremely well-qualified professionals, most of whom are law-
yers,5 and many of whom come from or move on to extremely

3. Among other broad denunciations, Spitzer made the famous remark that
"heads should roll at the SEC. There is a whole division that is supposed to be
looking at mutual funds. Where have they been?" See Riva D. Alias, Spitzer Vows
Legal Action Against Head of Fund Family, N.Y. TIMES, Oct. 30, 2003, at Cl; see also
Walter Hamilton, Strong Capital May be Indicted; Prosecutor says Criminal Charges
Against the Mutual Fund Giant and Its Founder are Possible, L.A. TIMES, Oct. 31, 2003,
at C1 (noting that "[tihe SEC has lagged behind Spitzer in uncovering mutual
fund trading abuses").

4. See U.S. SEC. & ExCH. COMM'N, OFFICE OF INVESTIGATIONS, INVESTIGATION OF

FAILURE OF THE SEC TO UNCOVER BERNARD MADOFF'S PONZI SCHEME (2009)

[hereinafter MADOFF INVESTIGATION].

5. See Jed Horowitz, SEC commish: We need fewer lawyers and more economists, INV.
NEWS, Sept. 24, 2009, http://www.investmentnews.comlapps/pbcs.dU/artide?AID=/
20090924/FREE/909249990/-1/Topic; see also Paredes, supra note 2 ("For an agency
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successful careers in the most rigorously competitive parts of
the private sector (primarily law, but also investment banking).
Finally, but by no means least of all, there is little corruption at
the SEC. Although potential future employers of top SEC per-
sonnel appear to have considerable clout, few SEC employees
have been seriously accused of generating bad public policies
or enforcement decisions for corrupt motives.6 The lawyers and

that regulates the world's largest securities markets to be so dominated by law-
yers is ill-advised.").

6. A notable exception to this general situation is the apparently successful ef-
fort by the investment banking firm Morgan Stanley to limit the SEC's insider
trading investigation of a hedge fund called Pequot Capital Management. For a
retelling of the story, see 153 CONG. REC. S1381-91 (daily ed. Jan 31, 2007). The
SEC's investigation was going to require taking testimony from-and perhaps
investigating-John Mack, Morgan Stanley's CEO who had worked with Pequot
during the time period of the alleged insider trading. Maneuvering within the
SEC delayed Mack's testimony until after the statute of limitations had lapsed.
Congressional investigators found that:

In June 2005, Morgan Stanley's Board of Directors hired former U.S.
Attorney Mary Jo White to determine whether prospective CEO John
Mack had any exposure in the Pequot investigation. White contacted
Director of Enforcement Linda Thomsen directly, and other Morgan
Stanley officials contacted Associate Director Paul Berger. Soon
afterward, SEC managers prohibited the staff from asking John Mack
about his communications with Arthur Samberg at Pequot....

SEC management delayed Mack's testimony for over a year, until days
after the statute of limitations expired. After Staff Attorney Aguirre
complained about his supervisor's reference to Mack's "political clout,"
SEC management offered conflicting and shifting explanations for
blocking Mack's testimony. Although Paul Berger claimed that the SEC
had always intended to take Mack's testimony, Assistant Director Mark
Kreitman said that definitive proof that Mack knew about the GE-Heller
deal was the "necessary prerequisite" for taking his testimony. The SEC
eventually took Mack's testimony only after the Senate Committees
began investigating and after Aguirre's allegations became public, even
though it had not met Kreitman's prerequisite.

The SEC fired Gary Aguirre after he reported his supervisor's
comments about Mack's "political connections," despite positive
performance reviews and a merit pay raise. Just days after Aguirre sent
an e-mail to Associate Director Paul Berger detailing his allegations, his
supervisors prepared a negative re-evaluation outside the SEC's ordinary
performance appraisal process. They prepared a negative re-evaluation of
only one other employee. Like Aguirre, that employee had recently sent
an e-mail complaining about a similar situation where he believed SEC
managers limited an investigation following contact between outside
counsel and the Director of Enforcement.

[Vol. 33



Distorting Incentives

other professionals want to be successful and have rewarding
careers. They want to be viewed as successful by their profes-
sional peers outside of the SEC.

In light of these facts, it is puzzling why the honest, competent
people at the SEC appear to perform so poorly at their appointed
tasks. Another question is why their behavior never seems to im-
prove from crisis to crisis. This Article argues that the fault lies not
with the bureaucrats, but rather with the incentives that motivate
them. To understand the failures of the SEC, one has to look at
precisely how the personnel are motivated to do their work.

First, it is clear that the SEC is largely evaluated on the basis
of how well its Division of Enforcement performs. The SEC is
divided into five divisions. Four are rather obscure and have
not attracted much controversy, including: the Division of
Corporate Finance, which reviews SEC registration statements;
the Division of Trading and Markets, which pursues the SEC's
mandate for maintaining fair, orderly, and efficient markets;
the Division of Investment Management, which is supposed to
protect individual investors by overseeing and regulating the
$26 trillion investment management industry; and the Division
of Risk, Strategy, and Financial Innovation, which was estab-
lished in 2009 "to help further identify developing risks and
trends in the financial markets" by "providing the Commission
with sophisticated analysis that integrates economic financial
and legal disciplines."

7

The principal SEC division is the Division of Enforcement. The
SEC describes itself as: "first and foremost.., a law enforcement
agency."8 The Division of Enforcement exists to enable the
Commission to investigate possible securities law violations,
and, where appropriate, it recommends to the Commission that
a civil action be brought against individuals and companies that
have violated such laws. Upon obtaining the necessary ap-
proval from the Commission, the Division of Enforcement then
prosecutes on behalf of the Commission the cases it has inves-

MINORITY STAFF OF S. FIN. COMM. & S. COMM. ON THE JUDICIARY, 110TH CONG.,

THE FIRING OF AN SEC ATTORNEY AND THE INVESTIGATION OF PEQUOT CAPITAL

MANAGEMENT 5-6 (Comm. Print 2007).

7. Sec. & Exch. Comm'n., The Investor's Advocate: How the SEC Protects Inves-
tors, Maintains Market Integrity, and Facilitates Capital Formation, http://sec.gov/

about/whatwedo.shtml (last visited Mar. 5, 2010).

8. Id.
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tigated.9 An additional component of the Division of Enforce-
ment mandate is to work closely with law enforcement agen-
cies in the United States and around the world to file criminal
charges. In the United States, this task is done through a refer-
ral process in which the SEC refers cases to the Criminal Divi-
sion of the U.S. Department of Justice and then works with the
Assistant U.S. Attorneys to bring criminal actions.

At the SEC, "enforcement actions have traditionally defined
the mission of the agency." 10 In fact, economic sociologist Wil-
liam Bealing has posited correctly that it is the activities of the.
Enforcement Division of the SEC that legitimize the Commis-
sion's existence and its federal budget allocation to Congress."
It certainly appears that "the SEC is carrying out its (enforce-
ment) duties so as to maintain a base of support within the
Congressional budget process." 12

Assuming that the SEC is deeply concerned with its budget
and that the performance of the Enforcement Division is critical
to the SEC's success, the strategy that the SEC employs to
maximize its appeal to Congress, and more generally to maxi-
mize the overall notion that it is effectively using the resources
that Congress has allocated to it, is to focus on available, salient
criteria. In particular, the SEC focuses on the raw number of
cases that it brings and on the sheer size of the fines that it col-
lects. For example, when criticized recently for failing to re-
spond to numerous tips from whistle-blowers and red flags in
the case of Bernard Madoff's massive fraud, the SEC noted in
congressional testimony that:

[Clomparing the period from late January to the present to
the same period in 2008, Enforcement has:

" opened more investigations (1377 compared to 1290);

" issued more than twice as many formal orders of in-
vestigation (335 compared to 143);

9. Id.

10. John Sivolella, Bureaucratic Decision Making-SEC Enforcement and the Federal
Courts' Ideology 29 (Apr. 2007) (unpublished manuscript), available at http://
www.allacademic.com/meta/p196843_index.html.

11. William E. Bealing, Jr., Actions Speak Louder Than Words: An Institutional Perspective
on the Securities and Exchange Commission, 19 ACCT. ORG. & SOC'Y 555,555-57 (1994).

12. Sivolella, supra note 10, at 30.
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- filed more than twice as many emergency temporary
restraining orders (57 compared to 25); and

- filed more actions overall (458 compared to 359).13

The SEC's 2008 Annual Report is similarly clear in its em-

phasis on the easily measurable criteria of number of enforce-

ment actions brought and the amount of fines assessed:

During FY 2008, the Enforcement Division also brought the
highest number of insider trading cases in the agency's his-
tory. In addition, the SEC brought a record-high number of
enforcement actions against market manipulation in 2008,
including a precedent-setting case against a Wall Street short
seller for spreading false rumors. Overall for the fiscal year
just ended, the SEC completed the highest number of en-

forcement investigations in any year to date, by far. We also
initiated the second-highest number of enforcement actions
in agency history.

Not just in 2008, but in each of the last two years, the Com-
mission set the record for the highest number of corporate
penalty cases in the agency's history. And for the second
year in a row, the SEC returned more than $1 billion to
harmed investors using our Fair Funds authority under the
Sarbanes-Oxley Act. To support this record level of law en-

forcement, the SEC now devotes more than one-third of the
entire agency staff to our enforcement program. That is a
higher percentage of the SEC's total staff than at any time in

the past 20 years. The SEC's internal allocation of funds for
enforcement in FY 2008 was the highest in the agency's his-
tory. In this past year, we also increased the number of en-
forcement personnel by 4 percent.14

The SEC's 2008 Annual Report was written when the Com-

mission's reputation was under severe stress. Three events in

particular-the collapse of Enron, the emergence of regulatory

competition from state attorneys general (particularly Eliot

13. Oversight of the SEC's Failure to Identify the Bernard L. Madoff Ponzi Scheme and

How to Improve SEC Performance: Hearing Before the S. Comm. on Banking, Hous. &

Urban Affairs, 111th Cong. 22-23 (2009) (statement of Robert Khuzami, Dir., Div.
of Enforcement, U.S. Sec. & Exch. Comm'n, & John Walsh, Acting Dir., Office of

Compliance Inspections & Examinations, U.S. Sec. & Exch. Comm'n) [hereinaf-

ter Khuzami & Walsh Hearing], available at http://banking.senate.gov/public/

index.cfn?FuseAction=Files.View&FileStore-id=64355cc6-dO4c-4b4f-be96-ed~d4a93c244.

14. U.S. SEC. & EXCH. COMM'N, 2008 PERFORMANCE AND ACCOUNTABILITY RE-

PORT (2008).
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Spitzer), and the SEC's incompetence in its handling of the $50
billion securities fraud orchestrated by Bernard Madoff-
tarnished the SEC's traditional standing as America's foremost
administrative agency in terms of quality and integrity.

Many have criticized the SEC in recent years, and it is diffi-
cult to imagine that the Commission's position at the center of
a political maelstrom has not affected the agency's behavior.
For example, the report makes salient "a long-standing criti-
cism that the SEC has largely failed to prosecute cases against
corporate executives, opting for quick settlements in which
companies themselves are penalized instead of their leaders."15

The SEC has rationally pursued this policy of opting for quick
settlements because the agency is largely judged on the basis of
the number of cases it wins. The agency needs fewer resources
to sue companies than individuals because companies do not
defend themselves as vigorously as individuals do. In addition,
and for the same reasons, the SEC has moved to a policy of
suing and settling with industry groups. Similarly, the SEC in
recent years has attempted to expand the contours of the law,
which makes it easier for them to bring cases, and to keep the
law vague by refusing to define insider trading. The SEC has
thus pursued a policy that is consistent with the Commission's
rational self-interest but clearly suboptimal from a societal per-
spective of economizing the performance of investigations.

In particular, as social psychologists would predict, the SEC's
enforcement effort is evaluated both internally and externally in
overly simplistic ways because of the trust and reliance that
those evaluating the SEC place in readily available evaluative
heuristics. The focus is on the number of cases brought by the
Division, and, to a lesser extent, on the size of the fines collected
by the SEC. The more cases that are brought and the greater the
amount of fines collected during a particular time frame, the bet-
ter the enforcement staff at the SEC is thought to perform.

In light of this metric of success, it is not surprising that the
SEC focuses on low-hanging fruit. Because investigations take
time, the SEC focuses on bringing cases that do not require
much, if any, investigative effort. Indeed, the SEC makes no
secret of the limited amount of detective work it does. It de-

15. Zachary Kouwe, Judge Rejects Settlement Over Merrill Bonuses, N.Y. TIMES,
Sept. 14, 2009, at Al.
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rives its docket of cases from scandals that are reported in the

press and from tips from whistleblowers. Indeed, as Maureen

O'Hara and I have argued in other work, the SEC often does

not even pay attention when evidence of fraud appears in well-

known scholarly journals in corporate finance.16 Instead, en-

forcement comes only after an issue is made politically salient

by the financial press.17

A major theme of this Article is that the performance-based

incentives to which even the most able bureaucrats respond are

perverse and lead to perverse results. The number of enforce-

ment actions and the size of fines may not be the best criteria

by which to evaluate the conduct of the SEC, but they are data

that are "available," a factor that social psychology and behav-

ioral finance tell us often drives decision making.'8 In social sci-

ence, the availability heuristic posits that people tend to use

evaluative techniques on the basis of "the ease with which in-

stances or associations come to mind." 19

Thus, the SEC's apparent focus on how many cases it brings

and on the size of the fines collected appears to represent the

availability heuristic in action. As in other contexts, this reli-

ance on availability leads to predictable biases. In other words,

the SEC's apparently odd behavior in recent years is not due to

corruption or incompetence on the part of the agency. Rather,

the SEC simply has been responding, more or less rationally, to

the rather odd set of incentives that it faces from its overseers

in Congress and from the general public.

In addition to its focus on the number of cases that it brings

and on the size of the fines it collects, another factor that influ-

ences the SEC's conduct is the dominance of lawyers within the

16. See Jonathan R. Macey & Maureen O'Hara, Regulation and Scholarship: Con-

stant Companions or Occassional Bedfellows?, 26 YALE J. ON REG. 82, 102-13 (2009).

17. See id.

18. Herbert Bless et al., Ease of Retrieval as Information: Another Look at the Avail-

ability Heuristic, 61 J. PERS. & SOC. PSYCH. 195, 195 (1991). In addition to the SEC, it

also appears that the Financial Industry Regulatory Authority (FINRA) is evalu-

ated on the basis of how many cases it brings and how big the fines are that it

collects. See Susanne Craig, Finra's Susan Merrill to Exit as Enforcement Chief, WALL

ST. J., Mar. 18, 2010, at Al ("The executive hired by Wall Street to enforce its rules

is stepping down after nearly three years in which the organization's disciplinary

actions and fines against the brokerage industry have declined, the group said.").

19. Aaron Tversky & Daniel Kahneman, Availability: A Heuristic for Judging Fre-

quency and Probability, 5 COGNrrIVE PSYCH. 207, 208 (1973).
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agency. 20 The consequences of this domination include in-
creased concern with process and decreased concern with so-
cial science evidence in decision making. Moreover, because
lawyers are less knowledgeable about how the financial mar-
kets operate than actual participants in the industry, the rise of
a lawyer-dominated culture at the SEC has resulted in less un-
derstanding of complex financial instruments and the opera-
tion of financial markets during an era in which complexity has
been increasing rapidly.

The glacial speed at which the SEC operates is largely attrib-
utable to the Commission's lawyer-dominated culture. Harry
Markopolos, the industry whistle blower who tried unsuccess-
fully to bring the SEC's attention to Bernie Madoff's Ponzi
scheme, has described the SEC as "too slow" and further ob-
served that the Commission "was hindered by lawyers, did not
understand red flags, could not do the math and was captive to
the financial industry."21 Mr. Markopolos also testified that "the
SEC staff lacks the financial expertise and is incapable of under-
standing the complex financial instruments being traded in the
21st century," and that "the SEC is overlawyered and has [too
few] staff with relevant industry experience and professional
credentials to find fraud even when a multi-billion dollar case is
handed to them on a silver platter. ' 22 Combating simple fraud
and old-fashioned Ponzi schemes may help the capital markets
and protect small investors, but it does little to help SEC officials
develop the skills and expertise that will make them valuable to
Wall Street law firms, the clear focus of SEC staffers today.

In addition to slowing things down, the SEC's domination
by lawyers has affected Wall Street. For example, the people
heading the Enforcement Division of the SEC in recent years
all have moved to jobs as advisers to banks. The most recent
Director is now a partner at Davis, Polk & Wardwell. Her
predecessor is the general counsel at JPMorgan Chase. His
predecessor became general counsel at Deutschebank. Oth-
ers in recent years have gone to Credit Suisse and Morgan
Stanley. One "could be forgiven for thinking that the whole
point of landing a job as the SEC's Director of Enforcement is

20. See Paredes, supra note 2.
21. Fraud Investigator Blasts SEC, WKRG.coM NEWS, Feb. 5, 2009, http:If

www.wkrg.com/politics/artide/fraud-investiator-blasts-sec/218Feb--2009-6-46-am.

22. Id.
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to position oneself for the better paying one (as a lawyer) on
Wall Street."23 The available empirical evidence supports the

conclusion that SEC lawyers have significant mobility. The
turnover rate for SEC attorneys is almost twice as high as the
turnover rate for all government attorneys.24 SEC officials
thus want to develop practice specialties in technical legal
fields that will help them to find jobs in high-powered law
firms when they leave the SEC, rather than do their job as
financial regulators.

Finally, the SEC has strong incentives to promote the ap-
pearance that the capital markets are in crisis and to eschew
the development of market mechanisms that might solve the
very problems that the SEC is tasked with solving. The SEC is
thus in a difficult position. On the one hand, of course, the
SEC wants to be viewed as successful. On the other hand, if
financial crises do not arise every so often the SEC might well
come to be viewed as unnecessary. 25 From the SEC's perspec-
tive, the optimal way to handle this balancing act is to blame
any and all failures on a lack of resources. The SEC pursued
this strategy with great success after the collapse of Enron in
2002. The SEC long claimed that it faced a "staffing crisis" due
to its "inability to compensate [its] employees adequately." 26

As Table 1 indicates, the collapse of Enron in 2001 led to un-
precedented budget increases for the SEC staff in 2002 and
2003. In fact, the SEC budget more than doubled between
2001 and 2004 from $422.8 million to $913 million, and the
SEC was the only federal agency to receive substantial budget
increases both in 2003 and 2004.27

23. Michael Lewis & David Einhorn, Op-Ed., The End of the Financial World as We

Know It, N.Y. TIMES, Jan. 4, 2009, at WK9.

24. SEC. & EXCH. COMM'N, PAY PARITY IMPLEMENTATION PLAN AND REPORT

(2009), http://www.sec.gov/news/studies/payparity.htm. During the eight-year

period for which data is available (1994-2001) annual turnover rates for SEC at-

torneys averaged 14.05% while annual turnover rates for government attorneys
generally averaged only 7.6%. Id.

25. See, e.g., Macey, supra note 1, at 937, 948.

26. SEC. & EXCH. COMM'N, supra note 24.

27. SUSAN DUDLEY & MELINDA WARREN, REGULATORY SPENDING SOARS: AN

ANALYSIS OF THE U.S. BUDGET FOR FISCAL YEARS 2003 AND 2004: 2004 ANNUAL

REPORT 11-12, 16 (2003).
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Table 1: SEC Budget History"

Fiscal Year Budget Authority Change from Previous Year
(in thousands of $)

1990 166,633

1991 189,083 13%

1992 225,792 19%

1993 253,235 I 12%

1994 269,150 6%

1995 300,437 12%

1996 300,921 0.2%

1997 311,100 ] 3.4%

1998 315,000 1.3%

1999 341,574 8%

12000 377,000 ] 10%

2001 422,800 12%

2002 513,989 22%

2003 716,350 39%

2004 811,500 I 13%

2005 913,000 13%

2006 888,000 -3%

2007 888,000 0%

2008 906,000 2%

2009 960,000 [ 6%

28. See Sec. & Exch. Comm'n, Frequently Requested FOIA Document: Budget His-
tory, http://www.sec.gov/foia/docs/budgetact.htm Oast visited Mar. 6,2010).
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The crisis also led to increases in the salaries for SEC staff. SEC

Chairman Harvey L. Pitt testified in early 2002 that the SEC did

not have adequate resources or staff to deal with the regulatory

and enforcement demands created by the collapse of Enron, and

asked Congress for an extra $91 million to boost salaries and to

hire one hundred new accountants and lawyers.29 Shortly thereaf-

ter the SEC Executive Director stated that "[t]he SEC cannot af-

ford to continue suffering the staffing crisis it has endured for the

past decade at such an important juncture."30 In fact, SEC staffers
received the largest pay increases of any administrative agency in

the U.S. government in 2001 when Congress elevated the pay of

SEC staff members to the same pay scale as employees of the

Board of Governors of the Federal Reserve System.31

The next Part of this Article will attempt to provide support

for the predictions and implications articulated in the previous

paragraphs about the direction that the SEC is taking with ex-

amples and case studies from the SEC's recent history.

II. THE SEC IN ACTION: HEURISTICS AT WORK

A. The SEC is More Likely to Sue Companies

Than to Sue Individuals

It has long been said that the SEC is more likely to sue compa-

nies than to sue individuals within those companies for securi-

ties fraud and other SEC rule violations.32 This longstanding
practice has "effectively allowed corporate managers to buy

immunity (for themselves) with their shareholders' money." 33

The SEC's tendency to resist prosecuting corporate execu-

tives and instead to pursue prompt settlements against corpo-

29. See DePartments of Commerce, Justice, and State, the Judiciary, and Related Agen-

cies Appropriations for Fiscal Year 2003: Hearing on S. 2778 Before a Subcomm. of the S.

Comm. on Appropriations, 107th Cong. 226-27 (2002) (written statement of Harvey
L. Pitt, Chairman, Sec. & Exch. Comm'n).

30. Vital Assets: Human Capital in Federal Economic Regulatory Agencies: Hearing Before

the Subcomm. on Oversight of Gov't Mgmt., Restructuring, and the Dist. of Columbia of the S.

Comm. on Governmental Affairs, 107th Cong. 73 (2002) (written statement of James M.
McConnell, Executive Dir., U.S. Sec. & Exch. Comm'n).

31. Investor and Capital Markets Fee Relief Act, Pub. L. No. 107-23, § 8, 115 Stat.
2390, 2398 (2002).

32. Kouwe, supra note 15.

33. Id.
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rate defendants is consistent with the hypothesis that the SEC
maximizes the number of cases it brings and the size of the
fines it collects for two reasons. First, individual defendants are
far more likely than corporate defendants to take cases to trial
because fines paid by individual defendants are likely to come
from their own pockets Corporations, conversely, quickly settle
cases by paying with their shareholders' money.

Second, the settlement decisions made by corporations are
not, of course, made by the corporations themselves or by their
shareholders, but rather by senior-level corporate executives.
Because these corporations often have extremely deep pockets,
and because the individuals making settlement decisions on
behalf of corporations (who may be far more interested in de-
flecting blame from themselves than in conserving the corpora-
tion's wealth) are not spending their own money, corporate
defendants are more likely to agree to more generous settle-
ments with the SEC than are individual defendants.

The recent controversy over a proposed settlement between
the SEC and Bank of America provides a very useful window on
this point. The proposed settlement was to end a lawsuit chal-
lenging misrepresentations made by Bank of America in connec-
tion with the Bank's solicitation of shareholder support for its
proposed merger with Merrill Lynch in late 2008.

In its complaint, the SEC alleged that Bank of America
"made materially false and misleading statements" to its
shareholders in the proxy statement of November 3, 2008, in
which the bank solicited the approval of its shareholders to
complete the bank's proposed $50 billion acquisition of
Merrill.34 According to the complaint, Bank of America

represented that Merrill had agreed not to pay year-end per-
formance bonuses or other discretionary incentive compensa-
tion to its executives prior to the closing of the merger without
Bank of America's consent [notwithstanding the fact that] con-
trary to the representation .... Bank of America had agreed
that Merrill could pay up to $5.8 billion-nearly 12% of the to-
tal consideration to be exchanged in the merger-in discretion-
ary year-end and other bonuses to Merrill executives for 2008.15

34. Complaint at 1-2, SEC v. Bank of Am. Corp., No. 09 Civ. 6829 (S.D.N.Y.
Aug. 3, 2009).

35. Id. at 2.
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The litigation was solely against Bank of America. No indi-
vidual defendants were named. Under the terms of the settle-
ment, Bank of America, without admitting or denying the accusa-
tions, agreed to be enjoined from making future false statements
in proxy solicitations and agreed to pay the SEC a fine of $33
million. In rejecting the settlement, U.S. District Judge Jed Rakoff
acknowledged the strong presumption in favor of settlements,
observing that "an ordinary civil settlement that includes dis-
missal of the underlying action is close to unreviewable." 36

Nevertheless, Judge Rakoff, "even upon applying the most
deferential standard of review for which the parties argue,"
was "forced to conclude that the proposed Consent Judgment
[was] neither fair, nor reasonable, nor adequate." 37 Judge Ra-
koff described the proposed settlement as follows:

[T]he parties were proposing that the management of Bank
of America-having allegedly hidden from the bank's
shareholders that as much as $5.8 billion of their money
would be given as bonuses to the executives of Merrill who
had run that company nearly into bankruptcy-would now
settle the legal consequences of their lying by paying the
S.E.C. $33 million more of their shareholders' money.38

Judge Rakoff's "first and foremost" grounds for rejecting the
settlement were that forcing the shareholders who were the
victims of the bank's alleged misconduct now to pay the pen-
alty for that misconduct did "not comport with the most ele-
mentary notions of justice and morality."39 In other words,

36. Memorandum Order at 3, SEC v. Bank of Am. Corp., No. 09 Civ. 6829
(S.D.N.Y. Sept. 14, 2009).

37. Id. at 3.

38. Id. at 2.

39. Id. at 4. The SEC defended making the shareholders pay for the company's
fraud on the grounds that "[a] corporate penalty.. . sends a strong signal to share-
holders that unsatisfactory corporate conduct has occurred and allows shareholders
to better assess the quality and performance of management." Id. (alteration in
original) (citation omitted). As Judge Rakoff noted, the SEC's justification

makes no sense when applied to the facts here: for the notion that Bank of
America shareholders, having been lied to blatantly in connection with
the multi-billion-dollar purchase of a huge, nearly-bankrupt company,
need to lose another $33 million of their money in order to 'better assess
the quality and performance of management' is absurd.
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Judge Rakoff could not "justify imposing penalties on the vic-

tims of [Bank of America's] lie, the shareholders." 4

In his opinion, Judge Rakoff was particularly cognizant of

the conflict of interest whenever management settles an SEC

action brought against the corporation for the management's

own conduct. Judge Rakoff intimated strongly that it might be

beyond the purview of management, when it is "accused of

having lied to its shareholders to determine how much of those

victims' money should be used to make the case against the

management go away."4'

Judge Rakoff left no ambiguity about the SEC's self-interest

in agreeing to settle with Bank of America. He opined that the

parties' proposed Consent Judgment "was a contrivance de-

signed to provide the SEC with the facade of enforcement and

the management of the Bank with a quick resolution of an em-

barrassing inquiry-all at the expense of the sole alleged vic-

tims, the shareholders." 42 Moreover, according to the Judge,

[t]he proposed Consent Judgment in this case suggests a
rather cynical relationship between the parties: the SEC gets
to claim that it is exposing wrongdoing on the part of Bank
of America in a high-profile merger; the Bank's management
gets to claim that they have been coerced into an onerous set-
tlement by overzealous regulators. And all this is done at the
expense, not only of the shareholders, but also of the truth.43

B. In Pursuit of Low-Hanging Fruit

In testimony before the Senate Committee on Banking, Hous-

ing, and Urban Affairs, two top SEC officials attempted to ex-

plain the SEC's failure to detect the massive fraud perpetrated

by Bernard Madoff.44 The SEC's failures were rigorously cata-

logued in a 477-page report by the SEC's Office of Inspector

General (OIG), a relatively independent office within the

Commission.45 Although there are many candidates for the des-

ignation, the SEC's failure to pursue Bernard Madoff's Ponzi

40. Id. at 5.

41. Id. at 7 (noting that "even if this decision is arguably within [management's]

purview, it calls for greater scrutiny by the Court than would otherwise be the case").

42. Id. at 8.

43. Id. at 11.

44. Khuzami & Walsh Hearing, supra note 13.

45. MADOFF INVESTIGATION, supra note 4, at 1-2.
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scheme may well be the most flamboyant and salient series of
missteps in the agency's history. The SEC itself acknowledges
that "no one can or should defend, excuse, or deflect responsi-
bility for the SEC's handling of the Madoff matter." 46

The OIG investigation did not find evidence that any SEC
personnel conducting the examination of Madoff had any in-
appropriate connection with Madoff that influenced their ex-
amination or investigatory work. Nonetheless, the OIG investi-
gation revealed that the SEC had received an astonishing
amount of incriminating information about Madoff and failed
to follow up thoroughly on any of it:

[T]he SEC received more than ample information in the form
of detailed and substantive complaints over the years to
warrant a thorough and comprehensive examination and/or
investigation of Bernard Madoff and BMIS (Bernard Madoff
Investment Securities) for operating a Ponzi scheme, and
that despite three examinations and two investigations being
conducted, a thorough and competent investigation or ex-
amination was never performed. The OIG found that between
June 1992 and December 2008 when Madoff confessed, the SEC
received six substantive complaints that raised significant red flags
concerning Madoff's hedge fund operations and should have led to
questions about whether Madoff was actually engaged in trading.
Finally, the SEC was also aware of two articles regarding Madoff's
investment operations that appeared in reputable publications in
2001 and questioned Madoff's unusually consistent returns.47

Stunningly, the reason that the SEC did not pursue these
complaints against Madoff was because the Commission did not
want to devote the necessary resources.48 In particular, an SEC
official testified that there was no effort to obtain what is known
as "audit trail data" because the SEC, as a general matter, be-
lieves that obtaining and analyzing this data is too expensive
and time-consuming. 49 Audit trail data provides information on
individual trades and is the primary manner in which the SEC
and the self-regulatory organizations (the Financial Industry
Regulatory Authority and the New York Stock Exchange) obtain

46. Khuzami & Walsh Hearing, supra note 13.

47. MADOFF INVESTIGATION, supra note 4, at 20-21 (emphasis added).

48. Id. at 98.
49. Id. at 108-09 ("I can tell you we were always hesitant to get audit trail data

because it can be tremendously voluminous and difficult to deal with and is a
huge resource issue for us. It takes us a ton of time.").
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the detailed trading data necessary for the detection of fraud,
manipulation, insider trading, and other securities law viola-
tions. If the SEC had pursued the audit trail data, it would have
discovered that Madoff was not actually doing the trades he
claimed to be doing and that his entire business enterprise was a
sham. An SEC official observed that he "had no explanation for
why the request for detailed audit trail data would be elimi-
nated, stating, 'I can't account for this, but it would have been,
frankly, asinine for us to not get the audit trail."' 50

Another way that the SEC easily could have detected the
Madoff fraud was by investigating Madoff's counterparties,
that is, the people with whom Madoff claimed to have been
trading. Because Madoff falsely claimed to be profiting from
trading activity, communicating with the companies that he
claimed were his counterparties would have revealed the fraud.

The OIG investigated why the SEC did not attempt to obtain
information about Madoff's counterparties. In response, the
SEC officials involved in the Madoff investigation noted that
the entities that Madoff claimed were his counterparties were
European banks, Royal Bank of Scotland (RBS) and the Swiss
bank UBS. Because these banks were foreign, the SEC Division
of Enforcement personnel investigating Madoff would have to
consume time and resources either dealing with these compa-
nies' U.S. affiliates or dealing with their colleagues at the SEC
Office of International Affairs. Neither of these options was attrac-
tive to the SEC enforcement staff, apparently due to "the scarcity
of resources and the difficulty of obtaining such records. 51

In fact, even beyond the Madoff investigation, investigating
Ponzi schemes in general seems to have been regarded as a
"burning [of] resources." 52 Yet, the most striking thing about
the SEC Division of Enforcement's failure to conduct an ade-
quate investigation into the Madoff scheme is that such an inves-
tigation would not have required much in the way of resources.
If the SEC is not even willing to investigate a suspected massive
fraud on the basis of tips from numerous credible informants,
one wonders what the SEC does investigate.

50. Id. at 109.

51. Id. at 339. In all, the OIG investigation of Madoff cites the unwillingness or
inability to devote resources to the investigation over thirty times.

52. MADOFF INVESTIGATION, supra note 4, at 244 n.167.
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According to the SEC Division of Enforcement, the SEC
opens a matter for inquiry (known in SEC parlance as a Matter
under Inquiry or "MUI") when it

receives information from a variety of sources that may war-
rant the opening of a new MUI, including newspaper arti-
cles, complaints from the public, whistleblowers, and refer-
rals from other agencies or self-regulatory organizations.
Assigned staffers are encouraged to use their discretion and
judgment in making the preliminary determination of
whether it is appropriate to open a MUI.53

Among these various sources of leads, the dominant one ap-
pears to be newspaper articles M An example of the significance
of newspaper articles can be seen in research that has found
that accounting fraud that occurs relatively far away from the
SEC home office in Washington, D.C., or from one of the SEC
regional offices is less likely to be investigated by the SEC. This
is largely due to the reliance by SEC staffers on "stories in the
regional press, which by its nature tends to focus on local
events. This means that unless SEC staffers carefully monitor
the newspapers of all cities in their regions (which typically
span several states) this [type of] source [(newspapers)] is
likely to bias investigations towards geographically proximate
companies." 5 This bias appears to be so significant that re-
searchers have found that auditors located farther away from
SEC Regional Offices perceive a lower risk of enforcement ac-
tions and thus are more likely to compromise their independ-
ence than auditors located close to SEC Regional Offices. 56

Newspaper articles appear to be the preferred external
source17 for leads for two reasons. First, when a newspaper ar-

53. SEC. & ExcH. COMM'N, Div. OF ENFORCEMENT, ENFORCEMENT MANUAL 20 (2010).

54. Ehsan H. Feroz, Kyungjoo Park & Victor S. Pastena, The Financial and Market

Effects of the SEC's Accounting and Auditing Enforcement Releases, 29 J. AcCT. RES.

107, 111 n.6 (1991) (observing that former SEC Enforcement Division Chief Ac-
countant Robert Sack believes that approximately one-third of SEC investigation
leads are initiated by perusing the financial press).

55. Mark L. DeFond, Jere R. Francis & Xuesong Hu, The Geography of Auditor
Independence and SEC Enforcement 5-6 (May 13, 2008) (unpublished manuscript),
available at http://papers.ssm.comsol3/papers.cfm?abstractid=1132885.

56. Id. at 4-5.
57. The primary internal source is referrals to the Division of Enforcement from

the Division of Corporate Finance. See Michael J. Kigin, Assoc. Chief Accountant,

Office of the Chief Accountant, Sec. & Exch. Comm'n, Remarks to Business Issues
and Audit Conference, The Institute of Internal Auditors: The SEC's View on
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ticle is published, by definition a reporter already has investi-

gated a matter, done sufficient research to write a story about
it, had the story subjected to some measure of fact checking,

and faced the obligation to print a retraction if the companies

and individuals who are subjects of the article are able to refute

its assertions. Thus, the SEC is able to free ride on the resources

of newspapers and on the investigative talents of newspaper
reporters. Second, because, like other agencies, the SEC is in-

tensely concerned with public opinion,18 it has a strong inde-

pendent motive to pursue allegations of securities fraud con-

tained in newspaper stories, regardless of whether such stories

are likely to be accurate.

C. Vagueness as a Bureaucratic Goal

The SEC likes to bring a large number of cases, and it likes to

settle those cases promptly. Vague rules serve the interests of the

SEC by making it less likely that the agency will invest substan-

tial resources in conducting an investigation and then be unable

to bring a case against the putative defendants. The SEC is likely

to prefer vague rules to clear rules because vague rules expand

the Commission's discretion about what cases it can bring.

On the other hand, cases that invoke and rely on vague legal

doctrine are more likely to be litigated than cases that rely on

clear legal doctrine.59 The SEC does not like to litigate cases for

a variety of reasons, not the least of which is resource con-

straints. The SEC wants to bring a large number of cases, and

settling rather than litigating allows it to do So.
60 The SEC actu-

ally litigates so few cases, however, that on balance vagueness

serves the interests of the SEC by expanding its discretion to
bring cases, which it can then settle. Moreover, because the SEC

has no real clients who must pay the marginal costs of pursu-

ing weak or nonexistent claims, the SEC can pursue cases

Government and Enforcement Activities 3 (Oct. 25, 1993), available at http:/I
www.sec.gov/news/speech/1993/102593kigin.pdf.

58. See JOSEPH P. CHAMBERLAIN & PAUL R. HAYS, THE JUDICIAL FUNCTION IN

FEDERAL ADMINISTRATIVE AGENCIES 76-78 (1970); see also HARWOOD L. CHILDS,

PUBLIC OPINION: NATURE, FORMATION, AND ROLE 298 (1965).

59. See George Priest & Benjamin Klein, The Selection of Disputes for Litigation, 13
J. LEGAL STUD. 1, 16 (1984).

60. Donald C. Langevoort, The SEC and the Madoff Scandal: Three Narratives in

Search of a Story 8 (Georgetown Law Faculty Working Papers, Paper No. 116,
2009), available at http://scholarship.law.georgetown.edu/fwps-papers/11.6/#.
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based on vague or dubious legal theories. On the other hand,
the SEC's counterparties must bear the high costs of litigating
even dubious claims against the SEC, and if these litigation and
transaction costs are sufficiently high, even the most innocent
client will find it in its best interests to settle.

Current Supreme Court doctrine always encourages and some-
times actually requires lower federal courts to rely on the legal
interpretations of administrative agencies when they are inter-
preting a statute, particularly when the statutes are those that the
agencies are empowered by Congress to enforce.61 Thus, even the
most vague or far-reaching SEC interpretation is entitled to defer-
ence, a factor that is bound to encourage defendants to settle.

An area clearly affected by this SEC penchant for promulgating
vague rules is insider trading. The Division of Enforcement pre-
fers bringing insider trading cases to bringing other sorts of cases.
The SEC likes cases "with an attention-grabbing angle," and
"many kinds of insider trading cases are particularly well suited

for this." 62 Thus, it is not surprising that the SEC consistently has
pushed for vague interpretations of the rules against insider trad-
ing. It actually has refused, persistently and for decades, to prom-
ulgate a definition of what constitutes illegal insider trading be-
cause it prefers to keep the contours of the rule vague, and it does
not want to provide too much guidance to market participants.

As a remedy, insider trading is not defined either by the SEC
or by statute. To the extent that there is a definition, courts
have created it and offered interpretations of insider trading
doctrine incrementally, on a case-by-case basis. Studies of the
SEC's enforcement effort acknowledge "[t]he reluctance of the
SEC to use its rule-making authority and its tendency to regu-
late piecemeal through adjudication."' 63

61. See Chevron U.S.A. Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837

(1984); Skidmore v. Swift & Co., 323 U.S. 134 (1944).

62. Langevoort, supra note 60, at 8.

63. Joseph K. Tanimura, The Effects of Insider Trading Restrictions: Evidence from
Dividend Initiations and Omissions (1935-1974), at 23 (Mar. 14, 2009) (unpublished

manuscript), available at http://papers.ssm.com/so3/papers.cfm?abstractid=1359679;

accord Louis Loss, History of S.E.C. Legislative Programs and Suggestions for a Code,

22 BuS. LAW. 795, 795-96 (1967). The defense of the SEC's refusal to formulate a
definition of insider trading was that it was not possible to define this sort of

illegal behavior and that any definition promulgated simply would create a
"blueprint for fraud." See Donald C. Langevoort, Seeking Sunlight in Santa Fe's
Shadow: The SEC's Strategic Pursuit of Managerial Accountability 40 (Georgetown
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D. The SEC Prefers Rules that Are Not

Only Vague, but Also Broad

To the extent that the securities laws are interpreted rather
than left vague, the SEC prefers that such laws are interpreted
as expansively as possible to maximize the Commission's abil-
ity to bring cases. In fact, from the SEC's perspective, the opti-
mal insider trading rule would make insider trading a status
offense. Under such a rule, officers, directors, large sharehold-
ers, professional investors, or anybody with an informational
advantage of any kind over his trading partners would be for-
bidden to use that informational advantage when trading. Such
a broad rule would enable the SEC to meet its quota for cases
more easily and would give the SEC discretion to sue virtually
anybody who was able to make money in securities trading.

The most recent example of the SEC's efforts to expand the
contours of the laws against insider trading concerns the insider
trading action against Mark Cuban.64 This case involved Cuban's
trading in the stock of a public company called Mamma.com. 65

The company was on the verge of entering into a financing
transaction that would depress significantly the share price of
the company's outstanding stock. Mr. Cuban, although a major
shareholder, was not a member of the Mamma.com board or an
officer or employee of the company, and he learned of the im-
pending transaction and sold his stock in advance to avoid the
loss. 66 The transaction in question was a so-called "PIPE" ("Pri-
vate Investment in Public Equity") deal in which a company
makes money by making a private placement of stock to a small
number of institutional investors when the company has previ-
ously made a public offering of the same class of identical
stock.67 Where the PIPE private placement is made at a discount
to the current market price of the outstanding publicly traded
stock, the owners of the publicly traded stock suffer a dilution in
the value of their investments. The SEC sued Cuban for illegally
avoiding $750,000 in losses by selling his entire holding of

University Law Center, Working Paper No. 265144, 2001), available at http://
papers.ssm.com/sol3/papers.cfm?abstractid=265144.

64. See SEC v. Cuban, 634 F. Supp. 2d 713 (N.D. Tex. 2009). The Author participated
in writing and filing an amicus brief supporting the dismissal of the SEC's complaint.

65. Id. at 717.

66. Id. at 717-18.
67. See id. at 717.
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600,000 shares when he learned from the CEO of Mamma.com
that the company was about to make its private PIPE sale.68

One of the rules that the Supreme Court has promulgated for
the specific purpose of curbing baseless insider trading cases is
that a defendant must breach a duty of trust owed to the source
of the information.69 In the Cuban case, Mamma.com, the is-
suer, was the source of the information. Cuban, however, had
never signed an agreement not to use information that man-
agement might pass along to him, although he had signed an
agreement in which he promised to keep information provided
to him by the company confidential. 70

In dismissing the SEC's complaint, the district court made the
rather obvious point that a promise to keep information confi-
dential is not the same as a promise to refrain from trading. In
order to give rise to a legal duty to refrain from trading, a share-
holder must have a "legal duty to refrain from trading on or
otherwise using the information for personal gain."71 Because
the SEC's complaint did not allege that Cuban agreed to refrain
from trading while aware of the impending PIPE offering, the
judge held that the confidentiality agreement that Cuban signed
could not form the basis for an insider trading prosecution.72

Significantly, the court ruled further that the SEC could not
unilaterally make Cuban's conduct illegal. Specifically, in 2000,
the SEC promulgated Rule 10b5-2(b)(1), covering situations in
which "a person agrees to maintain information in confidence." 73

As this rule bases misappropriation theory liability "on a mere
confidentiality agreement lacking a non-use component," the
court ruled that the SEC could not rely on it to establish Cuban's
liability under the misappropriation theory.74 In other words, the
SEC could not simply transform confidentiality agreements be-
tween private parties into agreements not to trade.

68. Id. at 717-18.
69. See United States v. O'Hagan, 521 U.S. 642 (1997) (adopting the misappro-

priation theory of liability for insider trading).

70. Cuban, 634 F. Supp. 2d at 728.

71. Id. at 725.

72. Id. at 725-28.

73. 17 C.F.R. § 270.10b5-2(b)(1) (2009).

74. Cuban, 634 F. Supp. 2d at 730-31.
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E. The More the Merrier

Because the SEC wants to maximize the number of cases it
brings, it will try to develop theories of wrongdoing that can
support litigation against multiple defendants for the same sort
of conduct without the need for significant extra work. Exam-
ples of the phenomenon of suing entire industries are the SEC's

campaigns against late trading and penny stocks.

1. Late Trading and Market Timing

The crusades against market timing and late trading began in
2003 when Eliot Spitzer, then New York Attorney General, be-
gan to develop and enforce law on these issues, deeply embar-
rassing the SEC. Market timing is "[a]n investment strategy
based on the forecasting of changes in the direction of market
prices," by which investors hope to make a profit by buying
and selling at opportune moments.75

Not only is market timing legal, but because virtually all un-
sophisticated traders (and many sophisticated traders) attempt,
in some fashion, to "buy low and sell high," it would not seem
to be practical or advisable to attempt to ban the practice. On the
other hand, if the SEC wants to maximize its prosecutorial discre-
tion to maximize its ability to bring cases, then being able to sue
market timers would be a highly attractive option for the SEC.

Some market timers attempt to profit by exploiting stale
prices. The model strategy is "time-zone arbitrage," which
involves attempting to profit from differences between the net
asset value, or "NAV,"76 and the actual current market value of
the underlying securities in the mutual fund portfolio.

When a U.S. mutual fund holds shares in Asian or European
markets, market timing arbitrage is possible. Suppose, for
example that a U.S. mutual fund holds shares in German, French,

75. Market Timing, in A DICTIONARY OF BUSINESS AND MANAGEMENT 355 (5th
ed. 2009). The efficient markets hypothesis (also known as the Efficient Capital

Markets Hypothesis, or ECMH) predicts, among other things, that share prices

adjust very rapidly to new information and already reflect historical information.
A basic implication of the efficient markets hypothesis is that most market timing

strategies cannot possibly succeed because they attempt to predict future share
prices on the basis of historical patterns of share prices. This is fundamentally

incompatible with the efficient markets hypothesis.

76. The NAV is the value of the mutual fund shares as calculated by the Mutual
Fund Company's adviser divided by the number of mutual fund shares outstanding.
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and Italian companies that are traded in Frankfurt, Paris, and
Milan. The U.S. mutual fund determines the NAV for its shares,

which is the price at which investors can buy and sell the mutual
fund's shares in the late afternoon, usually not long after 4:00 p.m.
when U.S. markets close. Markets close in Europe when it is only
11:00 a.m. in New York, however, so the price used to compute
the prices of the German, French, and Italian stocks in the mutual
fund portfolio will be several hours old and probably quite "stale"
when the NAV of the U.S. mutual fund is calculated.

Suppose, for example, that there is some news released that is
clearly going to lead to an increase in the value of the European
stocks owned by the U.S. mutual fund.77 Suppose further that this
news is released between 11:00 a.m. and 4:00 p.m., that is,
between the time when the European markets close and when the
NAV for the mutual fund is computed. When this sequence of
events occurs-and it occurs frequently-a market timer can buy

or sell at the old, stale price of the mutual fund by buying it soon
after the news is released and before the NAV is calculated by the
mutual fund. In the example here, this purchase enables the
market timer (who in this case is acting as a time zone
arbitrageur) to buy shares cheaply because the shares will be
priced at the old 11:00 a.m. price even though they can be bought

during the period after 11:00 a.m. when the news is released and
before the fund sets its NAV much later in the day.

Once the mutual fund price has adjusted upward, the market
timer generally will sell as quickly as possible in order to lock
in the gain. It is for this reason that market timers sometimes
engage in rather frequent trading.

Late trading is the term used to describe what happens when a
mutual fund investor is permitted to receive the current day's
NAV for his purchase or sale of mutual fund shares despite
submitting the order after the mutual fund has calculated its NAV
for that day. Late trading is prohibited by SEC Rule 22c-1 (the
"forward pricing rule") which provides, in pertinent part, that

[n]o registered investment company issuing any redeemable
security.., shall sell, redeem, or repurchase any such
security except at a price based on the current net asset
value of such security which is next computed after receipt

77. The European Central Bank may announce, for example, that it will lower

interest rates because manufacturing is up and employment is down.
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of a tender of such security for redemption or of an order to

purchase or sell such security .... 78

Thus, by its plain terms, Rule 22c-1 does not require that
mutual funds calculate their NAVs at any particular time
(although mutual funds are required to calculate their NAVs at
least once a day).79 Late trading occurs when mutual funds
either accept orders from certain favored customers at the
previously calculated NAV or permit such customers to cancel
their orders after the mutual fund has calculated its NAV. The
potential problem with late trading is that it allows traders to
take advantage of information released late in the day, after the
markets have closed, by trading at the old, stale price that
existed earlier in the day, before the NAV was calculated.

For years it was widely accepted that the SEC had been
captured by the mutual fund industry. 80 All of this changed
in late 2003 when Eliot Spitzer began his crusade against the
same industry.

On September 3, 2003 Spitzer announced the settlement of a
complaint against Canary Capital Partners, a large hedge fund, for
alleged actions involving a number of mutual fund companies
with whom Canary traded.81 Spitzer alleged that these mutual
funds permitted Canary, a favored customer, to engage in late
trading in violation of Rule 22c-1 and inappropriate market timing
arrangements in violation of other SEC rules.82 Spitzer's claim that
he had identified abuses in the mutual fund industry, and his use
of his office to enforce rules that the SEC had promulgated and
was supposed to enforce, was deeply embarrassing to the SEC. In

78. 17 C.F.R. § 270.22c-1(a).

79. 17 C.F.R. § 270.22c-1(b).

80. See Edward Sherwin, The Cost-Benefit Analysis of Financial Regulation: Lessons
from the SEC's Stalled Mutual Fund Reform Effort, 12 STAN. J.L. BUS. & FIN. 1, 19
(2006) (describing "[tihe SEC's usually cooperative relationship with the mutual
fund industry"); see also Paula Dwyer, Breach of Trust, Bus. WK., Dec. 15, 2003, at
98 (describing the close relationship between the SEC's mutual fund regulators
and the mutual funds they were supposed to regulate and explaining how this
relationship led to a situation in which illegal activity was condoned).

81. Landon Thomas Jr., Big Fine Over Trader's Mutual-Fund Moves, N.Y. TIMES,
Sept. 4, 2003, at Cl.

82. Id. As noted above, market timing and frequent trading are not illegal. Of
course, mutual funds may not violate the terms of their own prospectuses by per-
mitting frequent trading to the extent that such trading violates their prospectuses.
And, others may not actively conspire with a mutual fund to violate the terms of its
prospectus. The SEC is, in theory, supposed to police prospectus disclosures.
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fact, as with a number of other high profile "controversies roiling
the securities and insurance industries, many of these [mutual
fund] abuses were not discovered by the SEC, but by New York
State Attorney General Eliot Spitzer, a fact that forced the SEC to
play catch-up with state regulators."13

Soon thereafter, the SEC began investigating the entire
mutual fund industry, sending a letter to the eighty largest
fund complexes in which it requested information on "market
timing, late trading, and other practices alleged of others in the
New York Attorney General's complaint."8 4 In subsequent
letters the SEC attempted to figure out what international
mutual funds were doing to deal with market timing arbitrage.85

Despite the vagueness of the rules and the lack of harm to
investors, the SEC found it politically expedient to pursue
virtually an entire industry for alleged wrongdoing. This
method is clearly an efficient way for the SEC to increase the
number of cases it brings because the research and investigation
necessary to bring a lawsuit against one defendant can be
amortized over many defendants, thereby greatly reducing the
costs of bringing lawsuits.

2. A Penny for Your Stock

The strategy of going after entire industries is not new. For years
the SEC has taken the view that people who specialize in selling
so-called penny stocks should be pursued. This strategy serves not
only the interest that the SEC has in bringing cases, but also the
interests of the established broker-dealer firms that compete with
the upstart penny stock operations. This group of established bro-
ker-dealer firms is an important constituency of the SEC, not to
mention an important source of employment for SEC alumni.86

Penny stocks are simply equity investment instruments that
trade at low prices, usually less than one dollar. Penny stocks
generally are high-risk, as they typically are issued by young,
start-up or highly speculative ventures. The SEC imposes a

83. Sherwin, supra note 80, at 19-20.

84. Dimensional, News/Late Trading and Market Timing, http://www.dfaus.com/

news/late-trading/ (last visited Mar. 7, 2010).

85. Id.

86. As noted above, recently SEC alumni from the Division of Enforcement have
placed themselves in senior positions at Deutsche Bank, JPMorgan Chase, and
Morgan Stanley. See supra text accompanying note 23.
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substantially higher regulatory burden on penny stocks than

on other stocks.17 The SEC has attempted to delegitimize all
firms that issue low-price shares and all firms that deal in or

broker such securities. Thus,

[tihe [SEC's] successful efforts to regulate penny stocks pro-
vide a classic example of an administrative agency seeking
to create a demand for its own existence by turning an in-
dustry into a cartel, thereby establishing that industry as a
major source of political support for the agency. The [SEC]
provided a major service to the established firms and ex-
changes by eliminating their fastest growing competitors-
start-up brokerage firms and market makers providing capi-
tal and liquidity to firms issuing penny stocks.88

F. The Culture of the SEC

Because the SEC is dominated by lawyers, its culture is fo-
cused on process, and has become slow and exceedingly bu-
reaucratic. The SEC appears to be at the outer-range of federal
agencies both in terms of the extent to which it is dominated by

lawyers and the extent to which its operation is paralyzed by

bureaucracy. In general, it has been reported by the GAO that
at the SEC,

[s]ome attorneys estimated that they spend as much as a
third to 40 percent of their time on the internal review proc-
ess, thus making it harder to meet the division's emphasis
on bringing cases on a timely basis. A number of attorneys
told us that the effect of the intensive review process is to
create a culture of risk aversion, an atmosphere of fear or in-
security, or incentives to drop cases or narrow their
scope.... In one instance, an attorney closed a case rather
than go through a review with another division.... In two
other cases, charges were dropped or reduced because the
matters had taken so long that people were unable to recall
earlier considerations of evidence. In another situation, it
took 2 1/2 months to prepare a paragraph requesting per-
mission to send a Wells notice; in another case, staff pre-
pared multiple drafts of a Wells memo over 3 years before
finally closing the case because it was so old. Finally, one in-
vestigative attorney told us that a company under investiga-
tion offered to pay whatever penalty amount Enforcement

87. See Macey, supra note 1, at 946.

88. Id. at 948.
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asked; 5 months later, the matter still remained open, with

an action memorandum in its tenth draft. Some attorneys

noted that such delays may encourage violators.8 9

In connection with the collapse of Madoff's financial empire,

the SEC Inspector General allocated much of the blame for the

SEC's failure to the crippling bureaucracy, noting that adminis-

trative burdens prevented the agency from effectively doing

much real work:

You had to have people writing closing memos, which is of

course, you should be shutting down your old cases, but

that's what [one employee] spent a lot of her time doing,
writing closing memos because she had inherited a branch

where everybody had left and left these old cases in sham-
bles, and you had to go back to the court records, pulling all

these court files, and recreating files to close them. [This em-
ployee] had tons of this stuff, much more than [the other

Branch Chief in Bachenheimer's group]. It was crazy. Then
you had to have six month memos on cases, whether or not

you should keep them open, memos to write. The joke that
we had in the office was that you had to write a memoran-

dum to get permission to write a memo. You know, a lot of

this was to make the performance measurable, which is
great, and it should be measurable, but you have to provide
people the resources to do it.9°

CONCLUSION

The SEC is the government agency that is supposed to ferret

out securities fraud. Unfortunately, the SEC's excessive focus

on bringing a large number of cases and collecting large fines

has led it to abandon the critical "ferreting" aspect of its mis-

sion. Ferreting is time-consuming and expensive. From the

SEC's perspective, it makes sense to bring cases that do not re-

quire costly, time-consuming, and risky investigations.

This Article has focused on the incentives facing the En-

forcement Staff of the SEC and shown how, to a large extent,

the decline of the SEC is not actually the SEC's fault. The SEC,

89. See GOV'T ACCOUNTABILITY OFFICE, SECURITIES AND EXCHANGE COMMIs-

SION: GREATER ATTENTION NEEDED TO ENHANCE COMMUNICATION AND UTILIZA-

TION OF RESOURCES IN THE DIVISION OF ENFORCEMENT 28 (2009).

90. MADOFF INVESTIGATION, supra note 4, at 366 (identifying administrative
burdens facing the SEC staff attorneys charged with investigating Madoff).
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in pursuing large numbers of cases, was trying to meet the per-
formance objectives generated by the simple evaluative heuris-
tics that elected officials and bureaucrats used to evaluate the
agency's performance. In building a bureaucracy, the lawyers
at the SEC were acting as lawyers are trained to act, which is to
create elaborate administrative decision-making structures.

Unfortunately for the SEC, the environment in which it has
been operating has led the agency to stumble repeatedly. Large
scandals have erupted continuously over the past decade and
few, if any, observers believe that the SEC is effective at fighting
corporate fraud and abuses in U.S. capital markets. One would
predict that the SEC would react decisively in response to the
bad publicity it has been receiving, and it has. It appears that the
SEC's response to the current crisis is to attack the hedge fund
industry just as it attacked the penny stock industry in 1990.

The SEC is in search of a scapegoat. It thinks that it has found
one in the hedge fund industry. The tool it is using to pursue
the hedge funds is its authority to regulate insider trading. If
the SEC can convince the courts that most, if not all, of what
the most successful hedge funds do is illegal insider trading
then the agency will be able to run the hedge fund managers
out of U.S. markets once and for all.

Thus, insider trading in general, and insider trading at hedge
funds in particular, is at the top of the SEC's agenda once
again. Even the SEC's staunchest defenders like SEC alumnus-
turned-law-professor Norm Poser lament that the SEC "was
known for years as one of the finest, if not the finest, of the fed-
eral regulatory agencies," but is now "at a time when the repu-
tation and effectiveness of the agency are at their lowest point
in history." 91 Bringing high-profile insider trading cases against
prominent businessmen like Mark Cuban may be the SEC's
only shot at garnering some good press these days. For exam-
ple, in what has been described as a "wake-up call" for hedge
fund managers, on October 19, 2009 the SEC and the Depart-
ment of Justice charged Mr. Raj Rajaratnam, along with a num-
ber of his colleagues and acquaintances, in the biggest insider
trading scheme ever to involve a hedge fund.

91. Norman S. Poser, Why the SEC Failed: Regulators Against Regulation, 3 BROOK.
J. CORP. FIN. & COM. L. 289, 289 (2009).
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This lawsuit is not merely an attack on insider trading. It is
an attack on the way that hedge funds do business. It is ex-
tremely common for hedge fund managers to share informa-
tion with other hedge fund managers. The SEC believes that
the world of hedge funds is a corrupt world of "you scratch my
back and I'll scratch yours," which is precisely the way Preet
Bharara, the U.S. Attorney for the Southern District of New
York, describes the Rajaratnam case.92 But since when has trad-
ing of any kind, whether such trading involves cars, or turnips,
or information, been illegal in this country? Hedge funds often
hire experts to analyze companies and new legislation to look
for a trading edge. As long as no ethical line is crossed in obtain-
ing such information, the hedge funds should be free to use it as
they wish. They should be free to trade on it, and they should be
free to share the information with their industry colleagues.

On the other hand, if Rajaratnam obtained his information by
subterfuge or by brokering pilfered information among corporate
insiders who stole it from their employers, then he crossed a line
and should be punished. Among the accusations against Rajarat-
nam is that he received an inside tip from one of his hedge fund
colleagues who was also a member of the board of directors of an
outsourcing company called PeopleSupport about ongoing merger
negotiations between PeopleSupport and a subsidiary of the In-
dian company Essar Group.93 If the tipper revealed information to
Rajaratnam that his employer did not want to be used, then Raja-
ratnam broke the law if he traded on it while knowing that the
source of his information had violated a duty to his employer.

The SEC is taking a big risk in embarking on its latest crusade
against insider trading in hedge funds, particularly given the still
fragile condition of U.S. equity markets. Too little regulation of
insider trading means the markets begin to look rigged. If insider
trading is not regulated at all, smart, honest players will be dis-
couraged from participating because nobody wants to play
against a rigged deck. But clamping down on insider trading too
hard may even be worse. If trading on the basis of superior in-

92. Preet Bharara, U.S. Attorney for the Southern Dist. of N.Y., Prepared
Remarks for U.S. Attorney Preet Bharara: Hedge Fund Insider Trading Take-
down (Oct. 16, 2009), available at http://www.justice.gov/usao/nys/hedgefund/
hedgefundinsidertradingremarks101609.pdf.

93. Complaint at 22, SEC v. Galleon Management, L.P., No. 09-CV-8811
(S.D.N.Y. Oct. 16, 2009).
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sight or information is illegal, then smart, honest players will shy
away from trading even more because they risk getting sued, or
even thrown in jail, merely for being too smart, too well-informed,
or too critical of the companies whose shares they trade.

If insider trading is going to be regulated effectively, the evil
insider trading that should be punished should be distin-
guished from the benign trading that should be rewarded. Un-
fortunately, making these fine distinctions does not serve the
SEC's need for better press clippings. The SEC is suspicious of
any and every sort of trading by suspect groups like hedge
funds, particularly when such traders have an informational
advantage over their counterparties, regardless of whether the
methods used to get such information were fair or foul.

The SEC's chronic inability-or unwillingness -to distin-
guish between the good guys, who help ferret out fraud at
companies like Enron, from the bad guys who steal informa-
tion and use it for selfish purposes is quite unfortunate. It has
transformed what should be a simple and easy moral issue into
a morass of confusion and wasteful litigation.

Insider trading is bad when, and only when, it involves theft.
When people steal and trade on information that rightfully be-
longs to somebody else, they should be punished. When people
use their own resources and imaginations to obtain information
honestly, they should be able to use that information in any
way they please without fear of civil or criminal sanction. This
approach to insider trading is consistent not only with our in-
terest in having efficient capital markets, but also with our ba-
sic moral intuitions about right and wrong.

The SEC's strategy of pursuing Rajaratnam supports the
analysis of the SEC's behavior offered in this Article. The case
involves a complicated legal theory that will, if accepted, ex-
pand the scope of the SEC's power and authority. As such, the
case will not only benefit the SEC as an institution, but it will
also advance the careers of the individual attorneys at the SEC
who are associated with the case. Further, the SEC has chosen
as its target an entire industry, that is, the hedge fund industry.
This strategy permits the SEC to maximize the number of cases
it brings, because the Commission can sue a large number of
defendants on the same set of legal theories and factual prem-
ises. Finally, the strategy permits the SEC to expand its regula-
tory authority over hedge funds, an industry that politicians
have conveniently demonized in recent years.
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This Article concentrates on the central problem for financial
regulation that has emerged from the 2007-2009 financial cri-
sis-the prevention of systemic risk. The discussion largely fo-
cuses on the relevant recommendations of the Committee on
Capital Markets Regulation (CCMR) in its May 2009 report.1

Where appropriate, the Article compares the CCMR recom-
mendations to those of the United States Treasury in its June
2009 report2 and its suggested implementing legislation, and
also to pending congressional legislation.3

The CCMR is an independent, nonpartisan research organi-
zation founded in 2005 to improve the regulation of United
States capital markets.4 "Thirty leaders from the investor com-
munity, business, finance, law, accounting, and academia com-
prise the CCMR's membership." 5 Its "co-chairs are Glenn Hub-
bard, Dean of Columbia Business School, and John Thornton,
Chairman of the Brookings Institution."6 The Author of this
Article is the Director.

1. COMM. ON CAPITAL MKTS. REGULATION, THE GLOBAL FINANCIAL CRISIS: A PLAN

FOR REGULATORY REFORM (2009) [hereinafter CCMR PLAN FOR REGULATORY REFORM].

2. U.S. DEP'T OF THE TREASURY, FINANCIAL REGULATORY REFORM, A NEw FOUNDA-
TION: REBUILDING FINANCIAL SUPERVISION AND REGULATION (2009) [hereinafter

TREASURY WHITE PAPER].

3. H.R. 4173, 111th Cong. (as passed by House, Dec. 11, 2009); STAFF OF S. COMM.

ON BANKING, Hous. & URBAN AFFAIRs, 111TH CONG., RESTORING AMERICAN FI-

NANCIAL STABILITY ACT OF 2010 (Comm. Print 2010) [hereinafter SENATE PROPOSAL].

4. Committee on Capital Markets Regulation, Welcome, http://www.capmktsreg.org
(last visited Mar. 1, 2010).

5.1d.

6. Id.
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I. SYSTEMIC RISK REDUCTION: THE CENTRAL PROBLEM

Going forward, the central problem for financial regulation
(defined as the prescription of rules, as distinct from supervi-

sion or risk assessment) is to reduce systemic risk. Systemic
risk is the risk that the failure of one significant financial insti-
tution can cause or significantly contribute to the failure of

other significant financial institutions as a result of their link-
ages to each other. Systemic risk can also be defined to include
the possibility that one exogenous shock may simultaneously

cause or contribute to the failure of multiple significant finan-
cial institutions. This Article focuses on the former definition

because proper regulation could have the greatest potential to
reduce systemic risk in this area.7

There are four principal linkages that can result in a chain re-
action of failures. First, there are interbank deposits, whether
from loans or from correspondent accounts used to process
payments. These accounts were the major concern when Con-
tinental Illinois Bank almost failed in the mid-1980s.8 Continen-
tal held sizable deposits of other banks; in many cases, the
amount of the deposits substantially exceeded the capital of the
depositor banks. These banks generally held such sizable de-
posits because they cleared payments, such as checks or wire
transfers, through Continental. If Continental had failed, those
banks would have failed as well. Section 308 of the FDIC Im-
provement Act of 1991 gives the Federal Reserve Board powers
to deal with this problem.9 The Act permits the Board to limit
the credit extended by an insured depository institution to an-
other depository institution.10 Limitation of interbank deposits
may be feasible with respect to placements by one bank with

7. A recently released report by the Financial Stability Board, International Monetary
Fund, and Bank for International Settlement suggests that "systemic risk" could also
be defined as the risk of a "disruption to the flow of financial services that is (i) caused
by an impairment of all or parts of the financial system; and (ii) has the potential to
have serious negative consequences for the real economy." INT'L MONETARY FUND ET

AL., REPORT TO G20 FINANCE MINISTERS AND GOVERNORS: GUIDANCE TO ASSESS THE

SYSTMIC IMPORTANCE OF FINANCIAL INSTITUTIONS, MARKETS AND INSTRUMENTS:

INITIAL CONSIDERATIONS 5-6 (2009).

8. HAL S. SCOTr, INTERNATIONAL FINANCE: TRANSACTIONS, POLICY, AND REGULA-

TION 173-74 (16th ed. 2009).

9. See Federal Deposit Insurance Corporation Improvement Act of 1991 § 308, 12

U.S.C. § 3716-2 (2006).

10. Id.
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another because the amount of credit extended is fixed for a
given term. Indeed, it appears that the chain-reaction risk aris-
ing from bilateral credit exposures from overnight Federal Re-
serve funds transactions is quite low: Losses would not exceed
one percent of total commercial banking assets as long as loss
rates are kept to historically observed levels.11

Exposures are more difficult to identify with respect to inter-
bank clearing accounts where the amount of credit extended is
a function of payment traffic. For example, Bank A may be
credited by its correspondent Bank B for an incoming wire
transfer of $10 million. Bank A is thus a creditor of Bank B for
this amount. If Bank B were to fail, Bank A is seriously ex-
posed.12 Without material changes in the payment system, such
as forcing banks to make and receive all payments through
Federal Reserve rather than correspondent accounts, it would
be quite difficult to limit these types of exposures.

Second, a chain reaction of bank failures can occur through
net settlement payment systems. If one bank fails to settle its

position in a net settlement system for large value payments,
such as the Clearing House Interbank Payments System
(CHIPS) in the United States, other banks that do not get paid
may, in turn, fail. 3 This risk was the major systemic risk con-
cern of the Federal Reserve until CHIPS changed its settlement
procedures in 2001 to essentially eliminate this risk. 14

Third, a chain reaction of bank failures can occur through
imitative runs. When one bank fails, depositors in other banks,

particularly those whose deposits are uninsured, may assume
that their banks may also fail and so withdraw their funds, ex-
posing these banks to a liquidity crisis and ultimately to failure.
This result comes from a lack of information in the market
about what specifically caused the first bank to fail.15 The Fed-

11. Craig H. Furfine, Interbank Exposures: Quantifying the Risk of Contagion, 35 J.
MONEY CREDIT & BANKING 111, 125 (2003); see also Simon Wells, Financial Interlinkages

in the United Kingdom's Interbank Market and the Risk of Contagion 5-7 (Bank of Eng.,
Working Paper No. 230, 2004) (looking at exposures in the U.K. interbank market and
finding that although a single bank failure is rarely sufficient to cause other banks to
fail, it does have the potential to weaken their capital substantially).

12. Scorr, supra note 8, at 174.

13. Id.

14. Id. at 471.

15. Id. at 174.
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eral Reserve plays the classic role of lender of last resort to stem
irrational imitative runs in situations such as this one.

Lastly, and especially prominent in the current crisis, a chain
reaction of bank failures can occur as a result of counterparty
risk on derivative transactions, such as credit default swaps

(CDSs).16 Here the concern is that if institution X fails to settle
its derivative position with institution Y, both X and Y will fail.
If Y in turn cannot settle its positions, other institutions will
also fail. This risk proved potentially significant in the failure of
the hedge fund Long-Term Capital Management in 1998.17

Concerns of this type also underlay JPMorgan Chase's assisted
acquisition of Bear Steams and the injection of federal funds
into AIG.18 This is one area in which the failure of non-banks is
a major concern, but the severity of this form of systemic risk
and the degree of interconnectedness among financial institu-
tions is currently unknown. 19 A report by the Special Inspector
General for the Troubled Asset Relief Program (SIGTARP) on
the government's investments in AIG indicated that Goldman
Sachs, a major counterparty, would have been made whole in
the event of an AIG default.20 The report further indicated that
the Treasury and Federal Reserve were primarily concerned
with losses that would be incurred by investors in AIG in the
event of a default, including $10 billion of state and local gov-
ernment money, $40 billion in 401(k) plans, and $38 billion in
retirement plans.21 The report's explanation of the govern-
ment's action also mentioned concern over stemming runs on
money market funds, which held $20 billion in AIG commer-
cial paper. 22 Similarly, in their recent testimony on the "Federal
Bailout of AIG," Treasury Secretary Timothy Geithner and

16. See Hal S. Scott, Editorial, Do We Really Need a Systemic Regulator?, WALL ST. J.,

Dec. 10, 2009, at A21.
17. THE PRESIDENT'S WORKING GROUP ON FIN. MKS., HEDGE FUNDS, LEVERAGE,

AND THE LESSONS OF LONG-TERM CAPITAL MANAGEMENT 19 (1999). See generally John
H. Makin, Risk and Systemic Risk, AEI ECON. OUTLOOK, Sept. 2008, at 1, 1-2.

18. Robin Sidel, Dennis K. Berman & Kate Kelly, J.P. Morgan Buys Bear in Fire
Sale, As Fed Widens Credit to Avert Crisis, WALL ST. J., Mar. 17, 2008, at Al; see also
Scott supra note 16.

19. See OFFICE OF THE SPECIAL INSPECrOR GEN. FOR THE TROUBLED ASSETS RELIEF

PROGRAM, FACTORS AFFECTING EFFORTS TO LIMIT PAYMENTS TO AIG COUNTERPARTIES

29 (2009), [hereinafter SIGTARP]; see also Scott, supra note 16.
20. SIGTARP, supra note 19, at 16-17.

21. Id. at 9-10.

22. Id. at 10-11.
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New York Federal Reserve General Counsel Thomas Baxter
also emphasized factors other than derivatives counterparty
risk, including the impact that the failure of AIG would have
on money market funds, personal savings and retirement
plans, and insurance policyholders.23 If prospective investor
losses, rather than the fallout of interconnectedness, were the
true basis for the government policy with respect to AIG, it may
be that the concern with systemic risk is overstated. Further
study and better disclosure from the Treasury and Federal Re-
serve is needed to support informed estimates of the magnitude
of the problem. In any event, gauging the impact of systemic risk
is difficult to determine and beyond the scope of this Article.24

The threat of systemic risk (whether real or imagined) results
in both the need for government bailouts at taxpayer expense
and in an increase in moral hazard. These results occur because
both equity and debt holders, as well as counterparties, may be
protected against losses. Of course, the government could de-
cide not to intervene, but this laissez-faire approach could put
the entire global economy at risk, an even worse outcome. As
the financial crisis has illustrated, banks cannot always count
on the government to cut off systemic risk when it occurs. The
politics of supplying money to banks are unpopular and unsus-
tainable by the Federal Reserve over the long term without in-
tense public scrutiny and loss of independence.

At the outset, it is also worth noting that the "Volcker Rules"
and related limitations on bank size announced by the Obama
Administration on January 21, 200925 do not have much if any

23. The Federal Bailout of AIG: Hearing Before the H. Comm. on Oversight and Gov't Re-
form, 111th Cong. (2010) (statements of Timothy F. Geithner, Sec'y, U.S. Treasury Dep't
& Thomas C. Baxter, Exec. Vice President and General Counsel, Fed. Reserve Bank of
N.Y.). But see Eric Dinallo, What I Learned at the AIG Meltdown, WALL ST. J., Feb. 3, 2010,
at A17 (arguing that "insurance policyholders at AIG were protected by reserves that
each of the insurance companies are required to hold by state regulation").

24. The International Monetary Fund provides a discussion of the systemic implica-
tions of financial linkages. INT'L MONETARY FuND, GLOBAL FINANCIAL STABILITY RE-
PORT 73-110 (2009).

25. Press Release, The White House, Remarks by the President on Financial Re-
form (Jan. 21, 2010) [hereinafter Obama Remarks on Reform], available at http://
www. whitehouse.gov/the-press-office/remarks-president-financial-reform; Prohibit-
ing Certain High-Risk Investment Activities by Banks and Bank Holding Companies: Hearing
Before the S. Comm. on Banking, Hous. & Urban Affairs, 111th Cong. (2010) (statements of
Paul A. Volcker, Chairman, President's Econ. Recovery Advisory Bd., and of Neal S.
Wolin, Deputy Sec'y, U.S. Dep't of the Treasury). For a more complete discussion of
the impact of the "Volcker Rules," see Prohibiting Certain High-Risk Investment Activities
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potential to reduce systemic risk. The Volcker Rules would

prohibit bank holding companies and all of their subsidiaries

from engaging in proprietary trading, as well as from investing

in or sponsoring hedge fund and private equity operations. Al-

though President Obama has characterized proprietary trading

as trading "unrelated to serving customers, 26 a precise legal

standard has not been given. The related size limitations were

initially described as straightforward caps on each bank's mar-

ket share of non-deposit liabilities. As Deputy Treasury Secre-

tary Neal Wolin describes, however, the size limits would not

require banks to divest existing operations or restrict organic

growth, but would instead limit banks' ability to gain market

share through mergers and acquisitions.27

The Volcker Rules are unlikely to reduce systemic risk for

several reasons. First, banks generally engage in relatively little

proprietary trading. For example, Wells Fargo and Bank of

America, two of the largest deposit-funded banks, are esti-

mated to earn less than 1% of revenues from proprietary trad-

ing. Second, activities that threaten the financial system do not

occur only in banks. In fact, none of the most prominent fail-

ures of the financial crisis-Fannie Mae, Freddie Mac, AIG,

Bear Stearns, or Lehman-was a deposit-taking bank. And

third, focusing on proprietary trading ignores the real cause of

the financial crisis: losses from lending and securitization.

Goldman Sachs has estimated that losses from lending and se-

curitization accounted for approximately 80% of overall credit

losses incurred by U.S. banks.28

Nor should we expect reductions in systemic risk to result

from the size limitations. An institution does not pose systemic
risk because of its absolute size, but rather because of its debt,

its derivatives positions, and the scope and complexity of its

other financial relationships. Because the problem is not size

but interconnectedness, reform should focus on reducing the

interconnections so that firms can fail safely. Furthermore, even

by Banks and Bank Holding Companies: Hearing Before the S. Comm. on Banking, Hous. &

Urban Affairs, 111th Cong. (2010) (statement of Hal S. Scott, Nomura Professor of Int'l
Fin. Sys. at Harvard Law Sch. and Dir. of the Comm. on Capital Mkts. Regulation).

26. Obama Remarks on Reform, supra note 25.

27. Prohibiting Certain High-Risk Investment Activities by Banks and Bank Holding Com-

panies: Hearing Before the S. Comm. on Banking, Hous. & Urban Affairs, 111th Cong. (2010)
(statement of Neal S. Wolin, Deputy Sec'y, U.S. Dep't of the Treasury).

28. GOLDMAN INV. RESEARCH, UNITED STATES: BANKS 6 (2009).
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if size were the right issue, Mr. Wolin's testimony implies that
the size limitations would not require any existing bank to
shrink. If size is the source of systemic risk, presumably we
should be concerned about it whether it is the result of acquisi-
tion, organic growth, or otherwise.

The draft legislation introduced by Senator Dodd on March
15, 2010 (the Senate draft) contained a modified version of the
Volcker Rules and size limitations. 29 Though the Senate draft
calls on the Financial Stability Oversight Council to conduct
studies of whether these reforms will reduce systemic risk be-
fore they are implemented, 30 studies are not needed to confirm
that benefits from these reforms will be negligible. Outright
restrictions on proprietary trading proposed in the Senate draft
would apply to insured depository institutions, companies that
control insured depository institutions, bank holding compa-
nies, and all subsidiaries of the foregoing.31 The Dodd proposal
is even more strict than Chairman Volcker recommended. Ac-
cording to Chairman Volcker it would be acceptable for Gold-
man Sachs to drop its bank charter and continue to engage in
proprietary trading.32 However, under the Senate draft, Gold-
man would almost certainly be a systematically important non-
bank financial company when it dropped its bank charter,33

and thus would continue to be supervised by the Federal Re-
serve. While Goldman could, as a non-bank, continue to en-
gage in proprietary trading, it would be subject to Federal Re-

29. SENATE PROPOSAL, supra note 3, §§ 619-620; see also Prohibiting Certain High-Risk
Investment Activities by Banks and Bank Holding Companies: Hearing Before the S. Comm. on
Banking, Hous. & Urban Affairs, 111th Cong. (2010) (statement of Paul A. Volcker,
Chairman, President's Econ. Recovery Advisory Bd.) [hereinafter Volcker Testimony].

30. SENATE PROPOSAL, supra note 3, §§ 619(g), 620.
31. Id. § 619(b)(1).
32. Volcker Testimony, supra note 29 ("The basic point is that there has been, and

remains, a strong public interest in providing a 'safety net'-in particular, deposit
insurance and the provision of liquidity in emergencies-for commercial banks carry-
ing out essential services. There is not, however, a similar rationale for public funds-
taxpayer funds-protecting and supporting essentially proprietary and speculative
activities. Hedge funds, private equity funds, and trading activities unrelated to cus-
tomer needs and continuing banking relationships should stand on their own, without
the subsidies implied by public support for depository institutions.").

33. Under Section 113, the Financial Stability Oversight Council "may determine
that a U.S. nonbank financial company shall be supervised by the [Federal Reserve] if
the Council determines that material financial distress at the U.S. nonbank financial
company would pose a threat to the financial stability of the United States." SENATE
PROPOSAL, supra note 3, § 113(a)(1).
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serve controls, including "additional capital requirements" and
"additional quantitative limits." 34

Thus, even if Goldman Sachs were to give up its bank char-

ter, it would be required to hold additional capital against its

proprietary trading positions. Because institutions that are sys-

temically important are likely to be more thoroughly regulated
than those that are not, this could encourage proprietary trad-

ing to shift to less carefully monitored firms, thereby increasing
systemic risk. Saddling non-bank financial companies engaged

in proprietary trading with additional capital requirements is

thus problematic.

This Article addresses what I regard as the five most impor-

tant policies for dealing with systemic risk: the imposition of

capital requirements (or limits on leverage), the use of clear-
inghouses and exchanges for over-the-counter derivatives, the

resolution of insolvent institutions, the emergency lending by

the Federal Reserve, and the structure of the regulatory system

as it affects the control of systemic risk.

II. CAPITAL REQUIREMENTS

Ex ante, regulatory capital requirements have been the chief
measure to reduce systemic risk. Capital requirements, which
have focused principally on banks, are designed to decrease the

likelihood of financial institution failure. If institutions do not

fail, the problem of systemic risk largely disappears. Capital
requirements have been highly regulated for a long time. Since

1988, the requirements have been standardized worldwide by
the Basel Committee on Bank Supervision.35 The United States

implemented Basel I and is in the process of implementing
Basel II for banks and their holding companies.36 The SEC had

already implemented Pillar I of Basel II for securities firms'

holding companies before the onslaught of the credit crisis. 37

These capital requirements proved highly inadequate. The

34. Id. § 619(f)(1).

35. See BASEL COMM., INTERNATIONAL CONVERGENCE OF CAPrrAL MEASUREMENT

AND CAPITAL STANDARDS 3 (1988), http://www.bis.org/publ/bcbsc111.pdf?.

36. See Press Release, Bd. of Governors of the Fed. Reserve Sys. et al., Banking Agen-

cies Reach Agreement on Basel II Implementation (July 20, 2007), available at http://
federalreserve.gov/newsevents/pressbcreg/20070720a.htm.

37. See 17 C.F.R. §§ 200.30-3, 240.3a4-2 to -6, 240.3a5-1, 240.3b-17 to -18, 240.15a-7
to -9 (2004).
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SEC's Basel II-based rules permitted the top five major invest-
ment banks to achieve leverage of over thirty to one.38 Insuffi-
cient capital was a significant cause of the failure of Lehman
Brothers and Bear Stearns.39 Insufficient capital also played a
major role in forcing Merrill Lynch to sell itself to Bank of
America.40 Indeed, the most intensive and detailed area of
regulation, capital, has proven ineffective. This failure demon-
strates that more regulation does not necessarily translate into
less systemic risk.

One of the interesting features of capital regulation is that
depository banks turned out to be much less leveraged than
investment banks-those banks that do not take deposits. The
top five depository banks were leveraged at thirteen to one
compared to the over thirty to one leverage of the investment
banks.41 Whereas Basel imposed a minimum 8% capital re-
quirement on risk-weighted assets, 42 the United States requires
10% for well-capitalized banks.43 The United States also im-
posed its own leverage requirement of 5% on all assets, without
risk weighting, again for well-capitalized banks.44 The leverage
ratio, which was not applied to investment banks, turned out to
be a more binding restraint on banks than the more "sophisti-
cated" Basel approach.

A. CCMR Recommendations Aligned with the White Paper

The CCMR, like the Treasury, believes that institutions with
the ability to borrow from the Federal Reserve in its capacity as
lender of last resort should be subject to some form of federal
capital regulation. 45 It also believes, however, that these re-
quirements should not necessarily take the form of bank capital
rules.46 For example, insurance companies should have differ-

38. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 60.

39. JOINT ECON. COMM. MAJORITY STAFF, FROM WALL STREET TO MAIN STREET: UN-
DERSTANDING How THE CREDIT CRISIS AFFECTS YOU 4 (2008).

40. Id.
41. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 60.

42. BASEL COMM., supra note 35, at 13.

43. 12 C.F.R. § 208.43(b)(1)(i) (2009).

44. 12 C.F.R. § 208.43(b)(1)(iii).

45. CCIVIR PLAN FOR REGULATORY REFORM, supra note 1, at 80; see also TREASURY
WHITE PAPER, supra note 2, at 11 (recommending strengthening capital requirements
at all banks).

46. CCIvIR PLAN FOR REGULATORY REFORM, supra note 1, at 80-81.
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ent rules than banks that are appropriate to the different busi-
ness risks of insurance companies.47

The CCMR and the Treasury also recommended the adop-
tion of techniques to ensure that capital ratios are countercycli-
cal, with ratios higher in good times (characterized by rising
markets) than in bad times with falling valuation and liquid-
ity.48 Countercyclical ratios could be implemented through dy-
namic provisioning, as in Spain,49 to permit reserves to cover
estimated future losses rather than only known losses. The
CCMR has suggested that the imposition of countercyclical ra-
tios could be accomplished without violating current account-
ing and securities regulation rules by providing that estimated
losses not run through the income statement.5" Under current
accounting rules, premised on the incurred loss model, only
known impairments, but not expected future losses, are provi-
sioned for and reflected in an institution's financial reporting.51

In addition, financial institutions should be required to main-

47. Id.

48. Id. at 81; TREASURY WHITE PAPER, supra note 2, at 80.

49. See FIN. SERV. AUTH., THE TURNER REVIEW: A REGULATORY RESPONSE TO
THE GLOBAL BANKING CRISIS 63 (2009) (discussing the Spanish dynamic provi-

sioning system).

50. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 81. FASB Chairman

Bob Herz has also endorsed this approach. Robert H. Herz, Chairman, Fin. Account-

ing Standards Bd., Remarks to AICPA National Conference on Current SEC and

PCAOB Developments 15 (Dec. 8, 2009), available at http://www.fasb.org/cs/Content-

Server?c=DocumentC&pagename=FASB/DocumentC/DocumentPage&cid=1176

156571228.

51. Both U.S. GAAP and IFRS accounting rules operate according to an incurred loss

model under which a financial institution records an impairment only after the associ-
ated financial asset is known to have incurred a loss. This principle governs even when

the exact loss amount is not known with specificity and must be estimated based on

past experience (for example, in the case of receivables, losses on which may be known

to have been incurred but not identified specifically). Expected future losses, by con-

trast, are not reserved against under the incurred loss model and thus are not de-

ducted from income. CODIFICATION OF ACCOUNTING STANDARDS AND PROCEDURES
§§ 5, 114 (Am. Inst. of Certified Pub. Accountants 2009). The incurred loss model is a

staple of both U.S. GAAP and IFRS accounting, but has been subject to recent criti-

cism and challenge, for example in the International Accounting Standards Board's

November 2009 exposure draft outlining a proposed expected loss model to replace

the incurred loss model in connection with financial asset reporting. Press Release,

Int'l Accounting Standards Bd., IASB publishers proposal on the impairment of

financial assets (Nov. 5, 2009), available at http://www.iasb.org/News/Press+Releases/

IASB+publishes+proposals+on+the+impairment+of+financial+assets.htm.
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tain some form of contingent capital to address the cyclicality
that is characteristic of existing requirements.5 2

The CCMR and the Treasury also recommended that large in-
stitutions hold proportionately more capital because they are
more likely to require taxpayer funds if they fail (even if debt and
equity are wiped out).53 Both of them also recommended main-
taining and strengthening the leverage ratio-the best performing
measure in the crisis.54 The Basel committee is currently pursuing
policies that are responsive to these recommendations.5

B. CCMR Recommendations That Differ from
the White Paper and Pending Legislation:

How Much and What Type of Capital

1. How Much Capital: Regulation and Markets

The most fundamental issue-how much capital banks or
other financial institutions should be required to maintain-has
gone largely unaddressed. Basel I "back-solved" into an 8%
requirement in 1988 to prevent an increase in bank capital as a
result of implementing its new regime. 6 Basel II basically
adopted the same approach following several quantitative im-
pact studies.5 7 Although the House bill and Senate draft do not
mandate particular capital levels, they would both require
more stringent capital requirements for firms that are systemi-

52. CCIVIR PLAN FOR REGULATORY REFORM, supra note 1, at 81; see also Mark
Flannery, No Pain, No Gain? Effecting Market Discipline via Reverse Convertible Deben-
tures, in CAPITAL ADEQUACY BEYOND BASEL: BANKING, SECURITIES, AND INSURANCE

(Hal S. Scott ed., 2005); Anil K. Kashyap et al., Rethinking Capital Regulation, in MAIN-
TAINING STABILITY IN A CHANGING FINANCIAL SYSTEM 431, 449-50 (2008), available at

www.kc.frb.org/publicat/sympos/2008/kashyapRajanStein.03.12.09.pdf.

53. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 81; TREASURY WHITE
PAPER, supra note 2, at 24.

54. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 81; TREASURY WHITE
PAPER, supra note 2, at 80-81.

55. BASEL COMM. ON BANKING SUPERVISION, CONSULTATIVE DOCUMENT, STRENGTH-

ENING THE RESILIENCE OF THE BANKING SECTOR 60 (2009), http://www.bis.org/

publ/bcbsl64.pdf.

56. BASEL COMM., supra note 35, at 13; CCMR PLAN FOR REGULATORY REFORM, supra

note 1, at 62.

57. Jacob Gyntelberg et al., Overview: cautious optimism on gradual recovery, BIS
Q. REV., Sept. 2009, at 1, 2. The quantitative impact studies are available at http:I/
www.bis.org/bcbs/qis/index.htm.
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cally significant.5 8 But basic questions remain unanswered: Re-
gardless of how capital is measured, how much capital should

be required? How much more capital do systemically impor-
tant firms require? And most fundamentally, can regulation

really determine what the right amount of capital is? Probably
not, based on the failure of somewhat analogous endeavors to
regulate prices of goods and services in the United States and

elsewhere.59 Even more daunting is the determination of the

correct capital "price" on risk.

Not surprisingly, regulatory capital requirements have not
acted as a binding constraint on the amount of capital banks
actually hold, given the lack of a solid foundation.60 In 2007,

before the crisis, the regulatory capital ratio for the top twenty
United States banks (accounting for almost two-thirds of the
nation's banking assets) averaged 11.7%.61 This figure was

nearly 50% above the minimum regulatory requirement of 8%

and 17% above the "well capitalized" standard of 10%.62 As a
result, banks held more capital than regulation required due to

the constraints of their own internal economic models and
market demands.

63

In light of the difficult challenges facing regulators that at-

tempt to specify the appropriate amount of capital for a given
quantum of risk, the CCMR believes the government should ex-
plore expanded use of market forces as a complement to regula-

tion to address the capital problem for publicly traded financial
institutions.64 Market forces could impose greater discipline and

give regulators a market-based warning for bank difficulties

(signaled by the spread from a Treasury benchmark on the sub-

58. See H.R. 4173, 111th Cong. § 1104(a)(2)(A)(i) (2009); SENATE PROPOSAL, supra note

3, § 165(b)(1)(A)(i).

59. See DWIGHT R. LEE & RICHARD B. MCKENZIE, FAILURE AND PROGRESS: THE

BRIGHT SIDE OF THE DISMAL SCIENCE 56 (1993); H. Boissevain et al., The Effectiveness of

Phase II Price Controls, 5 INTERFACES, Feb. 1975, at 33, 33 (maintaining that although

Phase Il of the Economic Stabilization Program of 1971 imposed successful price con-

trots, most price controls fail); Fiona M. Scott Morton, The Problems of Price Controls,

REGULATION, Spring 2001, at 50.

60. Andrew Kuritzkes & Hal Scott, Op-Ed., Markets are the best judge of bank

capital, FT.COM, Sept. 23, 2009, http://www.ft.com/cms/2ca160b0-a870-llde-
9242-00144feabdcO.html.

61. Id.

62. Id.

63. Id.

64. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 27.
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ordinated debt yield) on two conditions: if the market had better
information about the institutions' riskiness, and if investors in
institutions were forced to bear some risk for their failure due to
holding an "unbailable" credit instrument such as subordinated
debt. The Shadow Financial Regulatory Committee recom-
mended this approach in 2000,65 although some have criticized
this proposal as impractical given the poorly developed market
in the United States for subordinated debt.66 Hart and Zingales
have proposed that market signals could alternatively be pro-
vided by the spreads on credit default swaps referencing banks,
instruments where payment is triggered when banks default on
their debt.67 This proposal would sidestep the practicalities of
banks issuing subordinated debt. If creditors of failing or failed
banks do not experience losses, however, credit-default-swap
(CDS) spreads will not be accurate. Losses for writers of CDSs
depend on an event of default and on the value of auctioned
debt under International Swaps and Derivatives Association
protocols if there is a default because the more the debt is worth,
the lower the CDS payoffs. 68 If debt is bailed out, the exposures
of CDS writers will be distorted. Thus, it is imperative to design
a resolution system, as discussed later in this Article, that im-
poses losses on debtholders.

65. U.S. SHADOW FIN. REGULATORY COMM., REFORMING BANK CAPITAL REGULA-

TION 42 (2000).
66. See, e.g., Bert Ely, Sub debt - silver bullet or big dud?, FIN. REG., Sept. 2000, at 32.
67. Oliver Hart & Luigi Zingales, A New Capital Regulation for Large Financial Institu-

tions (Ctr. for Econ. Policy Research, Discussion Paper No. DP7298, 2009), available at
http://faculty.chicagobooth.edu/luigi.zingales/researchpapers/a-new-capital-regulati

on.pdf. There would be significant issues with using these market signals as a
basis for federal intervention into the affairs of a bank, as suggested by the au-
thors, due to the unreliability of credit-default-swap (CDS) spreads in a crisis re-
sulting from the lack of liquidity and trading in the instrument. This was the case
during the past crisis when, for example, Goldman Sachs and Morgan Stanley
saw their CDS spreads shift hundreds of points in a single trading day. Even
JPMorgan, too, saw its spreads widen to levels approaching those of junk bonds. See
Alistair Barr, Fate of remaining big independent brokers in focus, MARKETWATCH.COM,
Sept. 15, 2008, http://www.marketwatch.com/story/fate-of-remaining-big-brokers-
in-focus-after-lehman-collapse; John Beck, CDS spreads tighten as bailout is revised,
RISK.COM, Oct. 1, 2008, http://www.risk.net/risk-magazine/news/1503631/cds-spreads-
tighten-bailout-revised; Ryan Vlastelica, Morgan Stanley CDS Spreads Plunge 183
BPS; Goldman Sachs, Merrill, Wachovia CDS Fall, FORBES.COM, Sept. 19, 2008, http://
www.forbes.com/feeds/afx/2008/09/19/afx5446908.html.

68. CFA INsT., DERIVATIVES AND ALTERNATIVE INVESTMENTS, at G-11 (2008).
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Market signaling through benchmark spreads is only as use-
ful as the information on which the signals are based. There are
critical deficiencies in the adequacy of information presently
disclosed by banks. The results of supervisory examinations
are generally not revealed to the market, and bank disclosures
are quite difficult to compare from bank to bank. The 2009 Fed-
eral Reserve-conducted stress tests, however, were able to
overcome these deficiencies. The stress tests compared bank
capital levels using a common methodology and disclosed the
results of the tests to the public (after much debate internally
and with the affected banks).69 Rather than spooking the mar-
ket and triggering bank runs-a common reason for not reveal-
ing the result of examination reports-the disclosure had a
calming effect. This effect may have arisen because the market
abhors uncertainty even more than poor results, or the stress
test results may have been generally positive. Periodic stress
test results, revealed to the market, may significantly improve
the reliability of CDS pricing and, in turn, market discipline.

2. What Counts as Capital?

A second fundamental question is how to define capital and
for what purpose. Basel defines Tier I capital, which must be at
least 50% of total capital, differently than tangible common eq-
uity, the capital measure investors seem to be most focused on
today (and differently from Basel common equity used in the
stress tests).70 The main difference between tangible equity and
the Basel measures is that Basel ignores equity losses or gains
attributable to marking-to-market accounting rules. The differ-
ence is also based on the theory that mark-to-market changes
do not fairly portray bank capital. This theory is highly debat-
able, but it also raises the key issue of whether there should be
differences between regulatory and accounting measures of
capital, and if so, what they should be. Since the thrift crisis,
regulatory accounting principles (RAP) have generally had to
conform to general accounting principles-the 1991 FDICIA leg-
islation requires that RAP cannot be "less stringent" than

69. See BD. OF GOVERNORS OF THE FED. RESERVE Sys., THE SUPERVISORY CAPrrAL As-

SESSMENT PROGRAM: DESIGN AND IMPLEMENTATION (2009).

70. BASEL COM., supra note 35, at 4.
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GAAP.71 But this requirement has placed enormous regulatory
and political pressure on accounting standards to accommodate
regulatory and political concerns that stem from banks not hav-
ing adequate capital, and therefore needing public money. Bi-
furcation of these two standards may be a better solution, while
also ensuring that regulators cannot invoke this authority as an
excuse for forbearance. A neutral third party-whose identity
would have to be decided-would have to determine that a
regulatory approach different from GAAP was reasonable.72

III. CLEARINGHOUSES AND EXCHANGES FOR DERIVATIVES

Overall, the CCMR strongly believes that CDSs are an impor-
tant tool for measuring and diversifying credit risk and coun-
sels against efforts to prohibit CDS contracts.7 3 CDSs allow
lenders to hedge or diversify their exposures. CDSs also gener-
ally allow participants to take positive or negative credit views
on specific reference entities. CDSs written on financial institu-
tions send important signals to the market and regulators
about the strength of financial institutions. The goal of regula-
tion should be to ensure that CDSs can be traded without creat-
ing undue systemic risk.

In considering the role of clearinghouses, bear in mind that
they have been historically used to clear exchange-traded in-
struments, such as securities, options, and futures markets.
Thus, the identities of the instruments being cleared were not
in doubt-they were the instruments traded on an exchange. In
the context of derivatives, however, clearinghouses are being
used to clear instruments that are not traded on an exchange,
which poses special challenges for defining what instruments
will be cleared and how their settlement risk will be controlled.
One of the first clearinghouses for non-exchange-traded deriva-
tives was LCH Clearnet's SwapClear. In 1999, SwapClear be-
gan clearing plain vanilla interest rate swaps of up to ten years
maturity in dollars, euros, yen, and British pounds, recently
expanding to encompass clearing a broad range of currencies

71. Federal Deposit Insurance Corporation Improvement Act of 1991, 12 U.S.C.
§ 1831n (2006).

72. Herz, supra note 50, at 7.

73. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 56.
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and major indices.74 SwapClear attempts to reduce credit risk
posed by these over-the-counter (OTC) derivatives through
multilateral netting and daily margining. 75

Clearinghouses for derivatives can play a valuable role in re-
ducing systemic risk as a break on interconnectedness. If a fi-
nancial institution fails, it may result in losses for counterpar-
ties to derivatives contracts. If these counterparties do not have
adequate collateral, they may also fail, and others may later fail
as well. Even if counterparties appear to have adequate collat-
eral, a simultaneous sale of collateral could drive down collat-
eral prices low enough to make the counterparties' collateral
insufficient.76 Bank positions are not fully collateralized. A re-
cent Options Clearing Corporation (OCC) survey shows banks'
collateral only covers 30 to 40% of their exposures, a Basel Su-
pervisors Committee survey shows 44%, and an International
Swaps and Derivatives Association (ISDA) survey shows
66%. 77 And collateral cannot cover all risk-price movements
may occur on an intraday basis before more additions to collat-
eral can be provided. In addition, those posting collateral may
be entitled to take back all or some of their collateral as prices
move in their favor, but the holder of collateral may fail before
returning excess collateral.

A. The Ability of the Clearinghouse to
Reduce Counterparty Risk

A clearinghouse reduces counterparty risk, fundamentally,

by collectivizing losses by becoming the counterparty to each
contract. Thus, the impact of the failure of one institution is
borne by all the members of the clearinghouse, not just by in-

74. LCH.Clearnet, Interest Rate Swaps, http://www.lchclearnet.com/swaps/
swapclear-for-clearingmembers/ (last visited Mar. 26,2010).

75. Id.

76. The counterparty would not fail, of course, if it had cash collateral (apparently

the case of Goldman Sachs with AIG). Failure would be highly unlikely if the collat-

eral were treasury notes due to the depth of liquidity in that market. See Telephone
Conference Call with David Viniar, CFO of Goldman Sachs, Goldman Sachs Busi-

ness Update (Mar. 20, 2009), transcript available at http://www.scribd.com/doc/

13465855/Prelminary-GS-Conference-Call-Transcript. In the case of AIG, Goldman
Sachs had enough collateral to protect itself against an AIG default. Because the collat-

eral was cash the value would not have been decreased by a "rush to the exits" as

could occur if all counterparties simultaneously sold their non-cash collateral. Scott,

supra note 16.
77. EuR. CENT. BANK, CREDIT DEFAULT SWAPS AND COUNTERPARTY RISK 48-49 (2009).
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dividual counterparties. Of course, this pooling of risk will re-
sult in risk to the clearinghouse -if the clearinghouse were to
fail central clearing would amplify, not reduce, systemic risk.
Thus, the clearinghouse needs to take measures to reduce its
own risk-including membership and capital adequacy re-
quirements, and a backup clearing fund-and regulators must
ensure that these measures are adequate. 78 The first line of de-
fense, however, is margining requirements for out-of-the-
money participants-those owing money on their contracts.
Every day (and sometimes intraday), the clearinghouse must
mark participants' contracts to current market prices, and par-
ticipants whose contracts have declined in value must post col-
lateral. This practice is common for derivatives that already
trade on exchanges: futures and options. Currently, dealers in
OTC derivatives, particularly CDSs, have formed and are clear-
ing certain contracts through clearinghouses, both in the
United States and in Europe.79

Clearinghouses can reduce but not eliminate systemic risk. A
clearinghouse itself could fail despite its own risk prevention
measures, and there is little doubt that the government would
bail out a clearinghouse if it is already willing to bail out sys-
temically important institutions. Once created, these clearing-
houses need to be carefully regulated because of possible pub-
lic exposure. In general, a clearing requirement makes sense
only if the reduction in systemic risk resulting from mutualiz-
ing losses is greater than the increase in systemic risk posed by
the prospect of insolvent clearinghouses that clear large por-
tions of the derivatives market.

1. Customized or Illiquid Contracts

Contracts that are customized are poor candidates for central
clearing due to the difficulty in pricing and setting margin re-
quirements for such contracts.80 If excluding a substantial number

78. See CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 42; SCOTr, supra note
8, at 507-08.

79. Letter from Senior Mgmt. of Bank of America-Merrill Lynch et al. to William
C. Dudley, President, Fed. Reserve Bank of N.Y. (Sept. 8, 2009), available at http:I/
www.newyorkfed.org/newsevents/news/markets/2009/ma090908c.pdf.

80. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 46; Letter from the Sen.

Comm. on Capital Mkts. Regulation to Chairman Christopher Dodd et al., Re: Central-
ized Clearing and Exchange Trading of Derivatives Contracts (Mar. 4, 2010) [hereinaf-
ter CCMR Derivatives Letter], available at http://www.capmktsreg.org/.
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of nonstandardized contracts from the clearinghouse poses sig-
nificant systemic risk, the question then arises whether standardi-
zation should be mandated or measures taken to prevent the de-

sign of contracts as nonstandard to escape the clearinghouse
regime (with its tough regulation and margin requirements).81

Although OTC derivatives contracts are becoming more

standardized, there are still significant differences between

contracts. For example, on CDSs, parties can choose how they
define the "Credit Events" that trigger a settlement obligation.

So, for example, one contract referencing XYZ Corporation

may define a restructuring short of bankruptcy as a "Credit
Event," while another contract written on the same reference

entity may require an actual bankruptcy. 2 Although ISDA's
recent "hardwiring" creates a mechanism to assure more cer-

tainty as to whether a Credit Event has occurred through the

use of so-called Credit Derivatives Determination Commit-
tees, 3 there is no data on the percentage of standardized con-
tracts, due in major part to the lack of a uniformly accepted

standard as to what constitutes a standard contract. What is
more, despite standard terms, a standardized CDS may not be

liquid in the sense that there is very little transaction volume.

These possible exclusions, for CDSs alone, are significant. Some

sources estimate that 20 to 40% of CDSs are insufficiently liquid
to be suitable for clearing, although industry practitioners have

indicated that the percentage of currently traded CDSs suffi-

ciently liquid for clearing is likely to be higher.84 The overall

value of the CDS market is $36 trillion.85

The CCMR has recommended that centralized clearing be in-

creased, but it has not gone so far as to call for all "standard-

81. Over-The-Counter Derivatives: Modernizing Oversight to Increase Transparency and

Reduce Risks: Hearing Before the Subcomm. on Sec., Ins., and Inv. of the S. Comm. on Bank-
ing, Hous. & Urban Affairs, 111th Cong. 6-7 (2009) (statement of Gary Gensler, Chair-
man, Commodity Futures Trading Comm'n).

82. See BMO Capital Markets, Credit Default Swaps, http://www.bmocm.com/
products/marketrisk/credit/swaps/default.aspx (last visited Mar. 1, 2010).

83. See INTL SwAPS & DERIVATIVES ASS'N, 2009 ISDA CREDrr DERIVATIVES DETERMI-

NATIONS COXM]ITEES AND AUCTION SErFLEMENT SUPPLEMENT TO THE 2003 ISDA

CREDIT DERIVATIVES DEFLNTIONS 5-7 (2009); Client Alert, White & Case, ISDA An-

nounces Changes to Credit Default Swaps Due to Take Effect in March 2009 (Mar. 3,

2009), available at www.whitecase.com/alertsecurities-derivativesisda.030309.

84. See Shane Kite, Paper Plain: Default Pacts Resisting Electrons, SEC. INDUSTRY NEWS,
Nov. 16, 2009, http://securitiesindustry.com/issues/21_21/-24255-1.html?pg-1.

85. Statistical Annex, BIS Q. REv., Dec. 2009, at Al, A10.
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ized" contracts to be centrally cleared, which the Treasury's
proposed legislation seemed to require.8 6 The CCMR recog-
nizes that centralized clearing requires the clearinghouse to set
margin requirements on positions, which in turn requires reli-
able prices. Reliable pricing depends not only on standardized
contracts but also on a base level of liquidity-a significant
volume in the contract.

Thus, the central clearing requirement should be limited to
contracts that are both standardized and liquid. Subject to this
principle, the CCMR believes that the Federal Reserve, rather
than the SEC or CFTC, on the one hand, or market participants
or clearinghouses, on the other, should ultimately determine
what types of contracts are centrally cleared.87 It would be in-
appropriate to leave the decision to clearinghouses, because
clearinghouses are largely controlled by dealers and dealers may
have too little incentive to opt for central clearing if it results in a
narrowing of their spreads. On the other hand, the Federal Re-
serve should undertake a cost-benefit analysis before deciding to
require clearing of a new category of contracts beyond what
clearinghouses are themselves offering to clear. Any such action
should be subject to the same standards of review and challenge
as any other similar regulatory action under existing law.

As a general matter, the Federal Reserve should have exclu-
sive authority to regulate clearing due to its centrality to sys-
temic risk,8 and, therefore, the House bill errs by giving the
CFTC and SEC discretion to determine which types of contracts
are subject to clearing requirements.89 The Senate draft is less
clear on this point. Although Title VII of the Senate draft sug-
gests that the CFTC's and SEC's authority over clearing would
be similar to what it is in the House bill,90 Title VIII gives the

86. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 46; TREASURY WHITE
PAPER, supra note 2, at 7; CCMR Derivatives Letter, supra note 80, at 10.

87. CCMR Derivatives Letter, supra note 80, at 11-12.
88. Id. at 11.
89. See, e.g., H.R. 4173, 111th Cong. §§ 3102(a)(3), 3203(a).
90. For example, Sections 713(a)(3) and 753(a) of the Senate draft provide for a dear-

inghouse to submit to the CFTC or SEC for pre-approval any "group, category, type,
or class" of swaps that the dearinghouse seeks to dear. These sections would also give
the CFTC or SEC, in consultation with the Financial Stability Oversight Council, power
to exempt from dearing requirements any swap where one of the counterparties (a) is
not a swap or dealer or major swap participant and (b) is ineligible for membership in
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Federal Reserve responsibility for "clearing activities" deter-
mined by the Financial Stability Oversight Council to be sys-

temically important.91 Jurisdictional lines may be clearer after the

Senate Banking Committee completes its markup.

2. Contracts Involving Nonparticipants in the Clearinghouse

OTC derivative contracts (assuming they are standard and
liquid) that only involve clearinghouse members should be

centrally cleared. 92 Difficulties arise, however, when one of the

parties to the contract is not a clearinghouse member. The num-

ber and value of these contracts may be significant. Estimates of

the extent of dealer-to-dealer contracts vary (a very high per-

centage of dealer-to-dealer contracts would involve clearing-
house members). CCMR research indicates that 50 to 65% of

CDS contracts93 and approximately 40% of foreign exchange and
interest rate derivatives contracts94 are between dealers. Suffice it

to say that a significant percentage of contracts may involve a

counterparty that is not a clearinghouse participant.

The key issue is whether contracts involving a nonpartici-

pant counterparty should be required to be centrally cleared

with a guarantee by a clearinghouse member. The two leading

any dearing organization that dears the swap. SENATE PROPOSAL, supra note 3,
§§ 713(a)(3), 753(a).

91. Id. §§ 804(a)(1), 805.
92. Both the House and Senate proposals require contracts between "swap dealers"

to be centrally deared. See H.R. 4173, 111th Cong. § 3103(a)(4) (2009) (amending the
Commodity Exchange Act by inserting § 2(j)(8)(A)); SENATE PROPOSAL, supra note 3,

§ 713(a)(3). Although clearinghouses are composed mainly of dealers, not all dealers
who enter into swaps may be members and not all participants in a dearinghouse may

be dealers. I focus on requiring participant rather than dealer contracts to be centrally
deared because a requirement that all dealer contracts be centrally deared exposes the
clearinghouse to potential risk from poorly capitalized dealers.

93. Discussions with industry sources indicate that the higher figure (65%) results

from the classification of certain hedge-fund-to-prime-broker trades, as in effect,
dealer-to-dealer. The Bank for International Settlements reports that in the first half of
2009 dealer-dealer CDS contracts were approximately 53% of outstanding CDS con-
tracts by notional value. BANK FOR INTL SErrLEMENTs, OTC DERIVATIVES MARKET

ACTIVITY IN THE FIRST HALF OF 2009, at 8 (2009). The Depository Trust and

Clearing Corporation (DTCC) reports that as of December 11, 2009, approxi-
mately 80% of the total notional value of CDSs in its Deriv/SERV Trade Infor-
mation Warehouse are dealer-to-dealer swaps. The DTCC reports that approxi-
mately 90% of CDSs traded throughout the world are cleared through the Deriv/SERV
Trade Information Warehouse. See DTCC, Deriv/SERV Trade Information Warehouse
Reports, http://www.dtcc.com/products/derivserv/data (last visited Mar. 1, 2010).

94. BANK FOR INTL SETFLEMENTS, supra note 93, at 6-7.
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congressional approaches would require central clearing. The
House bill would require all contracts between dealers (anyone
in the business of trading in such contracts) 95 to be centrally
cleared even if one or both of the dealers were not members of
a clearinghouse.96 The House bill would also require central
clearing of any contract involving a "major swap participant,"
defined as a person, other than a swap dealer 97 that maintains a
substantial net position or whose positions could create sub-
stantial net exposure for its counterparties. 98 Finally, the House
bill would require all other persons (even if not a dealer or
swap participant) to centrally clear a contract unless the person
was using swaps to hedge or mitigate commercial risks, such as
when corporations use swaps to hedge business risk (the "cor-
porate exemption). 99

The Senate draft follows a similar approach. Like the House
bill, it requires central clearing of contracts where both coun-
terparties are either dealers or major swap participants. 100 It
then permits (but does not require) the regulators to exempt
contracts where one of the counterparties is not a dealer or ma-
jor swap participant and "does not meet the eligibility re-
quirements of any derivatives clearing organization that clears
the swap." 10 1 Its definition of "major swap participant" focuses

95. H.R. 4173, 111th Cong. § 3101(a)(3) (2009) (amending the Commodity Exchange
Act by inserting § la(38)(A)).

96. Id. § 3103(a)(4) (amending the Commodity Exchange Act by inserting
§ 2(j)(8)(A)), § 3203(a) (amending the Securities Exchange Act by inserting § 3B(h)(1)).

97. A "'swap dealer' means any person who-(i) holds itself out as a dealer in
swaps; (ii) makes a market in swaps; (iii) regularly engages in the purchase of swaps
and their resale to customers in the ordinary course of business; or (iv) engages in any
activity that causes the person to be commonly known as a dealer or market maker in
swaps. A person may be designated a swap dealer for an single type or single class of
or category of swap and considered not a swap dealer for other types, classes or cate-
gories of swaps." Id. § 3101(a)(3) (amending the Commodity Exchange Act by insert-
ing § la(38)(A)).

98. See id. § 3101(a)(3) (amending the Commodity Exchange Act by inserting
§ la(39)(A)); see also SENATE PROPOSAL, supra note 3, § 711(a)(7).

99. The clearing requirement does not apply only if one of the counterparties is not a
swap dealer or major swap participant and able to demonstrate the use of such swaps
for mitigating business, operating, or commercial risk in a manner that accounts for
the financial obligations associated with non-cleared swaps. H.R. 4173 § 3103(a)(4)
(amending the Commodity Exchange Act by inserting § 2(j)(8)(A)); id. § 3203(a)
(amending the Securities Exchange Act by inserting § 3B(h)(1)).

100. SENATE PROPOSAL, supra note 3, § 713(a)(3) (amending the Commodity Ex-
change Act by inserting § 20)).

101. Id. (amending the Commodity Exchange Act by inserting § (9)(B)).
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solely on persons, other than swap dealers,1 02 whose positions
could create substantial net exposure for their counterparties. 03

Additionally, the Senate draft does not establish a special "cor-
porate exemption" like the House bill does.0 4

The primary functions of a clearinghouse are to monitor the
exposures of clearinghouse members and to allocate losses in
the event a member defaults. Contracts involving nonmembers,
whether "dealers," "major swap participants," or others, may

only be cleared through clearinghouse members. Because the
clearinghouse has limited information about and cannot con-
trol the risk of default of nonmembers, it will insist that a
member guarantee any contract submitted by a nonmember.
This arrangement reduces the risk for the counterparty mem-

ber by replacing that member's exposure to the nonmember
with exposure to the clearinghouse. That same counterparty

risk to the nonmember is then transferred to the guarantor
member. Take an example: Corporation XYZ enters into an
OTC derivatives contract with Dealer A, a clearinghouse mem-
ber. The clearinghouse becomes a counterparty to A's obliga-
tion to XYZ and also becomes a counterparty to XYZ's obliga-
tion to A as guaranteed by Dealer B. Although the risk of A's
default is reduced because its counterparty is now the clear-

inghouse, Dealer B is now exposed to the risk of default of XYZ
through its guarantee.

Because the losses arising from the default of a nonmember
of a clearinghouse are borne entirely by the member guarantor,
clearing contracts of nonmembers does not facilitate loss
spreading. Therefore, proposed legislation could be simplified
by generally requiring that only contracts between members of
a clearinghouse be centrally cleared. One would want to make

sure, however, that institutions with substantial trading activ-
ity in derivatives be members of a clearinghouse to assure
maximum collectivization of failure risk.

102. A "swap dealer" is "any person engaged in the business of buying and selling
swaps for such person's own account, through a broker or otherwise.... The term
'swap dealer' does not include a person that buys or sells swaps for such person's own
account, either individually or in a fiduciary capacity, but not as a part of a regular
business." Id. § 711(a)(5).

103. See id. § 711(a)(7).

104. See id. § 713(a)(3) (amending the Commodity Exchange Act by inserting § 20)).
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How would one determine who should belong? One way is
to assess the size of the net exposures created by counterparties
to derivatives contracts. This assessment could be implemented
by requiring clearinghouses to establish net counterparty expo-
sure thresholds (positions in each swap category would be net-
ted for each counterparty and then aggregated) for all swap
categories in which they were active. Any counterparty that
generated a net exposure above the relevant threshold would
be eligible for, and could be required to obtain, membership in
the relevant clearinghouse. Membership would also be subject
to reasonable standards of solvency to ensure that the clearing-
house and its membership were adequately capitalized. Finally,
regulators and antitrust officials should retain responsibility for
monitoring membership criteria to ensure that existing clearing-
house members do not establish thresholds which unreasonably
exclude systemically important nondealer counterparties.

Although many firms whose exposures exceed the defined
net exposure thresholds could be admitted as clearinghouse
members, some -including some dealers that have lower capi-
tal, some hedge funds, as well as most (if not all) mutual and
pension funds-may not meet reasonable membership qualifi-
cations. When such firms do not qualify for clearinghouse
membership, they should be required to clear their trades even
if it means obtaining a member guarantee. Although the guar-
antee may increase the risk of the guarantor member, clearing-
house members will generally be subject to higher levels of su-
pervision than the firms whose positions they are guaranteeing
(such as highly leveraged hedge funds) and are, therefore, less
likely to fail and set off a chain reaction of failures.

Apart from systemic risk concerns, there are efficiency gains
from clearing, but only systemic risk concerns should warrant
mandatory clearing. First, a clearinghouse facilitates dynamic
readjustment of the initial margin attached to a contract in re-
sponse to changes in the credit quality of the nonmember coun-
terparty. Under current bilateral practice, a significant credit
event that impairs the counterparty's solvency or jeopardizes
its ability to perform, or a significant change in a contract's
volatility, does not necessarily trigger readjustment of initial
margin levels. But this lack of readjustment is a result of indus-
try practice and perhaps better knowledge of counterparty in-
dividual risks for margin than is available through the ho-
mogenous margin practices of clearinghouses.
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Second, a clearinghouse could alleviate the competitive pres-
sure dealers face to attract business by reducing the amount of
collateral they require from customers, whether in the form of ini-
tial or mark-to-market margins, eliminating a possible "race to the
bottom" in collateral in the bilateral context. But requiring dealers
to establish prudent collateral levels can be accomplished through
regulation and supervision without requiring a clearinghouse. 05

Third, clearinghouses could achieve economies of scale in
providing trade processing services, such as segregation sys-
tems, the management of the provision of transfer of collateral,
or dispute resolution procedures. These efficiencies may reduce
operational risk. Both the House bill and Senate draft call for
dealers to segregate funds or property associated with a non-
cleared swap at their counterparties' request.106 The House bill
cannot assure that pricing for segregation will be deemed com-
petitive with the non-segregated-and arguably systemically
riskier-holding of collateral directly by the dealers. 10 7 If coun-
terparties are indeed interested in the use of segregation sys-
tems or any of the other services that clearinghouses can offer
more cheaply than other providers, however, one can assume
that, provided viable buy-side clearing options are available,
these counterparties will insist on central clearing rather than
resist it. These efficiencies do not per se provide a reason for
imposing a clearing requirement on non-dealer counterparties.

Fourth, there are cases in which the use of clearinghouses can
facilitate netting of derivatives trades, because cleared contracts
are fully fungible within a clearing framework. They therefore
continuously and automatically net down, whereas bilateral
contracts require consent of all parties to novate or net. Some
believe that the reduction of systematic risk by greater netting
alone justifies a clearing requirement. But as Professors Duffie
and Zhu observe, the use of a clearinghouse does not necessar-
ily increase netting.10 8 For example, a clearinghouse that clears

105. See infra Part VI.

106. H.R. 4173, 111th Cong. § 3122 (2009) (amending the Commodity Exchange Act
by inserting § 4u), § 3203(e) (amending the Securities Exchange Act by inserting § 3D);
SENATE PROPOSAL, supra note 3, § 718 (amending the Commodity Exchange Act by
inserting § 4t).

107. H.R. 4173 § 3122.

108. Darrell Duffie & Haoxiang Zhu, Does a Central Clearing Counterparty Re-
duce Counterparty Risk? (July 1, 2009) (unpublished manuscript), available at

http://www.stanford.edu/-duffie/DuffieZhu.pdf.
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one type of asset creates opportunities for multilateral netting
in that asset class. Whether this results in an overall increase in
netting turns on whether these gains are offset by the lost op-
portunities to net among different asset classes that might exist
in the bilateral setting. Thus, whether the use of a clearing-
house increases netting depends on multiple factors, including
the range of assets that clearinghouses clear, and the agree-
ments among clearing members and their nonmember custom-
ers to net among cleared and uncleared contracts.

On the other hand, it is important to recognize that bilateral
clearing may itself offer efficiency advantages, primarily by
allowing more counterparty-specific margining that legiti-
mately takes into account the underlying credit risk of the
counterparty, something a clearinghouse cannot do. If the effi-
ciencies of using a clearinghouse outweigh the costs, non-
participants will volunteer to have their contracts centrally
cleared without being mandated to do so. This statement as-
sumes, however, that clearinghouses do not unreasonably ex-
clude firms from using their facilities, so regulators and anti-
trust officials should monitor clearinghouses to make sure
unreasonable exclusion does not occur.

To repeat, the basic reason to mandate central clearing is to re-
duce systemic risk, not to increase the efficiency of the OTC mar-
ket. If central clearing is more efficient, it may be important to en-
courage it, but without mandating it, and market participants will
eventually demand it themselves, absent restraints of trade.

What should be done with respect to uncleared positions?
Despite the recommendations above, there will still be a sub-
stantial number of nonstandardized or illiquid positions or po-
sitions held by nonparticipants of a clearinghouse. The Treas-
ury White Paper suggests higher capital and margin
requirements for such positions, 109 but the effectiveness of
higher capital requirements is contingent on the regulator's
ability to determine the amount of capital required. If the regu-
lator's amount proves incorrect, we will either not eliminate
the risk of failure or we will discourage valuable risk-reducing
contracts. This problem is also present in the congressional
calls for higher capital.

109. TREASURY WHrrE PAPER, supra note 2, at 48.
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The House bill requires swap dealers and major swap par-
ticipants to maintain capital and meet margin requirements set
by prudential regulators (for banks) or the CFTC or SEC (for
non-banks). 10 In the case of non-cleared swaps, regulators are
directed to set capital and margin requirements that are appro-
priate to the risk associated with the non-cleared swaps."' Ad-
ditionally, prudential regulators can set collateral and margin
requirements for swaps where banks or bank holding compa-
nies are end users-with the CFTC and SEC doing the same
where non-bank swap dealers or major swap participants, for
which there is no prudential regulator, are end users. 12

The Senate draft differs in its approach by imposing a capital
requirement greater than zero for cleared swaps and substan-
tially higher capital requirements for non-cleared swaps to offset
the greater risks to dealers and major swap participants and to
the financial system." 3 Capital requirements for non-bank hold-
ing companies, or entities within the jurisdiction of the CFTC or
SEC, are prescribed to be as strict as those set for banks.Y4

Similarly, under the Senate draft, margin requirements are to
be set by "primary financial regulatory agencies" for bank swap
dealers and major swap participants-with the CFTC and SEC
imposing as strict or stricter margin requirements on non-bank
dealers and major swap participants." 5 The Senate draft pro-
vides for an exemption to the margin requirement for persons
who are not a swap dealer nor major swap participant, are using
swaps as an effective hedge under GAAP, and are predomi-

110. H.R. 4173, §3107 (amending the Commodity Exchange Act by inserting
§ 4s(d)), § 3204 (amending the Securities Exchange Act by inserting § 15F(d)).

111. Id. Prudential regulators will set collateral and margin requirements for
swaps where banks or bank holding companies are end users, and the CFTC and
SEC will do the same where non-bank swap dealers or major swap participants,
for which there is no prudential regulator, are end users. Id. The Senate draft, in
contrast, envisions that capital requirements will be set by "primary financial
regulatory agencies," with the CFTC and SEC doing so for all non-bank dealers
and major swap participants. SENATE PROPOSAL, supra note 3, § 717 (amending the
Commodity Exchange Act by inserting § 4s(e)(1)).

112. H.R. 4173, § 3107 (amending the Commodity Exchange Act by inserting
§ 4s(d)(1)(A)-(B)); id. § 3204 (amending the Securities Exchange Act by inserting
§ 15F(d)(1)(A)-(B)).

113. SENATE PROPOSAL, supra note 3, § 717 (amending the Commodity Exchange Act
by inserting § 4s(e)(3)(A)).

114. Id. (amending the Commodity Exchange Act by inserting § 4s(e)(3)(B) & (C)).
115. Id. (amending the Commodity Exchange Act by inserting § 4s(e)(4)(A)(i)-(B)(i)).
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nantly engaged in activities that are not financial in nature. 116

Noncash collateral may meet margin requirements to the extent it
is consistent with preserving the financial integrity of the particu-
lar derivatives market and preventing systemic risk.117

B. The Optimal Number and Scope of Clearinghouses

Another issue connected to clearinghouses is the question of
how many there should be and which derivatives contracts
they should clear. Duffie and Zhu have pointed out that more
risk reduction is possible through bilateral counterparty netting
and collateral for all derivative contracts than from centralized
clearing of just CDSs." 8 Yet the new clearinghouses under way,
such as IntercontinentalExchange Inc. (ICE), are focused only
on CDSs.119 With respect to quantity of clearinghouses, one is
more efficient than many, but its failure would pose more sys-
temic risk. This issue is further complicated by the European
Union's insistence that CDS contracts on European reference
entities be cleared through a European clearinghouse. 2 0

Although the CCMR has previously recommended that
clearing occur through one or two facilities to take maximum
advantage of netting, if clearing is to be spread into several fa-
cilities, the CCMR's current view is that there are benefits from
having multiple clearinghouses organized by asset class.121

First, a lower number of clearinghouses would imply a greater
concentration of risk. To the extent feasible, it would be better
to avoid having clearinghouses that are "Too Big to Fail." Sec-
ond, having multiple clearinghouses would preserve competi-
tion that is potentially important, at the current early stage of

116. Id. (amending the Commodity Exchange Act by inserting § 4s(e)(4)(A)(ii)).
117. Id. (amending the Commodity Exchange Act by inserting § 4s(e)(5)).
118. Darrell Duffie & Haoxiang Zhu, Does a Central Clearing Counterparty Reduce

Counterparty Risk? 1 (Rock Ctr. For Corp. Gov. at Stanford Univ., Working Paper No.
46, Feb. 27, 2009).

119. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 43; CCMR Derivatives
Letter, supra note 80, at 20.

120. See Jeremy Grant & Nikki Tait, European CDS clearing hits hurdle, FIN. TIMES,
Jan. 13, 2009, at 23; Press Release, Charlie McCreevy, Eur. Comm'r for Internal Mkts.
& Servs., Eur. Comm'n, Statement on Reviewing Derivatives Markets Before the end
of the Year: Time for Regulators to get a Better View of Derivatives (Oct. 17, 2008),
available at http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/08/
538&format=-HTML&aged=0&language=EN&guiLanguage=fr.

121. CCMR Derivatives Letter, supra note 80, at 21.
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development, for evolving the best frameworks for clearing
OTC derivatives. 122 And third, the Committee believes different
asset classes have different risk profiles and are better handled
by different risk management techniques. Assuming that it is
more difficult for one clearinghouse to manage risk across mul-
tiple asset classes than it is for multiple clearinghouses to han-
dle risk from one asset class each, having multiple clearing-
houses organized by asset class could be the safer option.123

Of course, these points do not negate Duffie and Zhu's ob-
servation that a more limited number of clearinghouses leads
to more efficient margining. However, less efficient margining
will not lead to increased systemic risk as long as margining
arrangements in each clearinghouse are adequate to protect
against failure. The existence of multiple clearinghouses there-
fore does not contradict the goal of reducing systemic risk as
long as regulators carefully scrutinize clearinghouse margin
requirements. It is also worth noting that the efficiency gains
from a reduced number of clearinghouses described by Duffie
and Zhu will gradually create market pressure for clearing-
houses to consolidate. Over time, the market will ensure that
the number of clearinghouses is not excessive.

It may also be possible, in theory, to achieve the systemic risk
reductions of multiple clearinghouses at the same time as the
margining efficiency of a more limited number of clearing-
houses. Insisting on interoperability between clearinghouses
would allow a net position in one clearinghouse to be netted
against a position in another. This interoperability, however,
could be very costly; thus, the CCMR exercised caution with
this recommendation because of the difficulties of establishing
inter-clearinghouse accounts if the risk profiles and regulatory
standards differ among interlinked clearinghouses.

122. At the same time, the basic models should be consistent in terms of operational
functionality. For example, clearing should be available on a same day basis given

timely submission, clients should be able to engage multiple Futures Commission

Merchants, and there should be options to the client in failure to clear situations.
123. The CCMR "acknowledges that some of its members do not believe there are

risk management benefits to be gained by limiting dearinghouses to one asset class,
and they are concerned that organizing [clearinghouses] by asset class will substan-
tially increase the cost of clearing since there will be less risk diversification and net-

ting, and because it will not be possible to spread the cost of capitalizing [clearing-

houses]." CCMR Derivatives Letter, supra note 80, at 22.
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Several studies have examined the risks that arise from link-
ages between clearinghouses.124 The Committee on Payment
and Settlement Systems and the Technical Committee of the
International Organization of Securities Commissioners have
developed recommendations for the evaluation and manage-
ment of risks that arise from clearinghouse linkages. 125 The
Joint Regulatory Authorities of LCH.Clearnet prepared a more
detailed analysis of the risks from linkages between clearing-
houses. 126 Their analysis highlights operational, legal, liquidity,
and settlement risks that arise from linkages between clearing-
houses. They caution that linkages between clearinghouses
may lead to an increase in systemic risks in the financial sys-
tem. Actual experience with links between clearinghouses is
limited. To date, several linkages have been established among
European clearinghouses, although the overall level of integra-
tion remains lOW.

127

C. Ownership of Clearinghouses

The House bill would limit the combined control share of all
restricted owners in a clearinghouse -swap dealers and major
swap participants-to 20% of the votes to be cast on any mat-
ter.128 Thus, all restricted owners combined cannot control a
majority of board seats. These restrictions are intended to re-
duce conflicts among members, or reduce the risk that mem-

124. Interoperability, flowing from a requirement that clearinghouses allow partici-
pants to move open positions from one clearinghouse to another, could bring benefits
to the market. "In practice, however, operational, legal, and risk-management issues
make interoperability difficult and costly for the foreseeable future. Interoperability
should be a design element for [clearinghouses] for future consideration." FED. RE-
SERVE BANK OF N.Y., POLICY PERSPECIVES ON OTC DERIVATIVES MARKET INFRA-
STRUCTURE 14 (2010).

125. BANK FOR INT'L SETTLEMENTS, RECOMMENDATIONS FOR CENTRAL COUNTER-

PARTIES (2004).

126. JOINT REGULATORY AUTHS. OF LCH.CLEARNET GROUP, INVESTIGATION OF RISKS
ARISING FROM THE EMERGENCE OF MULTI-CLEARED TRADING PLATFORMS (2008). The
Joint Regulatory Authorities indude regulators in Belgium, France, the Netherlands,
Portugal, and the UK that have supervisory authority over LCH.Cleamet Group.

127. See George Kalogeropoulos, Daniela Russo & Andreas Schonenberger, Link
Arrangements of Central Counterparties in the EU-Results of an ESCB Survey, in THE
ROLE OF CENTRAL COUNTERPARTIES 50 (2007) (providing a listing of linkages be-
tween CCPs).

128. H.R. 4173, 111th Cong. § 3306(a)(2)(D) (2009) (amending the Commodity Ex-
change Act by revising § 5d(15)); id. § 3306(b)(2)(D) (amending the Securities Exchange
Act by inserting § 17A(b)(3)(J)).

[Vol. 33



Reduction of Systemic Risk

bers will act in their own self-interest rather than the interest of
the clearinghouse. However, the limitation in the control rights
of restricted owners means that the members that are restricted

owners would be contributing capital and bearing risk but
without exercising rights relevant to managing risks to which
their capital is exposed. This disjunction of risk and control cre-
ates an incentive not to create clearinghouses in the first place.
The Senate draft does not impose this limitation.129

This control restriction may also give rise to poor govern-
ance. A primary function of a clearinghouse is the management
of the risks from derivatives transactions. These transactions
are activities in which swap dealers and major swap partici-
pants have particular expertise. The control restrictions in the
House bill, however, would limit the ability of swap dealers
and major swap participants, who are the parties with the
greatest expertise in risk management, to exercise influence
over the policies and operations of a clearinghouse.

On the other hand, the restrictions could be ineffective at
limiting "restricted owners" from controlling a clearinghouse
since one can exercise control without ownership if one is the
major value-added source for running a business. A better ap-
proach would be for regulators to review clearinghouse rules
and practices to ensure that membership and access policies are
not discriminatory.

D. Collection and Publication of Data

In the interest of having better price information, the CCMR
has further recommended that certain volume and position
data be made publicly available to reduce risk for traders and
clearinghouses. To achieve that objective, the CCMR has rec-

ommended that within the CDS market, regulators should fa-
cilitate the adoption of a transaction reporting system similar to
the Financial Industry Regulatory Authority's TRACE system
for corporate bonds.130 The CCMR also supports measures in
the proposed legislation that mandate the reporting of deriva-
tives transactions to data repositories and for clearinghouses
and data repositories to disseminate aggregate data on trading

129. See SENATE PROPOSAL, supra note 3, § 719.

130. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 48-49; CCMR De-
rivatives Letter, supra note 80, at 24. TRACE stands for "Trade Reporting and

Compliance Engine."
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volume, transaction prices, quotations, and open interest to the
public.131 However, due to the high costs of implementing a
TRACE-like system, the CCMR believes a reasonable tradeoff
between transparency and cost would be to allow regulators to
permit block reporting of transactions on a modestly delayed
basis as an acceptable means of implementing the transaction
reporting requirement and to generally allow some bunching
of normal trades to reduce cost.

The CCMR is also aware of the potential damage from ap-
plying continuous reporting requirements to large derivatives
trades. The issues are analogous to those involved in reporting
"block trades" in the equity context. If traders know someone is
shopping or seeking to acquire a large position, traders will
take advantage of this knowledge. This, in turn, will make
block sales or purchases less likely and reduce liquidity. The
CCMR thus recommends that the Federal Reserve permit de-
layed reporting for transactions that are large compared to av-
erage volume or that involve contracts that infrequently trade.

The House bill and the Senate draft both provide for public
reporting of aggregate data on swap trading volumes and posi-
tions from clearinghouses, swap repositories, and-for non-
cleared swaps whose data was not accepted by a swap reposi-
tory-submitted transaction reports. 132 The Senate draft goes
further by calling for the terms and conditions of contracts,
agreements, and transactions cleared and settled by the organi-
zation, including daily settlement prices, to be made publicly
available by clearing organizations. 133

E. Exchange Trading

A highly contested issue among dealers and exchanges is
whether there is a need for derivatives, particularly CDSs, to be
exchange-traded over and above the need for clearinghouses.1M

131. H.R. 4173 §§ 3103(a)(3), 3103(b)(3), 3109, 3203(a); SENATE PROPOSAL, supra note
3, §§ 713(a)(3), 713(b)(4), 753(a).

132. H.R. 4173 § 3104 (amending the Commodity Exchange Act by inserting § 8(j)),
§ 3203(a) (amending the Securities Exchange Act by inserting § 3B(j)(2)); SENATE PRO-
POSAL, supra note 3, § 713(a)(2) (amending the Commodity Exchange Act by inserting
§ 3(j)(6)).

133. SENATE PROPOSAL, supra note 3, § 713(b)(3) (amending the Commodity Ex-
change Act by inserting § 5b(c)(2)(L)).

134. See Donna Block, Swap Meet, DEAL MAG., Oct. 31, 2008, at 18.
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Although dealers are generally opposed to exchange-trading
because it would narrow their spreads, dealers' interest in
maintaining spreads cannot be a basis for policy. There is, how-
ever, a legitimate issue as to whether exchange-trading is de-

sirable or feasible. The argument for exchange-trading is that it
would further improve the ability to price derivatives, which is
important not only to traders but to the clearinghouses as well

to settle margin requirements. Currently, pricing information
with respect to quotes is available from vendors like Markit on

both an end-of-day and intraday basis. Although the clearing-
houses already utilize this information, no current intraday col-
lection of pricing data is based on actual transactions. Although

only an estimated 60% of trades are reported to the Depository
Trust and Clearing Corporation warehouse by the end of the
day, this percentage is rapidly increasing. An exchange would
provide continuous data on the prices of transactions. 135

The exchange trading provisions in the House bill and the
Senate draft are closely related to the requirements on clearing.
In the House bill, derivatives contracts that are required to be
cleared would need to be traded on a regulated exchange or
"registered swap execution facility." 13 6 While the Senate draft
also requires derivatives contracts that are required to be
cleared to be traded on a regulated exchange or registered "al-

ternative swap execution facility," the Senate draft's definition
of "alternative swap execution facility" is more restrictive than
the definition of "registered swap execution facility" in the
House bill.137 As a result, a voice brokerage between two per-

135. See CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 50; CCMR Deriva-
tives letter, supra note 80, at 26.

136. H.R. 4173 § 3103(a)(4) (amending the Commodity Exchange Act by inserting

§ 2(k)(1)), § 3203(c) (amending the Securities Exchange Act by inserting § 5A(a)(1)). The
House bill defines a "swap execution facility" as a "person or entity that facilitates the
execution or trading of swaps between two persons through any means of interstate
commerce, but which is not a designated contract market, including any electronic

trade execution or voice brokerage facility." Id. § 3101(a)(3) (amending the Com-

modity Exchange Act by inserting § la(49)), § 3201(a)(6) (amending the Securities

Exchange Act by inserting § 3(a)(77)). To be registered, such a swap execution facil-
ity would need to comply with certain requirements, including a requirement to
maintain rules designed to prevent market manipulation. Id. § 3109 (amending the

Commodity Exchange Act by inserting § 5h(d)), § 3203(d) (amending the Securities

Exchange Act by inserting § 3C(d)).

137. SENATE PROPOSAL, supra note 3, §§ 713(a)(3), 753(a). The Senate draft de-

fines an "alternative swap execution facility" as an "electronic trading system
with pre-trade and post-trade transparency in which multiple participants have
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sons would likely satisfy the House bill's exchange trading re-
quirement but not the exchange trading requirement in the
Senate. The requirements in both approaches apply only when
an exchange-traded contract is available. One cannot force
people to trade contracts that exchanges do not want to trade.

Pricing of CDSs in which a credit event has occurred raises
further problems. The ISDA has an auction procedure to de-
termine the cash settlement price of these contracts, essentially
what the seller is required to pay, but these auctions only occur
thirty days after the determination that a credit event has oc-
curred. Recent market events bear witness that thirty days is
entirely too long to wait for price determination in the fast-
paced CDS market. Exchanges could improve the ability to
price these contracts.

Exchanges may also improve liquidity, which is not only im-
portant to traders but also to clearinghouses seeking to close
out the position of a defaulting member. An exchange would
likely add liquidity to what is presently achievable in the OTC
market.138 Bear in mind that the class of derivatives that would
be exchange-traded, however, is a subset of those that would
be cleared through a clearinghouse due to lack of trading inter-
est. In addition, even contracts normally required to be ex-
change-traded would require exceptions for "block trades" to
avoid the usual block trade problem resulting from a dealer
disclosing its entire trading position.

The current view of the CCMR is that exchange trading
should not be required, but encouraged where appropriate. To
the extent that legislation includes an exchange-trading re-
quirement, the House bill and Senate draft properly give regu-
lators authority to determine which contracts would be subject

the ability to execute or trade swaps by accepting bids and offers made by other
participants that are open to multiple participants in the system, but which is not
an exchange." Id. § 720. As under the House bill, to be registered, such an "alter-
native swap execution facility" must set position limits or position accountability
requirements for contracts that are meant to stop market manipulation and con-
gestion. See id. §§ 720, 753(b).

138. In the case of CDSs, for example, exchange-trading would increase liquidity
in the CDS market and would allow small investors to trade credit risk more eas-
ily. Mike Jakola, Credit Default Swap Index Options: Evaluating the Viability of a
New Product for the CBOE 8 (June 2, 2006) (unpublished manuscript), available at
http://www.kellogg.northwestem.edu/research/fimrc/papers/akola.pdf.
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to exchange-trading requirements. 139 Further, to the extent that
legislation involves an exchange-trading requirement, the only
alternative to trading on an organized exchange should be
trading on a platform along the lines of an "alternative trading
system"-which the SEC defines as an organization, associa-
tion, person, or system that provides a marketplace or facilities
for bringing together buyers and sellers'4-or another venue
that is appropriately regulated in light of the transparency ob-
jectives of the legislation.

F. The International Dimension

There is a challenging international dimension to this prob-
lem. First, uncoordinated international action could lead to
suboptimal clearing arrangements, as previously discussed in
the case of the European Union. Second, traders may seek out
less regulated clearinghouses or exchanges because no one
country can ensure that derivatives will be cleared under the
rules it devises.

Perhaps the United States should penalize or restrict its own
financial institutions from seeking more friendly climes, but it
seems extreme to penalize foreign institutions and foreign coun-
tries for having what the United States deems to be lower stan-
dards or reckless markets. Under the House bill, the Federal Re-
serve (in deciding whether to allow a foreign bank to establish a
branch in the United States), and the SEC (in deciding whether
to allow a foreign broker-dealer to register as a broker-dealer in
the United States) would consider whether the home country of
the bank or broker-dealer has adopted, or is progressing toward,
"an appropriate system of financial regulation" to mitigate sys-

139. See SYLVIE A. DURHAM, TERMINATING DERIVATIVE TRANSACTIONS: RISK MITI-

CATION AND CLOSE-OUT NEITING § 6.9 (2009).

140. The SEC's formal definition of an "alternative trading system" is
any organization, association, person, group of persons, or system: (1)
[t]hat constitutes, maintains, or provides a market place or facilities for
bringing together purchasers and sellers of securities or for otherwise
performing with respect to securities the functions commonly performed
by a stock exchange within the meaning of Rule 3b-16 under the
Securities Exchange Act of 1934; and (2) [t]hat does not: (i) [s]et rules
governing the conduct of subscribers other than the conduct of such
subscribers' trading on such organization, association, person, group of
persons, or system; or (ii) [d]iscipline subscribers other than by exclusion
from trading.

Regulation of Exchanges and Alternative Trading Systems, 17 C.F.R. § 242.300 (2009).
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temic risk.141 Moreover, the Federal Reserve and the SEC may
decide to terminate the activities of a bank or broker-dealer
based on their judgment that the home country has not adopted,
or made demonstrable progress toward adopting, such a system
of financial regulation. 142 But why should a British bank or bro-
ker-dealer be excluded from the United States financial system
(including access to United States payment systems) because an
American or even an Italian hedge fund sought to clear or trade
derivatives in a less regulated United Kingdom market? Such
unilateral action by the United States might result in resentment
and ultimately retaliation. A better approach involves more co-
ordinated international action, the approach we have already
followed for capital regulation.

IV. RESOLUTION PROCEDURES

A. The Importance of Resolution Procedures

Sound resolution procedures are necessary for two principal
reasons. First, poor procedures may increase systemic risk.
Some believe this economic crisis was a result of using the poor
procedures of general bankruptcy law for resolving Lehman
Brothers. Second, the lack of adequate procedures may pre-
serve institutions that should otherwise be restructured, sold,
or liquidated. Preservation of such institutions is undesirable
because it may increase taxpayer cost and moral hazard by fail-
ing to impose costs on investors or counterparties. The institu-
tions that received TARP funds may fall into this category.
Thus, the inability to inject public funds as part of the bank-
ruptcy process and the placement of crucial decisions of admini-
stration in the hands of courts rather than regulators appear to
be primary reasons why authorities sought to avoid bankruptcy
for systemically important institutions, including bank holding
companies, particularly after the Lehman experience.

There is also concern about how derivatives are handled by
the Bankruptcy Code. The Code permits counterparties to liq-

141. H.R. 4173 § 1951(a)(3) (amending the International Banking Act of 1978 by
inserting § 7(d)(3)(E)), § 1951(c) (amending the Securities Exchange Act by insert-
ing § 15(k)).

142. Id. § 1951(b)(3) (amending the International Banking Act of 1978 by inserting
§ 7(e)(1)(C)). § 1951(c) (amending the Securities Exchange Act by inserting § 15(1)).
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uidate collateral on in-the-money contracts, 143 which can drive
collateral prices sufficiently downward for collateral to become
inadequate, triggering a chain reaction of possible failures of
counterparties.'" In an FDIC conservatorship, 145 the derivatives
book can be (and routinely is) held by the government as con-
servator or transferred within one business day to third parties
without triggering the right of counterparties to liquidate col-
lateral. 46 Concerns with AIG's derivatives book were critical to
placing the company into an ad hoc receivership rather than
bankruptcy, even though AIG's failure came only two days af-
ter Lehman's.1

47

The avoidance of bankruptcy for insolvent institutions-
even for banks whose holding companies are not subject to the
Federal Deposit Insurance Act (FDIA)148 receivership provi-
sions-has the potential to create a zombie financial system at
the taxpayers' expense. Placing insolvent banks and their hold-
ing companies into an FDIA receivership to be restructured
(while being kept open if necessary) would impose losses on
equity and debt holders instead of the taxpayer, 49 as was done
in the cases of Washington Mutual and IndyMac through the
FDIA Act. 50 This is not to say we have not imposed losses on
equity and debtholders through TARP. In the case of TARP in-
fusions, equity was substantially diluted and debtholders were
subordinated to the new government preferred investment. In

143. See 11 U.S.C. §§ 362(b)(6), 555,556 (2006).
144. FED. DEPOSIT INS. CORP., ADJUSTING THE RULES: WHAT BANKRUPTCY REFORM

WILL MEAN FOR FINANCIAL MARKET CONTRACTS, FYI: AN UPDATE ON EMERGING IS-

SUES IN BANKING (2005).

145. FDIC conservatorship extends to an institution's qualified financial contracts
(QFCs), including derivatives products. See 12 U.S.C. § 1822 (2006); FED. DEPOSIT INS.
CORP., STATEMENT OF POLICY ON QUALIFIED FINANCIAL CONTRACTS (1989).

146. See Carol J. Loomis, Derivatives: The Risk that Still Won't Go Away, FORTUNE, July
6, 2009, at 55, 57-58 (describing the handling of Leh-man's derivatives book as it neared
bankruptcy); Scott, supra note 16.

147. Eric S. Rosengren, President & CEO, Fed. Reserve Bank of Boston, Remarks
at the Institute of Regulation and Risk North Asia: Challenges in Resolving Sys-
temically Important Financial Institutions (May 5, 2009), available at http://
www.bos.frb.org/news/speeches/rosengren/2009/050509.htm.

148.12 U.S.C. §§ 1811-1835a (2006).
149. Sheila Bair, Chairman, Fed. Deposit Ins. Corp., Remarks to the Economic

Club of New York (Apr. 27, 2009), available at http://www.fdic.gov/news/news/
speeches/chairman/spapr2709.html.

150. See R. Glenn Hubbard, Hal Scott & Luigi Zingales, Editorial, Banks Need Fewer
Carrots and More Sticks, WALL ST. J., May 6, 2009, at A15.
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addition to equity dilution, TARP recipients including Gold-
man Sachs and Morgan Stanley were subject to multiyear limi-
tations on common dividend and stock repurchase policies,
and significant restrictions were imposed on executive com-
pensation.151 Nonetheless, more substantial losses could be im-
posed through the use of resolution procedures. As observed
earlier, the imposition of such losses is particularly important
for achieving more market discipline with respect to required
levels of capital.

B. What Institutions Should be Subject to Special

Resolution Procedures?

The CCMR has recommended that the FDIA be expanded to
provide comprehensive and unified resolution procedures for
all financial institutions. 152 The Treasury White Paper falls short
in achieving this goal.153 It would create a new procedure for
only some financial institutions- "systemically important"
holding companies of regulated entities and their subsidiaries.
Hedge funds and insurance companies are not covered, and
broker-dealers remain covered by the Securities Investor Pro-
tection Act of 1970 (SIPA). 154

The House bill and the Senate draft are similar to the Treas-
ury proposal in the following respect: Subject to exceptions, the
resolution procedures in both the House bill and the Senate
draft are potentially applicable to bank holding companies,
companies that have been made subject to stricter prudential
regulation, companies predominantly engaged in activities that
are financial in nature or incidental thereto for purposes of the
Bank Holding Company Act, and any subsidiaries of the fore-
going.15 The resolution procedures in the Senate draft would
also be applicable to brokers-dealers. 156 Before applying the

151. U.S. DEP'T OF THE TREASURY, TARP CAPITAL PURCHASE PROGRAM: SENIOR PRE-
FERRED STOCK AND WARRANTS (2008).

152. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 113.

153. See TREASURY WHITE PAPER, supra note 2, at 76-78.

154. 15 U.S.C. §§ 78aaa-78111 (2006).

155. See H.R. 4173, 111th Cong. § 1602(9) (2009); SENATE PROPOSAL, supra note 3,
§ 201(7), (8), (11). For an explanation of which companies are subject to stricter pruden-
tial regulation, see infra notes 241-47 and accompanying text.

156. See SENATE PROPOSAL, supra note 3, § 201(6). However, the bill also provides
that the FDIC will appoint the SIPC to act as a trustee for any covered broker or dealer
that has entered into receivership. Thus, subject to certain limitations, broker-dealers
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resolution procedures, however, the Secretary of the Treasury
must make a series of determinations, including the determina-
tion that the failure of any such company would have "serious
adverse effects on financial stability or economic conditions in
the United States."' 57

In the Senate draft, the Secretary of the Treasury must peti-
tion the "Orderly Liquidation Panel" for an order authorizing
receivership under the draft's provisions, and it is only in re-
ceivership that public money can be used to support an institu-
tion.15 8 Although the Panel, composed of three judges from the
United States Bankruptcy Court for the District of Delaware,159

has twenty-four hours to determine whether the company is in
default or in danger of default, 160 its judgment can be appealed
to the United States Court of Appeals, which need not reach a
decision for another thirty days. 161 The appeals court decision
can then be appealed to the Supreme Court, which has an addi-
tional thirty days to consider the matter.1 62

Thus, the Treasury, House, and Senate approaches only apply
to institutions whose failure is determined to have important
systemic effects at that time. 163 Although avoidance of advance

branding of institutions as systemically important does sidestep
an increase of moral hazard and cost-of-funds advantage for
such institutions arising out of the implicit government guaran-
tee that goes with the brand,164 it also makes it difficult for inves-
tors or counterparties to know in advance which regime will ap-
ply to its positions. Furthermore, it may be very difficult to
determine whether an institution is systemically important in a
timely manner. The Senate draft's multistep judicial review
process raises issues of this kind in a particularly pointed form.

are governed by SIPA under the Senate draft. SENATE PROPOSAL, supra note 3,
§ 205(a)-(b).

157. H.R. 4173, § 1603(b); accord SENATE PROPOSAL, supra note 3, § 203(b).
158. SENATE PROPOSAL, supra note 3, § 202(b)(1).

159. Id. § 202(a)(2).

160. Id. § 202(b)(1)(A)(iii).

161. Id. § 202(b)(2)(A)(i).
162. Id. § 202(b)(2)(B)(i).

163. H.R. 4173 § 1603(a)-(b); SENATE PROPOSAL, supra note 3, § 203(a)-(b).
164. In contrast, the White Paper's proposal for advance branding of institutions for

the purpose of deciding what institutions the Federal Reserve would supervise-so-
called Tier I financial service holding companies-does create these problems. See
TREASURY WHITE PAPER, supra note 2, at 76.
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The resolution procedures in the House bill and Senate draft
also leave out certain types of financial institutions. Under the
House bill, insured depository institutions, 165 certain insurance
companies, 166 and certain government-sponsored entities, in-
cluding Fannie Mae and Freddie Mac,167 would be excluded.
The House bill would also exclude hedge funds and broker-
dealers, even when broker-dealers are the subsidiaries of firms
that are otherwise within the scope of the resolution proce-
dures. 6' The Senate draft would exclude insured depository
institutions' 69 as well as insurance companies that are regulated

by a state insurance regulator and covered by a state law that is
designed to deal with the rehabilitation, liquidation, or insol-
vency of an insurance company.170

The CCMR recommended a very different approach-the crea-
tion of a comprehensive Financial Company Resolution Act ap-
plicable to all financial companies, not just those whose failure
was determined to be systemically important,171 which is the same
approach we take today with banks. This approach allows more
certainty of outcome. It makes sense to handle all banks under
special procedures, regardless of systemic importance, and the
CCMR believes the same is true for all financial companies. Flexi-
ble procedures deployed by knowledgeable regulators ensure the
proper functioning of the financial system better than the litiga-
tion- and rules-based approach of the Bankruptcy Code.

Not every financial company subject to this Act would be eli-
gible for public support;172 as with banks, support would require
a special determination. Without such a determination, normal
least-cost procedures would be used. In the case of failed banks,
the basic expense is paying off insured depositors (normally
funded by industry from the deposit insurance fund). Of course,

165. H.R. 4173 § 1602(9)(F).

166. Id. § 1604(e).

167. See id. § 1602(9)(D).

168. See id. § 1602(9)(B)(v).
169. SENATE PROPOSAL, supra note 3, § 201(7)(b).

170. Id. § 203(e).
171. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 124.

172. Peter J. Wallison, Reinventing GSEs: Treasury's Plan for Financial Restructuring,

AEI FIN. SERVICES OUTLOOK, Mar./Apr. 2009, at 3, 5. This might be true for the Treas-

ury proposal, which would only be used for "systemically important" institutions, but

not under the CCMR's proposed regime for handling failed financial companies that

do not pose a systemic risk.
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for non-banks, this insurance cost would be absent. Public ex-
pense would be limited to the administrative cost of liquidating
or selling the failed institution, with the exception of institutions
requiring assistance to continue functioning.

The CCMR would also permit financial companies now eli-
gible for resolution under the Bankruptcy Code to petition for
reorganization under Chapter 11 of the Code, provided that the
regulator would be empowered to convert such a proceeding
into a disposition under the CCMR's proposed Financial Com-
pany Resolution Act. 173 Thus, the regulators could decide when
and if it would be preferable to use the Bankruptcy Code to
handle a particular resolution.

Instead, the Senate draft would expand the scope of the
Bankruptcy Code to include many small banks that are not sys-
temically important. 174 In addition to the drawbacks discussed
in the preceding paragraph regarding the general shortcomings
of the bankruptcy process, the expansion of the Bankruptcy
Code's scope raises some key questions about the authority of
the FDIC. For example, the FDIC currently has the ability to
take "prompt corrective action" when it believes that a bank is
in danger of failing. Will the FDIC continue to have this author-
ity if the resolution of small banks is handled under the Bank-
ruptcy Code? Also, consistent with its mandate to employ a
"least cost resolution approach," 175 the FDIC can now use its
funds to assist with the resolution of insolvent banks. For ex-
ample, where it is cheaper to subsidize the purchase of an in-
solvent bank than to liquidate and pay off depositors, the FDIC
can use its funds to provide such a subsidy. Will the FDIC con-
tinue to do so once small banks are subject to the bankruptcy
process? It is unclear what the answers to these questions
might be under the Senate draft.

C. Imposition of Losses under Special Resolution Procedures

A pivotal issue that legislation needs to address is how to im-
pose costs on counterparties to derivatives contracts within the
special resolution procedures. Although the Bankruptcy Code
faces the systemic disadvantage of potentially triggering unde-

173. See CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 125.

174. SENATE PROPOSAL, supra note 3, § 202(d)(1).

175.12 U.S.C. § 1823(c)(4) (2006).
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sirable fire sales of collateral, it does expose counterparties to
losses on uncollateralized positions, which is beneficial to the
reduction of moral hazard. The FDIA, on the other hand, makes
counterparties whole, regardless of collateral, by transferring
positions to solvent third parties, which increases moral hazard.
A mechanism needs to be found to impose some losses on coun-
terparties without unduly creating systemic risk, particularly for
non-banks. The Treasury, House, and Senate approaches fall
short on this issue. The House bill mandates involuntary bank-
ruptcy for defaulting on an FDIC-guaranteed obligation, but the
FDIC's new resolution authority for systemically important
firms applies different rules governing creditors' rights, bor-
rowed from bank resolution provisions rather than from the
Bankruptcy Code, including rules regarding treatment of con-
tingent claims, avoidance of security interests, repudiation of
contracts, and damages determinations. 176 Since the Senate draft
provides that the resolution of non-systemically-important firms
is handled under the Bankruptcy Code, 177 derivatives counter-
parties of small banks will face the possibility of loss if they do
not have sufficient collateral. However, the same incentive will
not exist for counterparties of systemically important firms be-
cause the Senate draft provides, as under current law governing
FDIC-insured banks, 17

1 for the transfer of the derivatives book of
systemically important firms to healthy companies,179 extending
the time period from one to five days.80

The pending legislation does, however, address losses for
shareholders and creditors (a matter not addressed by the
Treasury). The House bill permits the FDIC to make loans to a
company in receivership, purchase debt securities or assets
from such a company, and assume or guarantee such com-
pany's obligations only if it ensures that shareholders do not
receive payments until all other claims are fully paid, all tax-
payer funds are repaid before payments are made to creditors,
and unsecured creditors bear losses.'8 1 Second, consistent with

176. See H.R. 4173, 111th Cong. § 1609 (2009).

177. SENATE PROPOSAL, supra note 3, § 202(d)(1).

178.12 U.S.C. § 1821(e)(9).

179. SENATE PROPOSAL, supra note 3, § 210(c)(9).

180. Id. § 210(c)(10)(B)(i).

181. H.R. 4173 §§ 1604(d)(1)-(4), 1604(f)(2)-(4); see also H.R. 4173 § 1609(b)(1) (estab-
lishing a priority of daims whereby unsecured daims would be paid only after "ad-
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commercial bankruptcy practices, creditors whose claims are
partially secured would be treated as unsecured creditors with
respect to the portion of their claim that exceeds the fair market
value of their collateral. 182 Third, and more controversially, the
House bill provides that up to 10% of a secured creditor's claim
may be treated as unsecured if amounts realized from the disso-
lution are insufficient to repay any amounts owed to the United
States or the systemic dissolution fund; if a secured creditor has
a claim arising under a "qualified financial contract" -which

includes certain securities contracts, forward contracts, repur-
chase agreements, and swap agreements-with a term of one
calendar month or less; and if the collateral that secures the
claim is not a security issued by the U.S. government.18 3

The Senate draft follows the House bill in permitting the
FDIC to take action to stabilize a financial company only if
shareholders do not receive payments until all other claims are
satisfied and unsecured creditors bear losses.1 4 Also like the
House bill, the Senate draft empowers the receiver to treat a
partially secured creditor as unsecured with respect to the por-
tion of the claim that exceeds the value of the creditor's collat-
eral.185 But the current Senate draft does not incorporate a pro-
vision like the one in the House bill that would subject secured
creditors to the possibility of a haircut.

Although it is crucial to reduce moral hazard, legislation
must also ensure that the resolution procedures do not exacer-
bate the problem they were designed to address by excessively
burdening creditors. By imposing a haircut of up to 10% on cer-
tain secured creditors, which would essentially deprive them of
the value of their security, the House bill commits a serious er-
ror. If lenders know they will have to take a haircut, they will
be less likely to extend credit to the institutions that are most in
need. This could increase the risk of a chain reaction of failures
among financial institutions.1 6

ministrative expenses of the receiver" and "any amounts owed to the United States,
unless the United States agrees or consents otherwise").

182. H.R. 4173 § 1609(a)(4)(D)(ii)(1).

183. H.R. 4173 § 1609(a)(4)(D)(iv), (v).

184. SENATE PROPOSAL, supra note 3, § 206.

185. Id. § 210(a)(3)(D).
186. See Scott, supra note 16.
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In light of the losses that would be imposed on shareholders
and creditors under both the House bill and Senate draft, some
objections to the new resolution procedures appear overstated.
For example, Peter Wallison has argued that the resolution
procedures would weaken market discipline:

Given that bailouts are going to be much more likely than
liquidations, especially for systemically important firms, a
special government resolution or rescue process will also
undermine market discipline and promote more risk-taking
in the financial sector. In bailouts, the creditors will be saved
in order to prevent a purported systemic breakdown, reduc-
ing the risks that creditors believe they will be taking in
lending to systemically important firms. Over time, the
process of saving some firms from failure will weaken all
firms in the financial sector.187

Although the CCMR agrees that it is crucial to preserve market
discipline, Wallison's view that the resolution procedures
would undermine market discipline is mistaken. A significant
motivating factor for introducing the resolution procedures is
to increase the losses that could be imposed on shareholders
and creditors by allowing firms to fail. As we have seen, the
House bill provides that neither shareholders nor creditors re-
ceive payments until taxpayer funds have been repaid; under
the Senate draft, shareholders would not receive payments un-
til taxpayers have been repaid, while unsecured creditors
would be required to bear losses.

It is true, however, that the special resolution procedures en-
vision the possible public injection of funds in an institution, a
possibility not available in bankruptcy. But the pending legisla-
tion envisions such bailouts as a possibility only for systemi-
cally important firms whose failure would have "serious ad-
verse effects on financial stability or economic conditions. 188

This determination would be made by the Secretary of the
Treasury, upon the recommendation of the Federal Reserve
Board and the FDIC that the resolution would avoid or miti-
gate such adverse effects, taking into account, among other
things, the potential to increase moral hazard or excessive risk
taking on the part of creditors, counterparties, and sharehold-

187. Walison, supra note 172, at 5.
188. H.R. 4173 § 1603(b)(2); SENATE PROPOSAL, supra note 3, § 202(a)(2)(B).
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ers in the financial company. s9 Even if all financial companies
were covered by special resolution procedures, as advocated
by the CCMR, legislation could provide that no institution re-
ceive public support unless it was determined to be systemi-
cally important and only after a full measure of losses was im-
posed on investors and counterparties.

D. Funding the Cost of New Procedures

How should the cost of the new procedures for non-banks be
funded given that the regularly imposed deposit insurance pre-
miums that normally fund bank resolutions would not exist?
Under the Treasury proposal, the FDIC would borrow funds
from the Treasury, which would later be repaid through an as-
sessment on certain bank holding companies.19 ° The Senate draft
and the House bill, on the other hand, each provide for a resolu-
tion fund that would be capitalized primarily through assess-
ments on qualifying financial institutions. The Senate draft
mandates the establishment of an "Orderly Liquidation Fund"
with a target size of $50 billion.191 Although the Senate draft also
authorizes the FDIC to borrow from the Treasury, 192 during the
Fund's initial capitalization period the FDIC is required to im-
pose risk-based assessments on "eligible financial companies," 93

defined as bank holding companies with assets greater than or
equal to $50 billion and non-bank financial companies super-
vised by the Federal Reserve Board.194 Similarly, while also ena-
bling the FDIC to borrow from the Treasury, 95 the House bill
would establish a systemic resolution fund of up to $150 billion
that would be pre-funded through assessments on non-hedge-
fund financial companies 196 with at least $50 billion and hedge
funds with at least $10 billion of assets.197

189. H.R. 4173 § 1603(b)(3); SENATE PROPOSAL, supra note 3, § 202(b)(3).
190. U.S. DEP'T OF THE TREASURY, PROPOSED RESOLUTION AUTHORITY FOR SYSTEM-

ATICALLY SIGNIFICANT FINANCIAL COMPANIES ACT OF 2009, at 59-60 (2009), available at
http://www.ustreas.gov/press/releases/reports/O32509legislation.pdf.

191. SENATE PROPOSAL, supra note 3, § 210(n)(5).
192. Id. § 210(n)(9)(A).
193. Id. § 210(n)(6).

194. Id. § 210(o)(1)(B).

195. H.R. 4173, 111th Cong. § 1609(o)(1)(A) (2009).
196. Under the House bill, "financial companies" include bank holding companies,

companies that have been subjected to stricter prudential regulation by the Financial
Services Oversight Council, insurance companies, companies "predominantly en-
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Under all three proposals, large bank holding companies
could be required to pay for resolutions of systemically impor-
tant non-bank institutions that are subject to the resolution pro-
cedures, which include systemically important hedge funds
under the Treasury proposal, House bill, and Senate draft, as
well as systemically important insurance companies under the
Treasury proposal and the Senate draft.

While recognizing the need for further study of these issues,
the CCMR believes that the pre-funded approach embraced by
the House bill and the Senate draft is misguided in at least two
respects. First, ex ante, it is not clear how much any resolution
procedure will cost, so a pre-raised $50 or $150 billion fund
may prove to be insufficient or excessive. It would thus be
preferable to adopt an as-needed approach, whereby resolution
assessments are levied in an amount equal to what is then re-
quired to resolve an institution. Second, whether or not the to-
tal magnitude of pre-raised assessments is appropriate, the
amount imposed on a particular company may not be. The
Senate draft provides that financial companies with greater as-
sets will be assessed at a higher rate,198 but also empowers the
FDIC to take into account several other factors when imposing
assessments on a specific company, including the risk posed by
the company and the extent to which the company might bene-
fit from the proposed liquidation. 199 The House bill lists a simi-
lar set of factors and requires "that the assessments charged
equitably reflect the risk posed to the Fund by particular
classes of financial companies." 200 Notwithstanding the impor-
tance of such a provision, the CCMR fears that companies may
still end up bearing burdens that they should not have to bear.

For example, under the Senate draft and likely the House bill
as well, even if only large banks fail, systemically important
hedge funds with negligible ties to these institutions will not be
entitled to a refund of their assessments but instead must bear

gaged in activities that are financial in nature or incidental thereto," and any subsidi-
ary of the foregoing; provided, however, that the term does not include broker-dealer
subsidiaries, insured depository institutions, or certain government-sponsored entities
(including Fannie Mae and Freddie Mac). Id. § 1602(9).

197. Id. § 1609(n)(6)(C).
198. SENATE PROPOSAL, supra note 3, § 210(o)(2).
199. Id. § 210(o)(4).

200. H.R. 4173 § 1609(n)(7)-(8).
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the costs of resolving these entities. Alternatively, heavily regu-
lated banks could end up paying for the resolution of less regu-
lated, but systemically important, hedge funds. Although
analogous problems arise in the context of FDIC insurance,
they are much less severe because banks are more evenly regu-
lated than the range of institutions within the scope of the new
resolution authority.

As an alternative, legislators should consider having the
creditors and counterparties of particular failed institutions
fund the cost of resolution. This approach has the advantages
of encouraging market discipline and avoiding the cross-
subsidization problems discussed in the preceding paragraph.
Although some worry that creditors and counterparties of
failed institutions may not be able to bear potentially high reso-
lution costs, this concern can be reduced by allowing such costs
to be amortized over an appropriate period of time.

E. The International Dimension

Finally, there is an important international dimension to resolu-
tion, as many of the most important financial institutions operate
in multiple jurisdictions. Coordination of outcomes among these
jurisdictions has proven difficult and time consuming in the
court-based resolution of Lehman. International coordination
would probably be easier, albeit still difficult, in an administrative
system. In any event, the CCMR report, Treasury proposal, House
bill, and Senate draft support increased international coordination
for resolving multinational financial institutions.201

V. EMERGENCY FEDERAL RESERVE LENDING

The first responder to the financial crisis in the United States
was the Federal Reserve. 202 As matters worsened during 2007,

201. See H.R. 4173 § 1609(a)(1)(L); SENATE PROPOSAL, supra note 3, § 210(a)(1)(N);
CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 212; TREASURY WHTE PAPER,

supra note 2, at 80.
202. Although the Federal Reserve is the primary lender of last resort in the U.S.

financial system, other government agencies play a supporting role. For example,
on September 19, 2008, the Treasury Department announced that it would tempo-
rarily guarantee the share price of all institutional and retail money market funds
willing to pay a fee to participate in the guarantee program. Press Release, U.S.
Dept. of the Treasury, Treasury Announces Temporary Guarantee Program for
Money Market Funds (Sept. 29, 2008), available at http://www.treas.gov/press/
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the Federal Reserve reduced interest rates generally and re-
duced the penalty rate for borrowing at the discount window
from fifty to twenty-five basis points.

The Federal Reserve also created a number of new liquidity
facilities:20 3 (1) In December 2007, the term auction facility
(TAF) in which the Federal Reserve auctioned off Federal Re-
serve funds for twenty-eight days;2°4 (2) on March 11, 2008, the
term securities lending facility (TSLF) under which the Federal
Reserve offered to loan primary dealers (dealers qualified to
bid on treasury securities including investment banks) Treas-
ury securities for twenty-eight days; 20 5 (3) on March 16, 2008,
concomitantly with the provision of assistance to JPMorgan
Chase to acquire Bear Steams, the extension of the discount
window to primary dealers; 206 (4) on September 19, 2008, the
asset-backed commercial paper (ABCP) money market fund
liquidity facility (AMLF), to allow banks to purchase ABCP,
providing assistance to money market funds seeking to sell
their ABCP assets to fund accelerated redemptions; 20 7 (5) on Oc-
tober 7, 2008, the commercial paper funding facility (CPFF) un-
der which the Federal Reserve began to buy corporate commer-
cial paper after the private market had all but seized up;20 8 (6) on
October 21, 2008, the money market investor funding facility
(MMIFF) under which the Federal Reserve provided senior se-
cured financing to a series of special purpose vehicles (SPVs) to
finance the purchase of certain assets from money market funds

releases/hpll6l.htm. The Treasury allowed the guarantee to expire approximately
one year later. Press Release, U.S. Dept. of the Treasury, Treasury Announces
Expiration of Guarantee Program for Money Market Funds (Sept. 18, 2009), avail-

able at http://www.ustreas.gov/press/releases/tg293.htm.

203. Press Release, Bd. of Governors of the Fed. Reserve Sys. (June 25, 2009), available
at http://www.federalreserve.gov/monetarypolicy/20090625a.htm.

204. Scott, supra note 16. Although TAF does not have a definite expiration date, the
Federal Reserve has announced that it expects TAF to continue to be scaled back dur-
ing early 2010. Press Release, Fed. Open Mkt. Comm. of the Bd. of Governors of the
Fed. Reserve Sys. (Dec. 16, 2009) [hereinafter Fed. Open Mkt. Comm.].

205. HAL S. SCOTT, THE GLOBAL FINANCIAL CRISiS 21-32 (2009). TSLF was set to ex-

pire on February 1, 2010. Fed. Open Mkt. Comm., supra note 204.

206. ScoTr, supra note 205. This program, which is referred to as the "Primary
Dealer Credit Facility," was set to expire on February 1, 2010. Fed. Open Mkt. Comm.,

supra note 204.
207. SCOTr, supra note 205. AMLF was set to expire on February 1, 2010. Fed. Open

Mkt. Comm., supra note 204.

208. SCOTr, supra note 205. CPFF was set to expire on February 1, 2010. Fed. Open
Mkt. Comm., supra note 204.
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in addition to ABCP; 2
0
9 (7) on November 25, 2008, the asset-

backed securities loan facility (TALF) (which became operational
in March 2009) under which the Federal Reserve would lend on
a non-recourse basis to investors in highly rated newly issued
asset-backed securities; 210 and (8) on November 25, 2008, a pro-
gram to purchase the direct mortgage-backed obligations (MBS)
of government sponsored enterprises (GSEs)-Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks.211

In addition to these facilities, the Federal Reserve extended
aid in connection with the failure of Bear Steams and AIG. It
assisted the JPMorgan Chase (JPM) acquisition of Bear Steams
on March 16, 2008, by providing JPM with a non-recourse loan
of $30 billion, subject to absorption by JPM of the first $1 billion
of losses. 212 On September 17, 2008, just two days after Lehman
Brothers declared bankruptcy, the Federal Reserve loaned $85
billion to AIG through a two-year credit facility. The Federal
Reserve's exposure was subsequently restructured on Novem-
ber 10, 2008, after the Treasury used its TARP fund to purchase
$25 billion of the Federal Reserve's debt, reducing its debt to
$60 billion, and then once again on March 2, 2009, when the
Federal Reserve's exposure was reduced to about $33 billion
after the Treasury assumed more of the Federal Reserve's
debt.21 3 In addition, on November 23, 2008, the Federal Reserve,

209. SCOT, supra note 205. MMIFF expired on October 30, 2009. Federalreserve.gov,
Money Market Investor Funding Facility, http://www.federalreserve.gov/

monetarypolicy/mmiff.htm (last visited Feb. 11, 2010).

210. Although previously expected to expire on December 30, 2009, the period
for TALF loans extended against newly issued ABS and legacy CMBS was ex-
tended to March 31, 2010, and the period for TALF loans against newly issued
CMBS to June 30, 2010. Fed. Reserve Bank of N.Y., Term Asset-Backed Securities
Loan Facility: Frequently Asked Questions, http://www.newyorkfed.org/markets/
talf.faq.html (last visited Mar. 27, 2010).

211. The Federal Reserve has indicated that it anticipates purchasing $1.25 trillion of
agency mortgage-backed securities by the end of the first quarter of 2010. Press Re-
lease, Bd. of Governors of the Fed. Reserve Sys., FOMC statement (Dec. 17,2009), avail-

able at http://www.federalreserve.gov/newsevents/press/monetary/20091216a.htm. It is
unclear whether the Federal Reserve will continue to purchase GSE mortgage-backed

securities after this point.
212. As of September 2009, the Federal Reserve marked down this loan to $4 billion.

Henry Sender, Fed carrying losses from Bear portfolio, FIN. TIMES, Feb. 16,2010, at 8.

213. Press Release, Bd. of Governors of the Fed. Reserve Sys. & Dep't of the
Treasury, U.S. Treasury and Federal Reserve Announce Participation in AIG
Restructuring Plan (Mar. 2, 2009), available at http://www.federalreserve.gov/
newsevents/press/other/20090302a.htm; Press Release, Bd. of Governors of the
Fed. Reserve Sys. (Nov. 10, 2008), available at http://www.federalreserve.gov/
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in partnership with the Treasury and FDIC, guaranteed $306 bil-
lion of losses on a pool of Citigroup's bad assets, and on January

16, 2009, $118 billion on a pool of Bank of America's bad assets
(mostly accumulated in the acquisition of Merrill Lynch).214

These facilities and transactions had a significant impact on
the Federal Reserve's balance sheet as set forth below:

Table 1: Federal Reserve Balance Sheet: $2.0 trillion
(June 3, 2009) (billions of dollars) 215

Treasury securities 606,168 29% of total
(2006: 91% of $852B)

GSE securities 81,971

MBS securities 427,633 February 2010:
$970,327B

216

Discount Window 124,239 Including loans to
primary dealers

TAF 372,540

CPFF 142,635

Maiden Lanes (Bear/AIG) 72,560

Central Bank $ Swaps 175,712

Other Assets 85,772

Total 2,079,241

Total Federal Reserve assets have more than doubled to over
$2 trillion as compared with $852 billion in 2006. Although
Treasury securities were over 90% of Federal Reserve assets in
2006, they were only 29% in June 2009, reflecting the extraordi-

newsevents/press/other/20081110a.htm; Press Release, Bd. of Governors of the

Fed. Reserve Sys. (Sept. 16, 2008), available at http://www.federalreserve.gov/
newsevents/press/other/20080916a.htm.

214. Press Release, Bd. of Governors of the Fed. Reserve Sys. et al., Treasury, Fed-

eral Reserve, and the FDIC Provide Assistance to Bank of America (Jan. 16, 2009),
available at http://www.federalreserve.gov/newsevents/press/bcreg/20090116a.htm;

Press Release, Bd. of Governors of the Fed. Reserve Sys. et al., Joint Statement by
Treasury, Federal Reserve, and the FDIC on Citigroup (Nov. 23, 2008), available at

http://www.federalreserve.gov/newsevents/press/bcreg/20081123a.htm.

215. BD. OF GOVERNORS OF THE FED. RESERVE SYS., FEDERAL RESERVE STATISTCAL RE-

LEASE H.4.1 FACrORS AFFECTING RESERVE BALANCES OF DEPOSITORY INSITI'UTIONS

AND CONDMON STATEMENT OF FEDERAL RESERVE BANKS, JUNE 4,2009 (2009).

216. BD. OF GOVERNORS OF THE FED. RESERVE SYs., FEDERAL RESERVE STATISTICAL RE-

LEASE H.4.1 FACrORS AFFECTiNG RESERVE BALANCES OF DEPOSITORY INsTrrrrONS

AND CONDmON STATEMENT OF FEDERAL RESERVE BANKS, FEBRUARY 4,2010 (2010).
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nary funding of the financial system. Traditional loans by a
lender of last resort are adequately collateralized to prevent
moral hazard and to reduce risk to the central bank. However,
the adequacy of the collateralization of these positions (the
CPFF is entirely unsecured) is unclear due to the lack of trans-
parency on this issue.217 Needless to say, the potential risk to
the Federal Reserve from these positions is substantial.218

Given the expansion of the money supply, driven by lending
through the new programs, the Federal Reserve took steps to
limit the potential inflationary impact by selling Treasury bills
to the banking system as a whole to absorb the expanded li-
quidity. This policy faced increasing resistance because of in-
sufficient Treasury bills held on the Federal Reserve's books as
a percentage of total assets. This issue was addressed in two
ways. First, the Treasury, at the Federal Reserve's request, sold
special issues of Treasuries and deposited the proceeds with
the Federal Reserve, under the Supplementary Financing Pro-
gram.219 The issue of these Treasuries drained reserves from the
banking system; 220 in effect, the Treasury was selling Treasuries
not to raise revenue but as part of the conduct of monetary pol-
icy. As of June 3, 2009, the Supplementary Financing Account
of the Treasury was about $200 billion compared to Treasuries
of about $475 billion, indicating that the Treasury had become a
significant player in monetary policy.221 In addition, the Federal
Reserve began paying interest on bank reserves. It had acquired
the power to do so under the Financial Services Regulatory Re-
lief Act of 2006,222 originally to be effective beginning October 1,
2011. The Treasury had traditionally opposed granting this
power to the Federal Reserve as its use would decrease the size-

217. In March 2009, the Senate twice voted to require the Federal Reserve to release
more details of its lending program, induding collateral. Steven Sloan, With Senate
Demands, Fed's Role in jeopardy, AM. BANKER, Apr. 6,2009, at 1, 5.

218. See KENNETH N. KUTrNER, COMM. ON CAPITAL MKTS. REGULATION, THE FED-
ERAL RESERVE AS LENDER OF LAST RESORT DURING THE PANIC OF 2008, at 7-8 (2008).

219. Press Release, U.S. Dep't of the Treasury, Treasury Announces Supplemen-
tary Financing Program (Sept. 17, 2008), available at http://www.treas.gov/press/
releases/hp1144.htm.

220. Press Release, Fed. Reserve Bank of N.Y., Statement Regarding Supplemen-
tary Financing Program (Sept. 17, 2008), available at http://www.newyorkfed.org/

markets/statement_091708.html.

221. Glenn Hubbard, Hal Scott & John Thornton, Op-Ed., The Fed's independence is at
risk, FIN. TIMES, Aug. 21, 2009, at 9.

222. Pub. L. No. 109-351, §§ 201-203, 120 Stat. 1966, 1968-69 (2006).
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able contributions the remittance of Federal Reserve profits
makes to government revenue-about $46.1 billion in 2009. 223

The Emergency Economic Stabilization Act of 2008 had acceler-
ated the effective date to October 1, 2008.224 Again, however, the
Federal Reserve had to seek new authority from Congress to

conduct monetary policy, further jeopardizing its independence.

Much of the emergency Federal Reserve lending was based
on Section 13(3) of the Federal Reserve Act.22 This Section al-
lows the Federal Reserve in "unusual and exigent circum-

stances" to lend to "any individual, partnership or corpora-
tion," against "notes" that are "secured to the satisfaction of the

Federal Reserve Bank."226 This provision does not restrict who
can borrow or specify particular levels of collateral; instead,
judgment of the adequacy of collateral is left entirely to the
Federal Reserve. However, former Federal Reserve Chairman
Paul Volcker-as well as many members of Congress who are
dissatisfied with bailing out the banks -questioned the Federal
Reserve's authority to engage in much of the emergency lend-
ing. Former Chairman Volcker voiced his concerns to the Eco-

223. Press Release, Bd. of Governors of the Fed. Reserve Sys. (Jan. 9, 2009), avail-

able at http://www.federalreserve.gov/newsevents/press/other/20090109a.htm. A

new statistic is available at Press Release, Bd. of Governors of the Fed. Reserve

Sys. (Jan. 12, 2010), available at http://www.federalreserve.gov/newsevents/press/

other/20100112a.htm.

224. See Pub. L. No. 110-343, § 128, 122 Stat. 3765, 3796 (2008).

225. Id. § 129, 122 Stat. at 1396-97.

226. The full section, entitled, "Discounts for Individuals, Partnerships and Corpora-

tions," provides:

In unusual and exigent circumstances, the Board of Governors of the
Federal Reserve System, by the affirmative vote of not less than five

members, may authorize any Federal Reserve Bank, during such periods as

the said board may determine, at rates established in accordance with the

provisions of section 14, subdivision (d), of this Act, to discount for any
individual, partnership, or corporation, notes, drafts, and bills of exchange

when such notes, drafts, and bills of exchange are endorsed or otherwise

secured to the satisfaction of the Federal Reserve Bank: Provided, That

before discounting any such note, draft, or bill of exchange for an

individual, partnership, or corporation the Federal Reserve Bank shall

obtain evidence that such individual, partnership, or corporation is unable

to secure adequate credit accommodations from other banking institutions.

All such discounts for individuals, partnerships, or corporations shall be

subject to such limitations, restrictions, and regulations as the Board of
Governors of the Federal Reserve System may prescribe.

12 U.S.C. § 343 (2006).
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nomic Club of New York in April 2008 (even before the crea-
tion of many of the programs described above):

Simply stated, the bright new financial system-for all its
talented participants, for all its rich rewards-has failed the
test of the market place. To meet the challenge, the Federal
Reserve judged it necessary to take actions that extend to the
very edge of its lawful and implied powers, transcending
certain long embedded central banking principles and prac-
tices. The extension of lending directly to non-banking fi-
nancial institutions -while under the authority of nominally
"temporary" emergency powers-will surely be interpreted
as an implied promise of similar action in times of future
turmoil. What appears to be in substance a direct transfer of
mortgage and mortgage-backed securities of questionable
pedigree from an investment bank to the Federal Reserve
seems to test the time honored central bank mantra in time
of crisis-"lend freely at high rates against good collat-
eral" -to the point of no retuM. 227

Quite apart from the legal issue, the Federal Reserve's as-
sumption of credit risk by lending against insufficient collateral
may compromise its independence by making the Federal Re-
serve more dependent on the Treasury for support in carrying
out its core functions including the conduct of monetary policy
(see the example of the Supplemental Finance Facility dis-
cussed above), jeopardizing its ability of the Federal Reserve to
finance its own operations and thus increasing the need to look
for budgetary support from the government, tarnishing its im-
age and financial credibility in the event that the Federal Re-
serve ends up with minimal or negative capital, and making it
more subject to political pressures.

It is because of these concerns that the CCMR recommended

that any existing Federal Reserve loans to the private sector
that are uncollateralized or insufficiently collateralized should
be transferred in an orderly fashion to the balance sheet of the
federal government through asset purchases by the Treasury
from the Federal Reserve.228 The Federal Reserve cannot go bank-

227. Paul Volcker, Former Chairman, Fed. Reserve Sys., Speech at the Economic

Club of New York (Apr. 8,2008).

228. COMM. ON CAPrrAL MiKTs. REGULATION, RECOMMENDATIONS FOR REORGANIZ-

ING THE U.S. FINANCIAL REGULATORY STRUCTURE 4 (2009); see also KUTrNER, supra note

218, at 12; WILLEM BUrrER, CTR. FOR EcoN. PoL'Y RESEARCH, CAN CENTRAL BANKS GO

BROKE? 11 (2008).

No. 2]



Harvard Journal of Law & Public Policy

rupt because it can always discharge its liabilities by creating
money; however, any losses of the Federal Reserve are ultimately
losses for United States taxpayers. The Federal Reserve regularly
remits billions in profits to the Treasury,229 and without this reve-
nue, taxpayers would have to make further contributions to the
general revenue if spending cuts were not forthcoming.

With respect to requiring collateral for emergency loans, the
House bill would amend Section 13(3) to prevent the Federal
Reserve from extending credit based on low-quality assets. 230

Similarly, the Senate draft requires the Federal Reserve, in con-
sultation with the Secretary of the Treasury, to establish policies
to ensure that "the collateral for emergency loans is of sufficient
quality to protect taxpayers from loss." 231 The CCMR agrees
with Senator Dodd that taxpayers should be protected from loss
by requiring the Federal Reserve to make adequately collateral-
ized loans. Indeed, the Senate draft could be improved through
the addition of even stronger language requiring Section 13(3)
loans to be fully collateralized. However, the focus in both the
House bill and Senate draft on the "quality" of collateral re-
ceived is misplaced. For example, a junk bond with a par value
of one hundred might be adequate collateral if only valued at
twenty for such purpose.

The Treasury, House, and Senate approaches would also
place substantial procedural hurdles in the way of the Federal
Reserve's exercise of its lender-of-last-resort functions. The
Treasury White Paper recommends legislation to amend Sec-
tion 13(3) of the Federal Reserve Act to require the written ap-

229. Federal Reserve Act, 12 U.S.C. §§ 289-290 (2006); see also BD. OF GOVERNORS OF
THE FED. RESERVE SYS., 95TH ANNUAL REPORT 428-29 (2008) (noting recent remittances
to the Treasury, which induded approximately $18.1 billion in 2004, $21.5 billion in
2005, $29.1 billion in 2006, $34.6 billion in 2007, and $31.7 billion in 2008).

230. H.R. 4173, 111th Cong. § 1701 (2009) (amending the Federal Reserve Act by in-
serting § 13(c)(3)(A)-(D)). The bill defines "low quality assets" as

(A) [Assets] that would be classified as "substandard," "doubtful," or
"loss," or treated as "special mention" or "other transfer risk problems,"
in a [bank examination or in an internal classification system]. (B) An
asset in a nonaccrual status. (C) An asset on which principal or interest
payments are more than 30 days past due. (D) An asset whose terms have
been renegotiated or compromised due to the deteriorating financial
condition of the obligor unless such asset has been performing for at least
6 months since the renegotiation.

Id.

231. SENATE PROPOSAL, supra note 3, § 1151(6).
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proval of the Secretary of the Treasury for any extension of
credit under that Section.232 The House bill would amend Sec-
tion 13(3) so that extensions of credit would require a two-
thirds vote of the Financial Stability Oversight Council, written
consent of the Secretary of the Treasury, and certification by
the President that an emergency exists.233 In addition, the
House bill would prohibit the Federal Reserve from authoriz-
ing, and the Secretary of the Treasury from approving, any Sec-
tion 13(3) extension of credit without the belief that there is a
"99 percent likelihood that all funds disbursed or put at risk,"
together with "all interest due on any funds," will be repaid to
the Federal Reserve System. 2m The Senate draft would require
the Federal Reserve to obtain the approval of the Secretary of
the Treasury before establishing new liquidity facilities.235 To
the extent that the Federal Reserve is loaning against adequate
high quality collateral, these procedural safeguards are overkill
and unnecessarily limit the independence and flexibility of the
Fed to respond to crisis.

Finally, the House bill and Senate draft appropriately seek to
prevent the Fed from making bailout loans to single institu-
tions. Under the House bill, the Federal Reserve would only be
able to extend credit under Section 13(3) as "part of a broadly
available credit or other facility and may not authorize a Fed-
eral Reserve bank to discount notes, drafts, or bills of exchange
for only a single and specific individual, partnership, or corpo-
ration. ' 236 The Senate draft would amend Section 13(3) such
that extensions of credit thereunder would be available to "fi-
nancial market utilit[ies] that the Financial Stability Oversight
Council determines [are], or [are] likely to become, systemically
important, or any program or facility with broad-based eligibil-
ity." 237 The Senate draft would also require the Federal Reserve,
in consultation with the Secretary of the Treasury, to imple-
ment policies to ensure that emergency lending authority is

232. TREASURY WH=TE PAPER, supra note 2, at 16.

233. H.R. 4173 § 1701 (amending the Federal Reserve Act by inserting § 13(c)(1)).
234. Id. (amending the Federal Reserve Act by inserting § 13(c)(2)(A)-(B)).

235. SENATE PROPOSAL, supra note 3, § 1151(6).

236. H.R. 4173 § 1701 (amending the Federal Reserve Act by inserting § 13(c)(4)).

237. SENATE PROPOSAL, supra note 3, § 1151(2)-(5).
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used "for the purpose of providing liquidity to the financial
system, and not to aid a failing financial company." 238

In short, the Federal Reserve needs authority to lend in a cri-

sis to avoid systemic risk arising through the chain reaction of
financial institution failures that could result in a complete eco-
nomic collapse. On the other hand, the Federal Reserve's own

credibility and independence should not be jeopardized. These
objectives can be achieved by giving the Federal Reserve full
authority to lend against good collateral - a traditional power of
a central bank -while requiring the government to give support
where there is a bailout or good collateral is not available.

VI. REGULATORY REORGANIZATION

There are two key questions with respect to regulatory reor-

ganization that affect systemic risk: who should be responsible
for systemic risk regulation, and who should supervise various
financial institutions?

A. Regulation of Systemic Risk

Under the Treasury proposal, the Federal Reserve would gen-
erally keep all of its current regulatory powers and would be
granted additional authority to regulate all systemically impor-
tant payment, clearing, and settlement systems and activities.239

Additionally, Federal Reserve Discount Window access for pay-

ment, clearing, and settlements systems would exist for emer-
gency purposes, with systemically important systems "expected
to meet applicable standards for liquidity risk management."240

The House bill and Senate draft follow a similar approach,

generally preserving the Fed's existing regulatory powers and
increasing some as well. Under the House bill, the Federal Re-

serve, acting on behalf of the Financial Services Oversight Coun-
cil, is authorized to impose stricter prudential standards on any
firm if the Council deems it necessary after considering certain

criteria.241 Such additional standards include stress testing,242

238. Id. § 1151(6).

239. TREASURY WHrrE PAPER, supra note 2, at 51-52.

240. Id. at 54.
241. H.R. 4173 § 1104(b)(1).

242. Id. § 1104(g)(1).
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imposing and defining higher capital standards, 243 dismissing
executive officers and board members, 244 and restricting com-
pensation.245 Likewise, the Financial Stability Oversight Council

established in the Senate draft could require the Federal Re-

serve to impose stricter prudential standards on non-bank fi-
nancial firms the Oversight Council deems systemically signifi-

cant.246 Stricter prudential standards contemplated by the
Senate draft include more rigorous capital requirements, lever-

age limits, liquidity requirements, resolution plan and credit
exposure report requirements, and concentration limits, as well

as contingent capital requirements, enhanced public disclosure,
and overall risk management requirements. 247

Nonetheless, there are differences between the Oversight

Councils called for in the House bill and Senate draft. One
concern is that the Financial Stability Oversight Council cre-
ated by the Senate draft would give too little authority to

bank regulators. First, although a simple majority is the de-

fault rule for decisions made by the Council,248 some decisions
require a two-thirds majority. For example, two-thirds of the
Council is needed to determine that a liquidity event exists
such that the FDIC would be permitted to create a "widely
available program to guarantee obligations of solvent [banks

and bank holding companies] during times of severe eco-
nomic distress." 249 In addition, when the Federal Reserve de-
termines that a bank holding company with $50 billion or
more in assets poses a "grave threat to the financial stability

of the United States," a two-thirds majority of the Council is
required to approve a Federal Reserve decision to require that

bank holding company to terminate certain activities or sell
assets or off-balance-sheet items.250 These decisions should be
left to bank regulators alone. Moreover, unlike the House bill,

the Senate draft would not include the head of the National

Credit Union Administration on the Oversight Council, but it

243. Id. § 1104(a)(2)(A)(i), (a)(4), (e)(2)(A)(i).

244. Id. § 1104(e)(7)(B)(v)(Il).

245. Id. § 1104(e)(7)(D).

246. SENATE PROPOSAL, supra note 3, § 113.

247. Id. § 115(b)(1).

248. Id. § 111(0.

249. Id. §§ 1154(b), 1155(a).

250. Id. § 121(a).
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would include an independent member with insurance exper-
tise. Given the two-thirds majority voting requirements and
composition of the Council's membership-four of the nine
members of the Council would be the Chairman of the Bureau
of Consumer Financial Protection, the Chairman of the Securi-
ties and Exchange Commission, the Chairperson of the Com-
modity Futures Trading Commission, and the independent
member with insurance expertise251 

-non-bank regulators
could prevent the Council from acting properly on issues that
pertain mainly to banks.

Because the CCMR believes the Federal Reserve should
have an enhanced role in regulating systemic risk generally, it
has proposed that the Federal Reserve have exclusive control
over capital requirements for all financial institutions and mar-
gin requirements for clearing.252 This proposal differs from the
Administration's, which would leave capital requirements to
the multiple bank regulators and envisions the Federal Reserve
as only having overlapping authority with the SEC and CFTC
over clearing arrangements. 253 Similarly, a range of "prudential
regulators," in the case of the House bill, and "primary finan-
cial regulatory agencies," in the case of the Senate draft, are di-
rected to set capital requirements for banks, with the CFTC and
SEC doing so for non-banks.254 In both approaches to regula-
tory structure, regulatory power remains dispersed and frag-
mented .25 5 To its credit, however, the Senate draft would give

251. Id. § 111(b)(1).
252. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 204.
253. See TREASURY WHrrE PAPER, supra note 2, at 4.
254. H.R. 4173, 111th Cong. § 3107 (2009) (amending the Commodity Exchange Act

by inserting § 4s(d)), § 3204 (amending the Securities Exchange Act inserting § 15F(d));
SENATE PROPOSAL, supra note 3, § 717 (amending the Commodity Exchange Act by
inserting § 4s(e)(1)).

255. The Treasury, House, and Senate approaches all advocate the creation of a Con-
sumer Financial Protection Agency (CFPA) with broad and sweeping powers to regu-
late and enforce substantive standards for financial activities involving consumer fi-
nancial products or services. H.R. 4173 § 4201; SENATE PROPOSAL, supra note 3, § 1021;
TREASURY WHrE PAPER, supra note 2, at 57-58. The Treasury proposal places a greater
emphasis on control by a Board of Directors, whereas the House bill and Senate draft
concentrate greater authority in the agency's director. H.R. 4173, §§ 4201-4202; SENATE
PROPOSAL, supra note 3, § 1011(b); TREASURY WHITE PAPER, supra note 2, at 58. The
House bill also exempts small financial institutions (insured depository institutions
with total assets of $10 billion or less and all insured credit unions with total assets of
$1.5 billion or less) from CFPA examination and enforcement. H.R. 4173
§ 4203(a)(1)(B). The Senate draft, instead, vests the CFPA with the authority to exempt
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the Federal Reserve the authority to set margin and collateral
requirements, as well as capital requirements, for financial mar-
ket utilities, such as clearinghouses, that are designated systemi-
cally important by the Financial Stability Oversight Council.2 56

The CCMR did not recommend, as the Treasury does, the
creation of a systemic risk council (the Financial Services Over-
sight Council, in the House bill, or the Financial Stability Over-
sight Council, in the Senate draft) to monitor systemic risk,257

but it is unlikely that the CCMR would oppose this idea, as
long as the Council had no operational role. Here the CCMR
would agree with the Treasury (and Ben Bernanke, the Chair-
man of the Federal Reserve), 2 8 but not Sheila Bair, the Chair-
man of the FDIC, who favors the Council. 259 The CCMR would
also probably not object to the approaches in the House bill and
Senate draft, which would also create Oversight Councils that
do not have responsibility for day-to-day management of the
financial system.

Generally, regulatory agencies, trade groups other than those
representing the largest banks (like the American Bankers As-
sociation or Community Bankers Associations), and many in
Congress have opposed this systemic risk role for the Federal
Reserve. Regulators do not want to lose jurisdiction.260 Many

small institutions on a case-by-case basis. SENATE PROPOSAL, supra note 3, § 1022(b)(3).
The current Senate proposal would place the CFPA within the Federal Reserve. SEN-
ATE PROPOSAL, supra note 3, § 1105(a). This raises a number of important issues. How-
ever, the CFPA does not involve systemic risk regulation, and so is outside the scope
of this Artide.

256. SENATE PROPOSAL, supra note 3, § 805(c)(2), (5).

257. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 20.

258. Federal Reserve Perspectives on Financial Regulatory Proposals: Hearing Before the H.
Comm. on Fin. Servs., 111th Cong. 5-6 (2009) (statement of Ben S. Bemanke, Chairman,
Bd. of Governors of the Fed. Reserve Sys.); Regulatory Perspectives on the Obama Admini-
stration's Financial Regulatory Reform Proposals-Part Two: Hearing Before the H. Comm. on
Fin. Seros., 111th Cong. 10-12 (2009) (statement of Ben S. Bemanke, Chairman, Bd. of
Governors of the Fed. Reserve Sys.).

259. Establishing a Framework for Systemic Risk Regulation: Hearing Before the S. Comm.
on Banking, Hous. & Urban Affairs, 111th Cong. 4-6 (2009) (statement of Sheila Bair,
Chairman, Fed. Deposit Ins. Corp.).

260. See, e.g., Regulatory Perspectives on the Obama Administration's Financial Regu-
latory Reform Proposals-Part Two: Hearing Before the H. Comm. on Fin. Servs., 111th
Cong. 13-16 (2009) (statement of John E. Bowman, Acting Dir., Office of Thrift
Supervision); Press Release, Am. Bankers Ass'n, ABA Statement on Proposals to
Expand the Role of Federal Reserve (July 9, 2008), available at http://www.aba.com/
Press+Room/070908RoleFederalReserve.htm; Press Release, Sen. Jim Bunning, Bun-
ning Statement to the Senate Banking Committee on the Federal Reserve Monetary
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banks prefer their own choice of regulator (currently they can
choose to be regulated at the federal level by the Federal Re-
serve, the Office of the Comptroller of the Currency (OCC), or
the FDIC),261 and Congress is responding to its political advan-
tage by criticizing the Federal Reserve as the agency that gave
money to the "bad" banks.2 62

B. Supervisory Authority

The House bill basically leaves the fragmented regulatory
structure entirely in place.2 63 Fragmentation hinders the ability
to prevent systemic risk by permitting matters to fall through the
cracks and allowing regulatory arbitrage (institutions changing
their legal form to choose their preferred regulators). On the
other hand, the House bill preserves the Federal Reserve's cur-
rent supervisory authority over bank holding companies and
substantially expands its authority by giving the Federal Re-
serve supervisory authority over so-called Tier I financial ser-
vices holding companies, financial firms that are systemically
important. 264 This proposal was in line with the Treasury's
proposals and an option that the CCMR thought should be
considered.

265

The initial Senate draft released by Senator Dodd in Novem-
ber took a very different approach, creating a new Financial
Institutions Regulatory Administration (FIRA) as an independ-
ent consolidated banking supervisor. This agency would have
taken over the powers of the Federal Reserve with respect to
the supervision of bank holding companies and member banks,
the OCC with respect to national banks, the Office of Thrift Su-

Policy Report (July 15, 2008), available at http://bunning.senate.gov/public/
index.cfm?FuseAction=NewsCenter.NewsReleases&ContentRecord id=2753fd62-
c45e-4a40-5ca8-66fa83d52a00&Region id=&Issueid=.

261. For a discussion of the options banks have when selecting their regulatory
structure, see Am. Bankers Ass'n, Charter Choice, Dual Banking & Business Flexibility,
http://www.aba.com/Issues/issuesCharterChoice.htm (last visited Feb. 26,2010).

262. See Anne Flaherty, House Pushes for Sweeping Audit of the Fed, ASSOCIATED PRESS,

Sep. 25,2009.
263. There is one minor consolidation. Under the House bill all Office of Thrift Su-

pervision powers will be transferred to either the OCC or the FDIC after first consult-
ing with each other. H.R. 4173, 111th Cong. § 1208 (2009). The House bill also estab-
lishes a Division of Thrift Supervision within the OCC with a thrift charter continuing
to exist. Id. § 1202(b)(1) (amending the Home Owners' Loan Act by replacing § 3(a)).

264. TREASURY WHITE PAPER, supra note 2, at 22.
265. CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 203-05.
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pervision (OTS) with respect to federal thrifts, and the FDIC
with respect to nonmember banks.266 FIRA would have been
the supervisor of any branch, agency, representative office, or
commercial lending company of a foreign bank. The Federal Re-
serve was to be left with monetary policy and the role of lender
of last resort, while the FDIC was to be left with the deposit in-
surance fund.267 This approach had the virtue of addressing frag-
mentation in a significant way. The more recently released Senate
draft authored by Senator Dodd represents a step backward,
however. The new draft would essentially reallocate banking su-
pervision among the existing hodgepodge of bank regulators. 268

In terms of the Federal Reserve's supervisory authority, the
current Senate draft would give the Federal Reserve supervi-
sory authority over banks with more than $50 billion in as-
sets. 269 Because it is implausible to suppose that all such banks

are systemically significant, this approach has the advantage of
avoiding the implication that all firms supervised by the Fed-
eral Reserve can rely on bailouts. 70 On the other hand, the cur-
rent Senate draft also gives the Federal Reserve supervisory au-
thority over any firm that the Financial Services Oversight
Council, by a two-thirds vote, deems systemically important.271

This approach would create an unfair funding advantage for
some firms. For instance, a hedge fund regulated by the Federal
Reserve (and thus more likely to be bailed out) will likely be able
to borrow more cheaply than an unregulated hedge fund.

The CCMR has proposed that a new U.S. Financial Services

Authority (USFSA), modeled on the U.K.'s Financial Services
Authority (FSA), be created to regulate in areas not considered
to be systemically important. The CCMR also thought that it
was a serious option to charge the USFSA with the supervision
of all financial institutions (as compared to the option of letting
the Federal Reserve supervise systemically important ones).272

The consolidated option is better because it avoids the thorny

266. STAFF OF S. COMM. ON BANKING, Hous. & URBAN AFFAIRS, 111TH CONG.,

RESTORING AMERICAN FINANCIAL STABILITY ACT OF 2009 §§ 311,322,331 (2009).

267. Id. § 322.

268. SENATE PROPOSAL, supra note 3, § 312.

269. Id. § 312(b)(1)(A).

270. One drawback of this approach, however, is that it could encourage banks to
manage their asset levels just below the $50 billion threshold.

271. SENATE PROPOSAL, supra note 3, § 113(a)(1).

272. See CCMR PLAN FOR REGULATORY REFORM, supra note 1, at 203-05.
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problem of identifying, initially and over time, systemically
important institutions. As suggested in the previous para-
graph, it also avoids the moral hazard problems and unfair
cost-of-funds advantages that exist when certain firms are
branded "systemically important." Of course, this problem
would be much less significant if investors and counterparties
to systemically important failing and failed institutions experi-
enced the same losses as those with relationships with less im-
portant institutions, a recommendation discussed above.273 This
USFSA supervisory proposal has the additional advantage of
keeping the Federal Reserve focused on monetary policy and
regulation of systemic risk. While the Federal Reserve and the
Treasury have argued for a supervisory role on the grounds
that they need to supervise institutions to which they may have
to lend,274 this goal could be accomplished by giving the Fed-
eral Reserve the right to obtain all supervisory information ob-
tained by the USFSA and the power to design examinations of
large institutions to the required extent for improvements.

C. International Developments

One must note, however, that two major markets are moving
in the opposite direction. The new Merkel coalition govern-
ment in Germany has indicated that it will transfer the bank
supervisory powers of BaFin to the Bundesbank,275 and a simi-
lar plan has been put forward for dismantling the supervisory
power of the U.K. FSA by the opposition party, the Tories, who
currently hold a substantial lead over Labour in the polls. 276

Both of these recommendations seem largely motivated by the
advantages politicians can acquire by blaming those in charge
during the crisis for the supervisory failures. This blame shift-
ing has a particularly ironic twist in the United Kingdom be-

273. See supra Part IV.
274. See, e.g., Brian F. Madigan, Dir., Div. of Monetary Affairs, Bd. of Governors

of the Fed. Reserve Sys., Remarks at the Federal Reserve Bank of Kansas City's
Annual Economic Symposium: Bagehot's Dictum in Practice: Formulating and
Implementing Policies to Combat the Financial Crisis (Aug. 21, 2009), available at
http://www.federalreserve.gov/newsevents/speech/madigan2009O821a.htm.

275. Beate Preuschoff & Andrea Thomas, Bigger Role Eyed for Bundesbank, WALL ST.
J., Oct. 9,2009, at A26.

276. Alistair MacDonald & Laurence Norman, Tory Plan Would Nix U.K. Market
Regulator, WALL ST. J., July 20, 2009, at C4. The next election must be held on or before

June 3, 2010. Id.
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cause the FSA itself was born out of the supervisory failures of
the Bank of England, Barings, and BCCI, as well as the election
of the new Labour Blair government in 1997.277 These develop-
ments do not have any bearing on the desirability of creating a
United States FSA.

CONCLUSION

Many seem to believe regulatory reform has been stalled be-
cause of the stabilization of the financial system and what appears
to be the beginning of an economic recovery. I think they are
right, but I do not think this stalling is necessarily a bad thing.

All of the possible reforms can do little to deal with the crisis
or insure a faster economic recovery; they are forward-looking.
One can argue that the salience of future reform will diminish
as we distance ourselves from the crisis, but I doubt it. The eco-
nomic crisis severely affected the American people with unfor-
gettable consequences. The Administration and Congress will
be at political risk unless they can convincingly claim that they
have taken measures to avoid or at least greatly decrease the
chances of repeating such crises.

Nonetheless, at the moment, there is an increased risk of in-
action. The bipartisan approach reflected in the negotiations
between Senators Dodd and Shelby fell apart. On March 22, the
Senate Banking Committee voted along party lines to approve
Senator Dodd's "Manager's Amendment" and reported the
Dodd draft to the Senate floor.278 The politicization of the proc-
ess may result in no legislation at all. Such an outcome would
be very undesirable. The financial system needs new rules and
we need to avoid the continued uncertainty produced by need-
less delays and squabbles.

Unfortunately the main point of contention between the two
political parties is the creation of a new consumer regulator.
While important, consumer protection was not the central issue
of the financial crisis-systemic risk was. We should not allow
disagreement on consumer protection to block reforms needed
to decrease systemic risk. In any event, a reasonable resolution

277. See ScoTr, supra note 8, at 759; Hal S. Scott, Supervision of International Bank-
ing Post-BCCI, 8 GA. ST. U. L. REV. 487 (1992); Fin. Serv. Auth., History, http:/
www.fsa.gov.uk/Pages/About/Who/History/index.shtm (last visited on Feb. 26,2010).

278. Sewell Chan, Bank Panel Clears Bill on Overhaul, N.Y. TMES, Mar. 23,2010, at B2.
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of the consumer protection issue should be found. The second

major dividing point is the possibility of future bailouts. Many

Senators (including some Democrats) want to say that we will

never again need to "bail out" financial institutions. But this po-

sition is irresponsible as long as interconnectedness can lead to a

chain reaction of financial institution failures. Using the congres-

sional jargon, we must be able to put "foam on the runway." The
Dodd draft and House bill provide for this protection, as they

must. What we need to do is to minimize the need for foam
through better regulation and insist that losses be fully imposed

on holders of equity and unsecured debt, as well as counterpar-

ties, before public funds are used. The counterparties are the
crux of the interconnectedness problem, and while counterpar-
ties are connected, many have controlled exposures and collat-

eral sufficient to avoid chain reaction effects. We should do eve-
rything we can to increase the use of these safeguards.
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INTRODUCTION

When diagnosing the financial crisis one should take care in
framing the terms of discourse. Ever since the signs of eco-
nomic collapse began appearing, it has been commonplace for
pundits as well as the general public to call the fiscal meltdown a
"crisis," a term that conveniently carries no ascription of moral

disapprobation. Yet after one has reckoned the extensive list of
both personal and corporate malfeasances that have played a
significant role in precipitating the financial turmoil and paid
heed to the underlying moral-cultural factors accompanying
the wrongdoing, a more apt description would be "scandal," a
term that implies some degree of moral-cultural failure.

This is not idle quibbling over terminology. Most people would
agree that it is of critical importance whether an economic down-
turn is branded a "recession" or a "depression." There are signifi-
cant political consequences of using one term or the other. Simi-
larly, it matters whether we characterize the global financial
imbroglio in amoral (scientific) or moral (human-oriented) terms.
It matters whether we approach the crisis with the attitude that
we can understand it simply by looking at economists' equations
and statistical analyses, annexed to business managers' techno-
cratic jargon, or, instead, we decide that by looking beyond these
mental models to the broader realm of moral and intellectual cul-
ture we can achieve a more satisfactory understanding.

Looking at the financial scandal from a moral-cultural frame
of reference reveals a moral-cultural malaise, and it matters
how we respond to this condition.1 Do we acquiesce to legisla-

1. These assertions, admittedly, are controversial. To those who insist on de-
scribing the financial crisis in purely functionalist and scientific terms they may
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tors' attempts to promulgate new laws and regulations? This
response is common, but it ultimately cedes responsibility for
solving the dysfunctions behind the crisis to legal authorities.
This Article argues that this approach is inadequate. We would
do better to act as if the crumbling of the current economic edi-
fice is a massive chastening, with a call for deepened moral re-
flection and reform. We ultimately have no one but ourselves
to blame for this economic collapse, and there is no one else to
whom we can look to chart a new course to prosperity.2

The use of the amoral word "crisis" to characterize the melt-
down likely flows from an ingrained habit of viewing the
world of business in general, and financial markets in particu-
lar, as if they operated according to the same kind of mechanis-
tic, determined, and repeatable behavior, like the chemical re-
actions that scientists study in the laboratory. Those disposed
to explain market phenomena with a positivist mindset, who
see the business of business as business, in some cases reduce
both the symptoms of and the cure for today's credit malaise to
mathematical equations. 3 Sometimes they diagnose the prob-
lem in squarely scientific, even medical terms, 4 as evidenced by

appear absurd. There is no conclusive argument to support the basic contention
that a broader mindset offers greater insight into both understanding the phe-
nomenon and developing practical responses that are likely to enhance business
success in the broad sense. It is likely that other attempts at analyzing, and pro-
posing solutions to, the financial crisis are even less satisfactory.

2. Although written in the midst of the rise of totalitarian regimes posing a
threat to free institutions, the following words sound equally germane to the pre-
sent global financial crisis: "We are ready to accept almost any explanation of the
present crisis of our civilization except one: that the present state of the world
may be the result of genuine error on our own part and that the pursuit of some of
our most cherished ideals has apparently produced results utterly different from
those which we expected." F.A. HAYEK, THE ROAD To SERFDOM: TEXTS AND
DOCUMENTS, 65-66 (Bruce Caldwell ed., Univ. of Chi. Press 2007) (1944).

3. Dependence modeling with the use of copula functions is commonly used in
financial risk assessment and actuarial analysis-for instance, in the pricing of
collateralized debt obligations (CDOs). A methodology of applying the Gaussian
copula to credit derivatives, as formulated by David X. Li, has been cited among
factors contributing to the financial crisis. See Felix Salmon, A Formula for Disaster,
WIRED, Mar. 2009, at 74, 74-75.

4. For instance, consider the term "global contagion." In the context of economic
analysis, the word "contagion" expresses the effect of financial calamities spread-
ing from one institution to another. For example, a run on a bank can expand
from a few banks to many others. Similarly, a financial crisis can spread from one
country to another, as in the case of currency crises, sovereign defaults, or stock
market crashes advancing across borders. Another example of medical jargon is
"transfusion." In an online commentary, Boston University's School of Manage-
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the quick $700 billion and $2.3 trillion prescriptions of govern-
ment leaders in the United States and Europe respectively. 5 In
line with such viewpoints, we have heard many talk of how the
economic meltdown was precipitated by a falling. real estate
market, the product of recurring bubbles that appear every ten
or twenty years.6 According to this account, fundamental dy-
namics in housing and property markets lead to speculative

bubbles that inevitably bring financial systems down with
them-no matter what kinds of systems they are-because fi-
nancial systems are heavily involved in mortgage lending. Even
those systems that do not have substantial securitization and are
not dominated by private banks are susceptible to those trends.7

But using the reductive mathematical and scientific explanations
of some economists and business theorists to account for the
present financial crisis may turn out to be as serious a delusion
as the false belief peddled by the current administration that
government bailouts, coupled with the geyser of regulations that
has been gushing from congressional committees, can fix it.

This Article argues that, although it is necessary to ground
any meaningful discussion of the financial crisis in the received
views of economists, business managers, and legal experts, gain-
ing a deeper understanding of the current financial predicament
requires that one advance beyond the mental models upon
which such viewpoints are based and adopt the perspective of a
moral-cultural mental model (MCMM) as well. Indeed, such a
vantage point is essential for discerning the lessons for enlight-

ened business leadership going forward. From an MCMM point
of view, several causes of the present economic crisis, particu-

ment Dean Louis Lataif stated that "[tihe public is beginning to see bailouts as

'transfusions,' rather than a dosing of the wound, and is losing patience with them."
Posting of Louis Lataif to The Great Debate, http://blogs.reuters.com/great-debate/
(Mar. 23,2009, 14:26 EDT).

5. See Editorial, Making it worse; Government should stop using credit card to post-

pone financial day of reckoning, COLUMBUS DISPATCH, Oct. 16, 2008, at 8A; Angela
Charlton & Emma Vandore, Europe puts more on the line for banks than US, USATO-

DAY.COM, Oct. 13, 2008, http://www.usatoday.com/money/economy/2008-10-13-

2102616413_x.htm.

6. Richard Herring & Susan Wachter, Bubbles in Real Estate Markets (Zell/Lurie
Real Estate Ctr., Working Paper No. 402, 2002), available at http://realestate.
wharton.upenn.edu/newsletter/bubbles.pdf; Knowledge@Wharton, Hope, Greed

and Fear: The Psychology behind the Financial Crisis, http://knowledge.
wharton.upenn.edu/article.cfm?articleid=2204 (last visited Jan. 19, 2010).

7. Herring & Wachter, supra note 6.
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larly financial innovation and complexity, excessive executive

compensation, and neglect of moral hazard, are seen to be

rooted in deep-seated moral-cultural tendencies. Most notable

among these are technocratic and dehumanized economic think-

ing, egoistic individualism, greed, short-termism, rejection of

objective moral values, and a highly speculative culture.

These underlying moral-cultural trends cannot be resisted or

reversed simply by increased law and regulation. Instead, they

must be addressed by more nuanced ethical thinking and collec-

tive activity grounded in virtue, regard for the common good,

and respect for the long-term preservation of market ecology, as

well as by paying greater attention to the cultivation of intangi-

ble capital assets such as reputational and social capital. Our

thinking needs to be more sensitive to the complexity of the rela-

tionship between ethics and economics and more attuned to the

importance of trust, truth, and transparency. We must also es-

tablish localized and spontaneous social structures that are bet-

ter equipped to foster such elements in business conduct than

stepped-up regulation ever could.

Part I presents a brief account of the emergence of the financial

crisis, drawing upon the received views of leading economists,

businesspersons, and legal experts. Part II first offers a critical

exegesis of the three chief conceptual models that have framed

these received reactions to the calamity: the paradigms of

economics, business management, and legal regulation. Second, it

argues that in light of the limitations of these three mental models,

an alternative moral mental model is of particular importance.

Third, it distinguishes a natural law oriented moral framework,

based on virtue, dignity, and the common good, from mainstream

"business ethics" frameworks. Current business ethics models are

deficient for these reasons. First, they tend to be based on the idea

that if it is not illegal, it is acceptable. Second, they fail to seriously

engage moral right and wrong because of their immersion in

moral relativism. Third, they are dominated by window dressing,

political-correctness, and anti-business agendas. Part Ill identifies

the existence of a moral-cultural malaise lurking beneath the

financial crisis. This general condition is characterized by a post-

modem moral relativism and rejection of traditional values (both

economic and moral), a rise in speculative culture, and egoistic

individualism. Moral reform focused on virtue, dignity, and the

common good, rather than legal regulation, is the appropriate

response to these factors. Part IV introduces the concept of

No. 21
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"market ecology," and relates it to the idea of the common good. I
highlight a number of key moral malfeasances connected to the
financial crisis to illustrate the harm such practices inflict on the
ecology of the market so conceived. This Article concludes that,
instead of looking only to the adoption of new legal regulations,
visionary corporate governance ought to take greater cognizance
of cultivating virtuous, dignity-respecting behavior directed at the
common good, which will create favorable background moral
conditions for sustaining the ecology of the market.

I. RECEIVED VIEW OF THE FINANCIAL CRISIS

Looking at the economic crisis prompts some important
questions: What happened? Why did it happen? What sorts of
regulatory responses are called for? This Part will provide a
brief sketch of widely recognized responses to these questions
and will proceed in the terms of the conventional discourse of
economists and legal experts.

We live in a world of mental models.' To oversimplify for the
sake of illustration, we could say that the mental model of the
economist inclines him to look for mathematical formulas. Simi-
larly, the mental model of the business management theorist leads
him to seek causal scientific explanations. The mental model of
the legal expert inclines him to suggest new laws and policies to
"fix" the problem at hand. We have heard a lot of discussion
about the financial crisis from each of these respective models.
This Part will briefly summarize the distinctive ways in which
these mental models have framed the financial crisis.9

8. See William B. Rouse & Nancy M. Morris, On Looking Into the Black Box: Pros-
pects and Limits in the Search for Mental Models, 100 PSYCHOL. BULL. 349, 349-63
(1986); Patricia H. Werhane, Exporting Mental Models: Global Capitalism in the 21st
Century, 10 BUS. ETHICS Q. 353, 354 (2000).

9. Of course, many other mental models exist and represent important perspec-
tives from which to address the financial crisis. For instance, the mental model of the
politician looks for the most expeditious way of getting through public matters.
Consider the account of Federal Reserve Chairman Ben Bemanke (both an econo-
mist and a politician) in February, 2008: "I expect there will be some failures," but
"[almong the largest banks, ratios are solid." Fed Chairman: Some Small US Banks May
Go Under, CNBC, Feb. 28, 2008, http://www.cnbc.com/id/23390252/. Seven months
later, in a dramatic meeting in September, 2008, Bernanke, along with Treasury Sec-
retary Henry Paulson, met with key legislators. In Bernanke's alarming words, "[i]f
we don't do this, we may not have an economy on Monday." Joe Nocera, 36 Hours of
Alarm and Action as Crisis Spiraled, N.Y. TIMES, Oct. 2, 2008, at Al. The purpose of
this depiction was political expediency-to pressure Congress into approving a $700
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A. What Happened and Why?

Leading economists and business writers have asserted that

the recent financial meltdown represents the most severe eco-
nomic downturn since the Great Depression." The crisis has had

global consequences: collapses of major businesses, sizeable re-

ductions in personal wealth, extensive financial commitments
taken on by governments, and a substantial downturn in eco-
nomic activity. Economists and business experts have offered an

array of explanations concerning the origins of the crisis.

For many economists, the proximate trigger of the financial
turmoil was when the United States housing bubble popped after

reaching its apex in 2005 and 2006. Soon after the bubble burst, the
default rates on subprime and adjustable rate mortgages began to

mount. Enlargements of loan incentives, particularly favorable
initial terms, and a long history of rising housing prices had

prompted borrowers to take on burdensome mortgages in the
hope that they could readily refinance at more affordable rates.
Yet when interest rates started rising and housing prices began
dropping across the United States during 2006 and 2007, refinanc-
ing proved harder. Defaults, followed by foreclosure actions, in-

creased appreciably as comfortable initial terms ended, house

billion emergency bailout. The rhetoric worked. Within a month, on October 3, 2008,
the Emergency Economic Stabilization Act created the Troubled Asset Relief Pro-
gram (TARP). Pub. L. No. 110-343, 122 Stat. 3765 (2008).

The fatal limitation of the politician's mental model is that it is ill-equipped to
capture any sense of the common good. Narrow special interests are stronger and
more vocal, and there is a paralyzing lack of consensus regarding national priori-
ties. Politicians normally operate on a confrontational basis, as reflected in the
opposition of labor versus management, business versus government, and envi-
ron-mentalism versus economic growth. Political rhetoric is characteristically
framed in terms of "battles" and "wins or loses," as if a win for one group is al-
ways a loss for another. Special interest groups, such as the American Medical
Association, the National Rifle Association, the National Education Association,
feminists, pro-choice groups, and pro-life groups, gather to push for their narrow
objectives. The problem, then, in the context of the financial crisis, is that the dis-
course of contemporary politicians based on expediency and confrontation tends
to foster poor communication, distrust, and cynicism at a time when listening,
cooperation, and compromise would be more conducive to moral leadership.

10. See, e.g., Eugene A. Ludwig, Act 3 of Crisis Is Over. Get Set for Act 4, AM.
BANKER, Dec. 18, 2009, at 9; Robert J. Samuelson, Economists undone by their igno-
rance of history, TORONTO STAR, July 15, 2009, at A19.
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values did not increase as expected, and rates on adjustable rate
mortgages were recalibrated at higher rates.1

Before the crisis, substantial sums of money had been pour-
ing into the United States from rapidly growing foreign
economies. The heavy influx of funds, coupled with low rates
of interest in the United States from 2002 to 2004, tended to
ease credit conditions. The easing of credit, in turn, led to the
inflation of housing bubbles and credit bubbles alike. Because
of the ease with which a variety of loans could be obtained, es-
pecially those for automobiles, mortgages, and credit cards,
consumers built up an unparalleled debt burden. 2 The magni-
tude of mortgage-backed securities, which acquire their value
from mortgage payments and home prices, also intensified.
These forms of financial innovation permitted investors and
institutions across the globe to invest in the United States hous-
ing market. When housing prices fell, large global financial in-
stitutions that had borrowed and invested heavily in subprime
mortgage-backed securities started reporting major losses.' 3 In
addition, declining prices caused houses to become valued be-
low the amount of their mortgage loans. Owners then had a
financial incentive to abandon the houses, leading to foreclo-
sures. The rash of foreclosures that began in the United States
at the end of 2006 depleted consumer wealth and abraded the
power of financial institutions. In addition, defaults and losses
on other types of loans escalated as the upheaval spread from
the housing market to other sectors of the economy. 4

As the credit and housing bubbles grew, a dynamic took hold
whereby the financial system was expanding while simultane-
ously becoming more and more fragile. In the main, policymakers
did not perceive the significant role of the financial institutions
that made up the so-called shadow banking system, especially
hedge funds and investment banks.' In the eyes of some experts,
such institutions became as significant as retail depository banks

11. See Kevin G. Hall, Not another real-estate crisis: Commercial mortgages next?,
MCCLATCHY, Apr. 30, 2009.

12. The intersection of Main and Wall, GLOBE & MAIL (Canada), Oct. 1, 2008, at A20.
13. See Nick Onnembo, U.S. financial system: Can it collapse?, TELEGRAM & GA-

ZETTE (Mass.), June 13, 2008, at 8.

14. See William Poole, Causes and Consequences of the Financial Crisis of 2007-2008,
33 HARV. J.L. & PUB. POL'Y 422, 426 (2010).

15. PAUL KRUGMAN, THE RETURN OF DEPRESSION ECONOMICS 158 (2009).
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in supplying credit for the United States economy.16 Not only

were such institutions exempt from the regulations that applied to

depository banks, but, together with some regulated banks, they
had taken on substantial debt loads while making loans. Yet they

lacked financial cushions adequate to withstand large loan de-
faults or mortgage-backed securities losses. Such losses damp-
ened the capacity of financial bodies to extend loans, which con-

sequently tended to slow economic activity.17  Doubts
surrounding the solidity of key financial organizations led central

banks to extend funds to stimulate lending and shore up confi-
dence in commercial paper markets, which are vital to supporting

business operations. The government has intervened to bail out
major financial establishments and has rolled out economic stimu-
lus initiatives, taking on enormous financial obligations ranging
from asset purchases, guarantees, and loans, to direct spending.18

B. What Regulatory Responses Are Called For?

Beyond the government bailouts, and in line with the picture

of the crisis presented by leading economists, influential legal
experts have proposed a wide array of market-based and regu-
latory solutions, a number of which have either been put into
action or are still being contemplated. What follows is a short,

non-exhaustive summary of the regulatory proposals.

Generally, the regulatory proposals have been aimed at reduc-
ing the impact of the current crisis and preventing recurrences.
The proposals have targeted a host of issues, including executive

pay, financial cushions, consumer protection, the regulation of de-

rivatives and the so-called shadow banking system, and the power

of the Federal Reserve to wind-down systemically significant fi-
nancial institutions. In particular, some of the more prominent
regulatory proposals have included allowing debt-for-equity

swaps to reduce mortgage balances for struggling homeowners, 19

requiring minimum down payments together with income verifi-

16. Kenneth Howe, A year on, and Lehman fallout still being felt around the world, S.
CHINA MORNING POST, Sept. 14, 2009, at 1.

17. Alan Greenspan, We need a better cushion against risk, FIN. TIMES, Mar. 27,
2009, at 11.

18. Rick Newman, The Private Sector Gets Another Chance, U.S.NEWS.COM, Nov. 2,
2009, http://www.usnews.com/money/blogs/flowchart/2009/11/02/the-private-sector-
gets-another-chance.

19. Tom Petruno, Mortgage Forgiveness May Be Next, L.A. TIMES, June 27, 2009, at B1.
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cation to inhibit the proliferation of "liar loans,"2 0 nationalizing
major banks, 21 establishing rules to insulate investors and financial
institutions from systemic risk,22 imposing constraints on executive
compensation so as to reward long-term performance rather than
excessive risk-taking,23 regulating institutions that "act like banks"
in ways similar to how banks are regulated,24 breaking up financial
institutions that are "too big to fail" to mitigate systemic risk,25 re-
turning to the separation of retail depository banking and invest-
ment banking established by the Glass-Steagall Act of 1933,26 es-
tablishing resolution or wind-down procedures to sort out
liabilities of failed investment banks and hedge funds, 27 requiring
banks to maintain a stronger capital cushion with graduated regu-
latory capital requirements,28 and requiring that standardized de-
rivative contracts be traded on regulated exchanges.29

C. Taking Another Perspective, and Posing a Further Question

A vital question remains. It is a question that economists,
management theorists, and legal experts are not well suited to
tackle. This intractable question is: What are the implications of
the crisis for business leadership? For reasons laid out in the
next Part, addressing this question requires us to probe deeper
than the received views of economists and legal authorities by

20. See Irwin Stelzer, Weak Housing Threatens to Slow Economy, SUN. TIMES (Lon-
don), Mar. 25, 2007, at B4.

21. Peter S. Goodman, Taking the pulse of an America that has always Felt Lucky:
Populist anger amid crisis may sharpen appetite for more regulatory oversight, INT'L
HERALD TRIB., Sept. 21, 2009, at 18.

22. Vikram Khanna, Sub-prime: six lessons, and counting, Bus. TIMES SING.,
Mar. 7, 2008.

23. Andrea Fuller, House Backs Limits on Pay To Executives, N.Y. TIMES, Aug. 1,
2009, at B1.

24. Richard Northedge, Make banking boring to avoid boom and bust, INDEP. ON
SUNDAY (London), Mar. 15, 2009, at 82; see also, KRUGMAN, supra note 15, at 163.

25. Irwin Stelzer, If a bank is too big to fail, it must be broken up: None of the planned
banking reforms protects the financial system, DAILY TELEGRAPH (London), July 29,
2009, at 19.

26. David Prosser, The question Obama can't quite face, INDEP. (London), Sept. 15,
2009, at 34.

27. David Ignatius, Editorial, The View From the Eye of the Storm, WASH. POST,
July 18, 2008, at A17.

28. Boyd Erman, Europe, U.S. at odds over bank capital ratios; Split emerges over how
much more is needed; European banks could be less competitive, GLOBE & MAIL (Can-
ada), Sept. 24, 2009, at B4.

29. See Reforming America's financial system, INT'L HERALD TRIB., Sept. 15, 2009, at 6.
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adopting the MCMM. First, however, this Article provides a
critical exegesis of prevailing mental models of economists,

management theorists, and legal experts.30

II. CRITICAL EXEGESIS OF MENTAL MODELS

Mental models provide the conceptual lenses through which
we see the world.31 Accordingly, depending on how they are
put to use, such lenses serve either to clarify or to distort our
view. The mental models of economics, business management,
and law have equipped us with knowledge to comprehend and
to manage, albeit in an imperfect and limited way, complex

financial systems and institutions. But are they adequate? Have
they warped our vision in some important way?

A. Mental Model of the Economist

Although economists have the most to say about the causes
of the financial crisis, they have been squarely faulted for the

inability of their econometric models to predict the crisis.32 The

30. Of course, not all economists, management theorists, and legal experts oper-
ate with the mental models herein diagnosed.

31. See THOMAS S. KUHN, THE STRUCTURE OF SCIENTIFIC REVOLUTIONS 175 (2d ed.

1970). Professor Kuhn uses the term "paradigm" to explain how fields of knowledge
are based upon shared systems of belief that are defined by a common vocabulary
and a set of accepted problems and agreed-upon solutions. Thus, on the one hand, a
paradigm defines a community of belief; on the other hand, communities of belief
do not exist but for the shared beliefs, acknowledged problems, and recognized
solutions that constitute a paradigm. Although Professor Kuhn's book was aimed at
the history of changes in the physical or "hard" sciences, John Kenneth Galbraith
articulated a similar idea that is closer to the context of the present discussion: "The
first requirement for an understanding of contemporary economic and social life is a
clear view of the relation between events and the ideas which interpret them." JOHN
KENNETH GALBRAITH, THE AFFLUENT SOCIETY 6 (4th ed. 1984).

32. Interestingly, Wilhelm Ropke makes a similar observation: "A few months
before the beginning of the greatest economic crisis in history, in the spring of
1929, the most distinguished American economists were talking about the happily
secure equilibrium of an economy running in top gear." WILHELM ROPKE, A HU-
MANE ECONOMY 250-51 (1960). One magazine article stated that economist
Nouriel Roubini had presaged the economic downturn as far back as September
of 2006, but added that the field of economics is not well equipped to foretell a
recession. Stephen Mihm, Dr. Doom, N.Y. TIMES, Aug. 17, 2008 (Magazine), at 26;
see also, Emma Brockes, He Told Us So, GUARDIAN (London), Jan. 24, 2009, at 24.
For other accounts of experts providing signals of an impending crisis, see Reces-
sion in America, ECONOMIST, Nov. 17, 2007, at 385, and Kabir Chibber, Goldman Sees
Subprime Cutting $2 Trillion in Lending, BLOOMBERG, Nov. 16, 2007, http://
www.bloomberg.com/apps/news?pid--newsarchive&sid=aXHulkIznCr/.
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economics profession has also been criticized on the ground
that the financial modeling it has used since the mid-1990s may
have led a substantial number of banks and financial institu-
tions to commit improprieties. 33

Whatever the merits of such accusations, the key explanatory
limitation of the economist's mental model is this: Economics is
becoming so excessively mathematical that its human element is
being ecipsed.34 Yet the human dimension is precisely where we
must look to achieve moral and cultural reform. In the wake of
the financial crisis, the mental model of the economist, when di-
rected toward the world of business, is deficient to the extent that
it overlooks the fundamental complexity of human nature that is
at the core of economics and business, properly understood.35

In a trend that originated during the time of John Maynard
Keynes, ordinary economic theorizing has gradually become
oriented towards mathematics and quantification. 36 The evi-
dence supporting this claim is readily available from a random
walk through the stacks of any library to inspect leading jour-
nals of economics. Even a cursory examination reveals the su-
perfluity of quantitative formulas, statistical analyses, and al-
gebraic equations that typify the thought processes of
conventional economics. 37 The profusion of quantitative detri-
tus seems to issue forth whether its instigators are neo-
Keynesian disciples or adherents of the efficient markets hy-
pothesis. 38 Yet a major deficiency of this intellectual trend is

33. See, e.g., Frank Rich, Op-Ed., The Other Plot to Wreck America, N.Y. TIMES, Jan.
10, 2010, at WK10.

34. This critique of the mathematization of economics has been advanced by
such thinkers as Friedrich Hayek, Robert Heilbroner, and John Maynard Keynes.

35. See R. Edward Freeman & David Newkirk, Business as a Human Enterprise:
Implications for Education, in RETHINKING BUSINESS MANAGEMENT: EXAMINING THE

FOUNDATIONS OF BUSINESS EDUCATION, 131, 139-43 (Samuel Gregg & James R.
Stoner, Jr. eds., 2008).

36. See, e.g., PAUL ANTHONY SAMUELSON, FOUNDATIONS OF ECONOMIC ANALY-

SIS 5-6 (1947).

37. As R6pke puts it: "When one tries to read an economic journal nowadays,
often enough one wonders whether one has not inadvertently picked up a journal
of chemistry or hydraulics." ROPKE, supra note 32, at 247.

38. As Nobel Prize economist Myron Scholes stated, "[tihere are models, and
there are those who use the models," referring to the distinction between "ivory
tower" economists who concoct models and financial engineers who apply the
models to the actual business world. Efficiency and beyond, ECONOMIST, July 18,
2009, at 368. Of course, a number of economists who embrace the efficient markets
hypothesis posit some modifications to it as a consequence of their readiness to
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that it effectively conflates the study of economics with but one
instrument of economic examination. As Albert Einstein is
supposed to have put it: "Not everything that can be counted
counts, and not everything that counts can be counted."

As symbolic language that originally developed as a method
for examining natural science, mathematics is well suited to the
study of the natural world. It is also an effective means of repre-
senting comparatively steady and straightforward economic pat-
terns. But mathematics is not as suitable for examining a broad
range of phenomena-such as institutions, values, culture, and
traditions-that clearly have an enormous bearing on economic
life. In other words, it is highly dubious that the mental model of

quantitatively oriented economics is an adequate intellectual
framework for understanding the entire range of economic life,
given all of its instabilities, complexities, and uncertainties.

Granted, economics can achieve sound results by deploying
mathematics when explaining relationships that have distinc-
tively quantitative features. But as economics continues to exam-
ine the world in almost purely quantitative terms, it tends to ne-
glect the human side of things, which is to say, the part that is
non-mathematical and that does not behave according to fixed
laws. In the words of Wilhelm R6pke: "Economics is no natural

science; it is a moral science and as such has to do with man as a
spiritual and moral being." 39 Rbpke's insights point directly to a
fundamental limitation of the mental model of the contemporary
economist. In its quest for formulas, the "new economics," espe-
cially as it is enshrined in "financial engineering," is gradually
eroding our comprehension of economics as a "moral science." 40

B. Business Management Mental Model

The rise of a narrow positivism or scientism in theories of
business management has accompanied the mathematization
of economics. Like the economists, business researchers have
typically misdirected scientific methods by incorrectly assum-
ing that the subject of their investigations-the world of busi-
ness-closely resembles the physical sciences. They thus

accept findings from other fields of study, such as psychology, in an effort to ac-
count for seemingly irrational economic behavior on the part of both individuals
and institutions. See id.

39. ROPKE, supra note 32, at 247.

40. Id.
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wrongly believe that business unveils itself as an objective
phenomenon governed by repeatable and predictable proc-
esses. Associated with this positivistic outlook is the further
assumption that the only legitimate objective of business is
maximization of shareholder value.41 How did such a restric-
tive narrative about business come about in the first place?

In answering this question, it is helpful to consider some points
that emerged from a recent, penetrating study of business educa-
tion by Rakesh Khurana.42 He maintains that the need to "profes-
sionalize" business schools was connected, as in the disciplines of
engineering and medicine, with a need to convey knowledge that
would function as a wall around the profession and thus keep the
amateurs out of the picture.43 Yet unlike fields such as engineering
or medicine, the exact content of that specialized knowledge re-
mained obscure until 1959, when the Rockefeller, Carnegie, and
Ford Foundations began to devote extensive resources to the de-
velopment of technical subjects at business schools such as linear
programming and statistical quality control.44 Underpinning this
project was the assumption that introducing mathematics-infused
social science into the curriculum would accord an aura of aca-
demic respectability to business schools. Thus, for instance, busi-
ness faculty would be recruited, hired, and tenured according to
their production of scientific publications. Khurana points out the
irony that, from the 1970s on, this scientific turn led innovative
business schools to embrace the agency theory that was itself an
outgrowth of neoclassical economics. The widespread acceptance
of agency theory's seductive language, which was seen as useful
for understanding a world in which business organizations, own-
ership, markets, and technologies are constantly in flux, served to
dissolve traditional ideas of responsibility. According to this aca-
demic paradigm, managers are agents whose interests are not
necessarily aligned with those of the principals, meaning the
owners of a firm, the shareholders. The company is seen as a mere

41. See Freeman & Newkirk, supra note 35, at 138.

42. RAKESH KHURANA, FROM HIGHER AIMS TO HIRED HANDS: THE SOCIAL
TRANSFORMATION OF AMERICAN BUSINESS SCHOOLS AND THE UNFULFILLED PROM-
ISE OF MANAGEMENT AS A PROFESSION (2007).

43. Id. at 176-92.

44. Pablo Triana, Why Business Schools Are to Blame for the Crisis, July 13, 2009, BUS.
WK. ONLINE, http://www.businessweek.com/bschools/content/jul2009/bs20090713_

635092.htm.
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legal fiction, a "nexus of contracts. ' 45 Within the nexus-of-
contracts theory, however, there is no place for a corporate ethos
or corporate responsibility. Managers pursue their own advan-
tage rather than the good of the company, much less the commu-
nity's welfare.46 For instance, managers have incentives to mag-
nify their compensation by increasing the size of the enterprise
and expanding the reach of their responsibility, even when there
is no profit to be gained from this kind of arrangement.47

Agency theory emphasized monitoring management perform-
ance and providing incentives for managers to improve business
performance. Various financial innovations that emerged in the
1970s and 1980s, such as the deployment of leveraging and debt
in restructuring business organizations, accordingly enjoyed a
compelling justification in terms of heightened efficiency.

As a legacy of this approach, the dominant focus of business
management today is on the model of large, publicly traded
corporations that present a complex agency problem in which
managers occupy the role of shareholders' agents. Within the
field of business management, theories of social science take
center stage, while business people act as if corporations and
agency problems are virtually immune from any consideration
other than shareholder value. According to Sumantra Ghoshal:

In courses on corporate governance grounded in agency
theory, we have taught our students that managers cannot
be trusted to do their job[] -which, of course, is to maximize
shareholder value .... In courses on organization design,
grounded in transaction-cost economics, we have preached
the need for tight monitoring and control of people to pre-
vent "opportunistic behavior." 48

Thus, underpinning a great deal of the management discus-
sion is a positivistic and deterministic outlook on business. This
interpretive mindset is persuasive in consulting, securities trad-

45. See JOHN R. BOATRIGHT, ETHIcs IN FINANCE 176 (1999); R.H. Coase, The Na-
ture of the Firm, 4 ECONOMICA 388, 391-93 (1937).

46. Kelley Holland, Is It Time to Retrain B-Schools?, N.Y. TIMES, Mar. 15,2009, at BUL.
47. But see Christopher Avery, Judith A. Chevalier & Scott Schaefer, Why Do

Managers Undertake Acquisitions? An Analysis of Internal and External Rewards for
Acquisitiveness, 14 J.L. ECON. & ORG. 24, 24 (1998) (arguing that executives pursue
prestige in the business community rather than extra compensation).

48. Sumantra Ghoshal, Bad Management Theories Are Destroying Good Management
Practices, 4 ACAD. MGMT. LEARNING & EDUC. 75,75 (2005) (citations omitted).
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ing, and investment banking, which hire a substantial number of

graduates from the premier schools of business.49 For investors

and consultants alike, their tasks involve diagnostics and analy-

sis. So there is a tendency in both of these lines of work for practi-

tioners to adopt a reductionist mindset, regarding the businesses

under observation purely as independent, determined phenom-

ena. In the ordinary curriculum of a business school, the primary

components of analysis are products and services, cash flows,

processes, brands, and other stylized ideas that have taken on

their own metaphysical stature. The narrow, functionalist think-

ing that produced the orthodoxy surrounding the notion of

agency, the restrictive view that value can only mean economic
value to shareholders, and the myopic perspective that regards

the purpose of the firm as shareholder-centered, all constitute the

dominant narrative in business education.

George Anders explains Khurana's assessment of the situation

as follows: "M.B.A. training has deteriorated into a race to steer

students into high-paying finance and consulting jobs without
caring about the graduates' broader roles in society." According

to Khurana, the "logic of stewardship has disappeared" from

business education. "Panoramic, long-term thinking," Anders

contends, "has given way to an almost grotesque obsession with

maximizing shareholder value over increasingly brief spans." 50

According to this received view of business management,

what counts above all is "winning the war" against competitors

and maximizing the bottom line. From this viewpoint, the idea

of applying moral principles to business conduct is inconceiv-

able, or as the clich6 goes, business ethics is an oxymoron. Such a

mental model rejects the notion that economic value is in any

way related to moral conduct in business. Economics and moral-

ity are viewed as wholly dissimilar forms of discourse for mana-

gerial decision making and business practices. According to this

view, the expectation that corporations exercise moral behavior

beyond the requirements of law betrays a fundamental miscon-
ception about the nature of a free economy, unnecessarily im-

poses restraints on corporate activity, and squanders corporate

49. JOHN ROLFE & PETER TROOB, MONKEY BUSINESS: SWINGING THROUGH THE

WALL STREET JUNGLE 8-9 (2000).

50. George Anders, Business Schools Forgetting Missions?, WALL ST. J., Sept. 26,
2007, at A2.
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value on social initiatives of unsubstantiated value."1 The only
plausible case for obeying legal and ethical standards, under this
position, is to avoid the monetary cost of noncompliance.

Not only has business management theory been misdirected by
positivist and scientist assumptions, it has also failed to provide
any satisfactory understanding of what business actually is. For
all of the technocratic blatherskite it generates, business theory
gives little attention to the basic human interactions that make
business a profoundly human enterprise.5 2 Yet business, in its
most essential form, is a way that we create value for each other
by cooperating and specializing our labor. Business is fundamen-
tally about human relationships addressed to the proximate objec-
tives of creating wealth and fostering trade, and to the broader
objective of human fulfillment. In reality, business is utterly inca-
pable of even occurring, much less flourishing, outside of inter-
personal moral-social matrices. It is astounding that most theories
of business-for instance, those premised upon shareholder the-
ory-divorce business decisions from this human sphere.

The point is this: Not only have the mental models of eco-
nomics and business management likely played a significant
role in bringing about the financial crisis, but to the extent they
neglect the moral and human dimensions of business, they are
ill-equipped to provide any meaningful guidance for business
leadership in the future. Providing such guidance will require a
fundamental refraining of management practices to be more
concordant with human nature and enduring moral values.

What is not ordinarily acknowledged is that classical economic
theorists such as Adam Smith espoused principles that are in line
with a robust pursuit of the common good in business. Barely one
hundred years have passed since economic theory changed tracks
and began developing an individualistic mindset grounded in the
notion of scarcity and the view that people participate in the mar-
ket purely as self-regarding profit-maximizers.5 3

51. See MILTON FRIEDMAN, CAPITALISM AND FREEDOM 133-34 (1962).

52. See BUSINESS AS A HUMANITY (Thomas J. Donaldson & R. Edward Free-

man eds., 1994).
53. Edward J. O'Boyle, Person: An Economic Agent for the Electronic Age, 34 INT'L

J. Soc. ECON. 472, 478 (2007). Throughout the history of Western civilization, one
repeatedly finds business ventures embodying humanitarian endeavors. Monas-
teries dating back to the Middle Ages were, in effect, incipient institutions of eco-
nomic activity, in which ora (culture) and labora (work) were coupled. Likewise, as
far back as the fifteenth century, the Franciscans had established the Montes Pieta-
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Notwithstanding this relatively recent transition in economic
thought, three key ideas upon which a human focus and classi-
cal economic theory come into agreement are the concepts of
virtue, human dignity, and public happiness or the common
good. The term "public" underscores the reciprocal character of
happiness, as opposed to affluence. That is, one can be affluent
alone, but to be happy requires others. 4 Public happiness is di-
agnosed in a stream of economics literature stressing the concept
that commodities and profits engender prosperity only when
situated within a broader context of meaningful interpersonal
relationships within which human dignity is accorded proper
respect. Moreover, in the eyes of many classical economists, the
market did not contravene civil society but was in fact the em-
bodiment of it. Proper functioning of the market depended on
contracts, cooperation, institutions, and trust. These in turn
promoted reciprocity. Economic activity thus provided a setting
where humans manifest their social being and reveal their desire
for camaraderie in relationships of equality and civility.5 5

Given contemporary technocratic understandings of the mar-
ket, such characterizations no doubt appear strange, perhaps al-
most incomprehensible. Nevertheless, the crucial insight is this:
The market reveals itself as a manifestation of social life when we
can discern its strong dependence on the exercise of virtue, re-
spect for dignity, and a shared sense of the common good. Logi-
cally, these moral elements must exist before bargaining. By
building good and just institutions, and by forming agreements
grounded in authentic trust rather than on the basis of deceptive

tis, precursors of modem banks, which grew up not directly seeking profit, but
instead trying to battle usury and provide the impoverished with new beginnings
in the wake of economic hardship. The nineteenth century also provided for a
merging of economic and humanitarian objectives as the bulk of European wel-
fare establishments and hospitals emerged out of spiritual associations. Luigino
Bruni & Amelia J. Uelmen, Religious Values and Corporate Decision Making: The
Economy of Communion Project, 11 FORDHAM J. CORP. & FIN. L. 645, 657-58 (2006).

54. A good deal of emerging research indicates that donors themselves experi-
ence a tremendous amount of benefit from giving. Indeed, economists and psy-
chologists have found that charitable giving makes people healthier, happier, and
even more financially successful. Giving is, in and of itself, a source of value for
those who donate to charity. See ARTHUR C. BROOKS, WHO REALLY CARES: THE
SURPRISING TRUTH ABOUT COMPASSIONATE CONSERVATISM (2006); STEPHEN POST

& JILL NEIMARK, WHY GOOD THINGS HAPPEN TO GOOD PEOPLE (2007).
55. See SAMUEL GREGG, THE COMMERCIAL SOCIETY: FOUNDATIONS AND CHAL-

LENGES IN A GLOBAL AGE 9 (2007).
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and disingenuous transactions, market interactions can take on a
wider and more virtuous role. This deeply human-centered con-
ception of business is supported by a long tradition of thought
common to ancient cultures. 56 That intellectual tradition empha-
sized the dependence of commercial life on human characteristics
taken to be ennobling and immutable.

C. Mental Model of Lawmakers and Legal Authorities

A key limitation of this model inheres in the reality that the
law ordinarily intervenes to supply enforceable norms where
trust is lacking. Legal regulation, however, is no substitute for
trust in business. The impotence of law to replace trust poses
an especially acute problem in the context of the financial de-
bacle, as it was precisely a retreat from trust that was one of
the principal reasons for the near collapse of the world's fi-
nancial markets. Credit, which constitutes the lifeblood of the
world economy, had virtually dried up. Even large banking
establishments were adverse to lending to one another; they
simply did not trust that they were going to obtain repayment.
Granted, legal structures assist in the enforcement of contracts,
and contracts in turn facilitate the creation and enforcement of
innumerable deals, agreements, and other business transac-
tions. Nevertheless, one is not likely to sign a contract if there is
no basis for trusting his counterparty. The existence of trust is
vital for any business to forge solid relationships with key con-
stituencies such as customers, employees, suppliers, and the
wider social orders within which the business carries on its ac-
tivities. Furthermore, trust impels the basic dynamic of taking
risks, which serves to foster progress and innovation.

Not surprisingly, consistent with their disposition to approach
all problems with increased regulation, many government agen-
cies started contemplating new laws and regulations in response
to the subprime housing and credit crisis as early as 2007. Thus,
United States federal regulators started proposing new rules re-
quiring mortgage lenders to peg loan decisions on borrowers' ca-
pability to repay adjustable rate mortgages at the full interest rate
rather than on borrowers' ability to pay lower introductory

56. See id. at 3.
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rates.57 Moreover, industry trade journals began sending out
smoke signals to their constituents announcing that new regula-
tions would be a virtually certain consequence of the crisis.58

Nevertheless, it is clear that such efforts at legal and regula-
tory intervention did not stop the crisis from unfolding. What
the mindset of lawmakers and legal experts typically ignores is
that a great deal of business activity cannot be effectively regu-
lated, partly because it is normally too difficult or costly to do
so and partly because legal regulation typically triggers ever

more elaborate loophole-hunting avoidance schemes. More-
over, excessive regulation threatens to dilute, if not completely
annihilate, entrepreneurial initiative.59

One might turn to music as an analogy. The idea of perpetrating

some mode of malfeasance on par with fraud while delivering a
live violin performance is inconceivable. Without authentic techni-
cal and artistic mastery of the instrument there can be neither

genuine musicianship nor decent music. Consider that for pur-
poses of fostering musical artistry there are not, nor could there be,
government regulatory agencies charged with such a mission.
Imagine the absurdity of a law specifying how properly to deliver
a trill, complete with a list of penalties for violations. Music is, in its
essence, a self-regulating enterprise. A technical execution of all of
the notes of a piece of music-call it "minimal compliance" -is

understood by all reputable musicians to be merely the barest of
requirements. Outstanding musicianship is all about the artistry
that is added to the "minimal" accurate rendering of the notes. Just

as integrity in music cannot be externally imposed, neither can in-

57. See, e.g., Vikas Bajaj, Senate Questioning on Mortgages Put Regulators on the De-
fensive, N.Y. TIMES, Mar. 23, 2007, at C4.

58. Politically driven post-crisis legislation must be avoided, BANKER, Apr. 7, 2008,
http://www.thebanker.com/news/fullstory.php/aid/5663/Politically-driven-post-
crisis -legislationmust be avoided.html.

59. For Michael Novak, the innovative spirit becomes the hallmark of capital-
ism. Criticizing Max Weber who holds "economic rationality" to be the essence of
capitalism, and drawing from Hayek, Schumpeter, Kirzner, and others, Novak
states that:

The heart of capitalism... lies in discovery, innovation, and invention. Its
fundamental activity is insight into what needs to be done to provide a
new good or service. The distinctive materials of capitalism are not
numbers already assembled for calculation by the logic of the past. On
the contrary, its distinctive materials are new possibilities glimpsed by
surprise through enterprising imagination.

MICHAEL NOVAK, THE CATHOLIC ETHIC AND THE SPIRIT OF CAPITALISM 10 (1993).
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tegrity in business be legislated. In both music and business, the
exercise of virtue is fundamental, unavoidable, and part of the
very lifeblood of the endeavor.

D. Moral-Cultural Mental Model

Beneath the all-too-real empirical crisis revealed by the men-
tal models of economics, business, and law, there is a moral
malaise that calls for a fresh mindset that can penetrate deeper
and reach wider than these disciplines. To bring the distinctly
moral dimension of the crisis into focus, consider the extent to
which the subprime business market has been intimately
bound up with a host of moral malfeasances. Moral failures
leading to the financial crisis include:

" lenders enticing homebuyers into unsuitable mortgage
arrangements; 60

" approximately seventy percent of homebuyers falsifying
data on their mortgage applications; 61

" financiers creating nontransparent financial products (se-
curitized mortgages) with risks obscured in vague or ut-
terly indecipherable legal terminology, if disclosed at all;62

" rating agencies immersed in massive conflicts of interest is-
suing biased valuations of companies' financial postures; 63

" hedge funds intentionally circulating false information
to "short" the shares of companies' stock ("predatory
short selling");M4

60. Steven Malanga, Whatever Happened to the Work Ethic?, 19 CrrY J. 36, 36-45
(2009). The existence of easy credit, along with the belief that home prices would
keep on appreciating, persuaded legions of subprime borrowers to assume ad-
justable-rate mortgages. The financial institutions that offered these products
lured homebuyers with below market interest rates for pre-established terms,
followed by market interest rates for the rest of the mortgage's term. Unable to
afford increased payments at the end of the initial grace period, many borrowers
attempted to refinance. But refinancing proved difficult as housing prices started
to drop across the United States. Borrowers found themselves incapable of avoid-
ing heftier monthly payments by refinancing and started to default. Patrice Hill,
Treasury seeks to stem second wave of foreclosures, WASH. TIMEs, Feb. 13, 2008, at Al;
Kathleen M. Howley, Plummeting home values sinking American dream, DETROrr

FREE PRESS, Nov. 22, 2009, at 2.
61. Malanga, supra note 60, at 36-45.

62. See Khanna, supra note 22.

63. See id. (arguing that credit agencies failed in their role as "gatekeepers" to
the financial system).
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" corporations instituting compensation plans ("golden
parachutes") that rewarded executives for poor perform-
ance and for making decisions that contributed to the fi-
nancial crisis by fueling excessive risk taking;65

" hedge funds misleading investors by faking high per-
formance. 66

We are thus barking up the wrong tree by looking to mathema-
tized economics and positivist business management theory for
enlightened understanding, and to stepped-up legal regulation
for solutions. Given the moral dimensions of the crisis, where
might we turn in the quest for a solution?

One answer might be to require business ethics courses in
MBA programs. Regrettably, however, it is doubtful that the
conventional business school ethics curriculum is capable of giv-
ing present and future business leaders the proficiencies they
will need to navigate the dangerous currents flowing out of the
current economic tumult.67 Several serious defects in business

64. See. Charles R. Schwab, Restore the Uptick Rule, Restore Confidence, WALL ST. J.,
Dec. 9, 2008, at A17 (describing the harm caused by "manipulative short sellers").

65. Press Release, U.S. Dep't of the Treasury, Statement by Treasury Secretary Timo-
thy Geithner on Compensation (June 10, 2009), available at http://www.treas.gov/
press/releases/tg163.htm.

66. A recent study found that it is "quite easy for a hedge fund manager to
'fake' high performance over an extended period of time without getting caught."
Dean P. Foster & H. Peyton Young, Hedge Fund Wizards, ECONOMISTS' VOICE, Feb.
2008, at 1, 1. Hedge fund managers sometimes make risky speculative moves by
investing in transactions that may yield higher-than-average returns because of
the minute yet real risk that the whole venture may blow up. Id. This kind of ar-
rangement, dubbed a "Taleb distribution," has a strong likelihood of producing
moderate gains and only a slight chance of resulting in huge losses in a given
period. Martin Wolf, Why today's hedge fund industry may not survive, FIN. TIMES,
Mar. 19, 2008, at 15. Thus, even if the probability of suffering a large loss is one in
ten, the fund manager might stand ready to assume the risk because, after all, his
own money is not on the line, and he is likely to pull down a tidy profit for years
to come. For instance, although the manager will likely be ousted should that one-
chance-in-ten risk occur, the investment might nevertheless produce sufficiently
large returns for the fund manger to get large returns, reap a "2 and 20" commis-
sion, and satisfy his clients along the way. To his clients, the fund manager will
seem to have immense talent. The problem is that his clients have no way of sus-
pecting that the manager is basically gambling their money away. See Thomas
Donaldson, Hedge Fund Ethics, 18 BUS. ETHICS Q. 405, 409 (2008).

67. In a recent editorial Professor Michael Jacobs describes how failures related
to board oversight, executive rewards, and agency costs, which contributed to the
financial meltdown, were not even on the radar screens of America's business
schools. In his words, "[m]ost B-schools paper over the topic [of corporate gov-
ernance] by requiring first-year students to take a compulsory ethics class, which
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education cripple the ability of a large number of business
schools to come to terms with business's moral sphere. One de-
fect is their tacit encouragement of the attitude that if something
is not illegal then it must be acceptable. 6 Another defect is their
retreat from any rigorous engagement of matters of right and
wrong. Their reason for shirking from such matters is the threat
that a careful study of right and wrong poses to the strong moral
relativism that pervades so many cultures and societies around
the world today.69 Consequently, business education mistakes
the idea of morality to be coextensive with, on the one hand, a
program of ethics "window dressing," and on the other hand, a
program of "corporate social responsibility."

Under the "window dressing" approach, efforts to inculcate
authentic moral sensitivity in future business leaders get side-
tracked into image-conscious marketing strategies. 70 Armed with
such strategies, MBA graduates, once absorbed into the corpo-
rate culture for which their business education has prepared
them, perfect the art of crafting pious declarations of rectitude
and peppering them throughout the annual reports, codes of
conduct, and mission statements of business organizations. In
the aftermath of the financial crisis, we have learned that many
of these same institutions have been culpable for unprecedented
levels of fraud and other forms of misconduct.71

is necessary, but not sufficient." Michael Jacobs, How Business Schools Have Failed
Business, WALL ST. J., Apr. 24, 2009, at A13. Jacobs continues his critique by posing
two rhetorical questions: "Would Bernie Madoff have acted differently if he had

aced his ethics final? Could we have avoided most of the economic problems we
now face if we had a generation of business leaders who were trained in
designing compensation systems that promote long-term value?" Id.

68. For a detailed explanation of why the attitude "if it's legal, then it's morally
okay" is insufficient, particularly in the intensively regulated field of finance, see
BOATRIGHT, supra note 45, at 9-10.

69. There is probably no better exposition of the moral relativism that pervades

our age than the one given by Alasdair Maclntyre. He shows how contemporary
moral fragmentation, in the form of emotivist and utilitarian culture, is connected
to the loss of Aristotelian ethics together with the inability of the Enlightenment to

supply any suitable substitution for it. See ALASDAIR MACINTYRE, AFTER VIRTUE:
A STUDY IN MORAL THEORY 22-59 (1981).

70. See, e.g., Joe W. (Chip) Pitts III, Corporate Social Responsibility: Current Status

and Future Evolution, 6 RUTGERS J.L. & PUB. POL'Y 334, 374 (2009).

71. Enron's mission statement listed the following values: respect, integrity,

communication, and excellence. In addition, it proclaimed that all business deal-
ings were to be "open and fair." Chris Penttila, Missed Mission: Watch Out! If your
mission statement is a joke, Enron may be the punchline, ENTREPRENEUR, May 2002, at

73, 73. Almost all Fortune 500 companies have a mission statement. Within the
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Under the "corporate social responsibility" approach, the
province of "business ethics" gets denigrated to harum-scarum
stratagems formulated as reactions to alarms sounded by
"stakeholders" that are in turn dictated by galleries of activists
purporting to be their appointed representatives. This variety
of business ethics is mainly bent on promoting politically-
correct agendas. The list goes on and on: Sustainability and en-
vironmental propriety, multiculturalism, diversity, and a host
of similar agenda-based directives establish the criteria for a
"good company." 72 Moreover, these criteria are placed under
strict accountability, compliance, and enforcement demands in
utter disregard of the type and character of the business at
hand and the conditions under which it might prosper. This
mindset concerning the nature of business ethics engenders the
technocratic mental model of the lawmaker and legal expert
discussed earlier. Those who espouse this mindset instinctively
turn to government to concoct increasingly detailed regulations
and to impanel officious bureaucrats (who are typically clue-
less about-if not downright antagonistic to-the world of
business) to go about putting such regulations into effect.73

It is reasonable to look to business education to provide profes-
sional guidance and intellectual leadership for a post-crisis moral-
cultural mental model. Rather than relying on the run-of-the-mill
"business ethics" approach, however, moving out of the crisis calls
for a reckoning with enlightened philosophical concepts. Our
thinking must be guided with timeless ideas like trust, honor, dig-
nity, virtue, and the common good, wrought from ancient heri-
tage. Yet equally importantly, we need to see clearly the demands
that moral wisdom anchored in the past imposes upon us today.

At this point the moral relativist is likely to object, question-
ing the fundamental premise of the moral-cultural model,

text of nearly every mission statement there appears some statement of the firm's
commitment to moral values. Yet it is evident that legions of senior executives
behave contrary to such pronouncements. For discussion of how misalignment of
formal and informal messages sent out by firms to their employees poses chal-
lenges for developing ethical corporate culture, see LINDA KLEBE TREVINO &

KATHERINE A. NELSON, MANAGING BUSINESS ETHICS (4th ed. 2007).

72. See Edwin M. Epstein, The Good Company: Rhetoric or Reality? Corporate Social
Responsibility and Business Ethics Redux, 44 AM. BUS. L.J. 207, 212-14 (2007).

73. For a more detailed look at such tendencies to over-regulate the business
world, see CATHERINE CRIER, THE CASE AGAINST LAWYERS (2002); PHILIP K. HOw-
ARD, THE DEATH OF COMMON SENSE: How LAW IS SUFFOCATING AMERICA (1994).
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namely, that the concepts of right and wrong are objective re-

alities. Granted, there is no universally persuasive argument

for the objectivity of moral standards. Nevertheless, the ab-

sence of a knock-down argument does not imply that the no-

tion of an objective moral order is just a matter of parochial so-

cial construction, as the post-modernists, deconstructionists,
and ethical relativists claim. If, however, enough people in our

society and around the world are unable to identify something

objectively wrong with the culture of business scandal that is
beneath the financial collapse, the result will be to encourage

behaving as if there are no moral standards in business at all.

It is now appropriate to discuss the three pillars of ethical

thought that provide a foundation for a new moral vision in

today's subprime mortgage market: virtue, human dignity, and

the common good. These ethical concepts invoke the language

of the natural law tradition. That venerable tradition offers an

alternative to the reigning vision of economic life, which has

brought many institutions and investors to ruin.

1. Moral Virtue

In the Nicomachean Ethics,74 Aristotle grounds his moral phi-

losophy on a number of basic propositions. To start with, Aris-

totle holds that possessing the capability for reason constitutes

the essence of what it means to be human, with abstraction and

moral reasoning comprising the uppermost modes of thinking.75

This capacity includes the ability to decide among ethical and

unethical means of living one's life and of arranging human en-
terprises. Accordingly, individual moral virtue arises from culti-

vating one's faculty of reason. In other words, we complete our

humanity through cultivating our naturally given aptitude for

rationality. All human beings thus possess the capability to learn

and develop. The good life consists of being engaged in a process

of fulfilling one's capacities-not in the attainment of complete
fulfillment, which is impossible. Although improving on a per-

son's natural capabilities constitutes the summum bonum, it does

not comprise the "complete good." One does not develop oneself

74. ARISTOTLE, THE NIcOMACHEAN ETHICS (Hugh Tredennick ed., J.A.K. Thom-

son trans., Penguin Books 2004).

75. Id. at 15-16.
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for narrow self-centered purposes, but rather to add to the good
of the community to which one belongs.

Human happiness, for Aristotle, arises from having chosen
virtuous actions.76 A virtuous action falls within the "golden
mean," which rests midway between two vices that make up
the extreme endpoints of any character trait: deficiency and
excess. 77 For example, Aristotle states that people should be
generous, meaning that they should neither be too wasteful nor
parsimonious.78 They qught to be temperate. As such they will
prevent having their lives dictated by irrational appetites like
envy and lustfulness. Happiness demands that they remain
even-tempered. Of course, they may exhibit some measure of
anger when the occasion warrants, yet they will eschew irasci-
bility or wrath. They should take appropriate pride in their at-
tainments without being boastful. Aristotle thinks the golden
mean can be struck for other character traits as well.79

Some contend that certain types of executive compensation ar-
rangements have contributed to the financial collapse. The ar-
rangements are supposed to have offered inducements to cheat,
perpetrate fraud, and cook the books to fabricate levels of reported
corporate performance so as to elicit exorbitant payoffs. That is,
they would reward businesspeople for immoral practices.8 0 Ac-
cordingly, such executive compensation plans are squarely
counter-Aristotelian and contrary to virtue ethics. Executive com-
pensation plans that motivate managers to manipulate perform-
ance levels rather than to build genuine value for their firms fail to
promote virtue; instead they encourage and reward vice, namely
the character deficiency of "acquisitive ungenerosity," which for
Aristotle amounts to the dishonorable worship of profit.81

76. Id. at 267-71.

77. Id. at 42.

78. Id. at 43-44.
79. Id. at 43-46.
80. See Jared D. Harris & Philip Bromiley, Incentives to Cheat: The Influence of Ex-

ecutive Compensation and Firm Performance on Financial Misrepresentation, 18 ORG.
SCI. 350 (2007); Jared D. Harris, What's Wrong With Executive Compensation?, 85 J.
Bus. ETHIcS 147 (2009).

81. Aristotle notes that this trait can be found in a certain class of people:
[Some] go to excess in receiving by taking anything from anybody; for
instance, those who follow illiberal occupations, like ponces and all
people of that kind; and moneylenders who make small loans at a high
rate of interest; for all these receive more than is right, and not from the
right sources. Their common characteristic is obviously their sordid
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2. Human Dignity

The idea of human dignity encompasses the intrinsic worth
inherent in all human beings. From the natural law perspective,
and in the eyes of Catholic social thought, the source of human
dignity is the concept of imago Dei, which conceives of the hu-
man person as having been created in the image and likeness of
God.82 Human dignity surpasses any particular social order as
the foundation for moral rights, and can neither be bestowed
nor legitimately infringed by society. As such, human dignity
forms the conceptual core of human rights. Within the tradition
of Catholic moral thinking, insofar as there is a communal or
social aspect to human dignity, persons ought not to be regarded
in excessively individualistic terms. Rather, persons should be
considered as essentially connected to the rest of society.

Immanuel Kant states that it is morally impermissible to treat
people merely as a means rather than as an end.8 3 That is to say,
it is wrong to treat a human being simply as if he were an in-
strument, tool, or object. This aspect of Kant's philosophy en-
courages us to reflect on our reaction to treatment received in
situations of indignity where we may have exclaimed "Hey,
you've been using me!" Kant's thinking also helps us to envision

avarice, because they all put up with a bad reputation for the sake of
gain-and a small gain at that. I say this because we do not call illiberal
those who wrongly take large sums from wrong sources, e.g. despots
who sack cities and plunder temples-they are more properly called
wicked and impious and unjust. But the cardsharper and the clothes-
stealer belong to the illiberal class, because they are sordidly avaricious: it
is for gain that both types follow their profession and submit to a bad
reputation, the one accepting the severest risks for the sake of their
pilferings, the other profiting at the expense of their friends, to whom they
ought to give; so both are sordidly avaricious, because they want to make
gain from a wrong source. All such ways of obtaining money are illiberal.

ARISTOTLE, supra note 74, at 88 (section numbers and internal markings omitted).

82. CATECHISM OF THE CATHOLIC CHURCH I 355-384; SECOND VATICAN ECU-
MENICAL COUNCIL, DECLARATION ON RELIGIOUS FREEDOM, Dignitatis Humanae '
2, 9 (Dec. 7, 1965); SECOND VATICAN ECUMENICAL COUNCIL, PASTORAL CONSTITU-

TION ON THE CHURCH IN THE MODERN WORLD, Gaudium et Spes 9 12-24 (Dec. 7,
1965) [hereinafter Gaudium et Spes]; SECOND VATICAN ECUMENICAL COUNCIL,

DECLARATION ON THE RELATIONSHIP OF THE CHURCH TO NONCHRISTIAN RELIG-

IONS, Nostra Aetate (Oct. 28, 1965); Pope Pius XII, Encyclical Letter, Humani Generis
(Aug. 12, 1950); Pope John Paul II, Encyclical Letter, Redemptor Hominis (Mar. 4,
1979); Pope John Paul II, Encyclical Letter, Veritatis Splendor (Aug. 6, 1993). All
referenced documents are available on the Vatican website.

83. LMMANUEL KANT, THE MORAL LAW: KANT'S GROUNDWORK OF THE META-

PHYSIC OF MORALS 95-96 (H.J. Paton trans., 1961) (1785).
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what it means to treat people in morally permissible ways -that

is, as ends in themselves, dignified beings worthy of respect.

Many of the kinds of unethical business conduct that have ren-
dered the financial crisis a serious moral scandal fail to respect
human dignity, in the sense that such behavior infringes upon the
moral rights of others. For example, consider the practice of
predatory lending, which involves entering into unsound secured
loans for inappropriate purposes. Countrywide Financial Corpo-
ration used a bait-and-switch technique, advertising low interest
rates for home refinancing. 84 Loans were written into extensively
detailed contracts, and then swapped for more expensive loan
products at closing. An advertisement might show that 1% or
1.5% interest would be charged. Then, a consumer is placed into
an adjustable rate mortgage (ARM), allowing homeowners to
make interest-only payments, yet the interest charged is more
than the amount of interest paid. This mismatch creates negative
amortization, which the homeowner might not notice until long
after the loan transaction has been consummated. It is clear that
business practices such as predatory lending treat people merely
as means to an end. Businesspeople flout principles of human
dignity whenever they deceive, manipulate, or otherwise treat
individuals as if they were not worthy of moral respect.

Rabbi David Novak stresses, in his reflections on the threat to
human dignity that sundry improprieties associated with the fi-
nancial crisis represent, the need for cultivating a greater aware-
ness of moral conscience in business culture. According to Novak:

What is new is not what these [corporate] thieves have done,
or even how they have done it. What is new is the political
culture that has deprived them of the capacity for any real
agony before they steal, or the capacity for any real remorse
after they have stolen, even after they have been caught.
What is new is the political culture that has deprived too
many of us, who are not thieves, of the capacity to demand
any real regret from those who are thieves, because we have
lost the capacity to judge thievery with any real opprobrium.

The key... is to distinguish a political culture that cogently
encourages one to be ashamed of wrongdoing, and a political

84. Mark Brown, Countrywide Wasn't Really on Your Side; Mortgage Crisis Comes
Down to Plain Old Consumer Fraud, CHI. SUN TIMES, June 26, 2008, at 8.
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culture that only pragmatically judges the good or bad conse-
quences resulting from the exercise of one's self-interest or ac-
tually approves of what one has done. That kind of culture
only pities the criminal for his or her bad luck in getting caught,
and especially for having to "do hard time" in prison.85

3. The Common Good

How should we understand the concept of the common good?

Certainly, we can associate a variety of meanings with the term.8 6

For purposes of the present discussion, the common good is more

than the competing interests of selfish individuals and more than

the composite interests of special groups. It is the good we have in

common-the communal conditions necessary for the virtuous

pursuit of human fulfillment, flourishing, and perfection by all in

society.8 7 Ultimately, the common good is the aggregation of col-
laborative initiatives and shared restraints by which society helps

everyone achieve what in the end only each individual can ac-

complish for himself: shaping a good will and constituting an au-

thentically human self by freely choosing to actualize the good

every time one is given the chance and responsibility to do so.8 8 In

addition to its tendency to reward unscrupulous conduct, the ex-

ecutive compensation schemes connected to the financial crisis are

inimical to the common good in that they provide powerful incen-

tives to people to maximize their selfish interests at the expense of

the wellbeing of persons throughout society.

The moral degradation leading to the financial crisis reminds

us of our interdependence and summons us to mutual respon-

sibilities. Catholic thought provides a rich resource for embark-

ing upon just such a path. Consider John Paul II's encyclical

Centesimus Annus:

85. David Novak, Natural Law, Human Dignity. and the Protection of Human Prop-

erty, in PROFIT, PRUDENCE AND VIRTUE 42, 47, 51-52 (Samuel Gregg & James

Stoner eds., 2009).

86. See MICHAEL NOVAK, FREE PERSONS AND THE COMMON GOOD 175-88 (1989).

87. Vatican II defined the common good similarly as "the sum of those condi-

tions of the social life whereby men, families and associations more adequately

and readily may attain their own perfection." Gaudium et Spes, supra note 82, 74.

88. I have elsewhere provided an analysis of how such a notion of authenticity
and self-actualization applies to a variety of the moral dilemmas one confronts in
the world of business, drawing upon the existentialist philosophy of Jean-Paul

Sartre. See Kevin T. Jackson, Towards Authenticity: Taking a Sartrean Perspective on

Business Ethics, 58 J. BUS. ETHICS 307 (2005).
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[W]e see how [Rerum Novarum] points essentially to the so-
cioeconomic consequences of an error which has even
greater implications. As has been mentioned, this error con-
sists in an understanding of human freedom which detaches
it from obedience to the truth, and consequently from the
duty to respect the rights of others. The essence of freedom
then becomes self-love carried to the point of contempt for
God and neighbor, a self-love which leads to an unbridled
affirmation of self-interest and which refuses to be limited
by any demand of justice.89

For a reframing of our mental model to occur in the after-
math of the financial scandal, we must return to the ethics of
virtue, human dignity, and the philosophy of the common
good. Here is where human freedom and individual interest
reach their proper proportion.90

III. MORAL-CULTURAL DYSFUNCTIONS INDICATED

BY THE CRISIS THAT ARE NOT TREATABLE

BY LEGAL REGULATION

A. Post-Modernism

What are the moral-cultural roots of the economic crisis?
Could it be that, as historian Harold James has suggested, un-
der the influence of postmodernism within the broader culture,
what has emerged is a greater eagerness to take irrational risks
and to supplant reason with subjective feeling and intuition?
Has such a trend in turn fostered a willingness, for instance, to
provide and accept valuations of complex and basically incom-
prehensible securities?9

To posit the existence of linkages between postmodern cul-
ture and financial decrepitude may not be as implausible as it
first appears. Recall the movie Wall Street.92 Oliver Stone's mas-
terful portrayal of a postmodern abandonment of reality
through the character of Gordon Gekko depicts a financial

89. Pope John Paul 11, Encydical Letter, Centesimus Annus 1 17 (May 1, 1991).
90. The reference to "proper proportion" refers us back to Aristotle's idea of vir-

tue as a mean between extremes. ARISTOTLE, supra note 74, at 39-42.

91. See Harold James, Op-Ed., A Financial Crisis Letting Us Unmask Deceit; But
Whose Deceit?, DAILY STAR (Lebanon), June 8, 2009, http://www.dailystar.com/
lb/article.asp?editionID=10&article_ID=102752&categID=5.

92. WALL STREET (20th Century Fox 1987).
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world that has become as ephemeral as streaming real-time
stock quotes. Thus, in one of Gekko's memorable lines, he in-
tones that "money itself isn't lost or made, it's simply trans-
ferred from one perception to another." In a scene with his ex-
lover, Darien, (immediately following his purchase of ob-
scenely overpriced abstract expressionist artwork in an auc-
tion) Gekko announces: "We are smart enough not to buy into
the oldest myth running: love. A fiction created by people to
keep them from jumping out of windows." And in a soliloquy
to his prot6g6, Bud Fox, Gekko cynically proclaims:

The richest one percent of this country owns half the coun-
try's wealth: 5 trillion dollars. One third of that comes from
hard work, two thirds of it comes from inheritance, interest
on interest accumulation to widows and idiot sons and what
I do-stock and real estate speculation. It's bullshit. Ninety
percent of the American people have little or no net worth. I
create nothing: I own. We make the rules, buddy, the news,
war, peace, famine, upheaval; the cost of a paper clip. We
pull the rabbit out of the hat while everybody else sits
around their whole life wondering how we did it.

Looking back at the various forms of financial innovation and
complexity that precipitated the economic crisis, one can see that
the financial experts who appeared to be selling wealth-
producing innovative ideas did so with the encouragement of a
cultural climate that is enamored of excessive experimentation;
prone to disrespect for discipline, authority, and hierarchy; and
opposed to traditional values. The shocking result is that any kind
of value-whether moral, aesthetic, or financial-is in danger of
becoming regarded as arbitrary and fundamentally absurd.

It is important to point out that, in earlier times, mainstream
education stressed these virtues. For instance, the study of musi-
cal harmony, undertaken within a framework of tonality, empha-
sized order and hierarchy. Similarly, in the study of syllogisms of
logic, students were made aware of external authority and the
demands of order and stability.93 Contrast this tradition with to-
day's violent rap music and trends in education, such as the "self-
esteem" movement, which essentially serve to cultivate indiscip-

93. See Robert H. Bork, Thomas More for Our Season, FIRST THUNGS, June/July

1999, at 17, 17.
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line.94 Is it any wonder that signs of disorder and systemic crisis

eventually appeared in the sphere of finance and business?

B. Rise in Speculative Culture

In finance, the concept of a speculative bubble can be explained
roughly as follows. First, a quick yet normally short-lived run-up
in prices comes about, not as a result of basic underlying market
fundamentals, but rather from irrational exuberance. Then, while
the speculative bubble grows, increasing numbers of investors are
prone to buy, until it starts to look as if "everyone" thinks that
prices are going to move yet higher. Finally, when the bubble

eventually bursts, prices drop even more quickly than they as-

cended, with everybody clamoring to sell at once. Such panic sell-
ing in turn triggers widespread and acute losses.

To think about how the speculative bubbles underlying the
recent financial crisis are connected to the rise of "speculative

culture," it is helpful to go back to the work of Thorstein Ve-
blen. Writing at the beginning of the twentieth century, Veblen
offered a nuanced distinction between entrepreneurs and
speculators: The entrepreneur is a businessman with a project

who calculates the success of his business according to its reali-
zation of that project. To the entrepreneur, however, profit
represents only one gauge of the goodness of the activity, not
the end-all-and-be-all.95 A speculator, on the other hand, pur-

sues a particular project with the sole objective of making
money. Whatever the material object of the activity happens to

be is inconsequential. Indeed, a speculator will switch ventures

or change to a different economic sector the moment he finds a
more profitable pathway to generate money.96

An illustration of the peculiar fascination with-indeed out-
right glorification of-speculative pursuits in our culture can be

seen in bestselling books such as Victor Niederhoffer's The Educa-
tion of a Speculator, in which representations of stock charts are ab-
surdly juxtaposed with the musical manuscripts of such timeless
masters as Ludwig von Beethoven and Alexander Scriabin.97 It is

94. See id. at 17-18.

95. See THORSTEIN VEBLEN, THE THEORY OF BUSINESS ENTERPRISE 41-42 (1904).

96. See id. at 27-29 (comparing a businessman whose "end is pecuniary gain" to

a "speculator in grain futures").

97. VICTOR NIEDERHOFFER, THE EDUCATION OF A SPECULATOR 327-34 (1997).
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interesting to note that, on its back cover, the book's promotional
blurb proudly recites the paradox that its author is "a contrarian
trader" who attained "staggering wins and stellar performance"
yet "was forced to close his fund due to heavy losses."

98

Turning to the economic crisis, examples abound of unsound
business practices fueled by a speculative economic culture.
For instance, consider "flipping." 99 In the case of house flip-
ping, a speculator might buy a house for $300,000 in February.
The speculator's intention is not to live in the house or even to
rent it out for others to live in, but rather to turn around and
sell it for $400,000 as early as July and pocket the profits.
Flipping has become so popular in the United States that some
do-it-yourself television programs, such as A&E's "Flip This
House," portray the method in detail.

Another example of speculative culture is the prevalence of so-
called "NINJA" loans, a variety of subprime loans issued to
borrowers with "No Income, No Job and No Assets." 100 They were
especially prominent during the subprime mortgage crisis, serving
as an example of poor lending practices. The term grew in usage
as the subprime mortgage crisis came to be blamed on such loans.

C. Egoistic Individualism

It is a symptom of our disorder that a sizable segment of to-
day's culture is inclined toward the glorification of the self, a
trend that is based on the philosophy of egoistic individualism.
This philosophy embraces the belief

that the individual exists solely for her own happiness and
thus that rational self-interest is the only objective basis for
moral action. There are no moral constraints on the selfish
pursuit of personal happiness, except force and fraud. And
there is no moral duty to sacrifice individual advantage for

98. Id. at Back Cover.
99. In general, "flipping" refers to the practice of buying an asset and quickly

reselling it for profit. Although flipping can apply to any asset, the term most
often refers to real estate and initial public offerings.

100. The phrase was coined by HCL Finance to designate one of its financial
products. Edward Chancellor, Ponzi Nation, INSTITUTIONAL INvEsTOR, Feb. 2007,
at 56. The phrase is a play on words on two levels: first, as an acronym; second, as
a signal that NINJA loans frequently end up in default, with the borrower vanish-
ing into thin air like a ninja.
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any greater good, because there simply is no greater good
than personal happiness .... 101

Such an outlook goes hand-in-hand with two of the chief ten-
dencies toward which contemporary business education is in-
clined: subjective moral relativism (emotivism) and the as-
sumption that if something is not illegal, it must be okay.

According to the storyline of this philosophy in the context of
business, "corporate executives... seek what [is] best for the
institution and its investors-and... self-interest... align[s]
private profit with institutional good."' 02 Market participants
pursue their respective individual "advantage[s] regardless of
others, because individual happiness is the ultimate good."'0 3

Consider how this ideal works in the context of executive com-
pensation. In many instances the compensation packages of
high-ranking executives provide lavish remuneration irrespective
of the firm's stock performance. As in the collapse of Washington
Mutual, Lehman Brothers, Bear Steams, and others, top execu-
tives were able to escape with "golden parachutes" such as cash
bonuses, severance pay, stock options, and other benefits.

The egoist ethos amplifies this divergence between private in-
terest and common good throughout many sectors of the financial
market. Consider the mortgage market. For the mortgage lender,
issuing risky loans that are unlikely to be repaid is a good invest-
ment, as long as the secondary mortgage market allows him to
pass the risk of default to others by selling mortgage-backed "se-
curities." Even if the borrower later goes into default, the mort-
gage lender has gained in the market so long as he is able to re-
move the loan from his books and reap his commission.

Furthermore, for the investment banker, purchasing bonds
backed by risky loans is also a good investment, so long as a
derivatives market allows him to "swap" the risk with a lever-
aged investor or an insurance company. Even if the underlying
loans go into default, the investment banker has still main-
tained his market position, so long as his credit-default swaps
pay out and he covers his losses.

101. Darrin W. Snyder Belousek, Greenspan's Folly: The Demise of the Cult of Self-
Interest, AMERICA, Mar. 30-Apr. 6, 2009, at 10, 10-12. Snyder Belousek is restating
Ayn Rand's philosophy of egoism as expressed in AYN RAND, THE VIRTUE OF

SELFISHNESS: A NEW CONCEPT OF EGOISM (1964).

102. Snyder, supra note 101, at 12.

103. Id.
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In short, so long as there is a market for betting on loan defaults
and so long as there are investors willing to take the bets, financial
risks that promise individual profit with potential cost to the
common good make rational sense. Of course, this game of risk is
sustainable only so long as the bets continue to pay off-which
means in the case of the financial crisis, only so long as housing
prices continued rising. With the burst of the bubble in the hous-
ing market, resulting in a flood of mortgage defaults, bond sellers
and default insurers alike were left unable to make good on their
promises, leaving bondholders to absorb the losses that they had
gambled on others paying. Although the risk-takers have reaped
their reward, stockholders and taxpayers have borne the real cost.

The proposals of those using the mental model of legal ex-
perts to expand regulation of capital markets and executive
compensation to rein in self-interest do not get to the heart of
the matter. The deeper philosophical issue is that the egoist
ethic as such is an insufficient foundation for economic life.
What the financial crisis teaches is that excessive self-interest is
economically destructive. Unrestrained selfishness is a vice,
undermining not only the general welfare but also self-interest.

The pursuit of rational selfishness untempered by moral con-
straint erodes the trust between financial institutions necessary to
sustain the flow of credit upon which a market-capitalist economy
depends. Insofar as buying into the market carries risk, it also ne-
cessitates trust. Trust in the market, however, can neither be pur-
chased nor legislated into existence. Trust arises out of the trust-
worthiness of market participants, whether they be buyers or
sellers, borrowers or lenders. Without mutual trustworthiness, op-
portunities for commercial interaction are constricted. In this sense,
whether in the public square or the marketplace, moral virtue is at
the heart of human liberty. What Benjamin Franklin wisely said
about political liberty is therefore true of economic liberty as well:
"[G1nly a virtuous people are capable of freedom."104

IV. SAFEGUARDING MARKET ECOLOGY

Since Aquinas, the natural law tradition has sought to use
human reason to derive moral principles that promote human

104. Letter from Benjamin Franklin to Abbots Chalet & Arnaud (Apr. 17, 1787),
in 11 THE WORKS OF BENJAMIN FRANKLIN 318 (John Bigelow ed., The Knicker-
bocker Press 1904).
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wellbeing. 15 The moral urgency engendered by the present
economic crisis ought to prompt a return to reason so as to dis-
cern moral principles that impose civic moral obligations on
market participants from corporate leaders to behind-the-

scenes "gatekeepers," such as accounting and law firms, to
avoid the infliction of systemic abuse upon-indeed, the out-
right sabotage of-the overall market system. Such duties of
avoidance are important to achieve all market participants'
shared goal of overall economic welfare as a necessary, albeit
not sufficient, condition for achieving human wellbeing. We
might think of this as the "ecology" of market efficiency.

A. Moral Coordination

Maintaining market ecology demands moral coordination.
The challenge of preserving the ecology of market efficiency is
particularly relevant to the present problem of subprime busi-
ness scandals, because it requires that market participants not,
among other things, distort information that ought to be avail-
able to other market participants-that is, information upon
which market efficiency itself depends. Turning to the ideas of
Adam Smith and Friedrich Hayek will prove particularly in-
structive with respect to the concept of market ecology.

1. Adam Smith

For Adam Smith, individual choice and personal freedom
drive free commerce and enlightened commercial society in
general. They inspire an attitude of industry that brings about
enhanced opportunities, leading vast portions of humanity to
enjoy a more appealing and remarkable existence.

Across the expanses of a free capitalist economy, individu-
als-seeking betterment for themselves, their loved ones, and
their communities-willingly contribute vigor, aptitude, and
expertise. In the process-by the operation of an "invisible
hand"-they are simultaneously improving the economy as a
whole.10 6 The strength of their initiative, and consequently the,

105. See JOHN FRNNIS, AQUINAS: MORAL, POLITICAL, AND LEGAL THEORY 266-74
(1998); JOHN FINNIS, NATURAL LAW AND NATURAL RIGHTS 281-90 (1980).

106. See ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE

WEALTH OF NATIONS 456 (R.H. Campbell & Andrew S. Skinner eds., Oxford Clar-

endon Press 1976) (1776).
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fruit of their productive efforts, will diminish if they sustain it
only by force. Moral behavior is a prerequisite for the invisible
hand to operate. Business activity is not possible without basic
regard for ethical standards that respect property rights, honor
promises, and ensure mutual commitments.

It does not follow, however, that the impulses responsible for

enlivening the market are purely self-interested. Nor is the in-
visible hand simply a disinterested curative for greed and self-
ishness. Adam Smith argued that humans have a basic regard

for others, or a sentiment of beneficence, in the absence of which
the market would not function properly.10 7 Economic activity

thus flourishes among people only in the presence of moral sen-
timents, including norms of duty, integrity, and fairness.

Smith's portrayal of free market competition is best inter-
preted in association with his views on human motivation, as
laid out in The Theory of Moral Sentiments.10 s Sympathy, benevo-

lence, and the stance of the "impartial spectator" -part and
parcel of our moral nature-continuously modulate the brute

pursuit of profit. According to Smith, what appears from one
perspective as self-gain is seen from another viewpoint as be-
nevolence.10 9 Indeed, the most profitable business strategy of-
ten involves sublimating short-term financial yield to long-
term investments in honor, kindheartedness, or benefaction.

2. Friedrich Hayek

According to Hayek, social institutions such as money, credit
structures, markets, and property represent "spontaneous or-

ders." " () Hayek asserts that spontaneous orders are complex

107. For an extended analysis of Smith's argument for the necessity of benefi-
cence to a well-functioning marketplace, see RYAN PATRICK HANLEY, ADAM

SMITH AND THE CHARACTER OF VIRTUE (2009).

108. ADAM SMITH, THE THEORY OF MORAL SENTIMENTS (D.D. Raphael & A.L.

Macfie eds., Oxford Univ. Press 1976) (1759).

109. Id. at 184-85 ("The rich ... consume little more than the poor, and in spite
of their natural selfishness and rapacity, though they mean only their own con-
veniency, though the sole end which they propose from the labours of all the

thousands whom they employ, be the gratification of their own vain and insatia-

ble desires, they divide with the poor the produce of all their improvements. They

are led by an invisible hand to make nearly the same distribution of the neces-
saries of life, which would have been made, had the earth been divided into equal

portions among all its inhabitants ... ").

110. F.A. HAYEK, THE FATAL CONCEIT: THE ERRORS OF SOCIALISM 102 (W.W.

Bartley I ed., Univ. of Chi. Press 1988).
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and abstract, and depend on general rules. In his words, "[t]he
insight that general rules must prevail for spontaneity to flour-
ish, as reaped by Hume and Kant, has never been refuted,
merely neglected or forgotten." '

Although spontaneous orders are governed by general rules
of conduct (which in turn are under the influence of human
choice in various times and places), they depend mainly on self-
generating characteristics resting at the center of market activity.
Individual freedom and personal choice make up the heart of
the market economy. For Hayek, a well-working market econ-
omy cannot be a constructed order, because the market is much
too complicated to be designed by humans. Instead, the market
is the byproduct of countless human interactions over time.112

For Hayek, "we are able to bring about an ordering of the
unknown only by causing it to order itself."1 3 Failure to recognize
the difference between constructed orders and spontaneous or-
ders amounts to the "fatal conceit," which breeds social engineer-
ing that restricts individual freedom and erodes market econo-
mies. The result of treating spontaneous orders such as the
market as if they were merely constructed orders formed by hu-
man design is to advance on a path toward totalitarian serfdom.11 4

Conducting business freely belongs to the realm of spontane-
ous ordering that draws upon self-generating features. Stressing
the fundamental difference between spontaneous ordering and
artificial ordering is fundamental in Hayek's thought. His writ-
ings continually stress the supremacy of the former over the lat-
ter, claiming that it is next to impossible to make spontaneous
order better by supplanting it with artificial varieties. Indeed,
trying to "fix" apparent problems in spontaneous orders just
ends up making things worse:

Most defects and inefficiencies of such spontaneous orders
result from attempting to interfere with or to prevent their

111. Id. at 73.
112. See id. at 84.

113. Id. at 83.
114. Id. at 7 ("The main point of my argument is... that the conflict between, on

one hand, advocates of the spontaneous extended human order created by a com-
petitive market, and on the other hand those who demand a deliberate arrange-
ment of human interaction by central authority based on collective command over
available resources is due to a factual error by the latter about how knowledge of
these resources is and can be generated and uffilised."); see also HAYEK, supra note 2.
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mechanisms from operating, or to improve the details of
their results. Such attempts to intervene in spontaneous or-
der rarely result in anything closely corresponding to men's
wishes, since these orders are determined by more particular
facts than any such intervening agency can know. Yet, while
deliberate intervention to, say, flatten out inequalities in the
interest of a random member of the order risks damaging
the working of the whole, the self-ordering process will se-
cure for any random member of such a group a better
chance over a wider range of opportunities available to all
than any rival system could offer. 15

The natural law tradition supplies a theoretical basis for Hayek's
preference for the classical liberal ideal of limited government and

strong confidence in competitive markets for the production and
distribution of goods and services. Hayek deemed the free-
enterprise economy to be a spontaneous order, and any substitute

for it, like socialism, to be artificial. As such, the ascendancy of the
free market over planned economies follows a fortiori from the
preeminence of spontaneous order over artificial alternatives to it.

Applying Hayek's insights to the ecology of the modern

market, it is evident that today's financial institutions are not
isolated entities. Instead, they are thoroughly enmeshed in a

web of property rights and innumerable day-by-day dealings,
conventions, and traditions, including reputation and trust.

Pulling together the conceptual threads that have been spun,

private property, private initiative, private risk, and private profit
are all essential attributes of the capitalist system. These things,
however, are economically effective only against a background of
norms and values in which profit may certainly be kept in view,

but seldom is the only goal at which business activity aims.

Francis Fukuyama has shown that populations possessing a
culture of integrity and trust will succeed in generating mate-
rial wealth and prosperity despite being situated under unfa-
vorable conditions.11 6 In this regard, a society that has suc-

ceeded in amassing pools of social capital, such as that of the
United States, not just through law and regulation, but also
through the development of a broader culture, social networks,

115. HAYEK, supra note 110, at 84--85.
116. See FRANCIS FUKUYAMA, TRUST: THE SOCIAL VIRTUES AND THE CREATION OF

PROSPERITY (1995).
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and a wide array of private institutions, is going to be ahead of
the curve in its ability to emerge from economic devastation.

Furthermore, it is reasonable to suppose that human nature
leads us to build up, in addition to reputational and social capi-
tal, more tangible assets such as health care, food, housing, in-
come, and so on. We regard an increase in such resources as
good even before considering how the increase will be passed
around to everyone.

Other things being equal, achieving more efficiency means
having greater aggregate resources, in both tangible and intan-
gible forms. Yet because regulatory regimes are unable to legis-
late and enforce all of the moral conduct necessary for optimal
efficiency, market participants, in their pursuit of profit, have
basic civic responsibilities to support cooperative business
practices that enhance the overall efficiency of the market.
What does this duty mean in the specific context of the current
financial debacle? Market participants ought to:

" promote transparency of relevant information (for exam-
ple, disclose the value of mortgage-related securities and
other investments);

" refrain from abusing business-government relationships
(for example, creating a dependency on, and expectation
of, government bailouts);

" honor contracts, promises, and other commitments;
" avoid crony capitalism;

" avoid fraud;

" avoid insider trading;
" develop compensation programs that are fair and reason-

able and reward executives for forthright conduct, not for
indulging in vice.

Business leaders must develop virtues of cooperative action
that will foster market efficiency, not bum it down. Based on
views such as those of Smith and Hayek, it is clear that the task
of cultivating such economic virtues penetrates far beyond the
reach of legal regulation. Moral coordination, as a response to
the rash of scandals, promises to circumvent the drawbacks of
overt regulation and will be a step in the direction of building
trust from Wall Street to Main Street.
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B. No Bailout for Loss of Reputational and Social Capital

The preservation of overall market efficiency requires much
more than market freedom and government regulation-it re-
quires trust, transparency, and truth. In principle, governments
possess the authority to enforce business agreements. Yet official
efforts to provide legal insulation from all contractual breaches
would be utterly futile were it not for a thick blanket of shared
moral standards of promise-keeping and honor. Moral stan-
dards are essential for facilitating efficient economic activity. In a
free market, these moral standards are properly "enforced"
against individuals and firms alike, not primarily or exclusively
with government regulation, but rather with reputational stan-
dards established by members of a free society.11 7 Recent studies
show that a majority of people believe businesses ought to be
held to the same or even higher moral and ethical standards as
individuals.118 Moreover, a sizable percentage think we ought to
hold companies to even more stringent standards than those to
which we hold people, because businesses' size, resources,
knowledge, and impact greatly exceed those of individuals. 11 9

One important lesson from the crisis is that a deep connection
exists between economic value and moral virtue. The physical
and financial assets that market participants work so hard to es-
tablish on their books are fundamentally linked to the way they
deploy-or destroy-intangible reputational assets such as credi-
bility and transparency. Such intangible assets, which represent
the most powerful force behind a firm's long-term performance,
are vanishing from our financial system virtually unnoticed.
Thus, all of the effort to tally up the staggering financial losses
from the collapse of Lehman and other financial institutions ig-
nored a much greater and more significant loss of wealth from the
raft of financial scandals: the catastrophic exodus of reputational
and social capital from financial institutions and from corporate
and political leaders. Indeed, even the reputation of capitalism
itself has been sullied as a consequence of financial malfeasance.

117. See Kevin T. Jackson, Global Corporate Governance: Soft Law and Reputational
Accountability, 35 BROOK. J. INT'L L. 41 (2010).

118. See, e.g., VALERIE P. HANS, BUSINESS ON TRIAL: THE CIVIL JURY AND CORPO-
RATE RESPONSIBILITY 120-21 (2000).

119. See LYNN SHARP PAINE, VALUE SHIFT: WHY COMPANIES MUST MERGE SOCIAL
AND FINANCIAL IMPERATIvES TO ACHIEVE SUPERIOR PERFORMANCE 112 (2003).
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Both reputational capital 20 and social capital1 21 constitute
valuable forms of intangible wealth. Any business typically is
involved in either creating or depleting them in their day-to-
day activities. When tallying up the assets of a business enter-
prise one should include trust, good will, respect, fellowship,
and sympathy among its stakeholders, as well as social net-
works that will serve to implant the enterprise within the field
of moral sentiments of its constituencies. Among the valuable
contributions of emerging theories of social capital and reputa-
tional capital are their explanation for why running a success-
ful business does not necessarily require the kind of relentless
pursuit of profit that is emblematic of the shareholder-centric
theories of business. 122 What it takes to build the reputational
capital of a business-perhaps its most valuable capital asset-
comes about from working towards things that are not readily

120. The concept of reputational capital refers to the intangible long-term strate-
gic assets of a businessman or a business organization. Reputational capital is a
hybrid of economic values and moral values. See RONALD J. ALSOP, THE 18 IMMU-
TABLE LAWS OF CORPORATE REPUTATION: CREATING, PROTECTING, AND REPAIRING
YOUR MOST VALUABLE ASSET (2004); GRAHAME DOWLING, CREATING CORPORATE
REPUTATIONS: IDENTITY, IMAGE, AND PERFORMANCE (2001); CHARLES J. FOMBRUN
& CEES B.M. VAN RIEL, FAME & FORTUNE: How SUCCESSFUL COMPANIES BUILD
WINNING REPUTATIONS (2004); CHARLES J. FOMBRUN, REPUTATION: REALIZING
VALUE FOR THE CORPORATE IMAGE (1996); KEVIN T. JACKSON, BUILDING REPUTA-
TIONAL CAPITAL: STRATEGIES FOR INTEGRITY AND FAIR PLAY THAT IMPROVE THE
BOTTOM LINE (2004); PAINE, supra note 119.

121. The concept of social capital refers to intangible assets encompassing fea-
tures such as personal aptitudes, social cohesion, and competency in problem-
solving-traits that are entrenched in and conveyed by cultures. See DEMOCRA-
CIES IN FLUX: THE EVOLUTION OF SOCIAL CAPITAL IN CONTEMPORARY SOCIETY
(Robert D. Putnam ed., 2002). Francis Fukuyama, one of the earliest scholars of
social capital, notes "the improbable power of culture in the making of economic
society." FUKUYAMA, supra note 116, at 1. Fukuyama further explains that the
notion of social capital "has to do with people's ability to associate with each
other," which is vital "not only to economic life but to virtually every other aspect
of social existence as well." Id. at 10.

122. In the United States, the legal roots of the shareholder-centered view ex-
tend back to the landmark case of Dodge v. Ford Motor Co., in which the Michigan
Supreme Court held that a business corporation is organized primarily for the
profit of the stockholders, rather than for the good of the community or its em-
ployees. 170 N.W. 668, 684 (Mich. 1919) ("A business corporation is organized and
carried on primarily for the profit of the stockholders. The powers of the directors
are to be employed for that end. The discretion of directors is to be exercised in
the choice of means to attain that end, and does not extend to a change in the end
itself, to the reduction of profits, or to the non-distribution of profits among
stockholders in order to devote them to other purposes.").
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captured explicitly on the balance sheet, even if part of their
valuation concerns their contribution to the bottom line. 123

People are apt to flourish in surroundings in which overall so-
cial progress and cultural advancement are taking place. Growth
comes about as a cooperative-not simply an individual-
enterprise. The ability of sizeable groups to operate in conjunction
with one another generates social trust, one of the essential com-
ponents of market activity. Fukuyama states that "[t]rust is the
expectation that arises within a community of regular, honest, and
cooperative behavior, based on commonly shared norms .... ,,124

"These norms," he notes, "can be about deep 'value' questions
like the nature of God or justice, but they also encompass secular
norms like professional standards and codes of behavior.'1 25

The notions of reputational capital and social capital should
both be brought squarely into the province of economic study.
Both of these concepts capture intangible assets that businesses
must cultivate. Although their origins are non-monetary, the resul-
tant value of such assets can be reckoned in monetary terms. Es-
tablished econometric theory is capable of making allowance for
forms of intangible capital assets, such as social and reputational
capital, just as it has for other varieties of capital -financial capital,
organizational capital, human capital, and knowledge capital.126

CONCLUSION

Contrary to the amoral forms of discourse in which it has cus-
tomarily been framed, the financial crisis is freighted with moral
and cultural significance. Attempts to understand the crisis
purely in functionalist, mathematical, and legal terms inevitably
lead to a distorted view that will not help in mustering the
enlightened leadership required to advance beyond the crisis
toward a preferable situation of a sustainable market ecology. In
this regard, the current economic scandal provides a special op-

portunity to recalibrate moral standards for market participants.
Two vital components of market ecology-reputational capi-

tal and social capital-are in part created and deployed by
market participants themselves. In this sense, we might refer to

123. See generally Jackson, supra note 117.
124. FUWLYAMA, supra note 116, at 26.
125. Id.
126. See Jackson, supra note 117, at 49-50.
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them as micro intangible assets. Moreover, such intangible

capital assets are created and deployed by the broader culture
in which businesses operate. In this sense, we could speak of

them as macro intangible assets. Whether we are talking about
their micro or macro forms, reputational and social capital are
fostered by cultivating moral virtue, according respect for hu-
man dignity, and advancing the common good, rather than

aiming at profit maximization directly.

The ecology of the market, because of its deep dependence

on spontaneous ordering and its imperilment in the face of
constructed ordering, will be sustained more by increasing the
stock of reputational and social capital (at both micro and
macro levels) than by legal and regulatory intervention. The
big lessons for leadership are therefore to be found in seeking
moral reform rather than passing new laws.

In summary, there are two crucial points to bear in mind. First,
there are grave perils in conceiving of the market as detached
from the rest of society. Market failure points to a more general
failure of responsibility, not only in business institutions but in the
wider culture as well. This Article suggests how, by looking be-

yond the mindsets of the increasingly dehumanized fields of
business management and economics and into a moral paradigm
that sees the essential challenges as abiding in the hidden cham-

bers of the human heart, we might approach the interconnected
challenges of moral reconstruction and economic recovery.

Second, rather than ceding our freedom by responding with
legal regulation, we need to look to moral reform. Regulation is
no substitute for virtue. Stepping up government regulation in

an attempt to enforce moral conduct in business will provide
neither a satisfactory nor a lasting solution. What is lacking in
the received narratives of the financial crisis is a robust concep-
tion of moral virtue, human dignity, and the common good.
Adopting a wider moral-cultural mental model to examine the
crisis has revealed that ultimately the economy and its current
malaise rest not simply on observable and repeatable dynamics
played out in housing and credit markets, but on a moral and
cultural framework. If suffering the costly experience of our
financial turmoil has not been enough, perhaps the foreshad-

owing of a much bigger collapse-that of our moral and cul-
tural framework, which stands imperiled by the insidious and
profound financial scandals beneath the crisis-will serve to
summon us all to a higher calling.
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DOES THE STATE CREATE THE MARKET -AND

SHOULD IT PURSUE EFFICIENCY?

TIMOTHY SANDEFUR*

INTRODUCTION

The economic turmoil that began in late 2008 has led many
pundits to trumpet the death of free markets and welcome the
final proof that allowing individuals to make economic choices
without government oversight will lead to injustice and pov-
erty. It is therefore time not merely to examine the specific poli-
cies proposed to deal with present economic problems, but to
address the broader context in which we interpret those prob-
lems and the deeper premises on which contemporary policy
proposals rely. Whether it be the push for nationalized health

care, for economic "stimulus" through government spending,
for government takeovers of lending institutions, or for a host
of other interventions, many of today's proposals for expand-
ing government's role in private life have at their core a deeply
flawed conception of the nature and function of markets. Only
by reexamining these premises can we hope to make sense of
the specific proposals advanced today.

The basic error is the common notion-shared by both left
and right-that governments create markets, and must manage
and control individual economic choices to ensure that those
choices serve collective goals. President Bush famously con-
fessed to having "abandoned" his "free-market principles" in
order to "save the free-market system" and "ensure that the
economy doesn't collapse."1 In his book The Audacity of Hope,

* Principal Attorney, Pacific Legal Foundation. J.D. 2002, Chapman University

School of Law; B.A. 1998, Hillsdale College. Mr. Sandefur is an adjunct fellow at the
Cato Institute and the author of Cornerstone of Liberty: Property Rights in 21st Century
America. He wishes to thank R.S. Radford, Tibor R. Machan, and Christina M. Kohn for
helpful suggestions and Christian Carson for research assistance.

1. Interview by Candy Crowley with President George W. Bush, on CNN (Dec. 16,
2008), available at http://www.reason.com/blog/show/130606.html.
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President Obama complains about what he sees as a "tendency
to take our free-market system as a given, to assume that it
flows naturally from the laws of supply and demand and
Adam Smith's invisible hand." President Obama believes that
markets instead "depend[] on government action" to "open up
opportunity, encourage competition, and make the market
work better."2 Many of President Obama's intellectual allies
are even more explicit on this point. Former Clinton Admini-
stration Labor Secretary Robert Reich has written that
"[glovemment creates the market by defining the terms and
boundaries for business activity, guided by public perceptions
of governmental responsibility for the overall health of the
economy." 3 Professor Cass Sunstein, recently appointed to a
prominent office in the Obama Administration, agrees, and,
quoting President Franklin Roosevelt's statement that eco-
nomic laws are "not made by nature" but "by human beings,"
he contends that people "created economic markets and exist-
ing distributions. Laws underlay markets and made them pos-
sible. If they had good reasons for doing so, people might
change those markets and existing distributions." 4 A popular
book on economics for the layman asserts that government
"does not just fix the rough edges of capitalism; it makes mar-
kets possible in the first place."5 Another commenter holds that
the "great fallacy of laissez-faire" is that "markets come first and
social intervention thereafter," whereas "[tihe reality" is that
"the state creates markets and sustains them: the important
point being that it should do so in such a way that the individ-
ual energies released lead to socially desirable results." 6

In short, government supposedly creates the market by defin-
ing and enforcing property and contract rights; consequently,
there is nothing particularly wrong with the government radi-
cally altering those rights, or the other terms on which individu-
als engage in economic transactions. Such alterations are not in-
fringements on existing freedoms, but merely shifts in the
distribution of rights that the state created in the first place.

2. BARACK OBAMA, THE AuDAcrrY OF HOPE 150 (2006).

3. ROBERT B. REICH, THE NEXT AMERICAN FRONTIER 5 (1983).

4. CASS R. SUNSTEIN, DEMOCRACY AND THE PROBLEM OF FREE SPEECH 30 (1993).

5. CHARLES WHEELAN, NAKED ECONOMICS: UNDRESSING THE DISMAL SCIENCE
51 (2002).

6. TESSA BLACKSTONE ET AL, NEXT LEFT: AN AGENDA FOR THE 1990S, at 6 (1992).
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I want to challenge this premise and defend the classical lib-
eral proposition that markets do, in fact, come first-although I
consider all such terminology misleading. The state is neither
historically nor ontologically prior to the market. Nor is it prior
to other types of free human interactions. It can therefore assert
no "ownership" claim over the market as a justification for con-
trolling individual economic choices. After addressing these
issues, I conclude with some observations expressing reserva-
tion about the related argument that government policy should
be organized to increase economic efficiency.

I. TANSTATM ("THERE AIN'T No SUCH

THING As 'THE MARKET"' )
7

The initial error in the claim that the state creates the market
is that there is no such thing as "the market" in the first place.
The term "market" is terribly misleading. When we speak of
"the market" we are using shorthand for a whole spectrum of
exchanges that take place between individuals. 8 There is noth-
ing unitary about these exchanges except in the abstract. To
reify them, and to speak of "the market" as an existing entity,
or as a corporate agent with an identity in itself, creates confu-
sion, as expressed in the phrase "the market will do such and
such." Of course, markets do not do anything at all; only indi-
vidual actors do. Economists observing transactions might
group these individual actions into categories and observe cer-
tain trends within those categories, but "the market" is simply
not the sort of thing that acts the way a living being does.
When defenders of economic freedom say "the market will
provide" a good or service in the absence of government inter-
ference, they are doing themselves a disservice. What they
mean is that individuals are likely to pursue their self-interest
by providing that good or service if they are free to do so.

It would be nice if the term "market" could be abolished en-
tirely and replaced with another. The Framers preferred "com-
merce," which has the advantage that it cannot take on that

7. With apologies to Robert A. Heinlein, who used the acronym TANSTAAFL to
stand for the axiom "There Ain't No Such Thing As A Free Lunch." See ROBERT A.
HEINLEIN, THE MOON IS A HARSH MISrRESS 244-45 (1966).

8. See 2 FRIEDRICH A. HAYEK, LAW, LEGISLATION AND LIBERTY: THE MIRAGE OF SO-

CIAL JUSTICE 107-4)8 (1976).
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misleading definite article "the." Even better would be "com-
mercial intercourse," or simply "intercourse." This term would
be preferable because it would emphasize that markets are in-
teractions among people-just as sexual intercourse is inter-
course between people. Nobody would speak of "the sexual
intercourse" doing something, because such a phrase is inco-
herent; "sexual intercourse" is simply shorthand for a certain

kind of interaction between people, which takes place in a vari-

ety of different contexts. Likewise, commercial or economic in-
tercourse is a shorthand phrase, not a unitary entity that can do

any particular action or act in any particular way.

The primary error of the assertion that the state creates the

market lies in envisioning the market as a unitary institution that
could be "created" in the sense that a car or a sculpture or
Paley's watch is created. The "market" is not such a thing-it is

not a thing at all; it is a term for the multitude of economic inter-

actions between individuals, each choosing for himself or herself
which transactions are worthwhile. This mistake is by no means
limited to those who advocate greater government control over
economic choices; even so emphatic a defender of laissez-faire

systems as Ayn Rand sometimes spoke of capitalism as having
been "created."9 Capitalism and free markets were never "cre-
ated"; these words describe a category of intercourse that
evolved along with other human behaviors. The market has
characteristics and a nature, but no unitary purpose or design.

II. ECONOMIC INTERCOURSE IS NOT CREATED BY POLITICS

BUT IS A RATIONAL RESPONSE TO INHERENT

BUDGET AND TIME CONSTRAINTS

Economic exchange-what we sometimes call "the mar-
ket" - arises from the intersection of limited resources and

unlimited desires. Human beings are finite creatures, limited at

the very least by their mortality. Every action therefore im-

poses an opportunity cost, and that means that, even in a state
of nature, there would be limits on what human beings could

accomplish in their efforts to survive and thrive. That they seek

to thrive is the basic element of human ethical life. That they

9. See, e.g., AYN RAND, Faith and Force: The Destroyers of the Modern World, in P-n-
LOSOPHY: WHO NEEDS IT 70,80 (1982).
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have limited time and unequal capacities for thriving is simply
an objective fact. Specialization and exchange is the rational
solution to this problem. Economic intercourse is the logical
response to comparative advantage, which is an inescapable
consequence of differential opportunity costs. Exchange is im-
plied by the need of living creatures to maintain their existence
within the inescapable constraints of reality. The state need not
enter into the picture at all.10

Does the state create the exchanged resources? No, the re-
sources exchanged are products of the earth, transformed into
wealth by human effort. Does the state create demand? No,
demand arises from the desire to thrive and the need for cer-
tain material elements-at the least, food and water. Does the
state create the idea of mutual exchange? Unlikely; mutual ex-
change is a universal human trait. Adam Smith famously noted
that nobody saw dogs deliberately and fairly exchange bones,
but more recent research suggests that apes will make ex-
changes according to what appear to be norms.1 2 Indeed, most
animals make "exchanges" of some sort, possibly even accord-
ing to rudimentary social rules. 13 Interactions between human
beings of widely different cultures-for example, between
American Indians and Western explorers in the fifteenth cen-
tury and after-show that exchange (not to mention resent-
ment at being cheated!) is a cross-cultural, universal human
capacity. There was much wisdom in John Locke's observation:

The promises and bargains for truck, etc. between... two
men in [a] desert island ... or between a Swiss and an In-
dian, in the woods of America, are binding to them, though
they are perfectly in a state of nature in reference to one an-
other. For truth and keeping of faith belong to men as men,
and not as members of society." 14

10. See TARA SMITH, MORAL RIGHTS AND POLITICAL FREEDOM 31-59 (1995). This is a
"state of nature" argument, but not vulnerable to the common criticism levied against

state of nature arguments-that they depend on fictions.
11.1 ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF

NATIONS 13 (Edwin Cannan ed., Modem Library 1976) (1776).

12. FRANS DE WAAL, CHIMPANZEE POLITICS: POWER AND SEX AMONG APES

202 (2007).

13. See Gerald S. Wilkinson, Reciprocal Altruism in Bats and Other Mammals, 9 ETHOL-

OGY AND SOCIOBIOLOGY 85 (1988).
14. JOHN LOCKE, TWO TREATISES OF GOVERNMENT 276-77 (Peter Laslett ed., Cam-

bridge Univ. Press 1988) (1690).
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III. STATES ARE NEITHER HISTORICALLY NOR

ONTOLOGICALLY PRIOR TO MARKETS

A. History Strongly Suggests that Trade Precedes the State

It is impossible to trace the historical origins of the state sepa-
rately from the origins of economic intercourse. Most likely, the
state evolved from tribal groups that cohered through different
types of exchange and found it necessary also to exchange with
other tribes.15 We can be certain that early man, like the higher
apes, traded according to certain norms that were not the result
of a deliberative political process, although they were certainly
expanded and facilitated by such processes.16 Very likely, po-
litical institutions originated through a barter ritual such as
Roger Masters describes: "[G]oods being offered by one group
are placed next to an encampment without face-to-face contact;
the resident group then inspects the offer and sets out a coun-
teroffer if interested; finally, the group initiating the exchange
either consummates the bargain or takes back its own goods
and leaves." 17 But because intertribal trading, especially over
long distances, can be managed more effectively under a single
individual or small group, political leadership may have origi-
nated to facilitate such trading 18-a tradition carried on into
historical times in the form of ambassadors who simultane-
ously represent a nation's commercial and political interests.

Many fundamental cultural institutions, including institutions
central to the definition of a state, originated to serve the needs of
trading and obtained their clearly political character only later.
American Indian tribes, including the Cherokee, evolved pidgin
"trade languages" to communicate when visiting other tribes on
their trade routes. These languages predated European contact
and clearly predated the formal legal institution of the Cherokee
state.19 Even our own alphabet is inherited from Phoenician trad-

15. See ELMAN R. SERVICE, ORIGINS OF THE STATE AND CIVILIZATION 60-61 (1975).
16. See ROGER D. MASTERS, THE NATURE OF POLmcs 101-04 (1989).

17. Id. at 101-02.

18. SERVICE, supra note 15, at 292-93.

19. JAMES MOONEY, HISTORY, MYTHS, AND SACRED FORMULAS OF THE CHEROKEES
187-88 (George Ellison ed., 1992). Indeed, formal legal institutions were adopted by (or
were forced upon) the Cherokee largely in response to the needs of trade, or in re-
sponse to the political consequences of trade. RENNARD STRICKLAND, FIRE AND THE
SPIRITS: CHEROKEE LAW FROM CLAN TO COURT 40-72 (1975).
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ers who likely invented it to catalogue their wares.20 Countless
other market institutions, including many types of contracts and
trading instruments-even, probably, money itself-were in-
vented not by states as such but by groups of traders.21 And there
are many examples of political or legal devices being fashioned
by traders to suit the needs of trade.2 The most famous example
is the lex mercatoria or Law Merchant, a legal system that had an
ambiguous relationship with the state23 and was perhaps entirely
created by private actors who needed enforceable mores of
trade.24 Similarly, the eleventh-century Maghribi traders devised
a privately enforced system of trading norms based on reputa-
tion.25 In many countries, ethnically oriented codes substitute for
formal institutions of contract law.26 Even seventeenth- and eight-
eenth-century pirates -about as far from state actors as one could
imagine-privately devised mores of trade to solve collective ac-
tion problems that hampered the success of their enterprises. 27

Formal institutions that guide behavior and are backed by coer-
don or other penalties are a logical response to such collective
action problems, which are endemic to any organization. It is
therefore not surprising to find evidence that many of the formal
legal institutions that we recognize, including norms of trade and
the boundaries of property rights, evolved through the private

20. STEVEN ROGER FISCHER, A HISTORY OF WRITING 90 (2001).

21. JAMES BUCHAN, FROZEN DESIRE: THE MEANING OF MONEY 22-35 (1997); see also
NIALL FERGUSON, THE ASCENT OF MONEY 34-39 (2008).

22. The dearest example of political institutions arising out of existing economic in-
stitutions is probably the formation of the legal and political institutions of Iceland in
the Medieval period, which "gives us a well-recorded picture of the workings of par-

ticularly pure forms of private enforcement and creation of law, and of the interaction
between the two." David Friedman, Private Creation and Enforcement of Law: A Historical
Case, 8 J. LEGAL STUD. 399, 401 (1979).

23. Ralf Michaels, The True Lex Mercatoria: Law Beyond the State, 14 IND. J. GLOBAL
LEGAL STUD. 447,453-54 (2007).

24. BRUCE L. BENSON, THE ENTERPRISE OF LAW: JUSTICE WITHOUT THE STATE 30-35
(1990). Historians dispute the degree to which the lex mercatoria was truly a private
system of ordering. See, e.g., Stephen E. Sachs, From St. Ives to Cyberspace: The Modern

Distortion of the Medieval "Law Merchant," 21 AM. U. INT'L L. REV. 685 (2006). But how-
ever that dispute may be resolved, it is dear that the lex mercatoria was not a central-
ized ordering system by which the state "created" the "market."

25. AVNER GREIF, INSTITUTIONS AND THE PATH TO THE MODERN ECONOMY: LESSONS

FROM MEDIEVAL TRADE 58-90 (2006).

26. See Philip M. Nichols, A Legal Theory of Emerging Economies, 39 VA. J. INT'L L.

229, 273 (1999).

27. See PETER T. LEESON, THE INVISIBLE HOOK: THE HIDDEN ECONOMICS OF PI-

RATES (2009).

No. 2]



Harvard Journal of Law & Public Policy

decisions of economic actors rather than being given to economic
actors by a state apparatus. 28

It is not that the market necessarily created the state: Economic
intercourse and political intercourse grew up together in human
history.29 Just as it was one of the great accomplishments of
Enlightenment thinkers to formulate the distinction between gov-
ernment and society,30 so it was one of their great accomplish-
ments to formulate the distinction between state and market.
Locke, Milton, Defoe, Smith, Jefferson, and their contemporaries
discovered that the state does not create individual liberty, but can
help defend it. Likewise, the state does not create property or con-
tract rights, but can facilitate them by publishing and enforcing
norms of trade and respect. There is no obvious reason private in-
stitutions cannot perform this service,31 and such private institu-
tions are in fact ubiquitous even today. For example, eBay employs
a feedback mechanism as well as a private dispute resolution sys-
tem to police the conduct of traders.32 And it may be that these

28. It might be thought that slavery was a market created by state intervention,
and that property "rights" in human beings was an institution of positive law. In
fact, however, slavery in the United States was not an institution created by law.
See THOMAS R.R. COBB, AN INQUIRY INTO THE LAW OF NEGRO SLAVERY IN THE

UNITED STATES 82 (Philadelphia, T & J.W. Johnson 1858) ("[W]ith the exception of
Georgia (where it was at first prohibited), no law is found on our statute books
authorizing [slavery's] introduction.").

29. Robert Stevenson, after studying the formation of tribal states in Africa, con-
cluded that "in far the majority of cases the process involved at least a threeway nexus
between developing trade and trade routes, developing political and economic or-
ganization, and higher population densities, all reciprocally interacting and feeding
back upon each other." SERVICE, supra note 15, at 280.

30. See THOMAS PAINE, COMMON SENSE, in COLLECTED WRITINGS 5, 6 (Eric Foner
ed., 1995) (1776) ("Some writers have so confounded society with government, as to
leave little or no distinction between them; whereas they are not only different, but
have different origins."). The central element of "social justice" movements is to
break down this distinction and thereby allow the state to control any relationship
that political leaders deem worthy of outside control. This is the source, among
other disputes, of attacks on the "state action" doctrine in Fourteenth Amendment
jurisprudence. See Erwin Chemerinsky, The Supreme Court and the Fourteenth
Amendment: The Unflfilled Promise, 25 LOY. L.A. L. REV. 1143, 1147-48 (1992).

31. See Stephen Davies, The Private Provision of Police During The Eighteenth And
Nineteenth Centuries, in THE VOLUNTARY CITY 151, 151-81 (David T. Beito et al. eds.,
2002). The collective action problem of funding such activities, which is handled
through coercive taxation, is one serious problem, but there are theoretical solutions
to this and other collective action problems. See Ayn Rand, Government Financing in
A Free Society, in THE VIRTUE OF SELFISHNESS 157, 157-63 (1964).

32. These policies are described in brief on eBay's website. eBay, How Feedback
Works, http://pages.ebay.com/help/feedback/howitworks.html (last visited Feb.
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private alternatives are more cost-effective and suit the needs of
buyers and sellers better than a state institution. Economist Peter
Leeson has observed that although government contract enforce-

ment does enhance certain kinds of trade, it does not do so to an
impressive degree, and may actually hamper trade by crowding

out more cost-effective private enforcement mechanisms. 33

Fundamentally, the state does not create the things that are
exchanged, the concept of or desire for exchange, or many of
the formal institutions of exchange. It can help to enforce the

norms of trade, thereby transferring the transaction costs in part
from the contracting parties to taxpayers, but the effectiveness of

such mechanisms is open to question. Either way, the proposi-
tion that political institutions create the market appears to be un-

tenable on historical grounds. In addition, there are some pro-

found philosophical problems with that proposition.

B. States Do Not Create Freedom

It might be said that I am putting up a straw man; the asser-

tion that states create markets is not intended as an historical
assertion but as a theoretical model to show that political insti-

tutions are ontologically prior to economic exchange. But here,
too, the argument falls short. Professors Laurence Tribe and

Cass Sunstein, to name only two, start from this premise when

criticizing Lochner v. New York34 and other cases that struck
down laws limiting the individual's freedom of economic

choice. According to Professor Tribe, the problem with Lochner
is that the Court compared the challenged restriction to a hypo-

thetical "liberty" that did not really exist: "[Tlhe law is inevita-
bly embroiled in the dialectical process whereby society is con-

stantly recreating itself."35 In this process there is no such thing
as a "neutral, 'natural' order of things," and it is therefore im-
possible to compare a law to any such baseline.3 6 Rather, we
must realize that "legal 'freedom' of contract and property" are

22, 2010); eBay Resolution Center, http://resolutioncenter.ebay.com/ (last visited

Feb. 22, 2010).

33. Peter T. Leeson, How Important is State Enforcement for Trade?, 10 AM. L. & ECON.

REV. 61, 83 (2008).

34. 198 U.S. 45 (1905).

35. Laurence H. Tribe, The Curvature of Constitutional Space: What Lawyers Can Learn

from Modern Physics, 103 HARV. L. REV. 1, 8 (1989).

36. Id. at 7.
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"an illusion,"37 and that there is no such thing as natural free-
dom to which political or legal institutions can be compared.
Rather, there is only a fluctuating set of rules and rights created
by the state, a set that changes with social circumstances (in
other words, the "dialectical process"). Professor Sunstein
shares this view when he writes that the

private or voluntary sphere... [is] actually itself a creation of
law, and hardly purely voluntary. When the law of trespass en-
able[s] an employer to exclude an employee from "his" prop-
erty unless the employee [meets] certain conditions, the law [is]
crucially involved. Without the law of trespass, and accompany-
ing legal rules of contract and tort, the relationship between
employers and employees would not be what it now is; indeed,
it would be extremely difficult to figure out what that relation-
ship might be, if it would exist in recognizable form at all.38

These arguments run directly counter to the "leading princi-
ple" of American constitutionalism, which is that each of us is
equally born free. 39 This principle holds that each of us is pre-
sumed free to act and that those who would limit our freedom
bear the burden of justifying such limits. This is the "presump-
tion of liberty" that Professor Randy Barnett has rightly ob-
served is implicit in the Constitution. 40 It is explicit in the Dec-
laration of Independence, which speaks of each person's equal
right to freedom as a fundamental principle and explains that
governments are instituted only to protect that freedom.41 The
presumption of liberty is not merely a rhetorical device or an
arbitrary preference for a convenient starting point in philoso-
phical argument. It inheres in the structure of logic itself-just
as one cannot be expected to prove a negative, so one cannot be
expected to prove that he ought to be free. 42

Using freedom from coercion as a natural baseline for policy
analysis-the starting point for evaluating a legal regime-
allows us to evaluate states in terms of universal human rights,

37. LAURENCE H. TRIBE, AMERICAN CONSTITUTIONAL LAW 578 (2d ed. 1988).

38. SUNSTEIN, supra note 4, at 30.

39.1 ABRAHAM LINcOLN, Speech on the Kansas-Nebraska Act at Peoria, Illinois
(Oct. 16, 1854), in SPEECHES AND WRITINGS, 1832-1858, at 307, 328 (Don E. Fehren-
bacher ed., 1989).

40. See RANDY E. BARNETT, RESTORING THE LOST CONSTITUTION: THE PRESUMPTION
OF LIBERTY (2004).

41. THE DECLARATION OF INDEPENDENCE para. 2 (U.S. 1776).

42. See ANTHONY DE JASAY, JUSTICE AND ITS SURROUNDINGS 150 (2002).
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as opposed to historically contingent dialectics. 43 That we are
born with a right to life means that we cannot justly be de-
prived of our lives without some good reason (for example,
that we have committed a capital offense). Recognizing an in-
dividual's right to life means that the burden of proof rests on
the party who would restrict or eliminate that right-as op-
posed to a presumption in favor of death, which would require
the living person to justify his existence. If we presume that
individuals are born free and that coercion against them re-
quires some justification, then we must also recognize that the
freedom to engage in commercial intercourse is a logical start-
ing point and that deviations from that starting point must be
justified. This makes the ontological order clear, as it is in the
Declaration of Independence. We are born with liberty, includ-
ing the liberty to pursue happiness by commercial intercourse,
and government is instituted to protect or to foster that free-
dom. That freedom may be limited only for good cause.

By contrast, the position advanced by Sunstein, Tribe, and
others presumes that individuals have no rights unless they
can propose and successfully defend their claims.44 If individu-
als can meet that burden,45 then the rights they receive are sim-
ply realms of individual action that government chooses to
protect or subsidize-that is to say, privileges. Professor Sun-
stein is quite explicit: "[R]espect for private rights, the private
sphere, and limited government should themselves be justified
by publicly articulable reasons .... In the United States, any
particular conception of the private sphere must be defended
by substantive argument. '46

43. Cf. RICHARD A. EPSTEIN, BARGAINING WITH THE STATE 25 (1993) ("Baselines offer
the initial positions against which the propriety of subsequent individual or govern-
ment action can be judged. The selection of these baselines is the first part of any in-
quiry into bargaining with the state....").

44. As John Locke put it when attacking a very similar argument, "His System lies in
a little compass, 'tis no more but this, That all Government is absolute Monarchy. And the
Ground he builds on, is this, That no Man is Born free." LOCKE, supra note 14, at 142.

45. What exactly would such a burden entail? As de Jasay observes, it appears that
such a burden would be literally infinite, because the person would be required to
disprove an infinite series of potential justifications for limiting rights. DE JASAY, supra
note 42, at 150. It is conceivable, of course, that the state could set some lower standard
as sufficient for a proposed rights claim, but such a lower standard would then be
arbitrary. One can hardly imagine a weaker foundation for a right than a privilege that
is given by the state to citizens on the basis of literally arbitrary criteria.

46. SUNSTEIN, supra note 4, at 247.
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This model is replete with serious problems. First, it reduces
all rights to potentially conflicting assertions with no guiding
principle for resolving conflicts that do arise.47 If the state
chooses to create one right for me and a different, contradictory
right for my neighbor, how is this conflict to be settled? Do we
have any right to be treated equally? Not if the state fails to
grant us that right. And yet the whole purpose of rights, and of
law, is to limit the power of the state, at least pursuant to some
comprehensible standard that treats like cases alike.

The Tribe-Sunstein model would, in fact, give the lawmakers a
degree of freedom withheld from ordinary citizens. Presumably,
the lawmakers must deliberate over whether to grant people
privileges, and that deliberation requires the lawmakers to have
freedom to deliberate. Where do they derive this freedom? Evi-
dently they gave it to themselves, or enjoy it by some inherent
principle of superiority-something like "divine right." This con-
tradicts the American conception of a government of the people,
by the people-the principle underlying the legitimacy of our
Constitution. Despite their appeals to principles of democracy,
Tribe and Sunstein actually deny the principle of equal freedom
on which democracy necessarily rests. Without a guiding princi-
ple of political rule, the lawmakers grant and withhold privileges
on the basis of mere will, and their will trumps that of the citizens
because they are of a different caste. This rule is not democratic.

Second, as Tom G. Palmer has observed, the Sunstein-Tribe

model collapses into an infinite regress. According to their view:

I cannot have a right not to be tortured by the police unless
the police have an obligation not to torture me, and the po-
lice can only have an obligation not to torture me if there are
some taxpayer-funded persons (monitors) above the police
who can punish them.... But to have a right not to be tor-
tured I would have to have a right that the monitors exercise
their power to punish the police for torturing me. Do I have
that right ... ? I would have such a right only if the monitors
had a duty to punish the police, and the monitors would have
a duty to punish the police only if there were some taxpayer-
funded persons above the monitors who could (and would)
punish the monitors for failing to punish the police, and so
on, ad infinitum. For there ever to be a right of any
sort... there would have to be an infinite hierarchy of people

47. See TOM G. PALMER, REALIZING FREEDOM 47-53 (2009).
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threatening to punish those lower in the hierarchy. Since there
is no infinite hierarchy, we are forced to condude that [this is]
actually... an impossibility theorem of rights in the logical
form of modus tollens: If there are rights, then there must be an
infinite hierarchy of power; there is not an infinite hierarchy
of power; therefore there are no rights.48

In addition, under Tribe and Sunstein's view, the State can-

not have any rightful authority to grant rights or privileges to

individuals. If there is no prepolitical ground for individual

rights, how can there be any prepolitical ground for political
legitimacy? According to the social compact tradition articu-

lated in the Declaration of Independence and the Constitution,

government is legitimate because the people consent to it. But
we can consent only because we have a prepolitical right to

choose whether to consent or withhold that consent. By deny-

ing the existence of such prepolitical rights, Tribe and Sunstein

reject-as did their Progressive-era progenitors, following
Hege 49

- the possibility of any principle by which the state

might be justified or legitimized. Instead, the state is simply a

historical inevitability (Professor Tribe's "dialectical process")
in the face of which all talk of prepolitical standards is incoher-

ent. 0 There can be no "principle" by which lawmakers may
"rightly" create or withhold privileges from the people when

forming a Constitution-they simply do what they want, be-

cause politics is at bottom an act of will, not of reason. This way
of seeing things, of course, makes it impossible to distinguish
free states from tyrannies, just rulers from unjust rulers, or

48. Tom G. Palmer, Book Review, 19 CATO J. 331, 333-34 (1999).

49. Harry V. Jaffa, in discussing the political philosophy of John C. Calhoun,

makes an insightful comment on the subtle distinction between Hobbes and

Hegel. Although Hobbes, like Hegel, advanced an intellectual framework for to-

talitarianism by denying the existence of prepolitical limits on the state, he started
with the proposition that there is a state of nature in which all men are equal-a
proposition Hegel rejects. For Hobbes, this equality and the capacity for reason in

the state of nature leads man to make the rational agreement to create the state.

But Hegel (like Sunstein and Tribe) denies the possibility of a state of nature,

holding instead that man has no capacity for reason outside of the forces of his-

tory and is not equal in any prepolitical sense. See HARRY V. JAFFA, A NEW BIRTH

OF FREEDOM 448-50 (2000) ("The equal right of all men to life and liberty is a

foundation stone of Hobbes' political teaching, and this is anathema to Cal-
houn."). It is also anathema to Tribe and Sunstein.

50. Or, in Oliver Wendell Holmes's famous phrase, it is like "churning the void in

the hope of making cheese." Letter to Alice Stopford Green (Aug. 20, 1909), in THE

ESSENTIAL HOLMES 116 (Richard Posner ed., 1997).
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healthy regimes from abusive regimes. In practice, it means
that whatever political group happens to take power, by arms or
by propaganda, is, ipso facto, legitimate. When it comes to politi-
cal legitimacy, the citizen's is not to reason why; his is but to do
or die. If there are no such things as prepolitical standards of jus-
tice, then there is no such thing as a prepolitical legitimizing
principle for any state.51 And this fact means that there is no dif-
ference between the arbitrary dictatorship of a military strong-
man and a polity governed by just laws; whatever the political
authorities choose to call just is, by definition, just.

It cannot be too strongly emphasized how contrary this picture
is to the principles underlying the American Constitution. The
Framers believed the Constitution would help "decide the im-
portant question, whether societies of men are really capable or
not of establishing good government from reflection and choice,
or whether they are forever destined to depend for their political
constitutions on accident and force."52 Tribe, Sunstein, and their
allies have rendered their answer strongly in favor of accident
and force.53 But America's founders knew, better than do the
stars of today's legal community, that if political leaders can
choose which rights to give citizens, then they must constitute a
caste enjoying by divine right greater freedom than the citizens
whose rights they can grant or withhold at will. Such a scheme is
at war with the principle of equality on which our democratic

51. Consider Aristotle's distinction between true forms of government and per-
verted forms of government. This distinction is based on the principle that "gov-
ernments which have a regard to the common interest are constituted in accor-
dance with strict principles of justice, and are therefore true forms; but those
which regard only the interest of the rulers are all defective and perverted forms,
for they are despotic, whereas a state is a community of freemen." ARISTOTLE,
POLITICS BK. III CH. 6, in THE BASIC WORKS OF ARISTOTLE 1185 (Richard McKeon
ed., 1941). These strict principles of justice are prepolitical even though Aristotle
lacks a modem conception of individual rights.

52. THE FEDERALST No. 1, at 33 (Alexander Hamilton) (Clinton Rossiter ed., 1961).
53. In fact, this is merely a confession of their theory's inadequacy. If one rejects

all of the principles of an intellectual discipline that make the object of study com-
prehensible, then that object will seem arbitrary. The fact that their view of justice
renders them unable even to distinguish just from unjust regimes, or to under-
stand politics as anything other than an endless series of arbitrary claims to rule
backed by mere coercion, is evidence enough that Tribe and Sunstein offer us not
spectacles but a blindfold. See generally Leo Strauss, Restatement on Xenophon's
Hiero, in WHAT Is POLITICAL PHILOSOPHY? 95 (Univ. of Chicago Press 1988) (1959)
("A social science that cannot speak of tyranny with the same confidence with
which medicine speaks, for example, of cancer, cannot understand social phe-
nomena as what they are.").

[Vol. 33
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political institutions are based-an equality that, again, is not an
arbitrary cultural preference, but a fact of reality, aptly described
by Jefferson: "[T]he mass of mankind has not been born with
saddles on their backs, nor a favored few booted and spurred,
ready to ride them legitimately, by the grace of God."M

At bottom, the position advanced by Tribe and Sunstein is that
all rights are actually privileges-benefits given to us by the grace
of the state. But the fundamental difference between rights and
privileges is that a right is not held at the mercy of another, or of
the state. We deserve rights and are not answerable to our
neighbors or the state when we exercise these rights. We cannot
be made to pay for them. Privileges, on the other hand, are ac-
corded to us by one in a superior position, who retains authority
to restrict or eliminate those privileges; you do not deserve a privi-
lege, and you can be required to pay for it. To say that the state
"creates" our rights is to transform rights into privileges.

Let me reiterate that this difference between rights and privi-
leges was seen by the Framers as the distinguishing grace of
the American regime when contrasted with those that pre-
ceded it. Under the British monarchy, all rights were simply
privileges accorded by Parliament or the crown, but revocable
at any time. 55 The American constitutions were written to en-
sure that rights would not be held at the sufferance of any gov-
ernment. "In Europe, charters of liberty have been granted by
power," wrote James Madison. "America has set the exam-
ple ... of charters of power granted by liberty. This revolution
in the practice of the world, may, with an honest praise, be pro-
nounced the most triumphant epoch of its history .... ,,56

C. What Would It Mean If the State Did Create Freedom?

In addition to the historical and philosophical flaws in the ar-
gument that states create economic or other kinds of freedom, the
argument also implies several problematic consequences. The first
is obvious if we return to my earlier analogy between commercial
and sexual intercourse. The confusion between the state's protec-
tion of rights and the state's creation of rights becomes clear when

54. Letter from Thomas Jefferson to Roger C. Weightman (June 24, 1826), in THOMAS
JEFFERSON: WRITINGS 1517 (Merrill D. Peterson ed., 1984).

55. See 1 WILLIAM BLACKSTONE, COMMENTARIES *49 (arguing that the sovereign is
.supreme, irresistible, absolute, [and] uncontrolled").

56. JAMES MADISON, Charters, in WRITINGS 502, 502 (Jack N. Rakove ed., 1999).
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we ask whether the state also creates, say, a woman's right not to
be raped.5 7 Following the argument advanced by Sunstein and
Tribe, a woman has no inherent human right not to be raped; after
all, her so-called private or voluntary sphere is a creation of law
and hardly voluntary. Without the criminal laws against rape-
and accompanying legal rules regarding marriage, divorce, and
child-rearing, and the regulation of contraceptives, maternity care,
or abortion-the relationship between men and women would
not be what it now is. Indeed, it would be extremely difficult to
figure out what that relationship might be, if it would exist in rec-
ognizable form at all.5 8 If a woman has a right not to be raped,

then the burden would be on her to advance and justify that right
in the public forum. The state might give her that right by prom-
ulgating and enforcing rules against rape, and it may do so be-
cause the lawmakers stand in a superior position to her-not in a
position of equality-and are free to decide who does, and who
does not, deserve this right.59

This analogy60 makes clear that the notion that rights are cre-
ated by the state -whether they be so-called economic rights or
any other kind of right-can have horrifying consequences.

57. Although I use the analogy of rape here, one could choose many others. John
Locke used cannibalism, pointing out in his First Treatise that if rights are merely
permissions given to us by absolute governments, then "Princes might eat their
Subjects, too." LOCKE, supra note 14, at 160. Mark Twain, probably inadvertently,
used this same example to comic effect in his story Cannibalism in The Cars (1868),
reprinted in MARK TWAIN: COLLECTED TALES, SKETCHES, SPEECHES & ESSAYS 1852-
1890, at 269-77 (Louis J. Budd ed., Library of America 1992). The humor in
Twain's story comes precisely from the elected officials, who in the story are

stranded on a train in the snow, arguing with great care and precision over the
procedural details of a proposal to kill and eat one of their fellow passengers. The

story would not be humorous at all to one who truly believed that individual
rights are permissions extended to us by elected representatives.

58. Cf. SUNSTEIN, supra note 4, at 30 ("Without the law of trespass, and accompany-
ing legal rules of contract and tort, the relationship between employers and employees
would not be what it now is; indeed, it would be extremely difficult to figure out what
that relationship might be, if it would exist in recognizable form at all.").

59. It is no answer simply to assert that this right is qualitatively more precious
than the right to make free economic choices because if such a distinction exists,
then it, and not the rest of their theory of rights, is doing the real work in Tribe
and Sunstein's formulation.

60. 1 had thought this analogy somewhat fanciful until the Seventh Circuit Court of
Appeals held that there is no constitutional barrier to the state eliminating the right to
use deadly force in self-defense. See Nat'l Rifle Ass'n of Am., Inc. v. City of Chicago,
567 F.3d 856, 859-60 (7th Cir. 2009), cert. granted sub nom. McDonald v. Chicago, 130 S.

Ct. 48 (2009).
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Specifically, it empties the concept "right" of any real content,
and replaces it with a "privilege" extended by a superior (the
state) to the inferior individual, for the state's own purposes.
Turn this argument whichever way one will, it is always the
same old serpent,61 and one might say that every laudable ef-

fort in the history of American law has been aimed at explod-
ing it in various forms. Few would suggest that the state creates
the freedom of sexual intercourseS2 -and nobody should argue

that the state creates the freedom of economic intercourse.

There are two other (comparatively minor) problematic conse-
quences implied by the notion that the state creates markets. First,
if the state really is responsible for the existence of markets, it is
not clear how black markets are possible. America's tragic thir-
teen-year experience with the prohibition of alcohol should have
proved how difficult it is for government to eliminate commercial
exchanges. But for decades now, federal, state, and local govern-
ments in the United States-armed with hundreds of billions of

dollars, the highest quality weaponry and surveillance equipment
available, and the dedicated service of thousands of brave and
ingenious law enforcement officers, and aided by foreign gov-

ernments and everyone from teachers to television writers-have
hopelessly failed to eliminate the illegal drug trade. Black markets

flourished even in the U.S.S.R. and North Korea-two of the most
intense police states in human history. If governments do create
markets, how can they be so inept at shutting markets down?

In a related vein, it is hard to explain the existence of infla-

tion on the premise that economic exchange is the creature of

the state. Inflation, simply put, occurs because consumers

61. Cf. ABRAHAM LINCOLN, Speech at Chicago, IM. (June 10, 1858), in SPEECHES AND

WRrrINGS, supra note 39, at 1032-58 ("Mhe arguments in favor of kingcraft were of
this dass; they always bestrode the necks of the people, not that they wanted to do it,

but because the people were better off for being ridden. That is their argument, and
this argument... is the same old serpent that says you work and I eat, you toil and I
will enjoy the fruits of it. Turn in whatever way you will-whether it come from the
mouth of a King, an excuse for enslaving the people of his country, or from the mouth
of men of one race as a reason for enslaving the men of another race, it is all the same
old serpent .... ). That Tribe and Sunstein add no racial character to their argument
for inequality and the superiority of the rulers to the ruled changes nothing.

62. As Justice Blackmun wrote, "We protect those rights not because they contribute,
in some direct and material way, to the general public welfare, but because they form
so central a part of an individual's life. 'mhe concept of privacy embodies the moral
fact that a person belongs to himself and not others nor to society as a whole.'" Bowers
v. Hardwick, 478 U.S. 186,204 (1986) (Blackmun, J., dissenting) (citations omitted).
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know that a dollar bill is not actually worth a dollar-or in
Zimbabwe's case, that a fifty billion dollar bill is not actually
worth fifty billion dollars.63 But how is this possible, if the state
creates the market by formulating the conditions of exchange,
and if, as Roosevelt and Sunstein assert, economic laws are not
made by nature but by human beings? Evidently there are uni-
versal limits on the degree to which economic behavior can be
controlled by the state's mere fiat. Where do these limits come
from? They come from the interchange of supply and de-
mand-that is, economic laws antecedent to the state's author-
ity. The state does not create markets; it steps into markets-into
the swarm of transactions that make up "the market" -and in
doing so, the state is subject to principles of exchange over
which it cannot assert absolute control.64

63. In December 2008, Forbes reported that Robert Mugabe's Zimbabwe had
reached a level of inflation that it described as "6.5 quindecillion novemdecillion per-
cent," in which prices double every 24.7 hours. Steve H. Hanke, The Printing Press,
FORBES, Dec. 22, 2008, at 106.

64. There are some situations in which the state can more realistically be said to
create markets, or rather, pseudo-markets. In these cases, the traded commodities
are state-created privileges that would not exist in a state of nature-for example,
transferable development rights (TDRs) or pollution credits (today called "cap and
trade"), as well as copyrights and patents. These commodities are promises by the
government to employ its coercive power (that is, monopolies), or refrain from em-
ploying coercion in certain ways. Government may permit consumers to trade these
privileges, and trade in them will allow participants to rank priorities and allocate
these privileges to more efficient uses. Such trade therefore resembles a market. But
there are crucial differences between these pseudo-markets and genuine markets
that reinforce my broader point that states do not create markets.

First, pseudo-markets exist purely at the discretion of a single entity-the state-
and are therefore more like an auction within a single firm than like an open market
of competing sellers. The state does not set the rules of trade (for example, the
"cap") in response to actual consumer demand, but to its own political incentives.
See Jerome W. Milliman, Can Water Pollution Policy Be Efficient?, 2 CATO J. 165, 185
(1982) ("[T]he market here is not a true market in that the number of permits would
be fixed in relation to some predetermined environmental target .... There is no
feedback from the users about water quality achieved and their willingness to pay
on the supply of rights .... ). David M. Driesen argues that "mimicking free market
features that do not coincide with desired policy outcomes proves counterproductive."
David M. Driesen, Is Emissions Trading an Economic Incentive Program?: Replacing the
Command and Control/Economic Incentive Dichotomy, 55 WASH. & LEE L. REV. 289, 337
(1998) (emphasis added). Desired by whom? Under conditions of voluntary ex-
change, economic incentives are created by consumer demand; any other sense of
the phrase "desired policy outcome" is meaningless. Only a pseudo-market is or-
ganized around a "desired policy outcome" -desired by the state, that is.

Second, the items sold are created entirely by government fiat; they are not cre-
ated, as is economic wealth, by the interaction of humans with nature. The state's
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D. States Must Respect, Not Create, Our Rights

On an episode of Meet the Press, then-Senator Barack Obama
summed up his view of the relationship between the state and
the market: "If the market solution works, let's go with the
market solution. If a solution requires government interven-
tion, let's do that."65 But the moral equivalency suggested by
this answer is actually shocking. A "market solution" is the re-
sult of uncoerced choices by individuals pursuing their inter-
ests with the knowledge and resources available to them. Gov-
ernment intervention, on the other hand, is an act of coercion,
backed by state force, which deprives someone of the freedom
to make choices and set priorities based on his knowledge and
resources. Although intervention may benefit some, it simulta-
neously deprives others of their freedom and of their resources.
Respecting the right of individuals to make free economic
choices-just like respecting the rights to speak, worship, or
love-is not just one among other morally equivalent options.
It is a fundamental aspect of the freedom to which all people
are naturally entitled, and depriving innocent persons of that
freedom is an injustice. To regard these alternates as morally
equivalent requires one to assume that the right to make eco-
nomic choices for oneself is only a grace or privilege granted,
however temporarily, by the state.

Yet states do not create-though they may foster or protect-
the freedom of economic intercourse. Government is, among
other things, a protective agency that can help individuals pre-
serve rights that already belong to them. They could legitimately
act to protect these rights themselves if they so chose. But be-
cause doing so is costly, time consuming, and potentially dan-

moral authority to create such goods is dubious. See RICHARD A. EPSTEIN, TAKINGS
189 (1985) ("How, it must be asked, is the city in a position to grant these rights... ?
To do this, the city must first own the rights, which it acquired not by pur-
chase... but by zoning [or other legislation] .... It is as though A uses money stolen

from B to pay B for property purchased from him thereafter."); see also James L.
Johnson, Pollution Trading in LA LA Land, 3 REGULATION 44, 48 (1994). In addition,
substitute goods are rarely possible, and there is no competition by producers who
can lower prices.

Third, it is impossible for there to be a black pseudo-market. There can be a true
black market in government privileges, but by definition there cannot be an unau-
thorized pseudo-market because the pseudo-market is by definition created by the
government authorization. Pseudo-markets are therefore distinct from true markets
in ways that support my thesis here.

65. BARACK OBA.MA: LN HIS OWN WORDS 139 (Lisa Rogak ed., 2007).



Harvard Journal of Law & Public Policy

gerous, the state acts as their deputy, doing so on their behalf
and by their authority. That service could also be provided by

other entities, and often is-by private security firms, for exam-
ple. It would, of course, be unjust for a person to hire the ser-
vices of a protective agency with money stolen from his
neighbor, which is why legitimate government must be based on
consent: It is a kind of contract of mutual protection, in which
individuals purchase protective services with tax dollars.6 6 Here
again we see why the freedom of economic exchange must pre-
cede the state and serve as one of the sources of its legitimacy.

IV. A COMMENT ON EFFICIENCY

I have thus far argued against the proposition that the state
creates markets and thereby acquires authority to regulate
markets to serve state ends. My point is obviously not to deny
the importance of legal institutions in the working of economic
intercourse. Rather, it is to challenge the premise upon which a
number of policy arguments are based, particularly the view
that "the market" is a thing that the state creates and that it
might shape to achieve certain political goals. But this same

error of considering "the market" as a unitary thing is also re-
lated to a different kind of policy argument.

Policy arguments on the left generally contend that legal insti-
tutions should organize "the market" to accomplish social justice

goals, 67 an argument that has been sufficiently refuted elsewhere,
principally on the grounds that the term "social justice" is mean-
ingless.68 But such an approach has at least the virtue that its nor-
mative house is in order: It explicitly aims to coerce economic
choices in service of certain guiding principles. In this, it is unlike
the typical claim on the right,69 which is that institutional ar-

66. See, e.g., MASS. CONST. of 1780 pmbl. ("The body politic is formed by a voluntary
association of individuals: it is a social compact, by which the whole people covenants

with each citizen, and each citizen with the whole people, that all shall be governed by

certain laws for the common good. It is the duty of the people, therefore, in framing a
constitution of government, to provide for an equitable mode of making laws, as well
as for an impartial interpretation, and a faithful execution of them; that every man
may, at all times, find his security in them.").

67. See, e.g., ALAN WOLFE, THE FUTURE OF LIBERALISM 82-84 (2009).

68. See DE JASAY, supra note 42, at 127-69. See generally HAYEK, supra note 8.

69. The terms "left" and "right" are imprecise, particularly as there are people iden-
tified with the political left who nevertheless argue in favor of efficiency-maximization

as a goal to be pursued in institutional arrangements. For example, President Obama
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rangements should be oriented to produce economic efficiency. A

great deal of ink has been wasted explaining how various legal

rules produce economically efficient results, or arguing that cer-

tain reforms would produce more efficient results. The problem is

that the concept of efficiency is not a helpful guidepost for orga-

nizing economic or legal institutions, and in fact it smuggles in

normative propositions that ought to be examined more openly.70

"Efficient" is an adjective that describes the fitness of a

means to a given end. A means is efficient if it accomplishes an

end with the least amount of waste -where "waste" is defined,

somewhat circularly, as the unfitness of the means to the given
end. Obviously what qualifies as efficient will differ depending

on what ends one is pursuing. If a person wants to drive

quickly from Los Angeles to Sacramento, it is efficient to travel
north on Interstate 5, as opposed to, say, Highway 99. On the

other hand, if the person wants to stop along the way to shop
in various towns, it would be more efficient to take Highway

99 and arrive later. Efficiency measures the effectiveness of a

trade-off: which actions will accomplish the desired end with

the least amount of ineffective energy expenditure. The effi-

ciency of the driver's trade-off -time versus shopping de-
tours-depends on the driver's priorities. No transaction is en-

tirely waste-free, but some trades are more effective than others.

What this discussion means is that there is no such thing as

efficiency per se-there are only efficient means to particular

ends. But ends are agent-specific; 71 that is, different people pur-

sue different ends.72 Which ends are rational for me to pursue

may not be-indeed, are rarely-rational for another person to

pursue. Thus, the means that are efficient for one person's ends

are not necessarily efficient for another person's. There can be

argues that government must intervene in economic decisions to "deal[] with market
failures-those recurring snags in any capitalist system that either inhibit the efficient
workings of the market or result in harm to the public." OBAMA, supra note 2, at 153.

70. For an outstanding elaboration of this point, see Louis De Alessi, Efficiency Criteria
for Optimal Laws: Objective Standards or Value Judgments?, 3 CONST. POL. ECON. 321 (1992).

71. I am purposely avoiding the term "subjective," used by Austrian economists
when discussing this point. See, e.g., LUDWIG VON MISES, HUMAN ACrION 332 (3d

ed. 1963). I think that word is misleading because the economic proposition here
does not necessarily entail moral subjectivism. See generally Tara Smith, The Impor-

tance of the Subject in Objective Morality: Distinguishing Objective from Intrinsic Value,
25 SOC. PHIL. & POL'Y 126 (2008).

72. And with good reasons, chief among which is comparative advantage.
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no such thing as "social efficiency" 73 or "collective efficiency"
because societies and collectives do not pursue ends-only in-
dividuals do.74 Moreover, there is no way to determine what
means are most efficient for a rational agent other than to ob-
serve the transactions that a person makes. 75 As James M. Bu-
chanan puts it, "voluntary exchanges among persons, within a
competitive constraints structure, generate efficient resource
usage, which is determined only as the exchanges are made."76 Given
our limited knowledge of another person's spectrum of needs
and desires, it is impossible for any one person to say with con-
fidence what is and is not efficient for another person.77

73. See ISRAEL H. KIRZNER, MARKET THEORY AND THE PRICE SYsTEM 35 (1963) ("Soci-
ety has no single mind where the goals of different individuals can be ranked on a sin-
gle scale .... We are not invoking the notion of a society having its goals in any sense
apart from the goals of the individuals making up the society. Efficiency for a social
system means the efficiency with which it permits its individual members to achieve
their several goals."); FRANK HYNEMAN KNIGHT, THE ETInCS OF COMPETION 34-35
(1997) ("It is impossible to form any concept of 'social efficiency' in the absence of some

general measure of value .... [OInly within rather narrow limits can human conduct be
interpreted as the creation of values of such definiteness and stability that they can serve
as scientific data, [because] life is fundamentally an exploration in the field of values
itself and not a mere matter of producing given values. When this is dearly seen, it will
be apparent why so much discussion of social efficiency has been so futile.").

74. See De Alessi, supra note 70, at 335-36.

75. See Donald J. Boudreaux et al., Talk is Cheap: The Existence Value Fallacy, 29 ENVTL.
L. 765, 785 (1999) ("In market transactions, we can assume that all individual trades
increase individual utility, because the occurrence of the trade itself suggests that the
individual values the good received more highly than the good surrendered.").

76. James M. Buchanan, Rights, Efficiency, And Exchange: The Irrelevance of Transactions
Cost (1984), reprinted in THE LOGICAL FOUNDATIONS OF CONSTrUIONAL LIBERTY 260,
273-74 (1999) (emphasis added).

77. As Hayek said in his Nobel lecture,

Into the determination of ... prices and wages there will enter the effects
of particular information possessed by every one of the participants in the
market process-a sum of facts which in their totality cannot be known to
the scientific observer, or to any other single brain. It is indeed the source
of the superiority of the market order, and the reason why, when it is not
suppressed by the powers of government, it regularly displaces other
types of order, that in the resulting allocation of resources more of the
knowledge of particular facts will be utilized which exists only dispersed

among uncounted persons, than any one person can possess. But because
we, the observing scientists, can thus never know all the determinants of
such an order, and in consequence also cannot know at which particular
structure of prices and wages demand would everywhere equal supply,
we also cannot measure the deviations from that order; nor can we
statistically test our theory that it is the deviations from that "equilibrium"
system of prices and wages which make it impossible to sell some of the
products and services at the prices at which they are offered.
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Consider Richard Pryor's character in the movie Brewster's
Millions,78 who must get rid of as much money as he can as
quickly as possible, but is repeatedly frustrated that his pur-
chases end up accidentally making him richer instead. The co-
medic value of the movie arises because, although these pur-
chases would be brilliant investments for most people, they are
economically inefficient for Brewster. For him, they are not
wise. They are not means that fit his ends; they are inefficient.

The same is true of all coercive policies. If I want to spend
money on X, and government makes me buy Y instead, that is not
an efficient or wise investment for me, because I did not want Y. I
wanted X. Even if Y is something that most people prefer, it is not
one of my ends. (If it were, coercion would be unnecessary.) Even
apparently universal goods-literacy, or a college education-are
not actually universally good; there are circumstances in which it
would be economically unwise for a person to undertake the costs
of obtaining them. An illiterate man on his deathbed with only
hours to live would probably prefer to spend that time with his
grandchildren rather than learning to read. A single mother rais-
ing three children on her own would not find it economically effi-
cient to quit her job and enroll in college. Economic choices are
trade-offs, and although we all may make mistakes, the person
with the best access to the knowledge necessary for determining
which trade-offs are efficient is that person himself.

In short, ends are inherently personal, which means that
economic efficiency is inherently personal. A transaction thus
can be efficient only if it is voluntary. 79 An involuntary transac-
tion is one that the actors did not consider worthwhile-that is
to say, it was not efficient in light of the transaction costs or
other considerations.80 At the very least, a coercive transaction

FRIEDRICH A. HAYEK, The Pretence of Knowledge (1974), reprinted in NEW STUDIES IN

P-ULOSOPHY, POLmCS, EcoNoMics AND THE HISTORY OF IDEAS 23, 27 (1978).

78. BREWSTER'S MILLIONS, Universal Pictures 1985.
79. Viktor J. Vanberg, Individual Choice and Institutional Constraints: The Normative

Element in Classical and Contractarian Liberalism, in RULES AND CHOICE IN ECONOMICS

208, 210 (1994) ("In saying that market outcomes are efficient, one claims, in effect, that
the processes by which they are generated are 'good,' in the sense that through their
market choices the constituent individuals reveal what they consider 'good' in their
own judgment .... There is no reference to any standard that would allow one to judge
the outcome independently of the transaction itself.").

80. Nor, incidentally, can it be considered a moral good because choice is a necessary
element in any moral good. See TARA SMITH, VIABLE VALUES: A STUDY OF LIFE AS THE

ROOT AND REWARD OF MORALTY 99 (2000). Note also that an individual need not
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deprives a person of free choice, and for any compensation to
truly make him whole-that is, to make the transaction effi-
cient-the compensation would have to make up both for his
economic and his psychological harm.

Economists have sought various substitutes for an agent-
centered conception of efficiency in an attempt to rationalize co-
ercive transactions under the efficiency criterion, but none of
them have succeeded. For example, some define efficiency as an
increase in social wealth; legal institutions ought therefore to aim
for increasing the amount of wealth in society as a whole.81 But
not all persons seek an increase in social wealth; a monk who has
taken a vow of poverty certainly does not seek an increase in so-
cial wealth. To impose coercive policies on such a citizen in the
pursuit of social wealth is to deprive him of utility. Moreover, if
"wealth" is (mis)defined by reference to market prices, we risk
overlooking that monetary prices do not accurately reflect util-
ity;82 a transaction that appears efficient based only on the bottom
line figures could easily result in a loss of total utility. Psycho-
logical factors not measurable in monetary terms must factor in.83

To implement-coercively or otherwise-a transaction that re-
sults in more cash value but reduces overall utility would be inef-
ficient.84 And to impose a coercive transaction that deprives a

have perfect knowledge for his actions to qualify as efficient, as Murray Rothbard
contended. See MURRAY N. ROTHBARD, The Myth of Efficiency (1979), reprinted in THE
LOGIc OF ACTION I: METHOD, MONEY, AND THE AUSTRIAN SCHOOL 266, 266 (1997).
Rather, the individual need merely act on the basis of transaction costs. The transaction
cost of obtaining information may outweigh the value of a possible transaction. In
such a case, the non-occurrence of a mutually advantageous exchange because of igno-
rance would still be efficient, because in light of the transaction costs, the exchange
would not actually be mutually advantageous.

81. See, e.g., Richard A. Posner, The Ethical And Political Basis of The Efficiency
Norm in Common Law Adjudication, 8 HOFSTRA L. REV. 487 (1980). Posner contends
that "[olne objection to using autonomy directly as an ethical norm.., is that it
requires an arbitrary initial assignment of rights." Id. at 496. But as we have seen,
rights are not assigned, nor are they arbitrary. See DOUGLAS B. RASMUSSEN &
DOUGLAS J. DEN UYL, NORMS OF LIBERTY: A PERFECTIONIST BASIS FOR NON-

PERFECTIONIST POLITICS 299 (2005).
82. See De Alessi, supra note 70, at 330 ("At best, private (subjective or personal-use)

values approach market (objective or observable) prices only at the margin.").

83. Anyone who has done a crossword puzzle without checking Google knows that
the value of "doing it myself' differs from the value of completing the puzzle.

84. See De Alessi, supra note 70, at 334 ("The maximization of aggregate wealth im-
plies that sources of utility not reflected in the aggregate do not matter and that
changes in the wealth of individuals that do not result in a reduction of aggregate
wealth also do not matter.").
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party of utility and provides insufficient monetary compensation
for that injury is simply to extract wealth from him to benefit oth-
ers.85 That transaction is not efficient, at least for him, because
efficiency to him means the accomplishment of his ends with the
least amount of what he considers waste.

It is not that Pareto efficiency is a senseless concepta 6 but it
must subsume the agent-centered definition of efficiency: An
outcome is Pareto efficient if it leaves nobody "worse off." But
"worse off" can be defined only by each agent pursuant to that

agent's own utility function-which means that if Pareto effi-
ciency is to be meaningful, it must rely on individual value as-
sessments. Substituting the pursuit of any other kind of ends (for

example, maximization of society's monetary wealth) to decide
whether people are made better or worse off is simply to smug-
gle in an outsider's own values under the counterfeit of objective
assessment, and to impose them on the parties.87 The same is

true of Kaldor-Hicks efficiency, which is achieved if an outcome
makes some people better off and if those who are made worse

off could in theory be compensated for their loss. Given the per-
sonal nature of utility, such an outcome can only be truly effi-
cient if, in fact, people accept that transaction voluntarily.

This point is not disproven even by a case in which an other-
wise Pareto efficient transaction fails to occur because of the par-
ties' lack of knowledge. It is true that parties may forego ex-

85. See id. at 336 ("The opinion that rules which lower transaction costs en-
hance efficiency is not value-free and may not be correct even within its own

frame of reference.").

86. There are many problems with the notion. As De Alessi observes, Pareto effi-
ciency requires an unattainable degree of knowledge if taken literally: Because all eco-

nomic transactions have an endless chain of economic consequences, it is impossible to

determine whether any transaction will make all persons better off. Cutting off the
chain of consequences to say that only the parties to the transaction must be made

better off is to smuggle in the normative premise that only the actual parties to that
transaction have interests that ought to matter in the calculus. See id. at 338. Whatever
criterion one uses to draw the line for cutting off the measurement of utility will then
become the criterion with regard to which a given institution's "efficiency" will then

be measured; the individuals' ends and valuations are no longer being consulted.

87. Note for instance that Posner defends the use of wealth maximization as a
goal for social policy in part on the ground that, because it weighs the value of
individual autonomy "less heavily" than does the classical liberal deontological

principle of rights-protection, this approach fosters "the human impulse, appar-

ently genetically based, to share wealth with people who are less effective in pro-

ducing it." Posner, supra note 81, at 496. In fact, this is a euphemistic and disin-

genuous defense of forcible wealth redistribution; it means that the state is really
doing us a favor when it coerces us to give our wealth away to others.

No. 2]



Harvard Journal of Law & Public Policy

changes that would benefit them because they are unaware of
the profitability of the transaction, or because one side is holding
out above his reserve price. But the parties' ex ante ignorance
must be seen as a transaction cost that outweighs the foreseen
benefits of the transaction. For the government to coerce the par-
ties into such a transaction means that the taxpayers must as-
sume those transaction costs instead, which requires its own set
of justifications because each taxpayer now becomes a third (or
fourth) party to the transaction.88 Moreover, those who would
advocate that the state coerce the parties into the transaction
bear the burden of proof to show that the state has better access
to the information the parties lack. States rarely have superior
information, even if we disregard the ways that rent seeking dis-
torts the state's decision of whether or not to force such transac-
tions.89 Finally, there is the fact-particularly keen in the context
of eminent domain-that a great deal of the utility that a prop-

88. In at least the vast majority of such cases, the result will be inefficient be-
cause the taxpayer's costs are rarely exceeded by whatever attenuated benefits
they might enjoy as a consequence of such subsidies. See RICHARD A. EPSTEIN,
TAKINGS: PRIVATE PROPERTY AND THE POWER OF EMINENT DOMAIN 200 (1985).

89. See Bruce L. Benson, The Mythology of Holdout as a Justification for Eminent Do-
main and Public Provision of Roads, 10 INDEP. REV. 165, 186 (2005) ("Clearly, such
transfers are not efficient in a Pareto sense, and we have no way to know whether
they are efficient in a Kaldor-Hicks sense."); Nicole Stelle Garnett, The Neglected Po-
litical Economy of Eminent Domain, 105 MICH. L. REV. 101, 139 (2006) ("Determining
the 'efficiency' (whether Pareto or Kaldor-Hicks) of any project enabled by eminent
domain is difficult at best, given the multiplicity of a project's possible costs and
benefits, the length of the relevant time horizons, and so on."); Daniel B. Kelly, The
"Public Use" Requirement in Eminent Domain Law: A Rationale Based on Secret Purchases
and Private Influence, 92 CORNELL L. REV. 1, 6-7 (2006) ("Because courts have no
mechanism for determining how much existing owners actually (i.e., subjectively)
value their property, courts routinely ignore actual value and instead rely on a
property's 'fair market value' .... However, because market value neither calculates
nor compensates for a taking's full costs (i.e., the actual value to the existing own-
ers), a socially undesirable transfer may occur whenever the existing owners' actual
value deviates from the court-determined objective value. As a result, eminent do-
main may force a transfer where the existing owners value the land more than the
private assembler."). Thomas W. Merrill acknowledges that requiring the state to
actually compensate a property owner for the full measure of his loss "would pose
difficult valuation problems, for subjective value is inherently difficult to measure"
and that "[i]f these difficulties suggest that full indemnification is unrealistic, then
we can no longer be confident that every exercise of eminent domain authorized by
the basic model is in fact efficient." The Economics of Public Use, 72 CORNELL L. REV.
61, 84 (1986). He proceeds, however, to justify such takings by abandoning the prin-
ciple of full compensation. For a discussion of the rent-seeking effects of redevelop-
ment condemnations, see Donald J. Kochan, "Public Use" and the Independent Judici-
ary: Condemnation in an Interest-Group Perspective, 3 TEX. REV. L. & POL. 49 (1998).

804 [Vol. 33



Does the State Create the Market?

erty owner derives from his land is precisely his ability to de-
termine the uses to which it may be put. The Supreme Court

thus has observed that the right to exclude others is "one of the

most essential sticks in the bundle of rights that are commonly
characterized as property ... "9 0 In most cases, compensating a
property owner even at fair market value will not make up for
the injury done to this essential autonomy value.91

The theory of eminent domain advanced by some propo-
nents of redevelopment is thus problematic.92 Susette Kelo's

house might have a monetary value of X, but that is not an
adequate measure of her utility, which must include the value
of her freedom of choice regarding the disposal of the prop-
erty.93 If there existed a price that would compensate her for
these things, she would willingly sell her home for that
amount. It is true that she might "hold out" above her real re-

serve price, but there is no reason to believe that the state can
accurately determine this fact, and every reason to suspect that

its assertions on such matters are motivated more by rent seek-
ing than by an actual access to greater stores of information. In

any case, for the outcome to be truly Pareto efficient, the com-
pensation would have to be enough to pay for her loss of free
choice, something that is exceedingly unlikely. The far more
likely outcome is that at least one party will end up worse off

than if the exchange had not taken place. Pareto criteria are
therefore more confusing than helpful when analyzing takings.
The use of Kaldor-Hicks criteria -that the parties could in theory
be compensated, but are not actually-is even worse, as it un-
apologetically incorporates the forcible elimination of one per-
son's just deserts for the benefit of others.94

As Louis De Alessi concludes, the use of economic efficiency

as a guideline for the organization of legal and political institu-
tions "suffer[s] from the use of implicit social welfare functions
and the presumption that values can be measured by outside

90. Kaiser Aetna v. United States, 444 U.S. 164, 176 (1979).

91. I am indebted to my colleague R.S. Radford for these observations.

92. See, e.g., Frank I. Michelman, Property, Utility, and Fairness: Comments on The Ethi-

cal Foundations of "Just Compensation" Law, 80 HARV. L. REV. 1165, 1174-75 (1967).

93. See Kelo v. New London, 545 U.S. 469 (2005).

94. See De Alessi, supra note 70, at 337 ("Supporting a move on Pareto grounds with-

out compensation implies the value judgment that the welfare gains of the gainers out-

weigh the welfare losses of the losers.").
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observers." 95 The use of "increase in social wealth" or other
poor substitutes for actual efficiency as goals for legal institu-
tions is merely an attempt to substitute allegedly more scien-
tific criteria for the old-fashioned standard of justice. 96 Justice,
after all, is now widely considered an outdated term, burdened
with normative baggage. And yet, as we have seen, the various
criteria for "efficiency" used by law and economics scholars are
also burdened with normative baggage: They presume that le-
gal institutions ought to aim at an increase in wealth because an
increase in wealth is good. I submit that, given the problems
inherent in abusing words like "efficiency" and its failure to
avoid the normative connotations it is supposed to avoid, it
would be best for lawyers to return to their more comfortable
homeland and to unembarrassed arguments about justice.

CONCLUSION

Recent efforts to increase government control over the economy
are largely premised on the view that government is the source of
our economic freedom and that it therefore has a responsibility to
use its coercive powers to ensure that private decisions are made
in accordance with the collective's priorities (as articulated by po-
litical leaders). But this premise is untenable. Economic freedom is
not a creature of the state any more than our other freedoms are.
The state may facilitate our freedom, but it only does so subject to
moral and economic principles that precede politics. These prin-
ciples cannot be escaped through the allegedly more "scientific"
route of pursuing policies devoted to economic efficiency. The
state ought to respect the preexisting rights of individuals; only
that approach is truly efficient-or truly just.

95. Id. at 340.
96. Cf. Letter from James Madison to James Monroe (Oct. 5, 1786), in SELECTED WRIT-

INGS OF JAMES MADISON 28-29 (Ralph Ketcham ed., 2006) ("I shall never be convinced
that it is expedient, because I cannot conceive it to be just. There is no maxim in my
opinion which is more liable to be misapplied, and which therefore more needs eluci-
dation than the current one that the interest of the majority is the political standard of
right and wrong. Taking the word 'interest' as synonymous with 'Ultimate happiness,'
in which sense it is qualified with every necessary moral ingredient, the proposition is
no doubt true. But taking it in the popular sense, as referring to immediate augmenta-
tion of property and wealth, nothing can be more false. In the latter sense it would be
in the interest of the majority in every community to despoil and enslave the minority
of individuals.... In fact, it is only reestablishing under another name and, a more
spe[clious form, force as the measure of right....").
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INTRODUCTION

This Article identifies an important but previously unrecog-
nized systemic risk in financial markets: intellectual hazard.
Intellectual hazard, as we define it, is the tendency of behav-
ioral biases to interfere with accurate thought and analysis
within complex organizations. Intellectual hazard impairs the
acquisition, analysis, communication, and implementation of
information within an organization and the communication of
such information between an organization and external parties.
We argue that intellectual hazard was a cause of the Crisis of
2008 and suggest that this risk may be an important factor in all
financial crises. We offer tentative suggestions for reforms that
might mitigate intellectual hazard going forward.

NASA's Mars Climate Orbiter, launched from Cape Canav-
eral with great expectations in December 1998, reached Mars
on September 23, 1999. The spacecraft passed behind the planet
and out of radio contact at 9:04 UTC1 and should have re-
established contact twenty-one minutes later. It never reap-
peared. 2 An investigation revealed that one of the two naviga-
tion teams assigned to the mission had been using metric sys-
tem units and the other had been using the English system.
Because of the difference between measurement units, the
spacecraft entered orbit at too low an altitude and failed due to
atmospheric stress and friction.3

On February 20, 1995, Dr. Rolando R. Sanchez, a surgeon in
Tampa, Florida, scrubbed and entered the operating room for a
routine leg amputation.4 A blackboard in the operating room
specified the leg to be amputated, as did the operating room

1. UTC is the universal time astronomers use to avoid the complexities of time
zones. See U.S. Naval Observatory, Systems of Time, http://www.usno.navy.mil/
USNO/time/master-clock/systems-of-time (last visited Feb. 17, 2010).

2. MARS CLIMATE ORBITER MISHAP INVESTIGATION BD., PHASE I REPORT 13 (1999).

3. See Robin Lloyd, Metric mishap caused loss of NASA orbiter, CNN.COM, Sept. 30,
1999, http://www.cnn.com/TECH/space/9909/30/mars.metric.02; Press Release,
NASA, Mars Climate Orbiter Failure Board Releases Report (Nov. 10, 1999), available
at http://marsprogram.jpl.nasa.gov/msp98/news/mco991110.htn-l; Press Release,
NASA, Mars Climate Orbiter Team Finds Likely Cause of Loss (Sept. 30, 1999),
available at http://marsprogram.jpl.nasa.gov/msp98/news/mco990930.html.

4. Doctor Who Cut Off Wrong Leg Is Defended by Colleagues, N.Y. TIMES, Sept. 17,
1995, at 28 (reporting that the patient received an award of more than one million
dollars); see also LELAND GREGORY, HEY IDIOT!: CHRONICLES OF HUMAN STUPIDITY

50-51 (2003).
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schedule and the hospital's computer system.5 When Dr. San-
chez entered the room the patient had already been prepped
for surgery, with one of her legs draped and sterilized. The
doctor performed the surgery, only to learn that he had cut off
the wrong leg. It turned out that other paperwork available in
the operating room, including the patient's consent form and
medical history, specified the proper leg. Dr. Sanchez had ap-
parently relied on the more commonly used sources of infor-
mation about the procedure and never consulted the materials

that could have prevented the mistake.6

Each of these disasters resulted from a common, dangerous,
but little-recognized phenomenon. These events took place
within complex organizations-a bureaucratic agency with nu-
merous teams and subcontractors working on the same project,
and a hospital with its network of physicians, nurses, equip-
ment, and systems for medical and financial record-keeping and

control. The mistakes were elementary-so elementary that if a
single person had been carrying out the task, rather than a com-
plex team, they never would have happened. Yet the conse-
quences of those mistakes were devastating. The problem in
both cases was the failure of the complex organization to prop-
erly acquire, communicate, analyze, and implement information
pertinent to risk and crucial to the success of the operation.

The catastrophic events in financial markets during the fall of

20087 -events we will refer to hereafter as the "Crisis of 2008"-

5. Doctor Who Cut Off Wrong Leg Is Defended by Colleagues, supra note 4.

6. Id.
7. These events have sparked a burgeoning literature. For leading treatments of

the subject, see GEORGE A. AKERLOF & ROBERT J. SHILLER, ANIMAL SPIRITS: How

HUMAN PSYCHOLOGY DRIvEs THE ECONOMY, AND WHY IT MATTERS FOR GLOBAL

CAPITALISM (2009); WILLIAM D. COHAN, HOUSE OF CARDS: A TALE OF HUBRIS AND

WRETCHED EXCESS ON WALL STREET (2009); PAUL KRUGMAN, THE RETURN OF DE-

PRESSION ECONOMICS AND THE CRISIS OF 2008 (2009); RICHARD A. POSNER, A FAIL-

URE OF CAPITALISM: THE CRISIS OF '08 AND THE DESCENT LNTO DEPRESSION (2009);
RESTORING FINANCIAL STABILITY: How TO REPAIR A FAILED SYSTEM (VIRAL V.

ACHARYA & MATTHEW RICHARDSON EDS., 2009); ROBERT J. SHILLER, THE SUBPRIME

SOLUTION: How TODAY'S GLOBAL FLNANCIAL CRISIS HAPPENED, AND WHAT TO Do

ABOUT IT (2008); DAVID WESSEL, IN FED WE TRUST: BEN BERNANKE'S WAR ON THE

GREAT PANIC (2009); THOMAS E. WOODS JR., MELTDOWN: A FREE-MARKET LOOK AT

WHY THE STOCK MARKET COLLAPSED, THE ECONOMY TANKED, AND GOVERNMENT

BAILOUTS WILL MAKE THINGS WORSE (2009). Other relevant materials include
HENRY KAUFMAN, ON MONEY AND MARKETS: A WALL STREET MEMOIR (2000);
CHARLES P. KINDLEBERGER & ROBERT Z. ALIBER, MANIAS, PANICS, AND CRASHES: A
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were more complicated than these disasters, but there are also
significant parallels. Financial markets today are among the
most sophisticated, well-funded, well-informed, and technologi-
cally advanced institutions in the world. They process trillions of
dollars in transactions each year. Many highly trained, hard-
working, brilliant people work in the industry. Yet these mar-
kets and their regulators suffered an astonishing breakdown in
2008. Few people fully appreciated the implications of the
housing market bubble or understood the risk that the bur-
geoning market in subprime mortgage-backed securities posed
for the world's financial system. Those who did understand
were unable to make their voices heard. When the storm made
landfall, in September 2008, financial markets and their regula-
tors were as woefully unprepared as the City of New Orleans
in the face of Hurricane Katrina. What went wrong?

The thesis of this Article is that the Crisis of 2008 was par-
tially caused by a problem with the processing of risk-related
information in complex organizations. 8 In the Crisis of 2008, as
in the Mars mission and the leg amputation, actors in complex
organizations failed to properly acquire, process, transmit, and
implement key information pertinent to risk. We call this prob-
lem "intellectual hazard." Intellectual hazard, as we define it, is
the tendency of behavioral biases to interfere with accurate
thought and analysis within complex organizations, thus inter-
fering with the acquisition, analysis, communication, and im-
plementation of information both within an organization and
between an organization and external parties. Our conception
of intellectual hazard, to the best of our knowledge, has not
been previously identified as a systemic problem in financial
markets, although astute commentators have pointed to many
specific examples without recognizing that all are part of the
same general phenomenon. We suggest that efforts to reform
financial markets should address the problem of intellectual
hazard in order to mitigate the risk of future disasters.

HISTORY OF FINANCIAL CRISES (5th ed. 2005); ROGER LOWENSTEIN, WHEN GENIUS
FAILED: THE RISE AND FALL OF LONG-TERM CAPITAL MANAGEMENT (2000).

8. This Article is thus a contribution to the growing literature on the psychologi-
cal determinants of the financial crisis. For other work dealing with the general
topic, see Claire A. Hill, Investor Psychology and the Financial Crisis (unpub-
lished manuscript), available at http://ssm.com/abstract-1407138.
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Part I of this Article discusses the concept of intellectual haz-
ard. Drawing on research in psychology, behavioral finance,
and behavioral economics, we identify three general types of
intellectual hazard: complexity bias, incentive bias, and asym-
metry bias. Part II illustrates how intellectual hazard mani-
fested itself in some of the key institutions of financial markets
before and during the Crisis of 2008. Part III offers possible re-
forms that take account of the risk of intellectual hazard.

The analysis in this Article is preliminary. Any comprehen-
sive analysis of the problem of intellectual hazard in financial
markets would require a much more extensive treatment than
is possible here. We hope that these ideas may contribute to the
debate on financial market reform and stimulate greater con-
centration on the problems of information processing in com-
plex organizations of the financial market.

I. INTELLECTUAL HAZARD

One should understand the concept of intellectual hazard in
reference to the better-known problem of moral hazard, a term
drawn from historical practices in the insurance industry. Ac-
tuaries who set premiums would assign values to known haz-
ards. So, for example, an ocean voyage by a merchant might
carry the risk that the ship will go down in a storm, that the
cargo will be eaten by rats, that the vessel will be captured by
pirates, and so on. The actuary will give each of these risks a
value for purposes of calculating the insurance premium. But
in addition, actuaries recognized a special kind of hazard-the
risk created by the insurance contract itself. An insured policy-
holder loses much of the incentive he would otherwise have to
avoid risk. Even worse, if the value of the property falls below
that of the policy, the policyholder gets an affirmative incentive
to cause the very harm against which he has obtained insur-
ance. People may thus bum down their houses with the inten-
tion of collecting the insurance benefit. In the insurance industry,
the risk from the insurance policy itself is the "moral hazard." 9

9. See PAUL MILGROM & JOHN ROBERTS, ECONOMICS, ORGANIZATION AND MAN-
AGEMENT 195 (1992) (defining moral hazard as "any behavior under a contract
that is inefficient, arises from ... differing interests ... and persists only because
one party to the contract cannot tell for sure whether the other is honoring the
contract terms").
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The term "moral hazard" later became associated with finan-
cial markets. The problem arises when governments provide
implicit or explicit insurance against the failure of financial
firms. Deposit insurance is the obvious example. When deposi-
tors are insured against losses from the failure of their bank,
they lose the incentive to monitor their banks to prevent fail-
ure. Freed from this form of market discipline, bankers have
less incentive to avoid risks, and instead gain an incentive to
undertake socially undesirable levels of risk.10 Deposit insur-
ance is an obvious example of moral hazard, but it is not
unique. As the events of 2008 illustrate, governments are often
unwilling to allow any financial firm to fail, whether or not it
has insured deposits, if that firm is either so large or so inter-
connected to others that its failure would jeopardize the stability
of financial markets as a whole. Moral hazard is a well-known
phenomenon, and a great deal of work has gone into identifying
its incidence and designing strategies to reduce its effects."

Intellectual hazard is similar to moral hazard in the following
respects. Moral hazard is a problem that results from a structural

feature of markets that is in other respects highly beneficial: the
shifting of risk to more efficient risk-bearers. Similarly, intellec-
tual hazard results from the otherwise beneficial division of
responsibility among specialized instrumentalities. Like moral
hazard, intellectual hazard is pervasive. Just as moral hazard
exists whenever risk is shifted away from an actor whose ac-
tions may cause harm, intellectual hazard exists whenever
production becomes segmented into complex organizational
forms. And like moral hazard, intellectual hazard can present
systemic risks: Because it affects organizations that are large,
interconnected, or linked to many other similarly situated or-
ganizations, intellectual hazard can pose a threat to the stability
of an entire system of markets or institutions. 12 In particular,

10. See Mark E. Van Der Weide & Satish M. Kini, Subordinated Debt: A Capital

Markets Approach to Bank Regulation, 41 B.C. L. REV. 195, 207-08 (2000).

11. See, e.g., Lawrence A. Cunningham, Too Big to Fail: Moral Hazard in Auditing
and the Need to Restructure the Industry Before It Unravels, 106 COLUM. L. REV. 1698,

1698-700 (2006); Christine Hurt, Moral Hazard and the Initial Public Offering, 26

CARDOZO L. REV. 711, 714 (2005); Jonathan P. Thomas & Tim Worrall, Unemploy-
ment Insurance under Moral Hazard and Limited Commitment: Public versus Private

Provision, 9 J. PUB. ECON. THEORY 151, 151 (2007).

12. For a description of systemic risk, see Steven L. Schwarcz, Systemic Risk, 97

GEO. L.J. 193 (2008).

[Vol. 33



Conceptual Biases

intellectual hazard poses a threat to the smooth, orderly, and
efficient functioning of the world's financial markets.

Scholars and astute market participants have already identified
aspects of intellectual hazard in financial markets.13 Useful exam-
ples fall into three broad categories: complexity biases, incentive
biases, and asymmetry biases. These categories, although gener-
ally descriptive, are not necessarily exclusive: Some of the biases
we identify as falling within one of the categories may also reflect
elements of other categories as well, and sometimes a given bias
will be the result of the simultaneous operation of two or more of
these categories. The tripartite grouping, however, is a helpful
way to organize the different manifestations of intellectual haz-
ard, even if the category system is not always clear-cut.

A. Complexity Bias

The first type of intellectual hazard arises from an actor's ten-
dency to analyze a situation wrongly because the actor has a lim-
ited ability to interpret complex sets of information within the
time period needed for decision. An example is tunnel vision. An
actor tasked with carrying out a particular function within a com-
plex organization tends to see only the information apparently
necessary to carry out that task. All other information is excluded,
even if it is available. Like a horse with blinders, the actor is
shielded from other information in order to allow that actor to
focus on the specific task at hand. The term "tunnel vision" is de-
rogatory, but the focus it implies is often beneficial because it en-
hances the efficiency of operations. But sometimes the limitation
on the field of vision can be dangerous. A horse with blinders
may not be able to see a train oncoming from the side.

Another complexity bias is confirmation bias. 14 When the
world presents a welter of information to an actor, he needs to

13. The field of behavioral finance is largely concerned with identifying biases of the
sort we have dassed under the general heading of intellectual hazard. For a good in-
troduction, see ADVANCES IN BEHAVIORAL FINANCE (Richard H. Thaler ed., 1993);
BEHAVIORAL LAW & ECONOMICS (Cass R. Sunstein ed., 2000); KAUFMAN, supra note 7;
ICHAEL M. POMPIAN, BEHAVIORAL FINANCE AND WEALTH MANAGEMENT: How TO

BUILD OPTIMAL PORTFOLIOS THAT ACCOUNT FOR LNVESTOR BIASES (2006); RICHARD H.
THALER & CASS R. SUNSrEIN, NUDGE: LMPROVING DECISIONS ABOUT HEALTH, WEALTH,
AND HAPPINESS (2008); RICHARD H. THALER, QUASI RATIONAL ECONOMICS (1991).

14. See POMPIAN, supra note 13, at 187 (describing confirmation bias as "a type of
selective perception that emphasizes ideas that confirm our beliefs while devalu-
ing whatever contradicts our beliefs").
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make sense of it within the context of his assigned role. The ac-

tor, examining the information available, will tend to see a con-

firmation of his previous expectations, even if the evidence is

more consistent with a different state of affairs.15

Representativeness bias is another response to the problem

of complexity that occurs when a person wrongly assumes that

a sample is a reliable measure of an unobserved variable.' 6 An

actor in a complex organization may have only a limited expo-

sure to a particular problem or issue. He may assume from past

experience that the sample is an accurate estimate of the phe-

nomenon in the future, when in fact it may be too small to

support reliable population inferences, or may have come from

the population in a non-random way. 7

Oversimplification bias is a different response to the problem

of complexity. People in complex situations do not have the

time, energy, or capacity to analyze all of the available informa-

tion. They need to use simplified rules of thumb to enable them

to operate. Given bounded rationality, rules of thumb or heu-

ristics are valuable resources for allowing actors with limited

capacities to function efficiently in complex organizations. Be-

cause rules of thumb are simplified, however, they introduce

error.18 And because rules of thumb tend, for obvious reasons,

to be developed as means for coping with normal and expected

situations, they are likely to operate poorly when an actor con-

fronts abnormal or unexpected conditions.

Still another example of complexity bias is authoritarian bias,

the tendency to overvalue information from authoritative

15. Confirmation bias is similar to "conservatism bias," which refers in behav-
ioral finance to the tendency of investors to under-react to new information, main-

taining impressions from a previous estimate rather than acting on updated in-
formation. See id. at 119, 187.

16. See id. at 62. A related phenomenon, "recency bias," refers to the tendency to

recall and emphasize recent events more prominently than events that occurred

long ago. See id. at 216.

17. For some evidence on representativeness bias, see Geoffrey P. Friesen et al.,

Price trends and patterns in technical analysis: A theoretical and empirical examination,

33 J. BANKING & FIN. 1089, 1099 (2009) (concluding that investors' interpretation of

signals with relatively low information content tends to be biased by the recently

observed large signals).

18. See POMPIAN, supra note 13, at 94 (explaining a similar bias known in behav-

ioral fianace as the "availability bias").
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sources. 19 Hierarchies of authority, formal or informal, inevita-
bly define the scope of an actor's autonomy in complex organi-
zations. In some cases the authority will be within the organi-
zation-the actor reports to a supervisor who has the power to
instruct him on how to carry out his responsibilities. In other
cases the authority will be someone from outside the organiza-
tion whose opinion is used as a basis for decision (rating agen-
cies, attorneys, auditors, and so on). In still other cases the au-
thority will have no formal role in the actor's activities, but will
nevertheless exercise influence because of the authority's pres-
tige or position of power in some other organization. In any of
these situations, the actor may tend to defer excessively to the
authority without exercising independent thought or judgment
as to whether the information received is actually reliable.

B. Incentive Bias

A different category of bias has to do with the self-interest of
the actor. In many cases actors have a personal interest in the
facts being one way rather than another. They thus want to see
the world in accordance with their self-interest.

An example of incentive bias is herding behavior. 20 An actor
in a complex organization observes other actors similarly situ-
ated interpreting the world in a particular way. The actor has a
choice between following the crowd or dissenting and offering
a different view of the situation. Often the actor might deter-
mine that the better course of conduct is to conform to the con-
sensus opinion. If he does so he is unlikely to receive criticism,
even if the conventional view turns out to be wrong, because
nearly everyone else was making the same mistake. On the
other hand, if he dissents, he calls potentially unfavorable at-
tention to himself. Even if he turns out to be right, he may suf-
fer adverse consequences in the short term, and the long-term

19. See ROBERT J. SHILLER, IRRATIONAL EXUBERANCE 158-59 (2d ed., Double-

day 2005).

20. See id. at 157-58; see also Deryn Darcy, Credit Rating Agencies and the Credit
Crisis: How the "Issuer Pays" Conflict Contributed and What Regulators Might Do
About It, 2009 COLUM. Bus. L. REV. 605, 637; Sanford M. Jacoby, Finance and Labor:
Perspectives on Risk, Inequality, and Democracy, 30 COMP. LAB. L. & POL'Y J. 17, 21
(2008); Timothy E. Lynch, Deeply and Persistently Conflicted: Credit Rating Agencies
in the Current Regulatory Environment, 59 CASE W. RES. L. REV. 227, 284 (2009). See
generally CHARLES MACKAY, EXTRAORDINARY POPULAR DELUSIONS AND THE

MADNESS OF CROWDS (Harriman House 2003) (1841).
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rewards he can anticipate from being right may well be out-
weighed by the sanctions he can anticipate from being wrong.21

Another example of incentive bias is cognitive dissonance.22

An actor working in a complex organization may have an in-
centive to see things in a particular way. But the information
available to the actor suggests a different interpretation, incon-

sistent with the actor's self-interest. This inconsistency creates
cognitive dissonance in that the actor finds it uncomfortable to
see things in a way that potentially threatens his interests. A

solution to the problem is to see things in the more convenient,
comfortable way and to put out of mind concerns about possi-
ble competing interpretations. Complacency effects could also
be examples of cognitive dissonance. Actors in complex or-
ganizations, especially senior actors, want to believe that some-

one is minding the store, that risks are properly accounted for,
and that proper checks and balances are in place to prevent
things from getting out of hand. Wanting to believe these
things, the actors are likely to consider the organization to be
well organized to manage risk even when it is not.23

Loss aversion is also a form of incentive bias.24 Loss aversion

occurs when an actor wishes to avoid the recognition of a loss
for which the actor may have some responsibility. The actor
wishes to cover up the loss, or to put off the evil day in which
the loss is recognized, in hopes that some stroke of good for-
tune prevents that day from ever happening. Loss aversion

bias can be a key factor in situations involving rogue traders,

21. Herding can also reflect self-serving bias to the extent it induces a sense of
superiority in the collective judgment of the group. See Marleen A. O'Connor, The
Enron Board: The Perils of Groupthink, 71 U. CIN. L. REV. 1233, 1238-39 (2003) (herd-
ing behavior can "unconsciously generate shared illusions of superiority that hin-
der critical reflection and reality testing").

22. See POMPIAN, supra note 13, at 83; Geoffrey Friesen & Paul A. Weller, Quanti-
fying cognitive biases in analyst earnings forecasts, 9 J. FIN. MARKETS 333, 333-35
(2006); William N. Goetzmann & Nadav Peles, Cognitive Dissonance and Mutual
Fund Investors, 20 J. FIN. RES. 145, 145-46 (1997).

23. Complacency bias, in this sense, has certain features in common with over-
confidence bias, a term in behavioral finance referring to the propensity of inves-
tors to underestimate the downside risks of their portfolios and to feel too certain
of the correctness of their judgments. See POMPIAN, supra note 13, at 51-52. On
overconfidence bias generally, see Donald C. Langevoort, Organized Illusions: A
Behavioral Theory of Why Corporations Mislead Stock Market Investors (and Cause
Other Social Harms), in BEHAVIORAL LAW & ECONOMICS, supra note 13, at 144, 149.

24. See POMPIAN, supra note 13, at 208 (referring to the tendency of investors to
feel a stronger impulse to avoid losses than to acquire gains).
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where an actor who has incurred a loss because of unauthor-
ized activity engages in ever-riskier gambles in hopes of never
being called to account for his or her misconduct.

Incentive bias is also manifested in self-serving behavior. 25 In
this case, the actor knows or has good reason to know that the
facts are a certain way, but deliberately ignores the facts, sup-
presses information, or distorts analysis out of a conscious in-
tention to promote the actor's own interests.

C. Asymmetry Bias

Asymmetry bias arises when actors in a complex organiza-
tion bring pre-formed and fixed ideas, judgments, or attitudes
to bear in the analysis of information. The biases that concern
us influence market participants to act in ways that give inap-
propriate or unequal weight to information and analysis sup-
porting certain conclusions.

A common form of asymmetry bias is status quo bias, first
identified in work by Professors Samuelson and Zeckhauser.26

Actors have a tendency to overvalue the status quo even if evi-
dence and analysis suggests another course of action more
strongly. Other biases that relate closely to status quo are the en-
dowment effect and loss aversion bias. The endowment effect is
reflected in an individual's asymmetric unwillingness to sell an
asset to purchase an asset of like (or even somewhat greater)
value.27 Loss aversion bias (which we also noted as a self-serving
bias) is manifested in an actor's greater unwillingness to take ac-
tions that would result in a loss compared to actions that would
result in a comparable (or greater) gain.28 Taken together, these
biases impair the ability of organizations to appropriately process

25. On self-serving bias in financial markets, see Hugh P. Gunz & Sally P. Gunz, Cli-
ent Capture and the Professional Service Firm, 45 AM. Bus. L.J. 685, 697 (2008); Edward
Teach, Avoiding Decision Traps, CFO MAG., June 2004, at 97; Thomas S. Ulen, Human
Fallibility and the Forms of Law: The Case of Traffic Safety, in THE LAW AND ECONOMICS OF
IRRATIONAL BEHAVIOR 397,409 (Francesco Parisi & Vernon L. Smith eds., 2005).

26. William Samuelson & Richard Zeckhauser, Status Quo Bias in Decision Mak-
ing, 1 J. RISK & UNCERTAINTY 7, 8 (1988).

27. See Brett Inder & Terry O'Brien, The Endowment Effect and the Role of Uncer-
tainty, 55 BULL. ECON. RES. 289, 289-90 (2003); Charles R. Plott & Kathryn Zeiler,
The Willingness to Pay-Willingness to Accept Gap, the "Endowment Effect," Subject
Misconceptions and Experimental Procedures for Eliciting Valuations, 95 AM. ECON.
REV. 530, 532 (2005).

28. See Daniel Kahneman et al., Anomalies: The Endowment Effect, Loss Aversion,
and Status Quo Bias, 5 J. ECON. PERSP. 193, 194, 197-99 (1991).
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and act on information and analysis. These biases are particularly
harmful in times of market stress, when undue attraction to the

status quo, the endowment effect, and the loss aversion bias in-
hibit the organization from taking actions that are in its economic
best interest. Thus, these biases tend to be pro-cyclical.

Other asymmetry biases contribute to intellectual hazard. The

ostrich effect is the tendency for market actors to ignore news,
data, or analysis that imply negative outcomes.29 It is a specific
instance of positive outcome bias or optimism bias. These biases
result in the systemic overvaluation of data and analysis that fall
in the "right-hand" tail of outcomes and result in suboptimal
actions. Another form of asymmetry bias is regret aversion, the
tendency to avoid making decisions that turn out badly.30

D. Intellectual Hazards in Financial Markets

These various biases take different forms and manifest them-

selves in different ways, but all of them have the common fea-
ture that they reflect the failure of actors in complex organiza-
tions to engage in independent, unbiased analysis of information
in carrying out their responsibilities. Intellectual hazard, in this
sense, is present in all complex organizations at all times. Ordi-
narily, however, the negative aspects of intellectual hazard are
managed at reasonable cost through systems such as cross-
checking within organizations, independent auditing by third
parties, and scrutiny by government regulators.

Intellectual hazard, however, becomes problematic in two

situations. One of these is the "bet the ranch" scenario where a
single decision can have profound consequences. In such a case
it is no solace that complex organizations get it right most of
the time; it is not acceptable that they get it wrong even once.
Dr. Sanchez's patient probably felt that way upon waking up in

recovery with the wrong leg missing. It would not have been
particularly comforting to know that most doctors cut off the
proper leg most of the time.

The second situation where intellectual hazard is problem-

atic-and the one most pertinent for purposes of this Article-is

29. See Niklas Karlsson et al., The ostrich effect: Selective attention to information, 38

J. RISK & UNCERTAINTY 95,96 (2009).

30. See POMPIAN, supra note 13, at 227 ("People exhibiting regret aversion avoid

taking decisive actions because they fear that, in hindsight, whatever course they
select will prove less than optimal.").
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when the ordinary safeguards of checks and balances break
down because of unusual conditions affecting the entire organi-
zation or system. In financial markets, this danger manifests it-

self particularly strongly in the case of asset bubbles. When asset
prices experience an unusual and prolonged rise-say, four or
five years of uninterrupted unusual growth-the usual checks
and balances against intellectual hazard can be severely eroded.

In normal circumstances, financial markets are populated by a
mix of optimists and pessimists-bulls and bears. If the market
does better than expected in a single year, optimists will tend to
receive rewards for having predicted outcomes correctly. They
will receive bigger bonuses, be preferred for promotion, and so

on. But because everyone knows that markets go up and down,
the effect will not be pronounced. If, however, asset prices con-
tinue to surge for a number of years, the selection effects will be-
come significant. Positive thinkers will come to dominate trading
desks and management positions, bullish analysts will attract lar-
ger followings among investors, optimistic journalists will see

their stories given greater prominence and read by more people,
sunny thinkers will gain prominence in government. And because

optimists value optimism, they will promote other optimists to
positions of power and influence. The power of positive thinking
will give further force to the market expansion. All this optimism
triggers intellectual hazard-optimism bias (obviously) and also
phenomena such as herding, self-serving bias, policy bias, con-
firmation bias, tunnel vision, and authority bias.31

Problems with intellectual hazard also manifest themselves at
the point where the economic boom turns into a bust. At this
point, complex organizations are likely to be poorly equipped to
deal with the sudden changes. Actors who have grown accus-

tomed to seeing things in a particular way cannot quickly readjust
to the influx of new information. Meanwhile, they will probably
need to engage in crisis management that allows little time for
thought or reevaluation of fundamental assumptions. Being un-
prepared for the sudden change, they may handle decisions

31. See SH1LLER, supra note 19; Oren Bar-Gill, The Law, Economics and Psychology

of Subprime Mortgage Contracts, 94 CORNELL L. REV. 1073, 1077-79, 1120-21 (2009);

Christine A. Klein, The Environmental Deficit: Applying Lessons from the Economic

Recession, 51 ARIZ. L. REV. 651, 676 (2009); Lauren E. Willis, Will the Mortgage Mar-

ket Correct? How Households and Communities Would Fare If Risk Were Priced Well, 41

CONN. L. REV. 1177, 1237-39 (2009).
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poorly or panic in the face of information overload.32 The panic,
moreover, can further exacerbate the problem by eliminating the
healthy diversity of viewpoints that tends to keep intellectual
hazard in check during normal times. The very definition of a
panic is that everyone, or nearly everyone, comes to evaluate
market conditions in the same way and therefore rushes to reduce
their exposure to risk, creating a vicious cycle in which losses of
liquidity trigger even more panic and greater turmoil.33

Because intellectual hazard is a special problem during peri-
ods of unusual asset price increases, it is not just a general phe-
nomenon of complex organizations. It is also a form of systemic
risk. It is pro-cyclical-magnifying and extending the duration
of asset price increases on the way up, and enhancing and ex-
tending asset price collapses on the way down.34 Intellectual
hazard is therefore more than a pervasive but low-grade prob-
lem for financial markets. It can metastasize into a serious
threat to the stability of the system as a whole in unusual times.

II. INTELLECTUAL HAZARD AND THE CRISIS OF 2008

It is impossible to provide a full description of all the ways
intellectual hazard contributed to the market turmoil of 2008.
This Article will attempt to provide some examples, however,
with a view to encouraging further investigation.

32. Bear Steams's quarterly filing with the SEC in the quarter following its fail-
ure in March 2008 nicely illustrates this point. The company stated:

Human error in times of extreme difficulty and turmoil, such as the
Company recently experienced and continues to experience, can occur.
Moreover, control and process breakdowns may be more frequent when a
company is operating under duress and its employees become distracted
by crisis management and the uncertainty surrounding the viability of the
enterprise. These events and potential impacts may have had and may have
an adverse impact on the efficacy of our disclosure controls and procedures
and our internal controls over financial reporting.

Bear Steams Co., Quarterly Report (Form 10-Q), at 80 (Feb. 29, 2008).
33. For a formal model, see Rodrigo Cifuentes et al., Liquidity risk and contagion (Bank

of England, Working Paper No. 264, 2005), available at http://www.bankofengland.co.
uk/publications/workingpapers/wp264.pdf.

34. See Ben S. Bemanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.,
Speech at the Council on Foreign Relations: Financial Reform to Address Systemic
Risk (Mar. 10, 2009), available at http://www.federalreserve.gov/newsevents/
speech/bemanke20090310a.htm); Dwight Cass, Bernanke gives hope for a real plan,
BREAKINGvWEWS.COM, Mar. 10, 2009, http://money.crm.com/2009/03/10/news/economy/

breaking-views.breakingviews/index.htm.
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A. Banks

An important source of intellectual hazard in the crisis was
the over-reliance of investment banks on mathematical or com-
puter models.35 The models themselves are potentially useful
tools. But like all tools, they can be misused. In the case of the
financial system, traders and others employed the models un-
critically, while having little if any clue about their inherent
limitations. The models assumed a life of their own, and ordi-
nary judgment and common sense were forgotten.36

Three main problems impair the accuracy of financial mod-
els. First, they are inevitably based on historical assumptions
about the behavior of markets and prices. Although historical
data points can be useful in ordinary times, they are not neces-
sarily reliable predictors during a crisis. The models must ex-
trapolate from the ordinary to the extraordinary by using as-
sumptions that may not be accurate, as the founders of Long
Term Capital Management discovered to their dismay when
that firm failed in 1998, largely because of trading strategies
based on models that broke down in unstable markets.3 7 In the
case of subprime mortgage securities, Wall Street's models
tended to predict accurately the effects of a significant down-
turn in housing prices, but few took these predictions seriously
because most considered a housing collapse to be unlikely.38

A second problem with models is that they deal with com-
plex dynamic systems in which outcomes may be path-
dependent and sensitive to differences in initial conditions.39

35. For a review of the costs and benefits of economic models in addressing real-

world economic problems, see, for example, DAVID C. COLANDER, ECONOMICS

(5th ed. 2004).

36. For criticism of excessive reliance on models, see, for example, Steve Lohr,
Wall Street's Extreme Sport: Modeling Risk, Financial Engineers Didn't Account for

Human Factor, N.Y. TIMES, Nov. 5, 2008, at B1.

37. See LOWENSTEIN, supra note 7, at 233-34.

38. See Kristopher S. Gerardi et al., Making Sense of the Subprime Crisis, in BROOK-
INGS PAPERS ON ECONOMIC ACTIVITY: FALL 2008, at 69, 69 (Douglas W. Elmendorf

et al. eds., 2009) (finding that "analysts generally understood that falling prices
would have disastrous consequences but assigned that outcome a low probability").

39. For insight into how such systems are studied mathematically in the disci-
pline of chaos theory, see JAMES GLEICK, CHAOS: MAKING A NEW SCIENCE (1987).

For an application to behavioral finance, see DiMTRiS N. CHORAFAS, CHAOS THE-

ORY IN THE FINANCIAL MARKETS (1994). Implications for legal regulation of finan-
cial markets are studied in Steven L. Schwarcz, Regulating Complexity in Financial
Markets, 87 WASH. U. L. REV. 211 (2009).
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Such systems-the weather being a classic example-turn out
to be difficult to model in a way that yields reliable forecasts
over the medium to long term.

A third problem with economic models is that they deal with
the behavior of actors who are likely to behave strategically in
response to changes in incentives and risk. This factor makes
the task of prediction even more daunting by introducing
game-theoretical behavior into the mix.4°

Sometimes the developers of these models understood their
inherent limitations.41 But sometimes the temptation to replace
reality with the models was irresistible. Professors of finance,
in particular, may have been beguiled by the beauty of the
mathematics and the purity of the intellectual constructs into
believing that the models were true and accurate representa-
tions of the real world. 42 Their confidence in model-building
was supported by self-serving bias (that was what they did, so
they wanted to promote it), authoritarian bias (most of the
leading finance economists in the world shared similar views),
complacency bias (because many in the profession believed the
essential problems had been solved, at least in terms of the
proper methodology, and they did not probe deeply into the
possible shortcomings of the technique), and recency bias (the
benign behavior of financial markets during the first part of the
2000s suggested that the assumptions of market efficiency and
rational behavior were correct).

40. See Uday Rajan et al., The Failure of Models that Predict Failure: Distance, Incen-
tives and Defaults (Stephen M. Ross Sch. of Bus. at the Univ. of Mich., Research
Paper No. 1122; Chi. Graduate Sch. of Bus., Research Paper No. 08-19), available at
http://ssm.com/abstract-1296982 (concluding that lenders are likely to collect less
soft information about borrowers as securitization becomes common, resulting in
worse loans being issued to borrowers with similar hard information characteris-
tics, and concluding that regulations that rely on conventional default models
may be undermined by strategic actions of market participants).

41. For an entertaining inside account by one of these modelers, a physicist who
became a managing director at Goldman Sachs, see EMANUEL DERMAN, MY LIFE
AS A QUANT: REFLECTIONS ON PHYSICS AND FINANCE (2004).

42. Paul Krugman recently stressed this point. See Paul Krugman, How Did
Economists Get It So Wrong?, N.Y. TIMES, Sept. 6, 2009 (Magazine), at 36, 37 ("As I
see it, the economics profession went astray because economists, as a group, mis-
took beauty, clad in impressive-looking mathematics, for truth .... [T]he central
cause of the profession's failure was the desire for an all-encompassing, intellec-
tually elegant approach that also gave economists a chance to show off their
mathematical prowess. Unfortunately, this romanticized and sanitized vision of
the economy led most economists to ignore all the things that can go wrong.").
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Even when the academics who developed economic models

and their counterparts at investment banks understood the poten-

tial shortcomings of their models, actors charged with implement-

ing the models tended to ignore the implications. Investment

banks made heavy use of financial models for a number of pur-

poses, including valuing securities, formulating trading strategies,

measuring aggregate risk to the institution, and asserting compli-

ance with accounting and capital rules. 43 When actors at invest-

ment banks used the models, they hardly ever took account of the

assumptions and inherent limitations. They had neither the time

nor the expertise to do so, even if they were interested. Subtleties

were forgotten in the hurly-burly of operations.

The process of translation from model-builders to operators

resulted in several forms of intellectual hazard. The operators,

not understanding the models, manifested oversimplification

bias, using the models as rules of thumb or heuristics to aid

them in carrying out their day-to-day tasks in a way that was

not sensitive to possible limitations on their validity. These

traders manifested tunnel vision, seeing only the model and

not the limitations on its use. Authoritarian bias also played a

role, as the models were often created by PhDs in math or fi-

nance, people of frightening intelligence whose technical exper-

tise was beyond question. The models also generated output

with an impressive level of precision, discouraging people who

used them from questioning their basic assumptions.

A related phenomenon at investment banks has to do with the

irony that the Crisis of 2008 erupted in the very institutions for

which the quantification and management of risk had become a

central aspect of business strategy.44 Risk-management strate-

gies-often employing the type of sophisticated financial models

just described -created the impression, both in banks and

among their regulators, that the problem of risk had been con-

trolled through technological means and therefore that judg-

ment could be subsumed to the careful implementation of

strategies spat out by the computers. Meanwhile, because risk

43. See generally John C. Coffee, Jr. & Hillary A. Sale, Redesigning the SEC: Does

the Treasury Have a Better Idea?, 95 VA. L. REV. 707 (2009); Erik F. Gerding, Code,

Crash, and Open Source: The Outsourcing of Financial Regulation to Risk Models and
the Global Financial Crisis, 84 WASH. L. REV. 127 (2009).

44. For an insightful commentary, see Hyun Song Shin, Risk and Liquidity (un-

published manuscript), available at http://hyunsongshin.org/www/riskliquid0.pdf.
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was controlled, bank managers came to see excess capital re-
serves as an idle asset that needed to be put to work,45 thus in-
creasing rather than reducing risk. The intellectual hazard here
takes several of the forms we have identified above: authoritar-
ian bias (undue deference to the models), complacency bias
(loss of critical judgment based on the assumption that risk-
management systems are handling the problem), asymmetry
bias (uncritical carrying out of policies adopted by the organiza-
tion without a thorough analysis of their potential defects), and
confirmation bias (seeing the results of operations and changes
in markets through the lens of the risk-management protocols).

In addition to problems of using models, intellectual hazard
manifested itself in another way. Banks and other financial in-
stitutions are subject to dynamic pressures that make it difficult
for the senior managers of these institutions to adopt policies
reflecting independent thought. The problem was especially
pronounced during the boom times of the 2000s when banks
earned big profits through strategies that in retrospect look
foolhardy. In such an environment, bank managers faced hy-
draulic pressures to follow the crowd. If they did not do so
they were likely to be penalized for achieving less-than-stellar
results in the short term-a phenomenon former Citicorp CEO
Chuck Prince famously described in 2007 when commenting
that despite the risks of a collapse in credit markets, he did not
intend to back off from subprime and other risky but profitable
activities: "When the music stops, in terms of liquidity, things
will be complicated. But as long as the music is playing, you got
to get up and dance." 46 The suggestion was that Prince not only
foresaw the problems that sparked full-blown panic in 2008, but
also recognized that he had no choice but to stay in the game.

A similar story occurred in the case of the Reserve Primary
Fund, one of the oldest and best-established money market
mutual funds. This fund was the brainchild of Bruce Bent, one
of the giants of the mutual fund industry. Bent had long been

45. See id. at 8 ("In the eyes of the bank's top management, a bank with surplus
capital is like a manufacturing plant with idle capacity. Just as good managers of
the manufacturing plant will utilise surplus capacity to expand their business, so
the bank's top management will expand its business.").

46. John Cassidy, Rational Irrationality: The Real Reason that Capitalism is so Crash-
Prone, NEW YORKER, Oct. 5, 2009, at 30, 32 (quoting Henry Kaufman, Watch your
step in the liquidity polka, FIN. TIMES (London), July 31, 2007, at 11).
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an apostle of caution in the industry, sharply criticizing com-
petitors who invested in higher-yielding but higher-risk paper.
But when his own fund began to lose investors to funds offer-
ing higher return, Bent capitulated to market forces and began
to purchase subprime-related securities, including $785 million
in securities issued by Lehman Brothers. The consequence was
that the Reserve Primary Fund was forced to mark its Lehman
Brothers investments to zero after the latter's bankruptcy in
September 2008, causing the Reserve Primary Fund to "break
the buck" (that is, to report a net asset value of less than $1 per
share). This markdown in turn caused a massive run by institu-
tional investors and a destabilization of the entire money mar-
ket mutual fund industry. 47

These competitive pressures reflect intellectual hazard. Firms
facing pressure from investors or shareholders to generate
profits have an incentive to rationalize the decisions they make
in seeking to meet these expectations. They manifest herding
bias (following the practices used by others in the industry), self-
serving bias (promoting interpretations of information that jus-
tify this behavior), cognitive dissonance bias (rationalizing and
justifying their actions), and authoritarian bias (following the
lead of others who have prestige or influence in the industry).

B. The Fed

The Fed manifested intellectual hazard in several different
ways. It displayed asymmetry bias in the form of a fixed policy
about asset bubbles. The view, championed by now-Chairman
Bernanke, was that a central bank should not try to pop an as-
set bubble.48 Weighty arguments of policy supported this view,
including that it is difficult to distinguish an asset bubble from
ordinary market fluctuations or changes in prices due to mar-
ket fundamentals. In addition, the central bank's policy tools
are so broad-ranging that they are likely to affect all economic
markets, not just the market in which the asset bubble is occur-
ring.49 The Fed also had historical reasons not to attempt to pop
an asset bubble. The few times central banks had intervened

47. For a description of these events, see Eamonn K. Moran, Wall Street Meets Main

Street: Understanding the Financial Crisis, 13 N.C. BANKING LNST. 5,74 (2009).

48. See WESSEL, supra note 7, at 60.

49. See Geoffrey P. Miller, The Role of a Central Bank in a Bubble Economy, 18 CAR-
DOZO L. REV. 1053, 1055 (1996).

No. 21



Harvard Journal of Law & Public Policy

against bubbles (during the stock market boom of the 1920s
and in the Japanese "bubble economy" of the 1980s), the results
had not been satisfactory. In contrast, the Fed's decision not to
pop the tech bubble of the late 1990s had apparently worked
out well, with the economy lapsing only into a shallow reces-
sion followed by robust recovery.

The Fed's unwillingness to pop asset bubbles became a pol-
icy at that institution, one that arguably impaired the ability of
the Fed to appreciate fully the consequences of the run-up in
housing prices in the United States and many other countries
during the 2000s. Because popping the bubble was not in the
cards, the Fed did not need to pay that much attention to hous-
ing price increases. Leading Fed officials raised doubts about
whether a housing bubble was even underway, notwithstand-
ing plentiful evidence that price increases were above historical
trend lines.50 Not having to worry about asset prices, moreover,
suggested that the Fed did not need to worry much about the
massive amounts of credit it was pouring into the economy
with its low-interest rate policies of the mid-2000s. This over-
sight arguably exacerbated the collapse of the subprime market
and the ensuing financial crisis.51

Another fixed attitude at the Fed was the belief that the self-
interest of lending institutions was an adequate check against
excessive risk-taking. Assuming that markets would check
themselves, the Fed did little to prevent the excesses of credit
that poured into subprime real estate mortgages during the
2000s. Chairman Greenspan later issued an uncharacteristic
mea culpa on this score: "I made a mistake in presuming that
the self-interest of organizations, specifically banks and others,
were such that they were best capable of protecting their own
shareholders and their equity in the firms."52 The Fed's com-
mitment to free-market ordering arguably interfered with its
ability to understand that markets do not always function per-
fectly, and in particular may have blinded the central bank to the

50. See Krugman, supra note 42, at 36 (noting that at the Fed there was "a general
belief that bubbles just don't happen. What's striking, when you reread Green-
span's assurances, is that they weren't based on evidence-they were based on
the a priori assertion that there simply can't be a bubble in housing.").

51. There is consensus today that in the mid-2000s the Fed kept interest rates at
too low a level for too long. See WESSEL, supra note 7, at 61.

52. Id. at 65-66.
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possibility that agency costs and misalignments of incentives in
financial firms would trump the ability of markets to align the
behaviors of managers with the self-interest of shareholders.

Still another problematic doctrine at the Fed during the 2000s
was the notion of the "great moderation." Ben Bernanke gave
voice to this idea in a speech to the Eastern Economic Associa-
tion in 2004: "One of the most striking features of the economic
landscape over the past twenty years or so has been a substan-
tial decline in macroeconomic volatility." 3 Bernanke painted a
rosy picture of an economy basking in the benefits of low infla-
tion, stable employment, and stable output. Although not rul-
ing out the possibility that the observed effects might be the
result of luck, Bernanke speculated that a principal cause was
good monetary policy by his own institution. 4 The idea of a
great moderation was an important part of the Fed's self-
concept during the 2000s. The idea had a seductive appeal-
things were better, and not just better for a while, but better for
the long run. The Fed and other central banks had figured out
how to conduct monetary policy so as to promote healthy eco-
nomic growth, low inflation, and stable markets. The bugaboos
that had haunted developed economies in years past-and in
particular the instability that led to market breaks such as the
Great Depression of the 1930s-were no longer serious threats.
Given this ideology, it is not surprising that the Fed manifested
little concern about the housing market bubble, did nothing to
limit the spectacular growth of subprime mortgage-backed se-
curities, and continued to pump credit into financial markets
long after the ostensible reason for doing so (softening the ef-
fects of the tech crash of 2000) had faded away.

The Fed's notion of a great moderation manifests elements of
intellectual hazard. It reflects self-serving bias, because it al-
lowed the Fed to take credit for the benign economic conditions
of the early to mid-2000s. It manifests authoritarian bias, be-
cause the idea was promoted by a Fed governor and a man
who enjoyed influence with Chairman Greenspan. Given Ber-
nanke's endorsement of the idea, it is unlikely that anyone in

53. Ben S. Bernanke, Governor, Bd. of Governors of the Fed. Reserve Sys., Re-
marks at the meetings of the Eastern Economic Association: The Great Modera-
tion (Feb. 20, 2004), available at http://www.federalreserve.gov/BOARDDOCS/

SPEECHES/2004/20040220/.

54. Id.
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the Fed's research department would have taken issue with the
concept. Asymmetry bias is also present in this concept: The
idea of a great moderation became a fixed star in the Fed's fir-
mament, one that precommitted the agency to viewing the evi-
dence at hand in a particular way (increases in housing prices
were not a matter of real concern because the economy was in a
period of great moderation in which volatility in prices and
output was a thing of the past).

Another belief that enjoyed currency among central bankers
is the notion that the fundamental job of a central bank is only
to maintain stable prices. The idea that price stability should be
the overriding objective at central banks was backed by the
widespread belief that inflation offers no long-run economic
benefits but imposes significant costs. Because inflationary
policies cannot affect the employment rate over the long run,
the primary objective of the central bank should be price stabil-
ity. These ideas fit nicely into the case for central bank inde-
pendence. Because independent central banks are less respon-
sive to political influence than dependent central banks, they
are more likely to deliver stable prices.55 Central bankers natu-
rally appreciated the idea that they should be independent of
politicians. The result was the view that a central bank was do-
ing its job well as long as it delivered price stability. We may
conjecture that the focus on price stability as the overriding de-
sideratum of good central banking could have caused a form of
tunnel vision at the Fed and other major central banks. Because
inflation was moderate during the 2000s, central banks did not
worry much about the destabilizing effects of asset bubbles or
about the risk that the financial system could fall prey to a li-
quidity crisis rather than to inflation.

C. Rating Agencies

Rating agencies also appear to have been vulnerable to intel-
lectual hazard in a number of ways. These agencies use models
to evaluate the default risk posed by the companies they evalu-
ate. They faced the same risk of overreliance on models as was
present in the case of banks and regulators, but in their case the
risk may have been greater because of the limited nature of

55. A classic exposition is ALEX CUKIERMAN, CENTRAL BANK STRATEGY, CREDI-

BILITY, AND INDEPENDENCE: THEORY AND EVIDENCE (1992).
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their enterprise. Their sole function is to identify the risk that a
company will fail to pay off its debts when due. Models are ar-
guably more important to this narrow question than to others
that face financial institutions.

Ratings agencies also experienced complexity bias: They
needed to sort through large amounts of information about the
firms they were rating, and to do so they used simplifying heu-
ristics that allowed them to derive the ratings quickly and at
reasonable cost. They fell prey to recency bias to the extent that
they took as fixed the behavior of home prices that, during the
post-World War II period, had never declined year-to-year on a
nationwide basis. With this input into their models, they
greatly underestimated the risk profiles of subprime mortgage-
backed securities.5 1 Perhaps most significantly, ratings agencies
were subject to self-interest bias. Because they were rating the
securities of companies that were paying them to perform the
service, they had an incentive to understate, at least to some
extent, the risks of the securities they were evaluating.

Meanwhile, the ratings created intellectual hazard of their
own. Other actors in the financial sector relied on these ratings
in performing their job. The reliance-or perhaps overreli-
ance57-on credit ratings generated its own intellectual hazard:
tunnel vision (looking only to the ratings without inquiring
into the credibility of the agency's judgments), oversimplifica-
tion bias (using the ratings as a proxy or shorthand for a more
complex inquiry into risk), incentive bias (for many in the in-
dustry, reliance on the ratings served their self-interest in earn-
ing fees or other profits from deals), and asymmetry bias (the
complex organization may have had a policy of relying on rating
agency ratings in the performance of its job). Intellectual hazard
also may have played a role in the ability of rating agencies to
maintain credibility in the wake of previous failures, notably the
Enron scandal. Professor Claire A. Hill has argued that investors
may have continued to rely on ratings because they were dis-
playing an adaptive trait of "incorporating new data that poten-

56. See Phil Gramm, Deregulation and the Financial Panic: Loose money and politi-
cized mortgages are the real villains, WALL ST. J., Feb. 20, 2009, at A17.

57. See Frank Partnoy, Overdependence on Credit Ratings Was a Primary Cause of
the Crisis (Fondazione Eni Enrico Mattei Working Papers, Paper 288, 2009), avail-
able at http://www.bepress.com/feem/paper288.
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tially conflicts with one's pre-existing worldview so as to pre-
serve as much of that worldview as possible."5 8

D. The Basel Committee

The Basel Committee on Banking Supervision, a group of
regulators that meets in Basel, Switzerland at the offices of the
Bank for International Settlements, has been an influential force
in banking regulation during the past twenty years.5 9 The Basel I
Capital Adequacy Guidelines are among the most successful
regulatory initiatives in the history of global finance.60 The
Basel II guidelines introduced in June 2004 promised, at one
time, to be even more influential. 61 These guidelines are not
law, but their prestige has contributed to their implementation
in many countries around the world. 62 The Crisis of 2008, how-
ever, forced a reassessment of the Basel Committee's contribu-
tion and raised questions about the utility of its project. The
market turmoil highlighted four features of the Basel process
that appeared questionable in light of the market breakdown.

First, the Basel guidelines were fundamentally concerned
with capital. The Basel I guidelines were entirely concerned
with capital adequacy at banking firms, and the Basel II guide-
lines were principally focused on capital, although they bowed
also to the objectives of market discipline and banking supervi-
sion.63 The dominating concept behind the Basel process is that
capital adequacy is the benchmark of sound banking. A bank
with good capital ratios is a sound bank; a bank with bad capital
ratios is an unsound one. The focus on capital promoted by the
Basel process proved to be misguided in 2008. The commercial
banks that ran into trouble in that year did not have inadequate
regulatory capital until a short time before their failure. Argua-

58. Claire A. Hill, Why Did Anyone Listen to the Rating Agencies After Enron?, 4 J.
Bus. & TECH. L. 283, 283-84 (2009).

59. For a discussion of the prestige of the Basel Committee and the influence of

its output, see Michael S. Barr & Geoffrey P. Miller, Global Administrative Law: The

View from Basel, 17 EUR. J. INT'L L. 15 (2006).

60. Id. at 17.
61. BASEL COMM. ON BANKING SUPERVISION, INTERNATIONAL CONVERGENCE OF

CAPITAL MEASUREMENT AND CAPITAL STANDARDS: A REVISED FRAMEWORK (2004)

[hereinafter BASEL II].

62. Barr & Miller, supra note 59, at 17.

63. See Patrick Van Roy, Credit Ratings and the Standardised Approach to Credit
Risk in Basel II, at 2 (European Cent. Bank Working Paper Series, No. 517, 2005).
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bly, the Basel process contributed to complacency bias and tun-
nel vision by focusing the attention of regulators on a single
feature -capital -and blinding them to other risks, most impor-
tantly the risk of a liquidity crisis in financial markets.

Second, the Basel process contributed to intellectual hazard
because of its treatment of housing finance. Housing has long
enjoyed favorable treatment under the Basel framework. Under
the Basel I guidelines, first mortgage loans on residences were
assigned a risk-weighting of fifty percent, in contrast with all
commercial lending, which had a one-hundred percent risk
weighting.64 The implication seemed to be that a loan secured
by a home mortgage-even a loan to a subprime buyer with
poor credit and a questionable employment history-was safer
than a line of credit to ExxonMobil or Microsoft. The favorable
treatment of mortgage lending, carried forward in the Basel II
guidelines, 65 was based on two well-understood historical pat-
terns. First, as a historical matter people did not, in general, de-
fault on their mortgages. No one wanted to lose his house. Sec-
ond, home prices around the world had generally been stable
and rising. The collateral backing home mortgages was there-
fore deemed to be adequate to cover the loan even if the home-
owner did default.

The Basel Committee could not be criticized for drawing on
history here, but the problem was that the guidelines treated
default probabilities as fixed and did not take account of the
possibilities that home prices would not remain stable or that
borrowers would depart from their historical pattern of paying
off mortgages. The guidelines also implicitly conveyed the
message that home loans were the gold standard, and that a
bank would not be undertaking unacceptable risk by making
home mortgage loans. In retrospect, these messages were inac-
curate, and may have contributed to the collapse in the sub-
prime mortgage-backed securities market that was the trigger
for the broader market meltdown of 2008.

Third, the Basel II guidelines encouraged reliance on credit
ratings. Banks using the "standardized" approach to credit risk

64. BASEL COMM. ON BANKING SUPERVISION, INTERNATIONAL CONVERGENCE OF

CAPITAL MEASUREMENT AND CAPITAL STANDARDS 911 41-42 (1988).

65. See BASEL II, supra note 61, 1 72 ("[Under the standardized approach to risk-
weighting] [lending fuly secured by mortgages on residential property that is or
will be occupied by the borrower, or that is rented, will be risk weighted at 35%.").
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were instructed to use ratings from "external credit assessment
institutions" (that is, credit rating agencies) in determining the
amount of capital to hold against loans to particular borrowers.66

The Basel Committee thus implicitly endorsed the opinions of
credit rating agencies and gave imprimatur to their operations.
In the wake of the financial crisis, the reputation of credit rating
agencies has been tarnished by their failure to assess accurately
the risk posed by subprime mortgage and other securities.

Fourth, the Basel II guidelines drew heavily on banks' own
internal risk-weighting methodologies and strategies. Under
the internal ratings-based approach to credit risk, banks are
permitted to use "their own internal estimates of risk compo-
nents in determining the capital requirement for a given expo-
sure."67 The theory is that banks know much more about the
actual risk profile of their assets than regulators, and that the
larger banks that would be subject to the internal risk-
weighting approach have the expertise and resources to de-
velop sophisticated in-house methodologies to assess risk.
Basel II sensibly attempted to piggyback on this expertise by
using banks' own internal risk assessment methodologies
when assigning capital requirements. The problem with the
theory is that it depends on the accuracy of banks' internal
methodologies, which in turn are based on models with all the
problems previously mentioned. For some banks, those models
proved grossly inaccurate during the Crisis of 2008.

The Basel process, in retrospect, was rife with intellectual haz-
ard. The guidelines are almost poster child examples of authori-
tarian bias. They purport to be highly sophisticated and wonder-
fully precise. Basel II bristles with equations and terminology so
arcane that a cottage industry has grown up to assist banks in
figuring out how to comply with its requirements. The complex
development of the guidelines also imbued the process with an
aura of infallibility. Few if any initiatives in global finance have
been vetted so thoroughly, by such sophisticated commentators,
over so extended a length of time. The guidelines carried credi-
bility and technical brilliance similar to that of the economic
models used by financial firms. Naturally, government agencies
charged with implementing the guidelines and banks tasked

66. See Patrick Van Roy, Credit Ratings and the Standardised Approach to Credit
Risk in Basel II (European Cent. Bank Working Paper Series, No. 517, 2005).

67. BASEL II, supra note 61, 91 211.
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with complying with them tended to defer to their wisdom in a
way that in retrospect appears to have been misguided.

The Basel II process also arguably manifested complexity
bias. Given the complicated and demanding, but also very spe-
cific calculations required under the guidelines, actors in com-
plex organizations charged with risk-control and compliance
naturally faced the temptation to display tunnel vision. That is,
they faced pressure to do what was demanded of them and not
to look beyond the four comers of the regulations. The guide-
lines also arguably introduced oversimplification bias because
bankers and regulators faced with rapidly shifting information
about performance and risk of financial institutions found it
convenient to use a ready rule of thumb as a means for making
sense of the environment in which they operated. Even though
the Basel guidelines are themselves complicated, once someone
learns how to use them, the natural tendency is to allow the
guidelines to take the place of reality by seeing a bank that is in
compliance with regulatory capital requirements as a safe
bank, regardless of its actual risk profile.

E. Regulators

Regulators also manifested intellectual hazard. A principal
example is the tendency -promoted by the Basel framework-
to focus on capital adequacy as the benchmark for safe and
sound banking. United States law enforces a system of prompt
corrective action under which regulators are required to take a
series of increasingly draconian steps as a bank's capital falls
into the danger zone. The prompt corrective action rules, 68 like
the capital adequacy guidelines, have the appearance of scien-
tific validity and precision. Capital ratios are divided into
tranches and precisely defined, and exacting mandatory ad-
ministrative actions are specified as a bank falls below the re-
quired minimum levels.69 The appearance of precision and the
comfortable set of prescriptions contained in the prompt cor-
rective action regime could lull the agency into losing track of
the more fundamental questions going to the bank's solvency.
Because U.S. banks-including banks that later ran into finan-

68. For a description of these rules, see Richard Scott Camell, A Partial Antidote
to Perverse Incentives: The FDIC Improvement Act of 1991, 12 ANN. REV. BANKING L.

317 (1993).

69. Id. at 331-33.
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cial trouble-had adequate capital ratios under the prompt cor-
rective action rules, the natural inference was that the industry
as a whole, and these banks in particular, were not in grave
danger. The exaggerated focus on capital adequacy reflects as-
pects of intellectual hazard such as tunnel vision (obsessive fo-
cus on capital), authoritarian bias (deference to the Basel Com-
mittee), availability bias (use of readily available data on capital
ratios), and oversimplification bias.

Intellectual hazard also played a major role in the failure of
regulators to identify the fraud perpetrated by Bernard Mad-
off.70 In retrospect, many observers have concluded that the
performance Madoff purported to generate for his investors
was too good to be true; no one could so consistently generate
returns of more than ten percent, year-in and year-out. An ob-
jective and dispassionate review of Madoff's operation might
have stimulated regulators to question the accuracy of his fi-
nancial reporting, even if they had not also been repeatedly
alerted by a whistle-blower that Madoff was operating a Ponzi
scheme. Why did the regulators not recognize the problem ear-
lier? The answer lies partly in intellectual hazard. Madoff was a
prestigious, powerful member of the securities industry. He was
one of the founders of NASDAQ and a former member of its
board of directors. His firm was well known in the financial
world. The regulators may have been victims of authoritarian

bias. They were bedazzled by Madoff's reputation and failed to
see the signs of fraud. 71 They also displayed confirmation bias:
When examining Madoff's operations they expected to find a
reputable firm, so they interpreted the evidence in front of them
as indicating that Madoff was operating a legitimate enterprise.
As a result, they failed to identify the pattern of fraudulent ille-
gal behavior that only became evident after Madoff's confession.

70. For a summary of the Madoff story, see Diana B. Henriques, Madoff Scheme
Kept Rippling Outward, Across Borders, N.Y. TIMES, Dec. 19, 2008, at Al.

71. Madoff himself recognized that his stature in the industry was an asset that
tended to deflect regulatory suspicion. See Diana B. Henriques, Lapses Kept Scheme
Alive, Madoff Told Investigators, N.Y. TIMES, Oct. 31, 2009, at Al ("In fact, Mr. Mad-
off said in the jailhouse interview that, on two occasions, he was certain it was
only a matter of days or even hours before he would be caught. The first time, in
2004, he assumed the investigators would check his clearinghouse account. He
said he was 'astonished' that they did not, and theorized that they might have
decided against doing so because of his stature in the industry.").
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III. POSSIBLE REFORMS

This Article so far has argued that intellectual hazard is a

systemic risk in financial markets, and one that is particularly
problematic because it is most pronounced during boom
times-exactly the period when the market most needs inde-

pendent thought and judgment. We now turn to the question
of whether the concept of intellectual hazard is anything more
than a useful intellectual trope, a way of conceptualizing prob-
lems and organizing thought, but without concrete payoffs for

public policy.

Intellectual hazard is a pervasive and unavoidable feature of
financial markets-and indeed of all complex social systems. It
is as impossible to eliminate intellectual hazard as it is to eradi-
cate the agency costs of management in corporations. Inherent
in the corporate form is the allocation of management respon-
sibility to actors, and actors always have the incentive to favor
their own interests over those of their companies, no matter
how much one tries to prevent that from happening. By the

same token, we cannot eliminate intellectual hazard from fi-
nancial markets, nor should we wish to do so, because if we

could perform that impossible feat, the costs of doing so would
outweigh the benefits.

That being said, the identification of intellectual hazard as a

systemic risk in financial markets suggests that policymakers
would do well to pay greater attention to the findings of behav-

ioral finance when they formulate or evaluate proposals for re-
form.72 The following suggestions for reform are not fully devel-

oped policy recommendations, but rather invitations for thought
and debate about how intellectual hazard might be better man-
aged and controlled in the future.

A. Complexity Bias

Complexity is a fertile source for intellectual hazard. In some

cases, the level of complexity chosen by an institution may ex-
ceed what appears reasonably necessary to achieve the desired

outcome. Enron is a prime example: Its financing structure, re-

72. See generally Emilios Avgouleas, The Global Financial Crisis, Behavioural Fi-
nance and Financial Regulation: In Search of a New Orthodoxy, 9 J. CORP. L. STuD. 23

(2009) (arguing that proposed actions by governments worldwide will be less
effective than expected because they lack a focus on behavioral finance).
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plete with special purpose entities and complex asset transfers,
was beyond the ken of virtually everyone. 73

Recognizing that different forms of complexity bias are per-
vasive in complex organizations, corporate directors and ex-
ternal regulators might demand that the relevant actors pro-
vide simple, cogent answers to questions about the underlying
assumptions and how those simple answers would change in
unusual circumstances. A mild approach could be that the
regulator or corporate manager requests an explanation for
why the relevant actor has opted for a byzantine structure. Al-
ternatively, the regulators might require that firms engage in
more extensive disclosures of their financing structure, and
that they include in the disclosure documents a discussion by
management as to why particular forms and structures were
used. Regulators could also take the complexity of the financ-
ing structure into account when calibrating the intensity of
scrutiny that they apply to a given firm.

B. Corporate Governance Reforms

Given the problems of complexity bias, self-serving bias, and
other intellectual hazard, policymakers might also attempt to
introduce greater skepticism and independent judgment into
the processes by which firms in the financial sector evaluate
information and make policies related to risk. Such independ-
ence is already mandated and encouraged, to some extent, un-
der existing law. The Sarbanes-Oxley Act requires that publicly
traded companies maintain audit committees comprised of in-
dependent directors who oversee accounting, internal controls,
and financial reporting.74 An office of independent evaluation,
not part of a financial institution's general management and
reporting directly to the board of directors, might provide
greater independence of judgment, although we are somewhat
skeptical of the ability of any in-house operation, however in-
sulated, to manifest independent thought in practice. Regula-
tors could also seek to understand more clearly the motivations
of the presenters of analyses or the advocates for corporate
policies so that they can weigh these recommendations with

73. For a summary of the Enron story, see Kurt Eichenwald & Diana B. Henri-
ques, Enron's Many Strands, N.Y. TIMES, Feb. 10, 2002, at All.

74. Sarbanes-Oxley Act § 301, 15 U.S.C. § 78j-1 (2006).
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respect to their impact on the individuals themselves. Compen-

sation policies are an obvious area where such investigation

would be appropriate, but any policy or analysis that differen-

tially and substantially impacts the interests of the relevant ac-

tor would be a subject of concern.

C. Education

Some of the problems of intellectual hazard might be ad-
dressed through education.75 Educators could clarify and assess

the applicability of complex models in ways that address com-

plexity biases. Educators could also focus more of their instruc-

tion on questions of professional responsibility or ethics train-

ing courses. Economics and business courses could highlight

issues that heretofore have often been ignored or assigned to

higher level courses, such as the institutional basis of financial

markets, the role of speculation, asset-price bubbles, economic

crises, the uses and abuses of economic modeling, and the pros

and cons of leverage in a firm's financial structure. Business

school courses would not discount the fundamental importance

of quantitative analysis, rather they could focus more on qualita-

tive factors such as the application of judgment and common
sense. Continuing education of the workforce, either formal or

informal, might also stress these matters and encourage the ap-

plication of independent judgment at all levels of management.

D. Government Reforms

Perhaps it would be useful to create a government agency

specifically charged with assessing potential systemic risks to

the financial system. President Obama has, in fact, called for an

entity - a systemic risk council - that would be tasked with this

function. 76 At the international level, the former Financial Sta-

bility Forum-an association of regulators that, like the Basel

Committee on Banking Supervision, maintained its secretariat
within the Bank for International Settlements in Basel-has

been reconstituted by the G20 as the Financial Stability Board,77

an operation established to "address vulnerabilities and to de-

75. We thank Henry Kaufman for suggesting this reform in private conversation.

76. See Sewall Chan, Agreement is Near on New Overseer of Banking Risks, N.Y.
TIMES, Feb. 18, 2010, at Al.

77. See G20, DECLARATION ON STRENGTHENING THE FINANCIAL SYSTEM-

LONDON, 2 APRIL 2009 (2009).
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velop and implement strong regulatory, supervisory and other
policies in the interest of financial stability."78 The European
Commission has also entered the debate, issuing a commu-
niqu6 calling for the creation of a European Systemic Risk
Council charged with the task of "monitor[ing] and assess[ing]
risks to the stability of the financial system as a whole" and
"provid[ing] early warning of systemic risks that may be build-
ing up and, where necessary, recommendations for action to
deal with these risks." 79

Ideally, the leadership and staff of such an agency would be
individuals who are not directly affiliated with the institutions
that breed intellectual hazard. To date, unfortunately, the pro-
posals fail to accomplish such a desirable separation. The per-
sonnel of the agencies charged with monitoring systemic stabil-
ity are often incumbent government officials. The Obama
Administration's proposed systemic risk council would be
made up of the main financial regulators in a consultative role,
with a single, accountable authority that can act quickly in a
crisis (the current proposal places the Treasury Secretary in this
role).80 The proposed European Systemic Risk Board would in-
clude a "significant representation of central Banks" and would
operate with a secretariat provided by the European Central
Bank.81 The Financial Stability Board, likewise, is staffed by
government officials and chaired by Mario Draghi, Governor of
the Bank of Italy.82

Experience suggests that the problem of intellectual hazard
will not be effectively addressed if the personnel in the agency
charged with identifying systemic threats to financial stability
are simply recycled regulators and central bankers. They will
not bring new ideas to the table; on the contrary, they will

78. Fin. Stability Bd., Financial Stability Board, http://www.financialstabilityboard.org
(last visited Mar. 1, 2010).

79. Press Release, EUROPA, Financial services: Commission proposes stronger fi-
nancial supervision in Europe (May 27, 2009), available at http://europa.eu/
rapid/pressReleasesAction.do?reference=IP/09/836; see also COMM'N OF THE EURO-
PEAN COMMUNITIES, PROPOSAL FOR A REGULATION OF THE EUROPEAN PARLIAMENT

AND OF THE COUNCIL ON COMMUNITY MACRO PRUDENTIAL OVERSIGHT OF THE FI-
NANCIAL SYSTEM AND ESTABLISHING A EUROPEAN SYSTEMIC RISK BOARD (2009).

80. See Chan, supra note 76.
81. See COMM'N OF THE EUROPEAN COMMUNITIES, supra note 79, at 4.

82. See Press Release, Fin. Stability Bd., G20 Leaders endorse the Financial Stability
Board's Charter (Sep. 25, 2009), available at http://www.financialstabilityboard.
org/press/prj090925c.pdf.
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come as advocates for their agency's positions and as defenders

of their agency's turf and power. These people will suffer from
the forms of intellectual hazard we have already observed in

regulators: asymmetry bias embodied in fixed positions on pol-
icy questions, self-serving bias in the form of turf protection
and blame avoidance, and authoritarian bias in the form of
deference to the agencies that delegate personnel to these new
monitoring bodies.8 3

A preferable solution would be to establish financial stability

boards not dominated by existing regulators. A truly independ-

ent board, composed largely of people from outside the gov-
ernment, selected according to some principle of merit rather
than political connections, and adequately funded and protected

against retaliation for expressing unpopular views, would offer
a potentially more efficacious approach to the problem of impar-
tially and objectively identifying systemic threats to the finan-
cial system and proposing possible remedies or solutions.

E. Stress Tests

In the wake of the Crisis of 2008, the Fed subjected large

banks to "stress tests" to assess whether their levels of capital

were adequate to cope with serious downturns in economic
conditions.84 It might be possible to manage intellectual hazard
by mandating a different kind of stress test. Systemically im-

portant institutions (large banks, insurance companies, and in-
vestment firms) could be required to identify models or poli-
cies that, if erroneous, could have a materially adverse effect on
their safety or soundness. In such cases, the institution could be
required to subject the model or policy to a stress test to evalu-

ate how it would function if the basic assumptions on which it
is based no longer hold. The institutions would not have to re-

83. It is noteworthy that the predecessor of the Financial Stability Board, the Finan-
cial Stability Forum, had a similar mandate of monitoring for systemic risks in the
financial system. It egregiously failed in that function, never identifying the looming
threat to the world's financial markets posed by the U.S. subprime securities until it
was much too late to take action. There is, unfortunately, little reason to believe these
new agencies will do a better job. See Cally Jordan, Does 'F' Stand for Failure: The Legacy
of the Financial Stability Forum (Univ. of Melbourne Law Sch., Legal Studies Research
Paper No. 429, 2009), available at http://ssm.com/ abstract=1478527.

84. The stress tests evaluated how the banks would respond under two scenar-
ios, one being the consensus forecast at the time of the test and the other being a
much worse scenario. See HAL S. ScorT, THE GLOBAL FINANCIAL CRIsis 52 (2009).
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port proprietary information about their models, but would
have to disclose how the models or assumptions performed
under different and less favorable economic conditions.

CONCLUSION

This Article has proposed the idea of intellectual hazard as
an organizing principle for the conceptual biases that affect all
complex organizations and systems of complex organizations.
Intellectual hazard, as we define it, is the tendency of behav-
ioral biases to interfere with accurate thought and analysis
within complex organizations. Intellectual hazard impairs the
acquisition, analysis, communication, and implementation of
information within an organization and the communication of
such information between an organization and external parties.

We have argued that intellectual hazard is a particular prob-
lem during times of economic stress, including asset-price bub-
bles and financial crises. Because of its importance during these
times, intellectual hazard, like moral hazard, poses systemic
risks to the financial system as a whole. We identified a variety
of forms of intellectual hazard, falling in three "baskets" or
categories: complexity bias, incentive bias, and asymmetry
bias. We illustrated how different institutions in financial mar-
kets-banks, the Fed, rating agencies, the Basel Committee on
Banking Supervision, and bank regulators-appear to have
manifested intellectual hazard in connection with the Crisis of
2008. We concluded with possible reforms to mitigate intellec-
tual hazard: corporate governance reforms, reforms to gov-
ernment supervision and oversight, stress tests to assess the
robustness of models, and changes in education of financial
market personnel. Overall, the purpose has been to stimulate
thought and discussion about an important and interesting is-
sue of regulatory policy in the financial services sector.
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NOTE

PUBLICITY RIGHTS, FALSE ENDORSEMENT, AND THE

EFFECTIVE PROTECTION OF PRIVATE PROPERTY

INTRODUCTION

Publicity rights, though lacking a physical manifestation, are
of high social benefit. These rights protect the commercial
value in an individual's name. As with other forms of property
rights, the state should enforce them vigorously and effectively.
In theory, these rights are currently protected, an implicit rec-

ognition of their value. In practice, however, two concerns are
emerging: the devaluation of wealthier individuals' claims for
protection and the use of an overly complex test that fails to
provide adequate predictability or expedience. Indeed, the in-

tellectual property protected by publicity rights -essentially

the right to exploit a well-known reputation commercially-is
particularly fragile because its value, though real and substan-
tial, is embedded in public perceptions and can be easily dam-

aged by undesired associations.' This Note proposes a revision
of the publicity rights test and suggests that courts import the
"Endorsement Test" from First Amendment doctrine to rem-
edy these two issues while operating within the familiar frame-

work of its existing jurisprudence. Guided by the rationale for
the right, as demonstrated by its theoretical justifications, false
endorsement claims should be evaluated under the following
standard: In light of the context, would it appear to a reasonable
observer that the disputed message constitutes an endorsement?

Dating to Adam Smith's publication of the Wealth of Nations,

theorists have long recognized that a myriad of societal benefits

1. Recent events have only reinforced the gap that may exist between a public
endorsement persona (the intellectual property "Tiger Woods") and an individ-
ual's actual personality (Eldrick "Tiger" Woods). These events have also rein-
forced the fragility of such personas. See Ken Belson, AT&T Is the Latest to Drop
Woods, N.Y. TIMES, Jan. 1, 2010, at B1l.
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flow from the protection of personal property.2 As with physical
property, courts have acknowledged the right of an individual
to the intangible goodwill associated with his name. Today, this
recognition is represented by the common-law right of public-
ity 3 and its statutory counterpart, the federal Lanham Act.4

There are, however, twin assaults on this element of personal
property. First, a recent circuit court decision suggested that
the individuals who most often bring suits to protect their pub-
licity rights-wealthy celebrities-are less deserving of such
property rights than the often poorer individuals who attempt
to trade on their names and images. Even if this position repre-
sented a sensible policy, it ignores the reality that many of
these individuals likely generated much of that wealth through
the savvy development of an endorsement persona, all the
while destroying their ability to continue to control or develop
such a persona. Second, even where relief is eventually
granted, the courts' doctrine creates delays and uncertainty.
Indeed, courts often deploy complex balancing tests, evaluat-
ing the relevant question as one of fact. This method makes it
difficult to offer the protections that the law should afford ex-
peditiously and creates pressures for settlement even where no
legal defense should exist.

In light of the importance of these property rights, an effec-
tive and expedient means of resolution is needed. The test must
be effective at determining whether a false endorsement exists,
because overprotection of property rights may be just as so-
cially deleterious as underprotection.5 Social science literature

2. See ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH

OF NATIONS (R.H. Campbell & A.S. Skinner eds., Liberty Classics 1981) (1776).
3. See, e.g., Abdul-Jabbar v. Gen. Motors Corp., 85 F.3d 407 (9th Cir. 1996) (re-

versing the lower court's summary judgment dismissal of a right of publicity
daim, noting that the use of celebrity athlete Kareem Abdul-Jabbar's former name in
a car commercial could constitute a violation); Midler v. Ford Motor Co., 849 F.2d
460 (9th Cir. 1988) (finding that use of a "sound alike" in a commercial could consti-
tute a violation); Haelan Labs., Inc. v. Topps Chewing Gum, Inc., 202 F.2d 866 (2d
Cir. 1953) (holding that an athlete could provide an exclusive license to his likeness).

4. 15 U.S.C. § 1125(a)(1)(A) (2006) (creating a cause of action for persons injured
by commercial depictions "likely to cause confusion, or to cause mistake, or to
deceive as to the affiliation, connection, or association of [the defendant] with
another person, or as to the origin, sponsorship, or approval of [the defendant's]
goods, services, or commercial activities by another person").

5. See White v. Samsung Elecs. Am., Inc., 989 F.2d 1512, 1513 (9th Cir. 1993) (Ko-
zinski, J., dissenting from order rejecting request for rehearing en banc) ("Overpro-
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analyzing how individuals process information offers perspec-
tive on how best to protect this intellectual property. Indeed,
some existing case law is already consistent with this research.

A review of case law in other realms reveals that there is al-
ready a test that can provide the robust protections required.
The Endorsement Test from First Amendment case law would
ask whether a reasonable person would think that the chal-
lenged material suggests that the plaintiff was either endorsing
or disapproving the defendant's message.6 Moreover, the rele-
vant prong of this test already functions as a question of law, 7

allowing judges to dispose of the matter without lengthy trials
where the issues are clear-cut. It is also consistent with the
leading cases and research in the field. In short, this test,
guided by the justifications for publicity rights, would allow
individuals to capitalize on their own success, regardless of
wealth, and avoid the risk of having their successes damaged
through undesirable associations

Part I of this Note traces the theoretical justifications for pub-
licity rights. Part II then introduces the two main threats to
their effective enforcement. Finally, Part III proposes a novel
formulation that contemplates the reality of human informa-
tion processing in seeking an effective legal standard.

I. THE ROLE OF PROPERTY RIGHTS IN THE

AMERICAN EXPERIENCE

Property rights have long been recognized as a crucial impe-
tus to labor in Western political and social philosophy. This
Part traces this recognition among theorists from Adam Smith
to the modem academy, and finally to existing jurisprudence.
Any proposed test should be guided by these rationales.

A. Intellectual Foundations

It is far from novel to suggest that protection of personal
property is necessary to induce individuals to labor. Adam
Smith argued that labor, and the fruits thereof, are the essence
of property: "The property which every man has in his own

tecting intellectual property is as harmful as underprotecting it .... Overprotection
stifles the very creative forces it's supposed to nurture.").

6. Cf. County of Allegheny v. ACLU, 492 U.S. 573, 597 (1989).
7. See, e.g., O'Connor v. Washburn Univ., 416 F.3d 1216, 1231 n.7 (10th Cir. 2005).

No. 21
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labour, as it is the original foundation of all other property, so
it is the most sacred and inviolable." 8 Then, through the ex-
change of one man's surplus for that of another, "the society
itself grows to be what is properly a commercial society."9 In-
deed, it is a commercial society that Smith famously suggested
could, through market function, provide for the needs of its
members.10 That is, no one could specialize in a single field and
develop excellence therein without the knowledge that he could
later exchange the fruits of his labor with others. For instance, a
sculptor's art on its own will not provide sustenance. Through
exchange with the farmer, however, both can focus upon their
chosen field. Modem theorists also have noted the vital role of
property rights in an effective market economy. Professor Dani
Rodrik, for instance, stated that as "many others have argued,
the establishment of secure and stable property rights ha[s] been
a key element in the rise of the West and the onset of modem
economic growth."" A prerequisite, then, for a modem econ-
omy, and indeed a society of learning (since academic research
and education as currently constituted would be impossible
without a division of labor), is strong property rights.

The logic underlying this protection is just as applicable to
intellectual property as to physical property. Professor Rodrik
correctly argues that property rights are necessary to induce
individuals to labor because "an entrepreneur would not have
the incentive to accumulate and innovate unless s/he has ade-
quate control over the return to the assets that are thereby pro-
duced or improved." 12 Moreover, property rights are necessary
to promote the entrepreneurial spirit that some have associated
with the global successes of the United States. 3 Thus, much
hinges on the right.

As with physical property, intellectual property can have
real value and require assiduous efforts to generate. According

8. SMITH, supra note 2, at 138.
9. Id. at 37.
10. Id. at 27 ("As it is by treaty, by barter, and by purchase, that we obtain from one

another the greater part of those mutual good offices which we stand in need of....").
11. Dani Rodrik, Institutions for High-Quality Growth: What They Are and How to

Acquire Them, 35 STUD. COMP. INT'L DEV. 3, 6 (2000).

12. Id. (emphasis in original).
13. See, e.g., Mortimer B. Zuckerman, A Second American Century, FOREIGN AFF.,

May-June 1998, at 22 ("The achievements of business in America grew out of a culture
that has long valued individualism, entrepreneuralism, pragmatism, and novelty.").
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to the logic of Smith and Professor Rodrik, when someone cre-
ates something of value, it should, in the absence of other con-
tractual arrangements, belong to the individual who generated
the value. For instance, assume a final element can be added to
a product, such as a car, to increase sales. The element posi-
tions the car as a "luxury" good and serves as a heuristic for
the buyer that the automobile is worth the purchase price. This
element adds value to the manufacturer, whether the element
is leather seats or an endorsement by a trusted public figure.
Because the value of an endorsement is real, it is socially bene-
ficial for individuals to create such public images: The en-
dorsement creates tax revenue both directly from income
earned by the endorser and indirectly through economic activ-
ity generated by the endorsement.

These valuable public images are just such a commodity.
Such images do not occur through happenstance, but rather are
often the result of careful planning undertaken by the public
figure and a team of skilled advisors. For example, Arnold
Palmer, the golfer, is still able to generate revenue from en-
dorsements because of a concerted effort to brand himself not
as a "winner," but rather as a man of integrity who came
through in the clutch. Although it would have been easy to
present him to the public as a "winner," his advisors counseled
him otherwise. Palmer recalled that one advisor was adamant
on this point: "'Win ads' were about winning or losing, and his
aim was never to position me as a 'winner' because there al-
ways comes a day when a winner no longer wins."14 In fact,
perhaps the best indicator of the value of celebrity endorse-
ments is that many of the highest-paid athletes in professional
sports nonetheless earn more from their endorsements and
similar activities than from actually competing in the sport.15

B. Legal Foundations

Courts have previously recognized the real value and need
for protection for this form of intellectual property. The semi-
nal case, Haelan Laboratories, Inc. v. Topps Chewing Gum, Inc.,
focused on a dispute between rival companies, one of which
had secured an exclusive right to depict athletes' likenesses on

14. PETER A. CARFAGNA, REPRESENTING THE PROFESSIONAL ATHLETE 107 (2009).

15. Id. at 65.

No. 21 845
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trading cards.16 The U.S. Court of Appeals for the Second Cir-

cuit held that the athlete had a cognizable "right of publicity," 17

a decision that served as the turning point in judicial treatment

of publicity rights.18 The Second Circuit suggested that what it

termed the "right of publicity" includes the right to exclusivity,
because this right "would usually yield [celebrities] no money

unless it could be made the subject of an exclusive grant which

barred any other advertiser from using their pictures."1 9 That
is, consistent with Adam Smith, the right of publicity would

otherwise have no value and celebrities would lack sufficient
incentive to cultivate their public images.

Prior to Haelan Labs, recognizable individuals had no such

protections. As Professor Melville Nimmer discussed in his

contemporaneous article, the predecessor "right of privacy"

offered little protection to individuals who were in the public

eye. 20 For instance, twelve years before Haelan Labs extended
protection to celebrity publicity rights, the U.S. Court of Ap-

peals for the Fifth Circuit in O'Brien v. Pabst Sales Co. rejected a

celebrity football player's right of privacy claim in analogous

circumstances. 2' There, the Pabst Brewery had produced a pro-
motional calendar featuring a photo of famous football player

David O'Brien next to a photo of a Pabst beer.22 The Fifth Cir-

cuit affirmed the lower court's dismissal of O'Brien's claim, ex-
plaining that privacy is the right of a private person and the
"plaintiff is not such a person and the publicity he got was only

that which he had been constantly seeking and receiving." 23

Other courts would later adopt the Second Circuit's Haelan

Labs framework, including the Supreme Court in Zacchini v.

16. 202 F.2d 866 (2d Cir. 1953).

17. Id. at 868.

18. See Floyd A. Gibson & Rachel M. Healey, The Right of Publicity Comes of Age,

23 AIPLA Q.J. 361, 365 (1995).

19. Haelan Labs., 202 F.2d at 868.

20. See Melville B. Nimmer, The Right of Publicity, 19 LAW & CONTEMP. PROBS. 203,

205 (1954) (noting that some courts have held that "if a person consents to appear or
perform before a limited audience..., then such person cannot complain of an in-
vasion of privacy if by means of motion pictures, still pictures or live television per-

sons other than the limited audience also view the performance or appearance").

21. 124 F.2d 167 (5th Cir. 1941).

22. Id. at 168.

23. Id. at 170.
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Scripps-Howard Broadcasting Co. 24 Zacchini, an entertainer, sued a
news organization that had recorded and replayed his entire
"human cannonball" act on local television news without Zac-
chini's consent.25 Noting that "this act is the product of peti-
tioner's own talents and energy, the end result of much time, ef-
fort, and expense," the Court held that the broadcast had violated
the performer's rights because broadcasting the "entire act poses a
substantial threat to the economic value of that performance." 26

Upon further examination, Zacchini provides a far-reaching
mandate for the right of publicity. In fact, the Court found Zac-
chini's right sufficiently strong to overcome the First Amend-
ment interests of the press, a potent right itself.27 Moreover, the
Court conceptually severed the performer's publicity interests
into distinct spheres, each of which may receive independent
protection. The Court termed the broadcast a "substantial
threat to the economic value of the performance" that "goes to
the heart of petitioner's ability to earn a living as an enter-
tainer."2 Consequently, it awarded the petitioner damages. 29

Yet this individual broadcast cut to "the heart" of the per-
former's ability to earn a living in only that one particular me-
dia market. The Court would have been aware of Zacchini's
mobility, as the Scripps-Howard reporter had filmed him per-
forming at a fairground.30 Thus, the Court implicitly recog-
nized a right to publicity in individual media markets; broad-
casting the act only in New York, for example, would have no
effect on attendance elsewhere and cut to the heart of the enter-
tainer's earning power only in New York itself. By protecting
each limited sphere of publicity rights, the Court provided a
more expansive mandate than if it had required Zacchini to
show a serious injury to his publicity rights as a whole. 31

24. 433 U.S. 562 (1977).

25. Id. at 563-64.

26. Id. at 575.
27. See, e.g., Potter Stewart, "Or of the Press", 26 HASTINGS L.J. 631, 634 (1975)

(arguing that the Constitution guarantees a free press to serve as a "check on the
three official branches" of the government).

28. Zacchini, 433 U.S. at 575-76.

29. Id. at 578-79.

30. Id. at 563.
31. Indeed, later courts have recognized that conceptual spheres of publicity rights

also may be violated, further demonstrating the potency of the right. Wendt v. Host

International, Inc., for example, involved a dispute between restaurateur Host, using
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Moreover, although Zacchini's claim was in some ways
stronger than a false endorsement claim at the time-because
broadcasting the entire act "goes to the heart of [the] peti-
tioner's ability to earn a living" 32-modem-day celebrities can
be seriously harmed by false endorsements. Courts interpreting
modem publicity rights have acknowledged the efforts neces-
sary to cultivate public images, observing that celebrities "ac-
tively cultivate[] the popularity of their names" for endorse-
ment purposes.3 3 As noted above, many entertainers earn more
from endorsements than from their underlying forms of em-
ployment. 34 Thus, today, false endorsements can go to the heart
of one's ability to earn a living as an entertainer.

II. THE PROBLEM: JUDICIAL ACTIVISM AND TEST

COMPLEXITY THREATEN PUBLICITY RIGHTS

Two recent threats to this right have appeared in the case
law. First, at least one court has indicated, counterintuitively,
that the publicity rights of wealthier individuals may be less
deserving of protection. Second, when evaluating these claims,
many courts deploy overly complex tests that lack predictabil-
ity and expedience. Both of these issues pose serious threats to
reliable judicial protection for the right of publicity.

a license to operate theme bars based on the television show Cheers, and actors
George Wendt and John Ratzenberger, former stars of the show who played the
fictional bar's patrons. 125 F.3d 806 (9th Cir. 1997). The actors claimed that they had
been depicted without license by Host's animatronics robots. Id. at 809. Among the
factors noted by the Ninth Circuit in reversing the lower court's dismissal of the
actors' action was Ratzenberger's investigation of endorsement opportunities in the
"beer" sphere. See id. at 814. The court found this factor favored the actors' claim,
owing to the likelihood of confusion and diminution in value of a future endorse-
ment by Wendt or Ratzenberger in that sphere. See id. Thus, the right was suffi-
ciently potent to merit protection not only for a geographical sphere of endorsement
in the present, but also for a future conceptual sphere.

32. Zacchini, 433 U.S. at 576.
33. See Bi-Rite Enters., Inc. v. Button Master, 555 F. Supp. 1188, 1199 (S.D.N.Y.

1983) (right of publicity could protect celebrities against their depiction on unli-
censed novelty items).

34. See CARFAGNA, supra note 14, at 65.
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A. Denying Individuals Full Protection of the Law
Because of their Economic Status

Most troublingly, some judges have recently suggested that
wealthy individuals may be entitled to less protection from
violations of their publicity rights.35 ETW Corp. v. Jireh Publish-
ing, Inc. involved celebrity golfer Eldrick "Tiger" Woods's alle-
gations of false endorsement against Jireh, a company that had
published painted depictions of Woods playing at the Masters
Tournament.3 6 Jireh sold prints in white envelopes featuring
the title "Masters of Augusta" and, in slightly smaller letters,
the words "Tiger Woods."3 7 The U.S. Court of Appeals for the
Sixth Circuit ultimately upheld the lower court's grant of
summary judgment for Jireh,38 but its discussion additionally
included a strand of alarming reasoning. Losing sight of the
rationales underpinning publicity rights, the court's opinion
twisted Woods's professional success against him. In dismiss-
ing Woods's claim, the court "note[d] that Woods, like most
sports and entertainment celebrities with commercially valu-
able identities, engages in an activity, professional golf, that in
itself generates a significant amount of income which is unre-
lated to his right of publicity." 39 Whether Woods possesses
other property rights, though, should not impact the unrelated
question of whether Jireh infringed Woods's publicity rights.
Indeed, the rationale for the right- encouraging entrepreneu-
rial efforts -provides little support for such a conclusion.

Moreover, there is an unmistakable tension between the Sixth
Circuit's emphasis on Woods's wealth-which it termed similar
to that of "most sports and entertainment celebrities" - and the
acknowledgment by other courts that publicity rights generally
are relevant only where an individual has achieved celebrity. 40

35. See id. at 90 (observing that owing to the financial disparity between celeb-
rity and infringer, "courts will often feel less sympathy towards a celebrity than to
an apparently hard-working entrepreneur").

36. 332 F.3d 915, 918 (6th Cir. 2003).

37. Id. at 918-19.
38. Id. at 937-38 (the court stated that it relied on the strength of a First Amend-

ment defense).

39. Id.
40. See Ali v. Playgirl, Inc., 447 F. Supp. 723, 729 (S.D.N.Y. 1978) ("[Tjhis right of

publicity is usually asserted only if the plaintiff has 'achieved in some degree a
celebrated status."' (quoting Price v. Hal Roach Studios, Inc., 400 F. Supp. 836, 847
(S.D.N.Y. 1975))).

No. 2]
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Thus, what Jireh depicts as a minor exception to a general rule
could, pursuant to its own logic, subsume the doctrine of public-
ity rights in its entirety. Such affluence is common to almost all
individuals whose broadly recognizable public images require
judicial protection.41 Jireh's reasoning thus threatens nothing less
than the total evisceration of the right of publicity. 42

The Jireh opinion also misread the practical implications of
such a decision when it stated, "[e]ven in the absence of his right
of publicity, [Woods] would still be able to reap substantial fi-
nancial rewards from authorized appearances and endorse-
ments." 43 There are two problems with this statement. First, the
court suggests, without support, that it will only allow certain
levels of infringement of Woods's rights. But even low levels of
infringement can harm a celebrity's property interests. More-
over, it is unclear why the court's logic could not be applied to
every successive iteration of expropriation of Woods's image.
Second, as noted above, marketable celebrity images do not oc-
cur by happenstance. They are the work of careful cultivation to
provide revenue streams, not the vagaries of luck.44 If a product
appears to a reasonable individual to be associated with Woods,
it could do serious damage to the golfer's marketing plan by dis-
torting his public image. Thus, an unauthorized endorsement
could have a significant negative impact on Woods's ability to
"reap substantial financial rewards" from his image. Ignoring
the reasoning of previous decisions, 45 Jireh briskly dismissed
such concerns: "It is not at all clear that the appearance of

41. See Motschenbacher v. R. J. Reynolds Tobacco Co., 498 F.2d 821, 824 n.11 (9th
Cir. 1974) ("Generally, the greater the fame or notoriety of the identity appropri-
ated, the greater will be the extent of the economic injury suffered.").

42. In reality, recognizable individuals will exist across the wealth spectrum. In

a world taking Jireh to its logical extreme, conceivably only a handful of bank-
ruptcy-filing celebrities, such as Burt Reynolds and Stanley "MC Hammer"

Burrell, would retain their publicity rights, whereas other celebrities would have
no such protections. See Eric Tyson, Sticking with the Basics Still Serves when the
Affluent Need to Manage the Big Bucks, SEATTLE POST-INTELLIGENCER, Mar. 2, 1998,

at C3. Putting aside the perverse incentives such a system would propagate (ce-
lebrities would do best by spending money as quickly as they earn it, since they
could then argue they need the endorsement money), it is wholly inconsistent
with the motivating rationales for having such protections in the first place.

43. ]ireh, 332 F.3d at 938.

44. See CARFAGNA, supra note 14, at 107.

45. See Haelan Labs., Inc. v. Topps Chewing Gum, Inc., 202 F.2d 866, 868 (2d Cir.
1953); Ali, 447 F. Supp at 729 (upholding the right of publicity to protect the "mar-

ketable reputation" of an athlete).
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Woods's likeness in artwork prints which display one of his ma-

jor achievements will reduce the commercial value of his like-

ness."46 At the very least, cognizant of the functioning of public-
ity rights, a violation of Woods's rights in the "artistic" sphere

could well have detrimental ripple effects in other commercial

spheres. Moreover, permitting such infringing conduct encour-
ages other individuals to create similar unauthorized Woods

products and necessarily weakens the branding that Woods and
his advisors have endeavored to create.47

B. A Multifactor Test Does Not Provide the Predictability or

Expedience Necessary in this Time-Sensitive Sphere

As currently evaluated, the availability of the Lanham Act's 48

statutory protections often depends upon the application of a

multifactor test. For instance, in 2008 the U.S. Court of Appeals

for the Third Circuit reaffirmed its reliance on an eight-factor
test to determine whether a defendant has infringed upon a

trademark, including protected celebrity images.49 The Sixth

Circuit in Jireh conformed its inquiry to a similarly complex

eight-factor test.50

46. Jireh, 332 F.3d at 938.

47. Cf. supra text accompanying notes 14-15 (discussing Arnold Palmer's com-

mercial "branding" decisions).

48. 15 U.S.C. § 1125(a) (2006) (creating a cause of action for commercial depic-

tions "likely to cause confusion, or to cause mistake" as to an individual's spon-

sorship thereof).

49. Facenda v. N.F.L. Films, Inc., 542 F.3d 1007, 1019 (3d Cir. 2008). The eight

factors are:

(1) the level of recognition that the plaintiff has among the segment of the

society for whom the defendant's product is intended;

(2) the relatedness of the fame or success of the plaintiff to the defendant's

product;

(3) the similarity of the likeness used by the defendant to the actual plaintiff;

(4) evidence of actual confusion and the length of time the defendant

employed the allegedly infringing work before any evidence of actual

confusion arose;

(5) marketing channels used;

(6) likely degree of purchaser care;

(7) defendant's intent [in] selecting the plaintiff; and

(8) likelihood of expansion of the product lines.

Id.

50. Jireh, 332 F.3d at 940. The eight factors here are:

(1) strength of plaintiffs mark;
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Such complex tests, deployed as questions of fact, will likely
engender lengthy and complex trials. Under the existing re-
gimes, parties could conduct extensive discovery merely upon
one of the factors, to say nothing of the Herculean task of bal-
ancing the factors' relative merits in the aggregate. For exam-
ple, Facenda v. N.F.L. Films, Inc. involved the estate of a legen-
dary sports announcer whose contract stated that recordings of
his work could not be used for any endorsement purposes.5'
The estate sued N.F.L. Films when the company used the re-
cordings in a video linked to the release of a video game. N.F.L.
Films "executives testified that the program was a documen-
tary and denied that it was a commercial," whereas the estate
characterized the use as an endorsement of the game. 52 The
Third Circuit remanded the case to the lower court for a resolu-
tion of issues of material fact in the multifactor balancing
analysis.53 Though both parties agreed that sufficient evidence
had been collected, the court held that "parties may not stipulate
to forgoing a trial when genuine issues of material fact re-
main."54 That is, even in a case where both parties seek finality
and predictability, the complexity of the test may preclude
timely resolution. This concern is compounded in the alternative
case, where, contrary to appearances in Facenda, a party has in-
tentionally infringed the rights of another and seeks to draw out
a trial to induce settlement. Lengthy trials have real economic
costs, both for the parties (in the form of lawyers' fees and op-
portunity costs) and for the judicial system (in docket time).

These multifactor tests are also unpredictable. It is far from a
novel insight to express dissatisfaction with such tests. For in-
stance, Chief Judge Posner expressed serious dissatisfaction
with such tests in Exacto Spring Corp. v. Commissioner of Internal

(2) relatedness of the goods;
(3) similarity of the marks;
(4) evidence of actual confusion;
(5) marketing channels used;

(6) likely degree of purchaser care;
(7) defendant's intent in selecting the mark;
(8) likelihood of expansion of the product lines.

Id.

51. Facenda, 542 F.3d at 1012.
52. Id.

53. Id. at 1023.

54. Id.
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Revenue.55 In a tax dispute regarding whether the salary paid to
Exacto's CEO was deductible, all seven factors in the relevant

test either favored the company or were neutral.5 6 Thus, Chief
Judge Posner termed the tax court's finding against the com-
pany "stunning," because it appeared that even knowing how

the factors would cut provided little insight into the result.5 7

Similarly, the Third Circuit's Facenda formulation is silent on
how to balance its factors. 58 There is a great danger lurking in
such a test. As Chief Judge Posner observed, "since the test

cannot itself determine the outcome of a dispute because of its
nondirective character, it invites the making of arbitrary deci-
sions based on uncanalized discretion or unprincipled rules of
thumb. ' 59 That is, the multiplicity of factors combined with the
absence of guidance may allow for disparate outcomes arising
from identical fact patterns.

Given the fragility of the assets that publicity rights protect
(recall the discussion of the efforts underpinning Arnold
Palmer's public image), 60 allowing an interloper to imply an

endorsement could have seriously injurious effects. As noted
above, the current structures of judicial inquiries can have the
effect of encouraging socially inefficient settlements by parties
whose rights have been infringed and who cannot predict with
confidence the outcome of the appropriate balancing test. A far
more useful approach would focus upon the desired end,
whether that end is protecting intellectual property and en-
couraging its development or reducing compensation to a rea-
sonable level. Indeed, at least one commentator has previously
suggested that publicity rights tests should be streamlined to-
wards their core purpose.61 In light of that recognition, any ef-
fective test must be recentered around the right's essence: Has

an individual, without his consent, been stripped of ownership

rights in his public persona?

55. 196 F.3d 833 (7th Cir. 1999).

56. Id. at 837.

57. Id.

58. For instance, how does the court resolve the case where the intent of the de-
fendant was to imply an endorsement, yet the price of the good is consistent with

a relatively high level of care in purchasing? See Facenda, 542 F.3d at 1019 (factors
five and three).

59. Exacto Spring Corp., 196 F.3d at 835.

60. See CARFAGNA, supra note 14, at 107.

61. See Stacey L. Dogan, An Exclusive Right to Evoke, 44 B.C. L. REV. 291, 320 (2003).
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III. THE SOLUTION: A SIMPLER TEST THAT IS FAIR TO ALL

Judicial reasoning-in the context of false endorsement claims
and First Amendment disputes-may offer useful guideposts
for protecting publicity rights. First, however, it is sensible to
review the academic literature of social scientists who seek to
understand how mental associations are formed. That litera-
ture concludes that such associations are contextual. Thus, to
craft a test that effectively protects publicity rights, one must
recognize not only that the underlying intellectual property is
malleable, but also how it can be shifted.

A. Associations Are Inherently Contextual

The academic literature indicates that individuals process in-
formation contextually. Research conducted by Amos Tversky
and Daniel Kahneman indicates that individuals are highly
susceptible to suggestion by context when evaluating uncertain
information.62 Indeed, so strong is this predilection that it is
evinced even where individuals should recognize that the con-
textual information is useless.63

This finding is particularly relevant to evaluating judicial
treatment of false endorsement and publicity rights. Short of
political advertisements, 64 questions of endorsements often will
fall into the category of uncertain information. Few individuals
see an advertisement and ponder the precise nature of the rela-
tionship between the product and its apparent endorser. If the
context indicates that the apparent endorser is associated with
the product, audiences generally will associate him with the
depiction. This association, in turn, becomes an element of the
context in which the apparent endorser's actual endorsements
are understood and may thus affect the manner in which he is
viewed in the future. After all, most members of the public are
not familiar with the actual character of most celebrities. For
example, the target audience for product endorsements does
not know Palmer or Woods personally. Thus, the apparent en-
dorsement, by insinuating itself into the background assump-

62. Amos Tversky & Daniel Kahneman, Judgment under Uncertainty: Heuristics
and Biases, 185 SCIENCE 1124 (1974)

63. Id. at 1125 (noting that survey participants performed worse when given
contextual information than when not).

64. For example, the statement "I am Candidate X, and I approved this message."
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tions that the public holds regarding the "endorser," shifts how

he is viewed.65 This alteration of his persona may cause a dimi-

nution in its value by deviating from the apparent endorser's

carefully developed publicity plan.

Thus, to protect publicity rights effectively, the judicial in-

quiry into alleged false endorsements must holistically and

contextually examine the message propagated by the disputed

depiction. Because endorsements generate their value only

within a web of socially constructed meaning, it would be

counterproductive to evaluate false endorsement claims

against an abstract standard. Simply banning the use of "magic

words" ("Arnold Palmer uses this product") for example,

would fail to account for the myriad of other ways that a de-

fendant can infringe on a celebrity's publicity rights. Yet even

the use of an individual's name in some contexts, 66 such as in a

news story, might not imply an endorsement. Instead, a bal-

ance must be struck. As Chief Judge Kozinski of the U.S. Court

of Appeals for the Ninth Circuit has noted when discussing

publicity rights, "[o]verprotecting intellectual property is as

harmful as underprotecting it."67 In publicity rights cases, the

intellectual property at issue is a marketable reputation, used

for that purpose. Thus, the central question is whether this de-

piction misleads the public into believing that the plaintiff is

involved with the product in question. If the answer is no, pro-

tection should not attach under the right of publicity.

B. Exemplar Opinions to Be Incorporated

into Any Future Standard

The most effective opinions in this arena have recognized the

importance of a test eschewing a formalistic "magic words"

requirement. These opinions have maintained that the most

effective approach to protect publicity rights focuses instead on

the association between the individual claiming infringement

and the allegedly infringing product. In Carson v. Here's Johnny

65. See Tversky & Kahneman, supra note 62, at 1125.

66. The Lanham Act's protections are limited to profit-seeking depictions, and
traditionally do not encompass parody, news, and noncommercial uses. See 15

U.S.C. § 1125(c)(3) (2006).

67. White v. Samsung Elecs. Am., Inc., 989 F.2d 1512, 1513 (9th Cir. 1993) (Koz-

inski, J., dissenting from order rejecting request for rehearing en banc).
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Portable Toilets, Inc.,68 for instance, the dispute involved famed
talk show host Johnny Carson and a toilet seat maker using the
product name "Here's Johnny" 69 and the catchphrase, "The
World's Foremost Commodian" to market its products.70 The
U.S. Court of Appeals for the Sixth Circuit reversed the lower
court's dismissal of Carson's suit. It held that there had been an
appropriation of Carson's identity, owing to the association
between the phrases and Carson.71 The toilet seat maker had
infringed Carson's right of publicity even though it never used
the talk show host's formal name in its marketing scheme. By
contrast, the Sixth Circuit noted, owing to the lack of resonance
in the public mind, there would have been no infringement had
the product been named the "J. William Carson Portable Toi-
let."72 Regardless of the presence of magic words, the court ex-
plained that "Carson's achievement has made him a celebrity
which means that his identity has a pecuniary value which the
right of publicity should vindicate. Vindication of the right will
tend to encourage achievement in Carson's chosen field." 73

Carson's claim turned on the mental connection between Car-
son and the product, regardless of the literal accuracy or speci-
ficity of the statement in question. This eminently reasonable
formulation, consistent with the theoretical underpinnings of
the right of publicity, should be the baseline for any approach
to resolving comparable disputes.

The U.S. District Court for the Southern District of New York
in Ali v. Playgirl, Inc. took a similar holistic approach to evaluat-
ing whether a picture published in Playgirl Magazine infringed
Muhammad Ali's right of publicity. 74 It addressed a depiction of
a male in a boxing ring, captioned "Mystery Man," but bearing a
distinct resemblance to boxer Muhammad Ali. The picture also
"refer[red] to the figure as 'the Greatest,"' Ali's well-known
moniker. 7 In light of these facts, the court declared that the de-
fendants could not "seriously dispute the assertion that the of-

68. 698 F.2d 831 (6th Cir. 1983).
69. This exclamation was Carson's introduction on NBC's The Tonight Show. Id. at 833.
70. Id.

71. Id. at 836.
72. See id. at 837.
73. Id.
74. 477 F. Supp. 723 (S.D.N.Y. 1978).
75. Id. at 726-27.
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fensive drawing is in fact Ali's portrait or picture."76 That is, the
court recognized from the picture's context that Ali was the ref-

erent, even though he was never explicitly named. The inquiry
did not turn on the presence or absence of magic words. Simply,
given the picture's context, viewed as a whole, viewers would
still reasonably process the information as "Ali."

Yet the Ali court went further. It noted that "defendants ap-

pear not only to be usurping plaintiff's valuable right of public-

ity for themselves but may well be inflicting damage upon this
marketable reputation." 77 Indeed, it recognized that injury in one

sphere of publicity rights could affect the value of other en-

dorsement opportunities. The intellectual property protected by
enforcing rights of publicity-an individual's marketable repu-
tation-does not exist in a vacuum. Rather, a celebrity's reputa-
tion is malleable. By publicly tying Ali to unsavory activities,
Playgirl could damage his ability to secure even endorsements

that have little connection, on their face, to Playgirl's products. 78

The public might conceptualize Ali differently than it had be-
fore. In this way, the Ali court acted consistently with the in-
sights of academic researchers 79 and practitioners who craft
marketable public images.80 False endorsements simultaneously
threaten to deprive a celebrity of endorsement opportunities and

weaken his cultivated brand as a whole. As discussed in Part
L.A, Arnold Palmer sought assiduously to avoid advertisements

depicting him as a winner, though these opportunities would be
lucrative (both for Palmer and for the company seeking to lever-

age Palmer's reputation as a "winner"). He recognized that there
was greater long-term value in nurturing his "sportsmanlike"

image. Similarly, the Ali court recognized that Ali's image was
malleable and that Ali should retain the exclusive right to choose
with which products to associate.

In light of Tversky and Kahneman's analysis of contextual

processing, and the reasoning in Carson and Ali, the contours of a

76. Id. at 726 (internal quotation marks omitted).

77. Id. at 729.

78. See id. ("Damages from such evident abuse of plaintiff's property right in his

public reputation are plainly difficult to measure by monetary standards.").

79. See Tversky & Kahneman, supra note 62, at 1125 (noting that individuals at-

tempt to use contextual information in decision making, even where it is devoid

of applicability).

80. See CARFAGNA, supra note 14, at 107.

No. 21 857
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practical inquiry begin to take shape. The test must protect per-
sonal property and create strong incentives for economic entre-
preneurialism that generate value where previously none had ex-
isted. The test must therefore have the sensitivity to capture false
endorsements without being unduly overprotective.81 Yet it must
also treat all individuals fairly and equally, regardless of income
or wealth, and provide for the expedient resolution of claims.

C. The Endorsement Test

There is an existing test that, if framed by the guideposts dis-
cussed above, will more effectively secure publicity rights: the
Endorsement Test, developed in the context of the First Amend-
ment. In evaluating whether government action constitutes an
impermissible establishment of religion, the Supreme Court has
employed a contextual inquiry into "the message that the gov-
ernment's practice communicates: the question is 'what viewers
may fairly understand to be the purpose of the display."'8 2

Adapted to publicity rights claims, this inquiry calls for a contex-
tual examination of the message fairly understood to be commu-
nicated by the item in question. If it is an implied endorsement,
the implied endorser's right to publicity is implicated. Addition-
ally, because this test already has preexisting case law, its inter-
pretation should be more predictable and streamlined.

The Endorsement Test is well-suited to this context for two
further reasons. First, the inquiry is based on the perspective of a
reasonable observer, not the vagaries of any particular individ-
ual's interpretation. 3 This distinction is important because one
can easily imagine the naive individual who associates golf with
Tiger Woods and therefore believes Woods has endorsed any
product sold with golf imagery. This individual's testimony
should not secure Woods a publicity rights victory where the
product has been associated only with golf, but not with him.
The reasonableness standard protects against such an error.

81. In reality, of course, no test can offer perfect protection. Instead, what is
sought is a test that comes as close as possible to the goal.

82. County of Allegheny v. ACLU, 492 U.S. 573, 595 (1989) (quoting Lynch v.
Donnelly, 465 U.S. 668, 692 (1984) (O'Connor, J., concurring)).

83. See Capitol Square Review & Advisory Bd. v. Pinette, 515 U.S. 753, 779-80
(1995) (O'Connor, J., concurring in part and concurring in the judgment) (stating
that the proper standard is not the view of any person, but rather the view of a
reasonable person, the "personification of a community ideal of reasonable behav-
ior, determined by the [collective] social judgment" (internal citations omitted)).
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Additionally, the Endorsement Test operates as a question of
law, rather than fact,84 allowing for more expedient resolution
of clear-cut disputes. Indeed, the test will allow courts to re-
solve publicity rights issues more easily on the pleadings alone.
By contrast, the current complex tests frequently force courts to

engage in extensive fact finding, even where the parties seek to
stipulate that no further discovery is necessary.85 Expediting
the resolution of these issues offers twin social benefits. First,
eliminating the cost of lengthy trials will reduce strain on the
courts. It also lessens the economic pressures on the parties to
agree to socially inefficient settlements where settling is worth
less than the cost of a lengthy trial. Second, by hastening reso-
lutions, the Endorsement Test limits the risk posed by judg-
ment-proof defendants and the accompanying pressure to set-

tle. Consider, for instance, the buttons and other novelty items
emblazoned with celebrity images found to have violated
rights of publicity in Bi-Rite Enterprises, Inc. v. Button Master.8 6

Such simple-to-produce items could clearly be the work of
judgment-proof individuals, and expedient resolution of such

claims would limit the losses stemming from the impossibility
of recouping such costs.

How would the Endorsement Test operate in practice? Con-
sider the facts in Carson. The phrases "Here's Johnny" and "The
World's Foremost Commodian" were both designed to make
consumers think of Carson. Indeed, the toilet seat maker stipu-
lated to an attempted association with Carson at trial.8 7 What,
then, would a reasonable observer assume was the meaning of
these phrases? It seems only reasonable to assume that they
would associate the product with Carson. Reading each state-
ment within the context of the other makes this clear. Although
referring to the seat as the "Foremost Commodian" alone would
not evoke Carson, because many celebrities could be the world's

foremost comedian, the interplay of the two phrases makes it
clear that Carson, owing to the presence of his catchphrase, is the
intended referent. Under the Endorsement Test, then, Carson

84. See, e.g., O'Connor v. Washburn Univ., 416 F.3d 1216, 1231 n.7 (10th Cir.

2005) ("The effect prong of the endorsement test ... is a question of law that this

court decides without reference to the reactions of individual viewers.").

85. See, e.g., Facenda v. N.F.L. Films, Inc., 542 F.3d 1007, 1023 (3d Cir. 2008).

86. 555 F. Supp. 1188, 1199 (S.D.N.Y. 1983).

87. Carson v. Here's Johnny Portable Toilets, Inc., 698 F.2d 831, 836 (6th Cir. 1983).
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seems to be a case that could quickly be resolved on the plead-
ings, saving Carson the costs of a lengthy trial.

This result is also consistent with the underlying basis for pub-
licity rights. The defendant intended its implied endorsement to
associate the product with Car"son, and thus to increase profits. To
encourage the development of marketable personas, the right of
profit should belong to Carson alone, not to the toilet-seat maker.

The Endorsement Test would also protect socially desirable
works that might cursorily appear tangential to publicity
rights. For instance, it would protect parody rights, as in Card-
toons, L.C. v. Major League Baseball Players Ass'n, featuring unli-
censed cartoon depictions of Major League Baseball players. 88

There, the Tenth Circuit explained that parody touches core
concerns of the First Amendment as one of the key methods of
social criticism.8 9 In evaluating the involved parody trading
cards, no reasonable observer would imagine that they re-
flected a product endorsement by the named baseball player.
For instance, the court noted that highly paid player Barry
Bonds was termed "Treasury Bonds," and the cards described
him as having a "24-karat Gold Glove," given his compensa-
tion.90 This is clear social criticism, rather than endorsement.
The Endorsement Test would adequately protect parody be-
cause a reasonable observer would recognize that statements
such as those in Cardtoons are not purported declarations of fact
(no one would play with a 24-karat glove) but rather exaggera-
tions meant as social criticism.

The Endorsement Test would also protect genuine transfor-
mation. In evaluating a claim under the right of publicity, the
California Supreme Court examined "whether a product con-
taining a celebrity's likeness is so transformed that it has be-
come primarily the defendant's own expression rather than the
celebrity's likeness."91 Given the contextual nature of the En-
dorsement Test inquiry, and the insights of Tversky and Kah-
neman, genuine transformations should be protected. In fact,
the Endorsement Test's contextual nature was highlighted by
the Supreme Court's analysis in County of Allegheny v. ACLU,

88. 95 F.3d 959 (10th Cir. 1996).

89. Id. at 972.

90. Id. at 962-63. The "Gold Glove" is a baseball award recognizing defen-
sive achievement.

91. Comedy 1H Prods., Inc. v. Gary Saderup, Inc., 21 P.3d 797, 809 (Cal. 2001).

860 [Vol. 33



Publicity Rights

where it held that the display of a creche on the courthouse
steps was a religious endorsement,92 but a display of a Christ-
mas tree, a menorah, and a "Salute to Liberty" sign did not
constitute an endorsement of religion.93 The result in County of
Allegheny seems consistent with the academic research on how
individuals interpret messages. Although a single religious
symbol standing alone on the courthouse steps might contex-
tually suggest a connection between the judicial system and the
religion symbolized by the symbol, it is also reasonable to find
that there is no suggestion of a favored religion where multiple
religious symbols and a secular symbol are comingled. The
context as a whole affects the way in which viewers see the dis-
play-recall, this method of evaluation is so ingrained that
even where survey participants knew they should not rely on
proffered contextual information, they still did so.94 Similar
logic would protect a news story that legitimately reports on
the activities of an individual, while preventing "news" stories
that, in reality, are the activities of an individual as in Zacchini.95

In short, the Endorsement Test would far more effectively bal-
ance the competing interests in this important sphere.

CONCLUSION

There are compelling social reasons for protecting the prop-
erty rights encompassed within the right of publicity. These
rationales have been recognized by theorists and courts alike.
At present, the right of publicity is underprotected by virtue of
the threat of unequal treatment based on economic status and
the complexity of the test applied. Although no test is perfect,
the better the guidance provided to the court, the more likely
that it will reach the desired result. Given the underlying goals
of the right of publicity, importing the Endorsement Test
would provide a more effective analytical framework than the
current patchwork of tests. The Endorsement Test, as devel-
oped here, guided by the theoretical literature, would cut to the
core of the relevant inquiry: In light of a disputed message's
context, does it appear to a reasonable observer that the plain-

92. 492 U.S. 573, 612-13 (1989).

93. Id. at 619.
94. See Tversky & Kahneman, supra note 62, at 1125.
95. See supra text accompanying notes 24-34.
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tiff has endorsed the defendant's message? Such a test would
appropriately vindicate the underlying goals of the right of
publicity and promote the socially beneficial entrepreneurial
spirit. In so doing, courts can better provide a remedy that
promotes the underlying ends of publicity rights and spares
litigant and court resources.

Michael A. Cooper
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INTRODUCTION

For well over a decade, courts and commentators have strug-
gled to apply and interpret Section 230 of the Communications
Decency Act of 1996 (CDA). Section 230 was designed to accom-
plish two objectives: First, Congress sought to protect children
from Internet pornography by encouraging Internet Service
Providers (ISPs) and websites to censor content voluntarily; sec-
ond, Congress sought to promote freedom of expression on the
Internet. To accomplish these two divergent goals, Section 230
grants immunity from tort liability to all websites and ISPs that
are not themselves responsible for the creation or development
of tortious content. Almost all courts have interpreted Section
230 immunity broadly, covering even publishers who take an
active role in the production of controversial content, so long as
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they are not the authors. Although this broad interpretation ef-
fects the basic goals of the statute, it ignores Several serious tex-
tual difficulties and mistakenly extends protection too far by
immunizing even direct participants in tortious conduct. A
proper reading of the statute-one that accounts for the back-
ground common law principles of vicarious tort liability upon
which Section 230 was enacted-would correct both problems.

Part I introduces Section 230's history and purpose. Part II re-
views the courts' broad interpretation of the statute. Part ll exam-
ines several textual difficulties that this broad interpretation raises.
Finally, Part IV attempts to solve these difficulties by interpreting
Section 230 in light of the relationship between two strains of pre-
Internet vicarious liability defamation doctrine and Stratton Oak-
mont, Inc. v. Prodigy Services. Co., the defamation case that
prompted Congress to pass Section 230. The analysis indicates that
although the immunity provision of Section 230 is broad, Congress
did not intend to abrogate traditional common law notions of vi-
carious liability. Some bases of vicarious liability remain, and their
continuing validity both explains the interpretive difficulties and
undergirds courts' recent push to narrow Section 230 immunity.

I. SECTION 230: TEXT AND BACKGROUND

Congress enacted Section 230 of the CDA' to achieve two ob-
jectives:2 to address the problem of children accessing pornog-
raphy and other offensive material on the Internet,3 and to
promote freedom of expression on the Internet, a then-new and
potentially fragile communications medium.4 To accomplish

1. Pub. L. No. 104-104, 110 Stat. 133 (1996).
2. See Zeran v. AOL, Inc., 129 F.3d 327, 330-31 (4th Cir. 1997) (reviewing the

congressional intent behind Section 230).
3. See 47 U.S.C. § 230(b) (2006) ("It is the policy of the United States... to re-

move disincentives for the development and utilization of blocking and filtering
technologies...."); Zeran, 129 F.3d at 331 ("Another important purpose of § 230
was to encourage service providers to self-regulate the dissemination of offensive
material over their services."); 141 CONG. REC. 15,503 (1995) (statement of Sen.
Exon) ("[T]he worst, most vile, most perverse pornography is only a few click-
click-clicks away from any child on the Internet.").

4. See 47 U.S.C. § 230(a)(3) (2006) ("The Internet and other interactive computer
services offer a forum for a true diversity of political discourse, unique opportuni-
ties for cultural development, and myriad avenues for intellectual activity."); Ze-
ran, 129 F.3d at 330 ("Congress recognized the threat that tort-based lawsuits pose
to freedom of speech in the new and burgeoning Internet medium.").
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these goals, Section 230 grants immunity from tort liability to
computer service providers such as websites and ISPs that pro-
vide access to defamatory content created by third parties:

§ 230(c) Protection for "Good Samaritan" blocking and
screening of offensive material

(1) Treatment of publisher or speaker

No provider or user of an interactive computer service
shall be treated as the publisher or speaker of any informa-
tion provided by another information content provider.

(2) Civil liability

No provider or user of an interactive computer ser-
vice shall be held liable on account of-

(A) any action voluntarily taken in good faith to restrict
access to or availability of material that the provider or
user considers to be obscene, lewd, lascivious, filthy, ex-
cessively violent, harassing, or otherwise objectionable,
whether or not such material is constitutionally protected;

§ 230(f)(3) Information content provider

The term "information content provider" means any
person or entity that is responsible, in whole or in part,
for the creation or development of information pro-
vided through the Internet or any other interactive
computer service. 5

It is easy to see how Congress's grant of immunity promotes
freedom of speech: Internet-based publishers are enabled to relay
and distribute controversial and even defamatory third-party-
created content without fear of tort liability. So long as they are
not the authors of the material, "information content providers" -
websites and other service providers -will not be liable. As a re-
sult, Comcast and Verizon can provide unfettered access to the
entire Internet, blog-hosting sites such as WordPress and Blogger
can make available the enlightening and sometimes less-
enlightening musings of the Internet community at large, and
Wikipedia can provide user-authored, encyclopedic coverage of

5. 47 U.S.C. § 230(c), (f)(3) (2006).
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nearly every topic imaginable-all free from the threat of liability
should some user-submitted content prove to be defamatory. 6

Section 230's effect on children's access to objectionable content
is slightly more roundabout. Rather than creating a positive incen-
tive to censor content, the provision operates by removing a major
disincentive to censorship: the threat of defamation liability. In
Stratton Oakmont, Inc. v. Prodigy Services Co.,7 a New York state
court held Prodigy, a then-popular ISP, liable for defamatory con-
tent posted by a third party to one of the service's message boards.
The court reasoned that because Prodigy held itself out to the pub-
lic as a family-friendly, carefully controlled and edited Internet
provider, and took steps to screen offensive content, the ISP had
taken on the role of a newspaper-like publisher rather than a mere
distributor" and could therefore be held liable.9 By filtering some
objectionable content, the court reasoned, Prodigy had taken own-
ership of all of it. Congress rejected this line of reasoning in Section
230 and instead immunized computer service providers from li-
ability "on account of any action voluntarily taken ... to restrict
access to or availability of [objectionable content]." 10 As a result,
censorship of third-party-created content can now proceed freely.
Without fear of incurring liability, filtered Internet services can
protect homes and workplaces from pornography and other objec-
tionable material, message board administrators can remove ob-
scene or simply off-topic posts from their sites, and bloggers can
remove or censor objectionable visitor comments to their postings.

6. As mere hosts of content created by others, blog-hosting sites are immune
from defamation liability under a straightforward application of Section 230. For a
thoughtful discussion of the slightly more difficult question of the applicability of
Section 230 immunity to Wikipedia, see Ken S. Myers, Wikimmunity: Fitting the
Communications Decency Act to Wikipedia, 20 HARV. J.L. & TECH. 163 (2006).

7. No. 31063/94, 1995 WL 323710 (N.Y. Sup. Ct. May 24, 1995).
8. Distributors, such as libraries, bookstores, and telephone companies, who

"deliver, transmit, or facilitate defamation [but] have only the most attenuated or
mechanical connection with the defamatory content" are not liable "unless [they]
know[] or should know of the defamatory content." Publishers and republishers,
such as book presses and newspapers, on the other hand, are responsible for all
harms caused by their defamatory publications. DAN B. DOBBS, THE LAW OF TORTS

§ 402 (2000).

9. 1995 WL 323710, at *4.
10. See 47 U.S.C. § 230(c)(2) (2006).
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II. ZERAN, DRUDGE, AND THE MAJORITY VIEW

Section 230 operates straightforwardly: Computer service
providers such as ISPs and websites are granted immunity
from defamation liability for third-party-created content in or-
der to promote free speech and to allow them to protect chil-
dren from objectionable content. Courts have struggled, how-
ever, to define the precise contours of the statute's immunity
provisions. What qualifies as an interactive computer service?
Can a business or website simultaneously be both a computer
service and a content provider? Can a website or other service
provider ever edit content so heavily as to transform itself into
a content provider and thereby lose its immunity?

Courts have, from the beginning, adopted a broad view of Sec-
tion 230 immunity." In Zeran v. America Online, Inc.,12 the U.S.
Court of Appeals for the Fourth Circuit, the first circuit to interpret
the statute, held that even if a service provider exercised significant
editorial control over the content in question, it was immune so
long as it was not the content's author.13 Later courts gradually
expanded Section 230 immunity to cover an increasingly broad
range of potential defendants. 4 In Blumenthal v. Drudge,i5 for ex-

11. See Mark A. Lemley, Rationalizing Internet Safe Harbors, 6 J. TELECOMM. &
HIGH TECH. L. 101, 103 (2007) ("[Section 230] has been interpreted quite broadly to

apply to any form of Internet intermediary, including employers or other compa-
nies who are not in the business of providing Internet access and even to indi-
viduals who post the content of another. And it has been uniformly held to create
absolute immunity from liability for anyone who is not the author of the disputed
content, even after they are made aware of the illegality of the posted material and
even if they fail or refuse to remove it." (footnotes omitted)).

12. 129 F.3d 327 (4th Cir. 1997).

13. See id. at 330 ("[Ljawsuits seeking to hold a service provider liable for its ex-
ercise of a publisher's traditional editorial functions-such as deciding whether to
publish, withdraw, postpone or alter content-are barred."). The plaintiff in Zeran
alleged that America Online had unreasonably delayed in retracting defamatory
messages posted by a third party, refused to post retractions to those messages,
and failed to screen for and prevent similar future postings. Id. at 328. The court

rejected these arguments, interpreting the text of Section 230 to preclude liability
even where a service provider is on notice of and in a position to prevent or re-
move potentially defamatory content. The entire inquiry turned on the identity of

the content's author. Id. at 330-32 ("By its plain language, § 230 creates a federal
immunity to any cause of action that would make service providers liable for in-
formation originating with a third-party user of the service.").

14. For a useful table of cases illustrating the expanding scope of Section 230
immunity, see Myers, supra note 6, at 205-08. See also H. Brian Holland, In Defense

of Online Intermediary Immunity: Facilitating Communities of Modified Exceptionalism,
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ample, the U.S. District Court for the District of Columbia found
an ISP eligible for Section 230 immunity even though it had con-
tracted for the development of the unverified gossip column that
was at issue in the suit.16 Thus, even when defamatory content is
developed at a service provider's request, the provider is immune
from liability so long as it is not the author of the material.

Almost all courts considering Section 230's scope have followed
Zeran and Drudge,17 and the Ninth Circuit has formalized the
holdings of the cases into a three-part inquiry:18 (1) is the defen-
dant an "interactive computer service" within the meaning of Sec-
tion 230; (2) does the plaintiff's cause of action treat the defendant
as a publisher; and (3) was the content at issue in the suit "pro-
vided by another information content provider?" If a plaintiff's
cause of action against a website or other computer service treats
that service as a publisher of third-party-created content, the de-
fendant will be immune from liability-end of story.

56 U. KAN. L. REV. 369, 374 (2008) ("Following Zeran, and building on that court's
reading of both the statute and the policies sought to be effected, courts have con-
sistently extended the reach of § 230 immunity along three lines: (1) by expanding
the class who may claim its protections; (2) by limiting the class statutorily ex-
cluded from its protections; and (3) by expanding the causes of action from which
immunity is provided."); Brandy Jennifer Glad, Comment, Determining What Con-
stitutes Creation or Development of Content Under the Communications Decency Act, 34
Sw. U. L. REV. 247, 253-58 (2004) (individually discussing several cases in the "se-
ries of decisions that offered increasingly broader immunity for ISPs").

15. 992 F. Supp. 44 (D.D.C. 1998).

16. Id. at 47, 50.

17. See Universal Commc'n Sys., Inc. v. Lycos, Inc., 478 F.3d 413, 418 (1st Cir.
2007); Batzel v. Smith, 333 F.3d 1018, 1027 (9th Cir. 2003); Green v. AOL, Inc., 318
F.3d 465, 471 (3d Cir. 2003); Ben Ezra, Weinstein, & Co. v. AOL, Inc., 206 F.3d 980,
986 (10th Cir. 2000). But see Chi. Lawyers' Comm. for Civil Rights Under Law, Inc.
v. Craigslist, Inc., 519 F.3d 666, 670 (7th Cir. 2008). Judge Easterbrook reasons in
Craigslist that other circuits have extended immunity too far by "treating
§ 230(c)(1) as a grant of comprehensive immunity from civil liability for content
provided by a third party" and urges instead immunity only for publication-
based torts. Id. Because publication is not an element of copyright infringement,
Judge Easterbrook's interpretation would allow, for example, computer service
providers to be held liable for contributory copyright infringement if their sys-
tems were designed to help people steal music.

18. See Batzel, 333 F.3d at 1037 (Gould, J., concurring in part and dissenting in part).
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III. INTERPRETIVE DIFFICULTIES AND OUTMODED

POLICY OBJECTIVES

The prevailing approach to Section 230 serves Congress's
dual goals quite well. The broad service provider immunity of
Zeran and Drudge promotes freedom of speech on the Internet
while simultaneously removing a major disincentive to censor-
ship. Zeran and Drudge, along with later cases, however, failed
to resolve several serious interpretive difficulties.

A. Subsections 230(c)(1) and (c)(2): Giving Meaning
to "Good Samaritan"

Chief among these difficulties is the relationship between sub-
sections (c)(1) and (c)(2). Subsection (c)(1) provides that "[n]o pro-
vider or user of an interactive computer service shall be treated as
the publisher or speaker of any information provided by another
information content provider." 19 As noted in Part II above, Zeran
and later courts quite reasonably interpreted this language to im-
munize websites and other service providers from tort liability for
any third-party-created content regardless of whether they make
any editorial changes to the content.20 If this reading is proper,
however, then subsection (c)(2), which provides immunity to
computer service providers that do choose to censor objectionable
third-party-created content, appears to be superfluous.21 If pro-
viders who choose to censor third-party-created content are al-
ready immune under subsection (c)(1) because the content is not
their own, then what can be the purpose of subsection (c)(2),
which grants immunity if they choose to censor? The rule against
surplusage,22 which would apply with particular force here where
the two subsections are textual neighbors, thus militates against
the majority view of Zeran and Drudge. Similarly, the very head-
ing of Section 230 and the title of the act of which it is a part coun-

19.47 U.S.C. § 230(c)(1) (2006).

20. See Batzel, 333 F.3d at 1037.

21. Subsection (c)(2) reads: "No provider or user of an interactive computer ser-
vice shall be held liable on account of-(A) any action voluntarily taken in good
faith to restrict access to [objectionable content]." 47 U.S.C. § 230(c)(2) (2006).

22. The rule against surplusage presumes that Congress does not include re-
dundant or otherwise unnecessary language in statutes. WILLIAM N. ESKRIDGE, JR.
ET AL., LEGISLATION AND STATUTORY INTERPRETATION 266 (2000); see also Kungys

v. United States, 485 U.S. 759, 778 (1988) (calling it the "cardinal rule of statutory
interpretation that no provision should be construed to be entirely redundant").
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sel against the majority view: "§ 230(c) -which is, recall, part of
the 'Communications Decency Act'-bears the title 'Protection for
"Good Samaritan" blocking and screening of offensive material',
hardly an apt description if its principal effect is to induce ISPs to
do nothing about the distribution of indecent and offensive mate-
rial." 23 The majority view reads subsection (c)(2) entirely out of
the text and in the process renders the Section powerless to
achieve its stated objective -encouragement of self-censorship. 24

B. Subsections 230(c)(1) and (f)(3): Defining Information
Content Providers

The language of Section 230 implies a world composed of two
distinct categories of entities: information content providers and
computer service providers. Information content providers are
liable in tort for the damages their content causes, whereas com-
puter service providers such as ISPs and websites are immune.
But what happens when the distinction between service pro-
vider and content provider becomes blurred? Is it possible for
multiple individuals to be collectively responsible for content?
Could an ISP or website be simultaneously both a service pro-
vider and a content provider? Without clear statutory guidance,
courts25 and commentators 26 have struggled mightily to discover

23. Doe v. GTE Corp., 347 F.3d 655, 660 (7th Cir. 2003) (Easterbrook, J.).
24. See id. (noting that if the majority approach is correct, "then § 230(c) as a

whole makes ISPs indifferent to the content of information they host or transmit:
whether they do (subsection (c)(2)) or do not (subsection (c)(1)) take precautions,
there is no liability under either state or federal law" (emphasis added)).

25. See, e.g., Fair Hous. Council of San Fernando Valley v. Roommates.com,
LLC, 521 F.3d 1157, 1184 (9th Cir. 2008) (searching dictionaries, case law, and the
text of the statute for the "ordinary meaning" of "development"); Batzel, 333 F.3d
at 1031 ("The 'development of information' therefore means something more sub-
stantial than merely editing portions of an e-mail and selecting material for publi-
cation."); Ben Ezra, Weinstein & Co. v. AOL, Inc., 206 F.3d 980, 984-86 (10th Cir.
2000) (holding defendant not liable when plaintiff alleged defendant was acting as
both computer service and content provider); Anthony v. Yahoo!, Inc., 421 F.
Supp. 2d 1257, 1262-63 (N.D. Cal. 2006) (stating that even when Yahoo! did not
create the online material, the CDA "[did] not absolve Yahoo! from liability for
any accompanying misrepresentations" they made that the material was genuine);
MCW, Inc. v. Badbusinessbureau.com, L.L.C., No. Civ. A.3:02-CV-2727-G, 2004
WL 833595, at *8 (N.D. Tex. Apr. 19, 2004) ("The distinction between merely pub-
lishing information provided by a third-party as an interactive computer service
and actually creating or developing any of the information posted as an informa-
tion content provider is critical [and] determines whether the CDA provides im-
munity."); Carafano v. Metrosplash.com, Inc., 207 F. Supp. 2d 1055, 1066-68 (C.D.
Cal. 2002) (finding that defendant, although a computer service, was also an in-



Narrower Immunity

the precise distinction between a mere service provider that ex-
ercises traditional editorial discretion and an information con-
tent provider, receiving no immunity under Section 230.27

Consider the facts before the court in MCW, Inc. v. Badbusi-
nessbureau.com, L.L.C. 28 In MCW the U.S. District Court for the
Northern District of Texas considered a claim against Badbusi-
nessbureau.com (BBB), 29 a web-based forum that allows con-
sumers to post business complaints and vent their frustrations
to the Internet-browsing public.30 MCW, the target of several
negative user-submitted reviews, brought an action against
BBB, alleging a variety of common law and statutory viola-

tions.31 BBB sought dismissal, claiming immunity under Section
230.32 If BBB were a mere conduit through which customers
could publicize their grievances, the case would have been sim-
ple. Such conduits clearly are immune as service providers un-

formation content provider, and thus could not invoke Section 230 immunity);
Blumenthal v. Drudge, 992 F. Supp. 44, 50-51 (D.D.C. 1998) (discussing the effects
of a licensing agreement between AOL and Drudge on AOL's immunity under
Section 230); Gentry v. eBay, Inc., 121 Cal. Rptr. 2d 703, 714-18 (Cal. Ct. App.
2002) (concluding that plaintiff failed to prove that eBay acted "outside the im-
munity for service providers").

26. See, e.g., Robert G. Magee & Tae Hee Lee, Information Conduits or Content De-
velopers? Determining Whether News Portals Should Enjoy Blanket Immunity from
Defamation Suits, 12 COMM. L. & POL'Y 369 (2007); Bryan J. Davis, Comment, Un-
tangling the "Publisher" Versus "Information Content Provider" Paradox of 47 U.S.C.
§ 230: Toward a Rational Application of the Communications Decency Act in Defamation
Suits Against Internet Service Providers, 32 N.M. L. REV. 75 (2002); Glad, Comment,
supra note 14.

27. Zeran and later decisions have made it quite clear that a computer service
provider need not be a mere conduit in order to qualify for immunity. So long as
its actions do not take it out of the traditional realm of editorial discretion and into
the realm of authorship, a computer service will retain its Section 230 immunity.
Zeran v. AOL, Inc., 129 F.3d 327, 330 (4th Cir. 1997) ("[Section] 230 precludes
courts from entertaining claims that would place a computer service provider in a
publisher's role. Thus, lawsuits seeking to hold a service provider liable for its
exercise of a publisher's traditional editorial functions-such as deciding whether
to publish, withdraw, postpone or alter content-are barred."). Of course, at the
extreme, the exercise of traditional editorial functions can start to look very much
like co-authorship.

28. No. Civ. A.3:02-CV-2727-G, 2004 WL 833595 (N.D. Tex. Apr. 19, 2004).
29. The defendant's website, "The Ripoff Report," can be accessed at both http://

www.badbusinessbureau.com and http://www.ripoffreport.com.

30. MCW, 2004 WL 833595, at *1.
31. The plaintiff alleged, among other violations, unfair competition, business

disparagement, and trademark infringement. Id. at *2.

32. Id. at *7.
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der Section 230. But the site was much more than a conduit.
After receiving complaints, the site operators categorized them
by geographic region and often added disparaging titles. 33 On
some occasions the site had actively solicited the negative con-
tent submissions from its users,34 further blurring the line be-
tween service provider and content provider.

The court was forced to decide whether BBB was merely a ser-
vice provider that had chosen to exercise a rather broad degree of
editorial discretion or whether it had crossed the provider-creator
line and become responsible for the content in question.3 This line
is difficult to draw. Unfortunately, the text of Section 230 provides
little guidance. Section 230(f)(3) defines an information content
provider as "any person or entity that is responsible, in whole or
in part, for the creation or development of information provided
through the Internet or any other interactive computer service." 36

Does soliciting content make one "responsible for its creation"?
Does adding a title to another's content make one a partial creator
of that content? Perhaps, but perhaps not. 37

The Zeran line of cases does little to clarify the standard, for
they simply restate the statutory language while ignoring the
potential for ambiguity at the margins.38 When confronted with
facts that force a resolution of the ambiguous distinction be-
tween service provider and content provider, courts almost un-

33. Id. at *1, *9 nn.10-11.

34. Id. at *10.

35. Id. at *7-8 ("The CDA requires courts to determine... when content pro-
vided by third-parties is somehow transformed into content created or developed
by an interactive computer service. The distinction between merely publishing
information provided by a third-party as an interactive computer service and
actually creating or developing any of the information posted as an information
content provider is critical." (citation omitted)).

36. 47 U.S.C. § 230(f)(3) (2006).

37. The MCW court ultimately concluded that BBB was not entitled to protec-
tion under Section 230. Id. at *10. Its conclusion was based in part on the argument
that even if BBB was not literally the creator or developer of the content at issue, it
was at the very least "responsible... for the creation or development" of that con-
tent. Id. at *10 n.12. This interpretation of Section 230(f)(3)'s definition of informa-
tion content provider is broader than the majority view, narrowing Section 230
immunity. It provides, however, no more guidance than does the majority view
for determining where to draw the line between mere service providers and con-
tent providers. It simply moves that line in a direction less favorable to immunity.

38. Zeran v. AOL, Inc., 129 F.3d 327, 330 (4th Cir. 1997) ("[Section] 230 creates a
federal immunity to any cause of action that would make service providers liable
for information originating with a third-party user of the service.").
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failingly resolve the issue in favor of immunity.39 Unless a ser-
vice provider literally and unambiguously pens the words of
the content in question, it will be immune from liability.

Followed to its logical conclusion, this view would immunize
parties surely not within the intended scope of Section 230. Imag-
ine, for example, a hypothetical website, harassthem.com.40 Visi-
tors to the site are encouraged to get even with others by publicly
posting a target's name, address, credit card information, and so
forth, along with embarrassing facts or stories about him.41 The
site instructs users that the information need not be confirmed
and can be based on rumor, conjecture, or fabrication. Such a site,
by providing a forum for and encouraging defamation, can be
quite reasonably considered "responsible... in part, for the crea-
tion or development" 42 of the resulting tortious content, rendering
it ineligible for Section 230 immunity. Yet the content is not au-
thored by harassthem.com. It "originat[es] with a third-party user
of the service,"43 which, under Zeran, is all that is necessary for
service provider immunity. Zeran fails to account for those cir-
cumstances in which immunity should be cut off even absent full
authorship. Consequently, its framework is of little use in draw-
ing the appropriate line between mere service providers and
those responsible for tortious content.

C. Now-Undesirable Policy Outcomes

The Zeran line also suffers from a flaw not of its own creation.
Section 230 takes as an explicit objective the "continued develop-
ment of the Intemet... [and preservation of] the vibrant and
competitive free market that presently exists for the Intemet."44

39. See, e.g., Carafano v. Metrosplash, Inc., 339 F.3d 1119, 1120-21 (9th Cir. 2003);
Green v. AOL, Inc., 318 F.3d 465, 468 (3d Cir. 2003); Ben Ezra, Weinstein, & Co. v.
AOL, Inc., 206 F.3d 980, 983 (10th Cir. 2000); Novak v. Overture Servs., Inc., 309 F.

Supp. 2d 446, 452-53 (E.D.N.Y. 2004); Blumenthal v. Drudge, 992 F. Supp. 44, 50
(D.D.C. 1998); Doe v. AOL, Inc., 783 So. 2d 1010, 1018 (Fla. 2001).

40. This example is from Fair Housing Council of San Fernando Valley v. Room-
mates.com, LLC. 489 F.3d 921, 928 (9th Cir. 2007).

41. The scenario is, unfortunately, not all that far-fetched. Consider sites such as
DontDateHimGirl.com, ManHaters.com, and TrueDater.com that offer disgrun-
tled lovers the opportunity to vent their frustrations and warn future victims of

their ex-partners' faults, mixing public service and sweet revenge. See Lizette Al-

varez, (Name Here) Is a Liar And a Cheat, N.Y. TIMES, Feb. 16, 2006, at GI.

42.47 U.S.C. § 230(0(3).

43. Zeran, 129 F.3d at 330.

44.47 U.S.C. § 230(b) (2006).
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Congress recognized the enormous potential of the Internet and
feared that unchecked tort liability might decrease its value as a
facilitator of free speech.4 But, as some have noted, "the Internet
is no longer in its infancy."46 Internet publications have matured
to the point where, at least in certain instances, they are robust
enough to face the same exposure to liability as their print coun-
terparts.47 For example, it no longer serves any coherent purpose
to treat defamatory content in the print edition of the New York
Times differently than that in the online version.48 This is not to
say, of course, that the Internet has no need for protection. Certain
contexts may very well warrant special protections. Many con-
tinue to defend vigorously the special protection that Section 230
currently affords Internet publications because of the Internet's
unique status as a facilitator of free individual expression.49 Still,
the Internet landscape has changed dramatically since Zeran was
decided, and its extremely broad immunity seems slightly out of
step with modem policy objectives. The Internet continues to
serve as a valuable facilitator of free expression, but it has now
become such a robust and integral part of modem life that it can
safely be subjected to at least minimal regulation. Indeed, the
ubiquity of modem Internet-based communication suggests that
such regulation is not only feasible but normatively desirable. As
an increasing percentage of human interaction and communica-
tion is transferred to the digital realm, legal remedies must follow,
lest familiar wrongs be left without familiar remedies. 0

45. Zeran, 129 F.3d at 330.

46. Jae Hong Lee, Note, Batzel v. Smith & Barrett v. Rosenthal: Defamation Liability
for Third-party Content on the Internet, 19 BERKELEY TECH. L.J. 469, 491 (2004)
("[Tihe Internet is no longer in its infancy, having grown into a vigorous and

muscular adolescent.").

47. See Magee & Lee, supra note 26 (arguing that the same defamation standard

should apply to both print and web-based news portals).

48. Newspapers author most of their material and so are not in a position to benefit
from Section 230 immunity. Third-party-authored advertisements, though, are the
exception. In the print context, courts have held primary publishers like newspapers
responsible even for advertisements prepared by others. See DOBBS, supra note 8, § 402
(citing Triangle Pubs., Inc. v. Chumley, 317 S.E.2d 534 (Ga. 1984)). Online newspapers,
however, would be immune from liability under Section 230.

49. See, e.g., Holland, supra note 14, at 391-404.
50. See Hearing on Cyberbullying and other Online Safety Issues for Children; H.R. 1966,

the "Megan Meier Cyberbullying Prevention Act", and H.R. 3630, the "Adolescent Web
Awareness Requires Education Act (AWARE Act) Before the H. Comm. on the Judiciary,
111th Cong. (2009), available at http://judiciary.house.gov/hearings/hear_090930.html
(testimony of John Palfrey, Harvard Law Sch.) ("[Nlewly criminalizing a broad
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IV. A NARROWER VIEW OF SECTION 230 IMMUNITY

The search for coherence and the desire to achieve sensible
policy outcomes have led a growing number of courts to apply
Section 230 immunity more narrowly. By interpreting "content
development" to encompass more than mere literal authorship,
some courts have allowed plaintiffs' daims to go forward against
websites even where a third party created the content at issue.

For example, in Fair Housing Council of San Fernando Valley v.
Roommates.com, LLC,51 the Ninth Circuit considered a discrimina-
tion claim against the website Roommates.com. The site was de-
signed to match people renting spare rooms with people looking
for housing.5 2 A user posting an available housing opportunity
on the site was required to provide not only basic identificatory
information but also more personal and controversial informa-
tion such as his sex, sexual orientation, and whether he would
bring children to the household.53 The user was asked to provide
this data by selecting from a limited set of answer choices. 54 The
Fair Housing Councils of San Fernando Valley and San Diego

swath of online speech is not the right general approach. Nor do I favor a set of
rules that apply only in cyberspace and not in offline life. The rules should, to the
greatest extent possible, be the same in the online context as offline. We should
strive to apply rules of general applicability to the Internet context."); JOHN PAL-
FREY & URS GASSER, BORN DIGITAL: UNDERSTANDING THE FIRST GENERATION OF
DIGITAL NATIVES 106-07 (2008) ("The scope of the immunity the CDA provides
for online service providers is too broad.... There is no reason why a social net-
work should be protected from liability related to the safety of young people sim-
ply because its business operates online."); see also Susan Freiwald, Comparative
Institutional Analysis in Cyberspace: The Case of Intermediary Liability for Defamation,
14 HARV. J.L. & TECH. 569, 654 (2001) ("[T]otal immunity for intermediaries rather
than distributor liability represents a failure of public policy and the poor resolu-
tion of a legal conflict."); Lemley, supra note 11, at 101-02 (arguing that Section
230's immunity provision is inconsistent with and less desirable than other federal
Internet intermediary safe harbors); Melissa A. Troiano, Comment, The New Jour-
nalism? Why Traditional Defamation Laws Should Apply to Internet Blogs, 55 AM. U. L.
REV. 1447, 1475 (2006) ("Because many bloggers utilize their blogs to attract a
large public audience in a way that resembles the function of traditional print
journalism, bloggers should not be immune from suit simply because they pub-
lish their work on the Internet. Instead, bloggers who choose to share their views
with the public, and who individually monitor their content, should be responsi-
ble for ensuring the legality of their content prior to publication.").

51. 521 F.3d 1157 (9th Cir. 2008).

52. Id. at 1161.

53. Id. at 1161-62.

54. Id. at 1166.
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sued, alleging that the site violated the federal Fair Housing Act
and California housing discrimination laws.55

Writing for a divided Ninth Circuit panel, Chief Judge Kozin-
ski rejected the defendant's Section 230 immunity defense. The
court reasoned that a website "can be [simultaneously] both a
service provider and a content provider"5 6 and that "[b]y requir-
ing subscribers to provide the information as a condition of ac-
cessing its service, and by providing a limited set of pre-
populated answers, Roommate bec[ame] much more than a pas-
sive transmitter of information provided by others; it bec[amel
the developer, at least in part, of that information."5 7 In so hold-
ing, the court departed slightly from Zeran's extremely narrow
articulation of what constitutes "content development." Instead,
the court recognized that the range of potential liability must
extend somewhat further than literal authorship to other parties
who are also directly responsible. Roommates.com was respon-
sible because it solicited and aided the content's development.
That the user posting to the site was the last in the chain to push
a button or click a mouse was insignificant because the content
was the product of a collaborative effort.58

Cases such as Roommates.com are rare but not unheard of.
59

They represent a push against the broad immunity of the ma-
jority view and make some effort to address the interpretive
difficulties that courts have faced in applying Section 230.60
What these courts have failed to do, however, is to provide a
theoretical foundation that explains their deviations from the

55. Roommates.corn, 521 F.3d at 1162. The Fair Housing Act prohibits discrimina-
tion on the basis of "race, color, religion, sex, familial status, or national origin,"
42 U.S.C. § 3604(c) (2006), and the California fair housing law prohibits discrimi-
nation on the basis of "race, color, religion, sex, sexual orientation, marital status,
national origin, ancestry, familial status, source of income, or disability." CAL
GOV'T CODE § 12955 (West 2005).

56. Roommates.com, 521 F.3d at 1162.

57. Id. at 1166.

58. Id. at 1166-67.

59. See, e.g., MCW, Inc. v. Badbusinessbureau.com, L.L.C., No. Civ. A.3:02-CV-
2727-G, 2004 WL 833595 (N.D. Tex. Apr. 19, 2004); see also Chi. Lawyers' Comm.

for Civil Rights Under Law, Inc. v. Craigslist, Inc., 519 F.3d 666, 670-71 (7th Cir.
2008) (rejecting majority view of Section 230 immunity and instead interpreting

Section 230 immunity to apply only to publication-based torts); Batzel v. Smith,
333 F.3d 1018, 1033 (9th Cir. 2003) (reasoning that a defendant would not be im-
mune under Section 230 where, though the content was provided by a third party,
it was not provided with the expectation that it would be posted to the Internet).

60. See supra Part III.
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majority view and that defines the precise boundaries of the
exceptions they create to the general rule of immunity for pro-
viders of third-party-created content. They announce "no im-
munity here" without providing a satisfactory account of how
Section 230 should now be understood.

This Part attempts to provide that missing framework by ana-
lyzing Section 230 in light of the relationship between two strains
of pre-Intemet vicarious liability defamation doctrine and Stratton
Oakmont, Inc. v. Prodigy Services Co.,6 the defamation case that
prompted Congress to enact Section 230. The analysis indicates
that although the immunity provision of Section 230 is broad,
Congress did not intend to abrogate entirely traditional common
law notions of vicarious liability. Some bases of vicarious liability
remain, and their continuing validity produces a cogent distinc-
tion between "content providers" and "content developers."62 It

also resolves the tension between Section 230's encouragement of
"Good Samaritan" screening and its simultaneous provision for
sweeping immunity regardless of any censorial action.63

A. Pre-Internet Precursors: Ratification and Concert of Action

The common law of defamation provides two relevant lenses
through which to interpret Section 230 immunity. First, consider
the pre-Intemet theory of defamation by ratification. Under that
doctrine, "[o]ne who intentionally and unreasonably fails to re-
move defamatory matter that he knows to be exhibited on land or
chattels in his possession or under his control is subject to liability
for its continued publication."64 These cases typically involve a
defendant who, though not the author of the defamatory state-
ment in question, has implicitly ratified that statement by his fail-
ure to remove it from a place of prominence on his property. In
Tacket v. General Motors Corp.,65 for example, the Court of Appeals
for the Seventh Circuit considered the defamation claim of Tho-
mas Tacket, a General Motors employee, against that company for
its eight-month failure to remove an unauthorized and allegedly
defamatory stenciling from its factory walls. Tacket had been im-

61. No. 31063/94, 1995 WL 323710 (N.Y. Sup. Ct. May 24, 1995).

62. See supra Part IH.B.

63. See supra Part III.A.

64. See RESTATEMENT (SECOND) OF TORTS § 577(2) (1977).

65. 836 F.2d 1042 (7th Cir. 1987).
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plicated in a scheme in which he, in his managerial capacity with

General Motors, had approved a contract to purchase wooden

boxes from a firm located in his friend's garage.66 Upon learning

of the scheme, Tacket's fellow employees expressed their dis-
pleasure by inscribing the phrase "TACKET TACKET WHAT A

RACKET" on a highly visible area of a factory wall.6 7 The Seventh

Circuit held that the message could not have remained on the

wall for eight months without approval of the company's man-

agement and that the company had therefore adopted the state-

ments as its own.68 Though somewhat rare, defamation by ratifi-

cation is a natural extension of basic defamation principles. By

adopting statements of a third party as his own and continuing to

publish them on his property, a defendant has taken individual

ownership of these statements. They belong as much to him as if

directly spoken, and they are no less damaging.

Second, consider defamation by concert of action.69 As in crimi-

nal law, defendants who cooperate to pursue a tortious goal may

be held liable together, even though each has not individually

committed every element of the offense. If two parties target a

plaintiff's house for robbery, and one breaks down the door while

the other beats the plaintiff, each is liable for his own acts as well

as those of his coconspirator. 70 Similarly, in the defamation con-

text, if several actors join together to create and disseminate de-

famatory material, all may be held liable. For example, in Gosden
v. Louis, 71 the Court of Appeals of Ohio considered the defamation

claim of a construction company against seventeen residents of an

apartment complex where the company had performed work.72

One of the residents had drafted a letter, later signed by the other
residents, alleging that while working at the complex, employees

66. Id. at 1044.

67. Id. at 1045, 1047.

68. Id. at 1047.

69. For a general treatment of contributing tortfeasor (or "civil conspiracy") li-
ability, see RESTATEMENT (SECOND) OF TORTS § 876: "For harm resulting to a third
person from the tortious conduct of another, one is subject to liability if he (a)
does a tortious act in concert with the other or pursuant to a common design with
him, or (b) knows that the other's conduct constitutes a breach of duty and gives
substantial assistance or encouragement to the other so to conduct himself.. 
Id.

70. See DOBBS, supra note 8, § 340; see also Drake v. Keeling, 299 N.W. 919 (Iowa
1941); Smithson v. Garth, 3 Lev. 323, 83 Eng. Rep. 711 (1691).

71. 687 N.E.2d 481 (Ohio Ct. App. 1996).

72. Id. at 486-87.
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of the company had driven their vehicles recklessly, harassed
neighborhood residents, used profane language, engaged in lewd
and voyeuristic acts, and violated a county noise ordinance. 73

Each of the defendants freely admitted to having signed the letter,
and the court held these admissions sufficient to support a jury
finding of conspiracy to defame the plaintiff.74 Like ratification
torts, concert of action torts are relatively rare. Nonetheless, the
category is a logical expansion of the tort doctrine that holds all
participants in tortious schemes equally liable. Tortfeasors should
not escape liability simply because they choose to work in groups.

B. A Narrower Interpretation of Section 230

The tort theories of ratification and concert of action help to ex-
plain the perplexing relationship between subsections (c)(1) and
(c)(2) of Section 230.71 Subsection (c)(1) provides that "[n]o pro-
vider or user of an interactive computer service shall be treated as
the publisher or speaker of any information provided by another
information content provider."76 Because this language seems to
provide complete immunity to service providers regardless of
whether they choose to censor content or not, the subsection ap-
pears inconsistent with (c)(2), which provides immunity only to
service providers that do choose to censor content.77

Ratification and concert of action relieve the tension between
the two subsections. Despite its strong language, subsection
(c)(1) cannot have been intended to immunize service providers
from liability for third-party-created content in every context.
Such an interpretation would yield nonsensical results. Congress
could not have intended, for instance, to immunize a website
run by a political organization that conspires with a third-party
author to defame an opposing candidate viciously. The strict
application of subsection (c)(1)'s language appears to confer
such immunity, but that language must be interpreted in light of
the background principles of tort law.78 Something remains of

73. Id.

74. Id. at 498.
75. See supra Part II.A.

76. 47 U.S.C. § 230(c)(1) (2006).

77. See supra Part HI.A.
78. Apart from the absurd results that follow an interpretation providing im-

munity in absolutely every instance of third-party-created content, an interpreta-
tion that preserves traditional common law bases of vicarious liability can be justi-
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liability for third-party-created content even after subsection
(c)(1): liability where a website either ratifies content created by
a third-party or is a coconspirator in its creation. Once it is un-
derstood that subsection (c)(1)'s immunity is not absolute-that
its language does not abrogate traditional bases of vicarious li-
ability79- subsection (c)(2)'s purpose becomes much clearer.

The purpose of subsection (c)(2) is to immunize websites from

certain types of vicarious liability. Section 230 was drafted partly
in response to Stratton Oakmont, Inc. v. Prodigy Services Co., 8° which

found an ISP liable because, despite a stated policy of censoring
objectionable content, the company failed to censor statements
that falsely accused Stratton Oakmont and its president of crimi-

fled in another way as well: Ratification liability and, to a lesser extent, concert of
action liability are based on the idea that tortious action belongs not only to the
immediate tortfeasor but also to the vicariously liable actor. This is easy to see in
ratification liability. Indeed, the word "ratification" suggests the principle. By
approving or sanctioning the actions of another, one takes ownership of those
actions such that it is no different than if one had committed them personally.
Similarly, conspiracy liability is based on the idea that liability flows from the
tortious course of conduct taken as a whole, and that each individual participant
is responsible for the entirety of the conduct as if each aspect were individually
undertaken. Viewed from this perspective, ratified content or coconspirator-
created content is not really third-party-created content at all. It is content created
by the service provider vicariously.

79. Indeed, no one could reasonably argue that Section 230 was intended to
eliminate all bases of vicarious liability. There is no doubt, for instance, that Sec-
tion 230 left intact the doctrines of respondeat superior and agency liability. A
website owner who argued that he should receive immunity because it was his
employee, a third party, who posted tortious material would be laughed out of
court. All courts to consider the issue have simply assumed that standard princi-
ples of agency law remain unchanged by Section 230's immunity provision. See
Batzel v. Smith, 333 F.3d 1018, 1035 (9th Cir. 2003) ("Agency is the fiduciary rela-
tionship that arises when one person (a 'principal') manifests assent to another
person (an 'agent') that the agent shall act on the principal's behalf and subject to
the principal's control, and the agent manifests assent or otherwise consents so to
act. In order for [the defendant] to be held vicariously liable for the torts of [the
third party tortfeasor] on a theory of agency, [the defendant] must have had the
ability to control [the third party's] activities." (internal citations omitted)); Higher
Balance, LLC v. Quantam Future Group, Inc., No.08-223-HA, 2008 WL 5281487, at
*7 (D.Or. 2008) ("[Pllaintiff has failed to show that the [website] forum moderators
are ... staff members. Without this evidentiary link, plaintiffs have not shown
that the forum moderators are employees or agents...."); Blumenthal v. Drudge,
992 F. Supp. 44, 50 (D.D.C. 1998) ("It is also apparent to the Court that there is no
evidence to support the view originally taken by plaintiffs that [the third party
tortfeasor] is or was an employee or agent of [the defendant]."). Ratification and
concert of action are no different.

80. No. 31063/94, 1995 WL 323710 (N.Y. Sup. Ct. May 24, 1995); see also su-
pra Part I.
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nal activity.81 The theory of liability in Stratton was one of ratifica-
tion. The court reasoned that "Prodigy ha[d] uniquely arrogated
to itself the role of determining what [was] proper for its members
to post and read"82 and could therefore be held liable as a pub-
lisher of any defamatory material posted to its bulletin board sys-
tem. By failing to remove defamatory statements from its system,
Prodigy had ratified and republished those statements, making it
no less liable than the original speaker.8 3 With subsection (c)(2),
Congress essentially overruled Stratton, stipulating that failure to
censor never constitutes ratification. Congress recognized that
service providers would be discouraged from censoring at all if
by doing so they risked incurring liability and so stepped in and
disqualified censorship as a ground for ratification liability.

Other avenues for vicarious liability nevertheless remain even
after subsection (c)(2). Websites and other service providers can
still be liable for third-party-created content if they ratify that con-
tent in a manner other than by failure to censor, and they can still
be liable if they engage in a tortious concert of action with a third
party. As an example, consider the website of the Republican
party, gop.com. If an Internet user posts content calumniously
accusing President Obama of treason or of piracy on the high
seas, gop.com will be immune from defamation liability under
subsection (c)(2). Suppose, though, that instead of merely failing
to remove the post, gop.com reprogrammed its website such that
the post was prominently displayed to every visitor of the site.
Alternatively, suppose that the post was part of a larger right-
wing conspiracy of which gop.com was a part-that gop.com had
acted in concert with the defamer to make his voice heard. Under
such circumstances, gop.com's invocation of Section 230 immu-
nity should fail. Though not the creator of the content, gop.com
could still be liable as a ratifier or coconspirator of the defamer.

Principles of vicarious liability also clarify another difficulty
courts have faced in applying Section 230: the service provider-
content provider distinction.84 What does it mean to be "responsi-
ble, in whole or in part, for the creation or development"85 of

81. Stratton, 1995 WL 323710, at *4.

82. Id.

83. See id.; RESTATEMENT (SECOND) OF TORTS §§ 577(2), 578 (1977)(including fail-
ure to remove defamatory materials in the definition of publication).

84. See supra Part 11I.B.

85. 47 U.S.C. § 230(0(3) (2006).
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Internet content, and when do websites cross the line and become
content providers? The slight trend toward broader liability is a
push in the right direction, but courts have thus far insufficiently
articulated the boundaries of expanded liability. The pre-Internet
theories of ratification and concert of action liability help to define
those boundaries. Responsibility should extend somewhat further
than the Zeran line seems to allow. The category of individuals
responsible for the creation or development of content is broader

than literal content authors. It includes not only the last individual
in a chain to press a button or click a mouse 6 but also all of the
ratifiers5 7 and coconspirators along the way. A few courts have,
admirably, moved to narrow Section 230 immunity. But, without
a coherent interpretive framework by which to distinguish who is
and who is not "responsible in part" for the "creation or devel-
opment" of content, they leave themselves open to the critique
that they have merely carved out exceptions by judicial fiat-that
there is no principled way to deny immunity in one case but not
another.8 The common law doctrines of conspiracy and ratifica-
tion can supply the basis for those distinctions. Their application
will allow courts to make principled determinations as to what
sorts of conduct take service providers out of the realm of immu-
nity and into the realm of responsibility for objectionable content.

CONCLUSION

This historical, common law-focused approach to the scope
of Section 230 immunity accomplishes several goals. First, by
recognizing that two categories of vicarious liability survive

subsection (c)(1), it is possible to explain the nagging question
of subsection (c)(2)'s purpose given subsection (c)(1)'s seem-
ingly endless breadth. Subsection (c)(2) explicitly eliminates the

rationale for ratification liability relied on in Stratton v. Oak-

86. See Fair Hous. Council of San Fernando Valley v. Roommates.com, LLC, 521
F.3d 1157, 1166-67 (9th Cir. 2008) ("The projectionist in the theater may push the
last button before a film is displayed on the screen, but surely this doesn't make
him the sole producer of the movie.").

87. Excluding, of course, ratification by failure to censor. Such theories of ratifi-
cation are expressly prohibited by subsection (c)(2).

88. See, e.g., Roommates.com, 521 F.3d at 1183 (McKeown, J., concurring in part
and dissenting in part) ("The majority's definition of 'development' would trans-
form every interactive site into an information content provider and the result
would render illusory any immunity under § 230(c).").
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mont, Inc. v. Prodigy Services Co. -ratification by failure to cen-
sor. Second, by articulating the ways in which a party who is
not the literal author of content may nonetheless be responsible
for that content, it is possible to clarify slightly the sometimes
difficult distinction between content providers and mere ser-
vice providers. Finally, by grounding the content provider-
service provider distinction in the common law doctrines of rati-
fication and concert of action, it is possible to provide a theoreti-
cal underpinning to the nascent trend toward narrower Section
230 immunity. Courts are empowered to apply a more devel-
oped framework to questions of responsibility, avoiding accusa-
tions that the concept is limitless or a creation of judicial fiat.

Gregory M. Dickinson





NOTE

PUNISHMENT AND STUDENT SPEECH:

STRAINING THE REACH OF THE FIRST AMENDMENT

INTRODUCTION

On April 24, 2007, Avery Doninger referred to officials at her
high school as "douchebags" on her private blog.1 Finding little
humor in the reference, the school officials responded by bar-
ring Doninger's run for a position on the student council.2 Don-
inger challenged the school's decision, alleging that the First
Amendment protected her speech and limited the extent of her
punishment. 3 The U.S. District Court for the District of Con-
necticut rejected both claims after finding that the school could
suppress her "uncivil and offensive" speech4 and that the "scope
of... punishment lay within [the school's] discretion." 5 In a
panel opinion joined by then-Judge Sotomayor, the Second Cir-
cuit upheld the lower court's ruling that the speech was unpro-
tected but declined to address the scope of the school officials'
discretion to punish Doninger.6 Instead, the court noted that,
"given the posture of this case, we have no occasion to consider

whether a different, more serious consequence than disqualifica-
tion from student office would raise constitutional concerns." 7

The "constitutional concerns" referenced in the Second Cir-
cuit's opinion present novel questions about the First Amend-
ment's application to student speech. Although the Supreme
Court has emphasized consistently that school officials deserve

1. Doninger v. Niehoff, 514 F. Supp. 2d 199, 206 (D. Conn. 2007).

2. Id. at 207-08.

3. Id. at 211.

4. Id. at 216.

5. Id. at 215.

6. Doninger v. Niehoff, 527 F.3d 41, 49-50, 53 (2d Cir. 2008).

7. Id. at 53 (citing Wisniewski v. Bd. of Ed. of the Weedsport Cent. Sch. Dist., 494

F.3d 34,40 (2d Cir. 2007)).
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deference in regulating student speech,8 the Court has not de-
cided whether deference extends to a school's choice of pun-
ishment. Supreme Court cases evaluating student speech under
the First Amendment have risen and fallen on the suppression
issue; that is, the Court has ended its inquiry after determining
whether the speech was protected or not.9 Recent Court of Ap-

peals decisions, including Doninger, have gone beyond the Su-
preme Court's precedent and created uncertainty about
whether courts can use the First Amendment to limit the extent
to which schools punish students for their unprotected
speech. 10 These cases not only signal an unprecedented level of
judicial scrutiny, but also invite a reexamination of the degree
of deference courts owe school officials.

Punishment implicates First Amendment values when it in-
duces self-censorship." Unwanted deterrence of valid speech
grows when the scope of First Amendment protection is un-
clear, as is often the case in school settings where the margin of
protected speech is particularly blurred. 2 Although the Su-
preme Court has not examined the issue of punishment in the

8. See, e.g., Morse v. Frederick, 551 U.S. 393, 396-97 (2007) (quoting Bethel Sch.
Dist. No. 403 v. Fraser, 478 U.S. 675, 682 (1986)) (ruling that otherwise protected

speech received abridged protections in a school setting); Hazelwood Sch. Dist. v.
Kuhlmeier, 484 U.S. 260, 270 (1988) (upholding principal's decision to delete stu-
dent articles from school newspaper because "school officials were entitled to
regulate the contents of [the school newspaper] in any reasonable manner").

9. See, e.g., Morse, 551 U.S. at 397 (concluding First Amendment analysis after
determining that school could suppress student speech); Hazelwood, 484 U.S. at
273-74 (same); Fraser, 478 U.S. at 685 (same).

10. Doninger, 527 F.3d at 53; Wisniewski, 494 F.3d at 35 (reviewing disciplinary
action against student for allegedly threatening speech); LaVine v. Blaine Sch.
Dist., 257 F.3d 981, 992 (9th Cir. 2001) (invalidating school discipline of student
speech without specifying level of scrutiny).

11. Dissenting in Alexander v. United States, Justice Kennedy commented that
"[t]here can be little doubt that regulation and punishment of certain classes of
unprotected speech have implications for other speech that is close to the pro-
scribed line, speech which is entitled to protections of the First Amendment." 509
U.S. 544, 565 (1993) (Kennedy, J., dissenting).

12. See Tinker v. Des Moines Indep. Cmty. Sch. Dist., 393 U.S. 503, 506 (1969)
(noting the "special characteristics of the school environment" in the context of
First Amendment rights); Clay Calvert, Tinker's Midlife Crisis: Tattered and Trans-

gressed but Still Standing, 58 AM. U. L. REV. 1167, 1172-73 (2009) (describing the
apparent incongruity in Supreme Court precedent detailing scope of student
speech rights); Jacob Tabor, Note, Students' First Amendment Rights in the Age of the
Internet: Off-Campus Cyberspeech and School Regulation, 50 B.C. L. REV. 561, 562-63
(2009) (explaining how the growth of the Internet has exacerbated problems with
the Supreme Court's ambiguous school speech precedent).
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context of student speech, it has engaged in analogous inquir-
ies in two other areas of First Amendment jurisprudence:

defamation and obscenity. In defamation actions, the Court has
held that the First Amendment bars the imposition of punitive

damages in some circumstances because an award of punitive

damages may cause media self-censorship. 13 In obscenity ac-
tions, however, the Court has declined to use the First
Amendment to limit liability.14 It remains to be seen where the

Court will place student speech between the divergent, yet not
necessarily conflicting, strands of defamation and obscenity

cases. This Note argues that courts should follow the Supreme
Court's reasoning in obscenity cases by refusing to scrutinize

the extent of school punishment of unprotected speech.

Part I examines the two lines of cases-defamation and ob-

scenity-in which courts have assessed whether the First

Amendment limits the magnitude of punishment of unpro-
tected speech. This Part then highlights recent lower court de-

cisions that note the constitutional concerns associated with
punishment of student speech. Part II considers whether courts

should adopt intermediate scrutiny or a form of rational basis
review in examining school disciplinary measures under the
First Amendment. Finally, Part III argues that courts should

not construe the First Amendment to limit the extent to which a

school may punish unprotected student speech.

I. THE FIRST AMENDMENT FRAMEWORK FOR PUNISHMENT

A. Defamation

The Supreme Court has used the First Amendment to limit

punishment of unprotected speech in defamation actions.

Defamation precedent for much of the last two centuries per-

mitted awards of punitive damages. 15 In the 1971 decision

13. See infra Part I.A.

14. See infra Part I.B.

15. D.B. Petrie, Note, Punitive Damages and the Constitution After Browning-Ferris
Industries v. Kelco Disposal, Inc., 22 ARIZ. ST. L.J. 739, 742 (1990); see also Curtis
Pub. Co. v. Butts, 388 U.S. 130, 160 (1967) ("To exempt a publisher, because of the
nature of his calling, from an imposition generally exacted from other members of
the community, would be to extend a protection not required by the constitutional
guarantee."); Day v. Woodworth, 54 U.S. (1 How.) 363, 371 (1851) (declaring that
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Rosenbloom v. Metromedia, Inc., however, the Supreme Court
began to shift its approach to damages. 16 There, the Court con-
sidered whether the evidentiary standard announced in New
York Times v. Sullivan 7 should extend to private individuals
involved in matters of public concern. 8 A majority refused to
extend the New York Times standard, and the Court splintered
on the issue of standards of proof required for "public fig-
ures."1 9 This divergence prompted debate over the extent of
damages available in defamation actions. Justices Stewart and
Marshall urged the Court to adopt a negligence standard for
actual damages proved, but to bar punitive damages entirely. 20

Justice Harlan disagreed, deeming punitive damages constitu-
tionally permissible to the extent they had a "reasonable and
purposeful relationship" to the "actual harm done."21

Three years after Rosenbloom, the Supreme Court decided
Gertz v. Welch and changed the contours of permissible defama-
tion damages, adopting Justices Stewart and Marshall's view
disallowing punitive damages. 22 In Gertz, the Court considered
the damages available to a private individual in a defamation
suit against a magazine publisher. Because the heightened evi-
dentiary standard of New York Times did not apply to private
plaintiffs, the Court cautioned against the discretionary power of
juries "selectively to punish expressions of unpopular views."23

The Court stressed that such punishment would lead to media
self-censorship, and held that, on a showing of negligence alone,
a private plaintiff could recover compensatory damages but not
punitive damages.24 The Gertz ban on punitive damages in some

the validity of punitive damages was so well established that a contrary claim
would "not admit of argument").

16. 403 U.S. 29 (1971).
17. 376 U.S. 254, 279-80 (1964).
18. Rosenbloom, 403 U.S. at 43-44.

19. Id. at 29.
20. Id. at 82-86 (Marshall, J., dissenting).
21. Id. at 77 (Harlan, J., dissenting).
22. 418 U.S. 323 (1974).
23. Id. at 350.
24. Id. at 347-49.
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circumstances remains binding today,25 although the Court later
limited it to matters involving a public concern. 26

B. Obscenity

By contrast, the Supreme Court has consistently declined to
limit the extent of punishment for obscene materials.27 In Alexan-
der v. United States, for example, the Court considered whether
stiff punishment of obscenity under the Racketeer Influenced
and Corrupt Practices Act (RICO) implicated the First Amend-
ment.28 The Court acknowledged that RICO's large forfeiture
provision may lead "cautious booksellers to... remove mar-
ginally protected materials from their shelves out of fear that
those materials could be found obscene and thus subject them
to forfeiture."29 But the Court rejected the First Amendment
chilling argument, ruling that the legitimate goal of curtailing
obscenity prevailed over its incidental self-censorship effects. 30

The punishment of obscenity, however, has not escaped con-
troversy on the Court. Justice Kennedy dissented in Alexander to
argue that RICO's forfeiture provision violated the First Amend-
ment. Noting that "the government must use measures that are
sensitive to First Amendment concerns in... punishing speech,"
Justice Kennedy took issue with RICO's forfeiture provision be-
cause it authorized the government to shut down bookstores that
sold otherwise protected speech after finding a single obscene ar-
ticle.31 In his view, the severity of RICO's penalties induced the
"evils" of state censorship and self-censorship beyond constitu-

tionally permissible levels.32 Justice Kennedy concluded that the

25. Herbert v. Lando, 441 U.S. 153, 162 n.7 (1979) (noting that Gertz limited the

entitlement to punitive damages); Patrick v. Cleveland Scene Pub. LLC, 582 F.
Supp. 2d 939, 956 (N.D. Ohio 2008) (applying Gertz).

26. See Dun & Bradstreet, Inc. v. Greenmoss Builders, Inc., 472 U.S. 749, 757-

58 (1985).
27. See Alexander v. United States, 509 U.S. 544, 555 (1993) ("We have in the past

rejected First Amendment challenges to statutes that impose severe prison sen-
tences and fines as punishment for obscenity offenses."); Fort Wayne Books, Inc.
v. Indiana, 489 U.S. 46, 60 (1989) (declining to limit the extent of punishment of

obsenity under Indiana law).

28. 509 U.S. 544 (1993).

29. Id. at 555-56.

30. Id. at 556.

31. Id. at 574 (Kennedy, J., dissenting) (citations omitted).

32. Id. at 572.
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"censorial cast" of the forfeiture provision amounted in substance
to a prior restraint that violated the First Amendment.33

Sixteen years before Alexander, Justice Stevens twice departed
from Supreme Court precedent to argue that the First Amend-
ment should limit the punishment of obscenity. In Marks v.
United States, the Court held that the three-part Miller v. Califor-
nia34 test for obscenity could not be applied retroactively to the
detriment of the defendant.35 Justice Stevens issued a separate
opinion expressing his view that criminal prosecution of ob-
scenity impermissibly conflicts with First Amendment values. 36

He dissented from a criminal conviction on similar grounds in
a contemporaneous obscenity case, Smith v. United States.37 Cit-

ing the numerous problems inherent in defining obscenity, Jus-
tice Stevens argued again that sexually explicit content should
be civilly-not criminally - regulated.38 Justice Stevens failed,
however, to persuade a majority of Justices. The Court affirmed
the criminal punishment of obscene speech,39 a standard that
remains in effect.40

C. School Speech

Without any controlling Supreme Court precedent, lower
federal courts have drawn their own conclusions about the ex-
tent to which the First Amendment limits punishment of stu-
dent speech. In Ponce v. Socorro Independent District, the Fifth
Circuit heard a student's First Amendment challenge to his
high school's decision to expel him because he had written in
his journal about his plans for a "Columbine-style" attack
against the school.41 The court held that the writings qualified
as threatening speech unprotected by the First Amendment

33. Id. at 566, 575.
34. 413 U.S. 15, 24 (1973).

35. 430 U.S. 188, 196-97 (1977).

36. Id. at 198 (Stevens, J., concurring in part and dissenting in part).

37. 431 U.S. 291, 313 (1977) (Stevens, J., dissenting).

38. Id.

39. Id. at 309 (majority opinion).

40. See, e.g., Ashcroft v. Am. Civil Liberties Union, 535 U.S. 564, 570 (2002) (ap-

plying Miller's three-part test).

41. 508 F.3d 765, 766 (5th Cir. 2007).
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and declined to consider whether the punishment was exces-

sive.42 Rather, the court reasoned:

Because we conclude that no constitutional violation has oc-
curred, our inquiry ends here. Our role is to enforce constitu-
tional rights, not "to set aside decisions of school administrators
which [we] may view as lacking a basis in wisdom or compas-
sion." Because the journal's threatening language is not pro-
tected by the First Amendment, [the school district's] discipli-
nary action against [the student] violated no protected right.43

The Eighth Circuit followed a similar rationale in Doe v. Pu-
laski County Special School District.44 There, a middle school stu-
dent who made vulgar comments expressing a desire to "molest,
rape, and murder" his ex-girlfriend challenged his expulsion on
First Amendment grounds.45 As in Ponce, the court held that
this language constituted a true threat, and that the school's
disciplinary action did not violate the student's First Amend-
ment rights.46 The court also noted that the expulsion appeared
"unnecessarily harsh."47 Nevertheless, the court declined to re-
view the school's decision, explaining that the court lacked au-
thority to assess the "wisdom" of a particular punishment.48

Recent appellate cases have raised new questions about the

extent of punishment the First Amendment allows. The Second
Circuit's decision in Doninger v. Niehoff marks the latest exam-
ple. To support the dicta that punishment of student speech
may raise "constitutional concerns," Doninger cited a 2007 deci-
sion from the same circuit, Wisniewski v. Board of Education of the
Weedsport Central School District.9 Like Doninger, Wisniewski in-
volved school discipline in response to a student's off-campus
expression. The school district suspended Martin Wisniewski
after he displayed an instant message icon to other students
that contained threats against a teacher,50 and the Second Cir-

42. Id. at 772.

43. Id. (citing Wood v. Strickland, 420 U.S. 308, 326 (1975)).

44. 306 F.3d 616 (8th Cir. 2002).

45. Id. at 619.

46. Id. at 626-27.
47. Id. at 627.

48. Id. (citing Wood, 420 U.S. at 326).
49. 494 F.3d 34 (2d Cir. 2007).

50. Id. at 35-36.
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cuit upheld the school's punishment.5' Wisniewski added that,
because the student's parents failed to challenge the extent of
the school's punishment specifically, the court "need not de-
termine whether such a challenge would have to be grounded
on the First Amendment itself or the substantive component of
the Due Process Clause of the Fourteenth Amendment."5 2

In LaVine v. Blaine School District, a student specifically chal-
lenged the extent his school punished him for his unprotected
speech-the kind of challenge that was never pled in
Wisniewski-and the Ninth Circuit Court of Appeals invali-
dated part of the school's punishment.53 After James LaVine
gave a violent poem to a teacher, LaVine's high school expelled
him temporarily and documented the expulsion with a letter in
his school file. LaVine claimed his school's expulsion and
documentation decisions violated his First Amendment
rights.5 4 The Ninth Circuit ruled that the First Amendment
permitted the expulsion because the school acted with suffi-
cient grounds to avert perceived potential harm.55 But the
Ninth Circuit found no similar grounds for the placement of
the letter in LaVine's file and, with sparse reasoning, held that
"it went beyond the school's legitimate documentation
needs."5 6 The court did not, however, specify the level of scru-
tiny it applied to the school's disciplinary decision.

Doninger, Wisniewski, and LaVine raise striking questions.
They suggest that the extent to which a school punishes a stu-
dent for his unprotected speech may raise constitutional con-
cerns under the First and Fourteenth Amendments. The re-
mainder of this Note explores how these constitutional
guarantees should be applied to student speech.

II. ILL-FITTING LEVELS OF SCRUTINY: INTERMEDIATE SCRUTINY

AND RATIONAL BASIS

Questions about the extent of punishment enter a First
Amendment analysis only in particular settings. The relevant

51. Id. at 35.
52. Id. at 40.
53. 257 F.3d 981 (9th Cir. 2001).
54. Id. at 986.

55. Id. at 990-91.

56. Id. at 992.
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speech must be unprotected because protected speech cannot

be punished.57 Courts confronted with a challenge to punish-
ment of unprotected student speech have several potential con-

stitutional tools to evaluate the claim. The First Amendment
itself is one of these potential tools, as courts may apply the

First Amendment to punishment of student speech through
intermediate scrutiny or a form of rational basis review.5 8 This

Part explores both of these levels of scrutiny and concludes that

neither provides a satisfactory means to assess punishment of
unprotected student speech.5 9

A. Intermediate Scrutiny

Courts may apply intermediate scrutiny to punishment of

student speech. Under intermediate scrutiny, a court will up-

hold a law if it advances some important government interest

and is reasonably well tailored to that interest. 60 Beginning in

the 1980s, federal courts gravitated toward intermediate scru-

tiny as the default level of scrutiny for various strands of First

57. Punishment of speech is distinct from suppression of speech. See Emily Gold

Waldman, Regulating Student Speech: Suppression Versus Punishment, 85 IND. L.J. 1

(forthcoming 2010). Speech suppression enjoins the speech as expressed, whereas
punishment of speech occurs after the speech has occurred. For instance, an in-
junction prohibits speech itself ex ante, and thus constitutes a suppression of
speech. See, e.g., Hazelwood Sch. Dist. v. Kuhlmeier, 484 U.S. 258, 266-67 (1988)
(upholding school officials' decision to cut "vulgar and offensive terms" from a
school newspaper before it was published). When a speaker violates an injunction

or engages in unprotected speech, however, the question of punishment arises.

58. The two other First Amendment levels of scrutiny-ad hoc balancing and
strict scrutiny-can be immediately rejected for parallel reasons. A balancing test
would be inappropriate because it grants judges too much authority to second-
guess the expertise and discretion of school officials. Moreover, as ad hoc balanc-
ing tests involve the weighing of interests in particular cases, strong public opin-
ion may determine the outcome of the test. See, e.g., Dennis v. United States, 341
U.S. 494, 509-10 (1951) (applying ad hoc balancing test to uphold defendants'
convictions for trying to organize a communist political party). Strict scrutiny is

similarly inappropriate because it would forbid the government from restricting
speech that it has the constitutional prerogative to restrict. Thus, a balancing test
and strict scrutiny are not plausible.

59. Although these levels of scrutiny developed in Equal Protection cases, the

Supreme Court has incorporated each of them into the First Amendment arena.
See Turner Broadcasting System, Inc. v. FCC, 512 U.S. 622, 661-62 (1994) (remand-
ing for lower court to apply intermediate scrutiny to content-neutral television
programming regulations); Barnes v. Glen Theatre, Inc., 501 U.S. 560, 580 (1991)

(Scalia, J., concurring) (applying rational basis review to nude dancing restrictions).

60. Ashutosh Bhagwat, The Test that Ate Everything: Intermediate Scrutiny in First
Amendment Jurisprudence, 2007 U. ILL. L. REV. 783, 801.
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Amendment claims.61 And in Gertz v. Welch, concerns about
self-censorship led the Supreme Court to examine defamation
awards with heightened scrutiny. 62 There, the Court inter-
preted the First Amendment to require that "state remedies for
defamatory falsehood reach no farther than is necessary to pro-
tect the legitimate interest involved." 63 The Court thus indi-
cated that some level of scrutiny less deferential than strict
scrutiny, but more rigorous than rational basis review, can be
applied to punishment of unprotected speech.

But intermediate scrutiny remains ill-suited to review the ex-
tent of school discipline under the First Amendment. Courts
have neither explicitly nor consistently extended intermediate
scrutiny beyond restrictions on protected forms of speech. Ap-
plying intermediate scrutiny to the punishment of unprotected
student speech-by definition, speech of less constitutional
value-would thus be inconsistent with the entire thrust of
First Amendment jurisprudence.

Further, applying intermediate scrutiny to the punishment of
unprotected speech would create an unmanageable standard.
Lower courts have shirked the Supreme Court's guidance in
applying intermediate scrutiny. Professor Ashutosh Bhagwat
has reported, for example, that although no challenge to regu-
lation of a sexually oriented business has succeeded in the Su-
preme Court, 35.3% of such challenges succeed in the courts of
appeals.64 The most plausible explanation for the divergence of
lower courts from the Supreme Court's guidance is that inter-
mediate scrutiny implicitly forces courts to balance the asserted
policy against constitutional interests.65 Balancing tests breed
disorder among courts because of their inherent uncertainty
and because lower courts have shown a "systematic inability to

61. Id. at 801-02 (citing Turner, 512 U.S. 622; Barnes, 501 U.S. at 566; Bd. of Trs. of
the State Univ. of N.Y. v. Fox, 492 U.S. 469, 477 (1989); Ward v. Rock Against Ra-
cism, 491 U.S. 781, 797-98 (1989); City of Renton v. Playtime Theatres, Inc., 475
U.S. 41, 46-55 (1986)).

62. 418 U.S. 323, 349-50 (1974).

63. Id. at 349.

64. See Bhagwat, supra note 60, at 818. Professor Bhagwat also documented di-
vergence between the lower courts and the Supreme Court in symbolic speech
and in time, place, and manner cases. Id.

65. See Geoffrey R. Stone, Content-Neutral Restrictions, 54 U. CHI. L. REV. 46,58 (1987).
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calibrate their constitutional analysis to the relative strengths of
the speech and regulatory interests involved."66

The application of intermediate scrutiny to the discipline of
unprotected student speech will produce a similar host of diffi-
cult and opaque questions of application. School officials will
have to account for the uncertainty of whether their discipli-
nary decisions involving student speech "substantially relate"

to their goal. Given the evolving forms of student speech 67 and
the expertise of school officials in meting out discipline to ad-
vance school goals, the discrepancies among federal courts will

likely multiply. In short, applying intermediate scrutiny to the
extent school officials punish unprotected student speech runs
counter to the Supreme Court's guidance and would under-
mine any coherence imparted by such a level of scrutiny.

B. Rational Basis Review

Rational basis review affords another means to review the
extent of punishment. Professor Emily Gold Waldman has ar-
gued in favor of implementing a First Amendment "reason-
ableness" backstop against excessive punishment of student
speech.68 Other scholars have advocated applying rational basis
review to "minimally valued speech."69 A reasonableness stan-

dard would likely resemble rational basis review in the Equal
Protection arena. The rational basis standard is immensely def-
erential, requiring only that the governmental action be "ra-
tionally related" to a "legitimate" government interest. 70 Ra-

66. Bhagwat, supra note 60, at 820.

67. Compare Tinker v. Des Moines Indep. Sch. Dist., 393 U.S. 503, 504 (1969) (arm

bands), with Doninger v. Niehoff, 527 F.3d 41 (2d Cir. 2008) (blog posting).

68. Waldman, supra note 57 (manuscript at 34). Professor Waldman argues that
courts should apply a reasonableness standard to "rectify any abuses of discre-
tion." Id. (manuscript at 35).

69. See Edward J. Eberle, The Architecture of First Amendment Free Speech 9 (Roger
Williams Univ. Sch. of Law Faculty Papers, Paper 14, 2007). Unprotected speech
has no necessary "minimal" value. Yet, Justice Scalia has asserted that even un-
protected speech implicates First Amendment interests, writing that "constitu-
tionally proscribable content [does not comprise] categories of speech entirely invisi-
ble to the Constitution, so that they may be made vehicles for content
discrimination." R.A.V. v. City of St. Paul, 505 U.S. 375, 383-84 (1992) (emphasis
added) (citations omitted). Hence, a state actor's treatment of unprotected speech
may warrant some degree of judicial scrutiny.

70. New Orleans v. Dukes, 427 U.S. 297,303 (1976).
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tional basis is appealing in that it provides a baseline of scrutiny
that courts have experience applying. 71

Despite its benefits, rational basis review of the extent of
school punishment would have fatal drawbacks. The standard
provides less clarity in application than its plain language sug-
gests.72 Laws subject to rational basis review under the Equal
Protection Clause of the Fourteenth Amendment will almost
certainly be upheld. 73 But courts have increasingly taken license
to strike down laws that should easily survive the standard
form of rational basis review. 4 Some of these laws may have

71. Rational basis review has found some support in First Amendment cases re-
viewing the extent of punishment of unprotected speech. Gertz declared punitive
damages invalid under the First Amendment because "punitive damages are
wholly irrelevant to the state interest that justifies a negligence standard for pri-
vate defamation actions." Gertz v. Welch, 418 U.S. 323, 350 (1974). In the school
speech context, the Ninth Circuit upheld an emergency expulsion against First
Amendment challenge because it was a "reasonable" response to the student's
threatening speech. LaVine v. Blaine Sch. Dist., 257 F.3d 981, 990 (9th Cir. 2001).
Hence, in both examples, the courts required a baseline level of scrutiny that re-
sembled rational basis review.

72. In his majority opinion in U.S. Railroad Retirement Board v. Fritz, Justice
Rehnquist concluded that even

[tihe most arrogant legal scholar would not claim that all ... cases
applied a uniform or consistent [rational basis] test under equal
protection principles. And realistically speaking, we can be no more
certain that this opinion will remain undisturbed than were those who
joined the opinion ... in any of the other cases referred to in this opinion
and in the dissenting opinion.

449 U.S. 166, 176 n.10 (1980). Clark Neily has characterized rational basis review
as "nothing more than a Magic Eight Ball that randomly generates different an-
swers to key constitutional questions depending on who happens to be shaking it
and with what level of vigor." Clark Neily, No Such Thing: Litigating Under the
Rational Basis Test, 1 N.Y.U. J.L. & LIBERTY 897, 897 (2008). Neily indicts rational
basis review further in reference to the "Supreme Court's record of blatantly mis-
applying it in order to achieve preferred outcomes." Id. at 909.

73. See Note, Rational Reviews, Irrational Results, 84 TEX. L. REV. 801, 802 (2006)
(stating that the "government's interests will almost always prevail over the indi-
vidual's" in rational basis review).

74. See, e.g., City of Cleburne v. Clebume Living Ctr., 473 U.S. 432 (1985) (rational
basis review applied to invalidate ordinance that prevented operation of a center for
the mentally disabled); Hooper v. Bernalillo County Assessor, 472 U.S. 612, 618-23
(1985) (invalidating New Mexico tax preference that differentiated between short-
term and long-term residents); Williams v. Vermont, 472 U.S. 14, 27 (1985) (rejecting
a tax burdening out-of-state car buyers); Met. Life Ins. Co. v. Ward, 470 U.S. 869,
882-83 (1985) (condemning state law under rational basis review that tried to
prompt growth of in-state insurance industry with lower tax rates than those im-
posed on out-of-state companies); U.S. Dept. of Agric. v. Moreno, 413 U.S. 528 (1973)
(invalidating under rational basis review federal law that restricted food stamps to
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been unwise or deserving of stricter review. Courts, however,
have cloaked these rulings in rational basis language such that
ample uncertainty exists as to whether a law will receive ultra-
deferential rational basis review or the so-called rational basis
review "with bite."75

The danger of an unclear or "discretionary" level of scrutiny
is heightened when applied to the punishment of unprotected
student speech. Rational basis review would not guard against
school officials' abuse of disciplinary discretion. By definition,
schools will always have a "legitimate government interest" in
punishing unprotected speech.76 The only remaining legal
question would be whether the degree of punishment bears a
"rational relationship" to preventing the speech. But in rational

basis review, courts permit over- and under-inclusive means. 77

Thus, excessive punishment would always satisfy this standard
because it would deter the speech at issue, even if the punish-
ment deterred protected speech as well.

households composed of unrelated occupants although the government argued that
it would help reduce fraud); Christian Heritage Acad. v. Okla. Secondary Sch. Ac-
tivities Ass'n, 483 F.3d 1025, 1031 (10th Cir. 2007) (striking down athletic associa-
tion's membership requirements for nonpublic schools).

75. See Posting of Ilya Somin to The Volokh Conspiracy, http://volokh.com/
archives/archive_20070408-2007_04_14.shtml (Apr. 12, 2007, 22:23 EDT); see also
Gerald Gunther, Foreword: In Search of Evolving Doctrine on a Changing Court: A
Model for a Newer Equal Protection, 86 HARV. L. REV. 1, 18-24 (1972) (finding that in
the 1971-72 Supreme Court term, nearly half of the equal protection cases "found
bite in the equal protection clause after explicitly voicing the traditionally tooth-
less minimal scrutiny standard"); Jeffrey Shaman, Cracks in the Structure: The Com-
ing Breakdown of the Levels of Scrutiny, 45 OHIO ST. L.J. 161 (1984).

76. In U.S. Railroad Retirement Bd. v. Fritz, 449 U.S. 166, 179 (1980), the Supreme
Court explained that any conceivable legitimate purpose qualifies under rational
basis review. The Court stated: "Where, as here, there are plausible reasons for
Congress' action, our inquiry is at an end. It is, of course, 'constitutionally irrele-
vant whether this reasoning in fact underlay the legislative decision'..... Id. (ci-
tations omitted). It follows that when student speech is unprotected because it
jeopardizes the educational or protective mission of schools, school officials have
at least one "conceivable legitimate purpose" for punishing the offending student.

77. See Dandridge v. Williams, 397 U.S. 471, 485 (1970) (stating that a state law,
if it possesses a reasonable basis, is not unconstitutional "simply because the [law]
'is not made with mathematical nicety or because in practice it results in some
inequality"'); see also Vance v. Bradley, 440 U.S. 93, 106-09 (1979) (applying ra-
tional basis and upholding federal law mandating retirement at age sixty for For-
eign Service Retirement System participants even though the scheme would be
both overinclusive and underinclusive, in part because "it is in turn related to the
secondary objective of legislative convenience").
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Additionally, rational basis review would not generate use-
ful precedent. The degree that punishment relates to a goal fun-
damentally differs from the means-ends equal protection in-
quiry. In equal protection cases, the particular type of restraint
must bear a rational relationship with the action's goal. In
evaluating school discipline, however, a court will instead en-
gage in the more arbitrary task of assessing the degree of pun-
ishment. For, whatever precedential import rational basis re-
view supplies, it does not supply a meaningful metric to
evaluate whether a particular punishment was too heavy, too
light, or just right.78 What rational basis does provide is cover
for a court to insert itself into school officials' decision making
processes by manipulating an ambiguous level of scrutiny.

Professor Waldman has argued that courts should distin-
guish between speech that is entirely unprotected by the First
Amendment and student speech that schools can only suppress
under the ratcheted-down First Amendment guarantees af-
forded to students in schools.79 According to this view, courts
should add a distinct layer of scrutiny to punishment of speech
that would otherwise be protected outside of schools. 80 This
argument is problematic for a few reasons. First, federal and
state law narrowly circumscribes school officials' disciplinary
discretion.81 A compensatory First Amendment standard thus
constitutes a cure in search of a disease. Worse, compensating
for the added deference schools have to suppress speech with
less deference to school disciplinary measures undermines the
grant of deference altogether. Instead, it will push courts down
the treacherous path of using the First Amendment to limit
school officials' discretion to punish expression that the First
Amendment simply does not protect.82

78. The Fifth Circuit commented on the fundamental arbitrariness of such re-
view, stating that, "[wie think it a misuse of our judicial power to determine, for
example, whether a teacher has acted arbitrarily in paddling a particular child for
certain behavior or whether in a particular instance of misconduct five licks
would have been a more appropriate punishment than ten licks." Fee v. Hemdon,

900 F.2d 804, 809 (5th Cir. 1990) (citations omitted).

79. Waldman, supra note 57 (manuscript at 38).

80. Id.

81. See infra Part III.

82. Professor Waldman relies on the idea that some properly suppressed stu-
dent speech is protected outside of the school setting. Waldman, supra note 57
(manuscript at 38). This argument glosses over the Supreme Court's efforts to
craft setting-specific First Amendment precedent. The First Amendment does not
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III. TAKING THE FIRST AMENDMENT OUT OF THE PICTURE

To be sure, students deserve legal recourse from truly exces-

sive punishment. But this concern does not justify erroneously

construing the First Amendment to review the degree to which

school officials discipline students for engaging in unprotected

speech. The deference courts traditionally grant to school offi-

cials' speech suppression suggests that an analysis of discipline

based on the First Amendment will be unworkable. 83 As the

obscenity line of cases demonstrates, concerns with self-

censorship are not sufficiently compelling to upset deference to

disciplinary authorities. Moreover, existing procedural con-

straints and state law provide sufficient limits on the extent to
which a school can punish students, thus obviating the need to

create a novel level of scrutiny under the First Amendment.

A. Deference Affirmed

Although the Supreme Court has not declared the extent to

which schools can punish student speech, the Court has clearly

indicated that school officials' decisions deserve ample defer-

ence.84 School administrators have both the expertise and duty

to protect students from abuse and to maintain a hospitable

educational environment.8 5 Recognizing this deference, the Su-

preme Court has directed that "[i]t is not the role of federal

courts to set aside decisions of school administrators which the

court may view as lacking a basis in wisdom or compassion."8 6

The deference owed to school officials calls into question the

propriety of First Amendment review of school discipline. The

Supreme Court has denied that it has authority to review the ex-

afford identical protections in a courtroom, a city street, on network television, or
in schools. That some speech is protected in one setting but not another is a prod-

uct of responsive judicial interpretation and does not justify overextending the
First Amendment to compensate for these differences.

83. See supra Part II.

84. See, e.g., Wood v. Strickland, 420 U.S. 308, 326 (1975) (emphasizing the defer-
ence owed to school officials' discretionary decisions by courts); Layschock v.

Hermitage Sch. Dist., 496 F. Supp. 2d 587, 597 (W.D. Pa. 2007) (stating that "courts
must defer to school administrators' determinations regarding whether student
behavior within their supervision merits punishment").

85. See Waldman, supra note 57 (manuscript at 10) (noting that "all of the

Court's recognized rationales for reducing students' free speech rights" come
down to "protection and education").

86. Wood, 420 U.S. at 326.
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tent of punishment in criminal obscenity cases, in which the pun-
ishment was far harsher than that available to school officials.87

Furthermore, the First Amendment rights of adults engaged in
pornographic speech are, in theory, co-extensive with the rights of
adults engaged in fully valued forms of speech.8 8 Hence, in the
school context, where school officials deserve added deference
but can only impose less severe forms of discipline, the case for
declining to review the extent of discipline under the First
Amendment is even stronger than in the obscenity context.

Federal courts have affirmed the deference owed to school
officials by wisely ending the First Amendment inquiry after
determining that the speech was unprotected.89 And a district
court declined to extend the Wisniewski dicta to limit discipline
of unprotected student speech because the court in Wisniewski
found "no support for the proposition that [the student's] sus-
pension was unconstitutionally severe."90 Indeed, Wisniewski,
Doninger, and the First Amendment provide no support for ju-
dicial scrutiny of the extent to which school officials punish
unprotected student speech.

87. See Alexander v. United States, 509 U.S. 544, 556 (1993) (holding that the
"chilling" effect of harsh punishment of obscene materials does not violate the
First Amendment).

88. See R.A.V. v. City of St. Paul, 505 U.S. 377, 382 (1992) (holding that content-
based regulations are presumptively invalid). Despite the presumption against
content-based regulations, the Supreme Court has granted greater latitude to the
regulation of sexually oriented speech that falls below the Miller obscenity thresh-
old and is therefore protected by the First Amendment. See Barnes v. Glen Thea-
tre, Inc., 501 U.S. 560 (1991) (upholding Indiana ban on nude dancing); Young v.
American Mini-Theaters, Inc., 427 U.S. 50, 70-71 (1976) (upholding city ordinance
excluding adult theaters from operating in certain areas). These opinions, how-
ever, emphasize the secondary effects of sexually oriented speech and the Court
has not deferred to regulation of sexually oriented speech nearly to the extent it
defers to the regulation of student speech. See Erznoznik v. City of Jacksonville,
422 U.S. 205, 207 (1975) (holding ordinance unconstitutional that barred drive-in
movie theaters from showing motion pictures containing uncovered "but-
tocks ... or breasts").

89. See, e.g., Ponce v. Socorro Indep. Dist., 508 F.3d 765, 772 (5th Cir. 2007); Doe
v. Pulaski County Special Sch. Dist., 306 F.3d 616, 626-27 (8th Cir. 2002).

90. Cuff v. Valley Cent. Sch. Dist., 559 F. Supp. 2d 415, 422-23 (S.D.N.Y. 2008). On
review, the Second Circuit vacated the district court's grant of summary judgment
for the school because the court could not find that "it was reasonable as a matter of
law to foresee a material and substantial disruption to the school environment."
Cuff v. Valley Cent. Sch. Dist., 341 Fed. App'x 692, 693 (2d Cir. 2009).
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B. Self-Censorship in Context

The principal First Amendment danger of harsh punishment
is self-censorship.91 Yet, as in Alexander v. United States, the
Court has brooked self-censorship resulting from harsh sanc-
tions of expressive content when the government has a legiti-
mate interest in punishment. School officials have a legitimate
interest in maintaining a protective and educational environ-
ment and can punish unprotected student speech to cultivate

such an environment. The chilling argument thus does not jus-
tify review of school discipline under the First Amendment.

Obscenity and student speech also can be distinguished from
the Supreme Court's defamation precedent barring punitive

damages. Defamation is a tort action involving "private"
wrongs; obscenity and unprotected student speech constitute
"public" wrongs.92 This structural distinction affects the nature

of punishment for legally liable speech: State actors punish ob-
scenity and student speech by imposing sanctions, while pri-
vate defamation plaintiffs receive awards of priced speech.93

Through tort law's remedies jurisprudence, courts can mean-
ingfully review whether an award of damages exceeded a rea-

sonable price for the plaintiff's losses. Courts have no compa-
rable metric to measure whether punishment of obscenity and
unprotected student speech constituted appropriate sanc-
tions.94 Thus, courts have rejected use of the First Amendment
to limit the extent of obscenity punishment,95 as they should
with unprotected student speech.

91. Gertz v. Welch, 418 U.S. 323, 350 (1974).

92. Gertz expressly allowed punitive damages when a plaintiff met the eviden-
tiary requisites established by New York Times v. Sullivan up to the amount of the
injury caused by the plaintiff, but found punitive damages problematic to the
extent "they are private fines levied by civil juries to punish reprehensible con-
duct and to deter its future occurrence." Gertz, 418 U.S. at 350 (citing New York
Times v. Sullivan, 376 U.S. 254 (1964)). Although individuals suffer from obscen-
ity and disruptive student speech, punishment in these contexts is not imposed by
or on behalf of a private victim.

93. See Robert Cooter, Prices and Sanctions, 84 COLUM. L. REV. 1523, 1523 (1984).

94. Criminal law also uses a proportionality principle, such that punishment
ideally should be proportionate to the culpability of the defendant and the seri-
ousness of his "public" wrong. See Kenneth W. Simons, The Crime/Tort Distinction:
Legal Doctrine and Normative Perspectives, 17 WIDENER L.J. 719, 720-21 (2008).

95. Alexander v. United States, 509 U.S. 544, 556 (1993).
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C. Due Process Limits on Disciplinary Discretion

Courts have been willing to grant school disciplinary deci-
sions wide deference partly because students retain due proc-
ess protections that limit the extent schools can punish unpro-
tected student speech.

1. Procedural Due Process Protections

Although not as thorough as the due process protections af-
forded to criminal defendants, students have procedural due
process rights under the Fourteenth Amendment. The proce-
dural due process guarantee encompasses the right of students
to have fair warning of prohibited conduct.96 Moreover, the
Supreme Court has interpreted the Due Process Clause to af-
ford students facing temporary suspensions the right to receive
oral or written notice of the charges against them and, if the
student denies the charges, an explanation of the evidence held
by the school officials as well as an opportunity to present their
side of the story.97 For suspensions of longer than ten days or
expulsions, students are entitled to more formal procedures. 98

Depending on the state and court, these procedures can be as
extensive as a full adversarial hearing.99 Finally, due process
requires that school officials adhere to their own disciplinary
codes, thus decreasing the likelihood that abuse of disciplinary
authority will lack legal remedy.100

96. See, e.g., Smith v. Goguen, 415 U.S. 566, 572-73 (1974) (citations omitted);
Stephenson v. Davenport County Sch. Dist., 110 F.3d 1303, 1308 (8th Cir. 1997);
Chalifoux v. New Caney Indep. Sch. Dist., 976 F. Supp. 659, 669 (S.D. Tex. 1997).

97. Goss v. Lopez, 419 U.S. 521, 581 (1975).

98. Id. at 584.
99. See, e.g., IDAHO CODE ANN. § 33-205 (2009); KAN. STAT. ANN. § 72-8903

(2008); MASS. GEN. LAWS ch. 71 § 37H (2009); MINN. STAT. § 121A.47 (2009); S.C.
CODE ANN. § 59-63-240 (2008); VA. CODE ANN. § 22.1-277.2 (2009).

100. See C.J. v. Sch. Bd. of Broward County, 438 So. 2d 87 (Fla. App. 1983) (in-
validating exclusion from summer session for student having knife at bus stop
because knife was not a "weapon" as defined in school rule); Shuman v. Univ. of
Minn. Law Sch., 451 N.W.2d 71 (Minn. App. 1990) (upholding school discipline
because students "were given the procedures provided for in the honor code");
Rauer v. State Univ. of N.Y., Albany, 552 N.Y.S.2d 983, 984 (N.Y. App. Div. 1990)
(upholding long-term suspension because school followed rules pertaining to
academic dishonesty); Boehm v. Univ. of Pa. Sch. of Veterinary Med., 573 A.2d
575, 582 (Pa. Super. 1990) (upholding long-term suspension from private univer-
sity because school "followed its Code of Rights punctiliously and ... the disci-
plinary proceeding complied with due process and [was] fundamentally fair");
Galveston Indep. Sch. Dist. v. Boothe, 590 S.W.2d 553, 556-57 (Tex. Civ. App.
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2. Substantive Due Process Protections

Students have substantive due process rights as well. Substan-
tive due process protects a student's individual liberty against
"certain government actions regardless of the fairness of the
procedures used to implement them."'1 1 Students have had lim-
ited success in identifying specific liberty or property interests
protected by the Fourteenth Amendment. 102 Some courts, how-
ever, have allowed students to base substantive due process
claims on school "zero tolerance" policies.103 Courts have also
found substantive due process violations when school officials
imposed grossly excessive physical punishment or punishment
intended to inflict injury.1 4 The substantive due process rights
enjoyed by students should not be overstated: Careless, unwise,
or merely painful actions by school officials will not find remedy
in substantive due process, which functions only as the ultimate
safety net for individual rights. 0 5 But substantive due process
rights form one layer of the many constraints on the extent to
which school officials can punish students.

D. A Better Limitation on Punishment: State Law

First Amendment review of punishment of unprotected stu-
dent speech would also threaten to subvert federalism princi-
ples. Student disciplinary decisions are matters of state and lo-

1979) (reversing suspension of high school student because school district failed to
follow its own rules in disciplining student).

101. Collins v. Harker Heights, 503 U.S. 115, 125 (1992) (citations omitted).
102. See Grendell v. Gilway, 974 F. Supp. 46, 50 (D. Me. 1997).

103. See, e.g., Seal v. Morgan, 229 F.3d 567, 578 (6th Cir. 2000).
104. See, e.g., Gottlieb v. Laurel Highlands Sch. Dist., 272 F.3d 168 (3d Cir. 2001)

(finding violation of substantive due process rights when school officials' alleged
assault against student was "conscience-shocking"); Johnson v. Newburgh
Enlarged Sch. Dist., 239 F.3d 246, 252 (2d Cir. 2001) (same); Neal v. Fulton County
Bd. of Educ., 229 F.3d 1069, 1075-76 (11th Cir. 2000) (finding school officials' al-
leged beating of student sufficiently supported a claim of a substantive due proc-
ess violation); P.B. v. Koch, 96 F.3d 1298, 1303-04 (9th Cir. 1996) (denying that a
principal who physically assaulted students was entitled to qualified immunity
because he violated their "clearly established" substantive due process rights);
Hall v. Tawney, 621 F.2d 607, 613-14 (4th Cir. 1980) (holding that corporal pun-
ishment may violate a student's substantive due process rights); Orange v.
County of Grundy, 950 F. Supp. 1365, 1373 (E.D. Tenn. 1996) (denying school offi-
cials' summary judgment motion because "a reasonable teacher in the individual
defendants' position would have known that the day-long isolation of students
without access to lunch or toilet facilities was unconstitutional").

105. See CHARLES J. Russo & RALPH D. MAWDSLEY, EDUCATION LAW 191 (2002).
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cal policy. °6 Justice Kennedy voiced the need for deference to
state law in light of America's federalist framework when he
wrote that "federal control of the discipline of our Nation's
schoolchildren is contrary to our traditions and inconsistent with
the sensible administration of our schools." 0 7 Accordingly, fed-
eral courts should be wary to assert control over the day-to-day
decisions of school officials, especially when this control dis-
places the authority of state courts and policymakers.

The constraints state laws place on school discipline further
render First Amendment review unnecessary. State tort and
criminal remedies have long protected students against exces-
sive punishment.108 Where states take affirmative steps to pro-
tect students from overzealous disciplinarians, federal courts
have declined constitutional warrant to review school officials'
disciplinary decisions.109 In Ingraham v. Wright, for example, the
Supreme Court refused to evaluate a student's claims that cor-
poral punishment violated the Fourteenth Amendment because
"the traditional common-law remedies are fully adequate to
afford due process."110 Although the First Amendment protects
interests distinct from those covered by the Fourteenth
Amendment, the presence of state common law diminishes the
concern that arbitrary and excessive discipline by school offi-
cials will lack sufficient legal remedy.

Even if state tort or criminal law provided inadequate protec-
tion against unreasonable punishment, state constitutions af-
ford independent speech guarantees. Every state constitution

106. Fee v. Hemdon, 900 F.2d 804, 809 (5th Cir. 1990).

107. Davis v. Monroe County Bd. of Educ., 526 U.S. 629, 658 (1999) (Kennedy,

J., dissenting).

108. See Deana A. Pollard, Banning Corporal Punishment: A Constitutional Analy-

sis, 52 AM. U. L. REV. 447, 472 (2002) (noting that most states afford tort remedies

for students subject to unreasonable corporal punishment by school officials); see

also Klump v. Nazareth Area Sch. Dist., 425 F. Supp. 2d 622 (E.D. Pa. 2006) (deny-

ing qualified immunity motion in tort action because plaintiff pleaded sufficient
evidence that school officials acted outside authority); Gaither v. Barron, 924 F.
Supp. 134, 136 (M.D. Ala. 1996) (denying allegation of excessive force against stu-

dent "because of the availability in Alabama of state criminal and civil actions

against a teacher who excessively punishes a child"); Comment, Corporal Punish-
ment in the Public Schools: The Effect of the Eighth and Fourteenth Amendments, 29

BAYLOR L. REV. 549, 556 n.61 (1977) (citing nineteenth-century Texas criminal con-

victions of teachers who abusively engaged in corporal punishment).

109. See Ingraham v. Wright, 430 U.S. 651, 672 (1977); Fee, 900 F.2d at 808.

110. Ingraham, 430 U.S. at 672.
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protects speech in language comparable to the First Amend-
ment."' But states have additional explicit and implicit re-
straints on the degree to which state actors can punish unpro-
tected speech. Ten states have constitutions that require
proportionate penalties.1 1

2 Seventeen other state constitutions
bar "cruel or unusual" penalties and another six state constitu-
tions prohibit "cruel punishment."" 3 A plurality of state consti-
tutions-twenty-two-mirror the Eighth Amendment's ban on
"cruel and unusual punishment.14

The Eighth Amendment does not apply to noncriminal pun-
ishment"15 and states with constitutions containing identical
language have been reluctant to extend this language beyond
federal standards." 6 Yet state courts have authority to go be-
yond the federal minimum standards on individual rights. 1 7

Justice Brennan emphasized this authority by warning that
"our liberties cannot survive if the states betray the trust the
Court has put in them." 118 And state courts have affirmatively
answered Justice Brennan's call by departing from federal
precedent to limit punishments they consider excessive." 9 Be-

111. Note, Private Abridgment of Speech and the State Constitutions, 90 YALE L.J.

165, 178 (1980).

112. See E. THOMAS SULLIVAN & RICHARD S. FRASE, PROPORTIONALITY PRINCI-
PLES IN AMERICAN LAW: CONTROLLING EXCESSIVE GOVERNMENT ACTIONS 154
(1984) (listing states).

113. Id.

114. Id.

115. Ingraham, 430 U.S. at 670-71, 671 n.40.

116. See SULLIVAN & FRASE, supra note 112, at 155 (explaining that state courts
are surprisingly reluctant to grant broader protection against excessive penalties
under state constitutions than the federal constitution provides).

117. See Kelo v. City of New London, 545 U.S. 469, 489 (2005) (emphasizing that

state constitutions may have stronger restrictions on the exercise of eminent do-
main power than the federal constitution); Paris Adult Theatre I v. Slaton, 413 U.S.
49, 64 (1973) (statng that states may lower legal restrictions on sexually oriented

speech below federally permissible levels). The Federal Bill of Rights provides a
minimum level of protection of individual rights which states may exceed, but not
reject. Robert Force, State "Bills of Rights": A Case of Neglect and the Need for a Ren-
aissance, 3 VAL. U. L. REV. 125, 129 (1969).

118. William J. Brennan, Jr., State Constitutions and the Protection of Individual

Rights, 90 HARV. L. REV. 489, 503 (1977).

119. See, e.g., In re Rodriguez, 537 P.2d 384, 394 (Cal. 1975) (ruling that under
California's cruel-or-unusual clause "the measure of the constitutionality of pun-
ishment for crime is individual culpability in the law of this state"); Conner v.
State, 626 N.E.2d 803, 806 (Ind. 1993) (holding that Indiana's proportionate pun-
ishment clause affords more protection than the Eighth Amendment); State v.
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cause many state constitutions have broader language restrict-
ing punishment than the federal constitution, and state courts
have license to take broader interpretations of speech rights
than the Supreme Court, state law provides a more textually
plausible means to limit punishment of unprotected speech.

CONCLUSION

School officials have no easy task in managing student be-
havior. Unlike federal judges, public school teachers and ad-
ministrators continuously develop and implement disciplinary
practices as an essential part of their profession. In First
Amendment actions, the Supreme Court has wisely deferred to
school officials' expertise to regulate the educational environ-
ment. Courts should not undermine this deference by constru-
ing the First Amendment to require an unnecessary and un-
precedented level of scrutiny of school officials' decisions to
punish unprotected speech.

James F. Ianelli

Hayes, 739 So. 2d 301 (La. Ct. App. 1999) (vacating mandatory life sentence under
state's cruel or unusual punishment clause); People v. Bullock, 485 N.W.2d 866,
872, 876 (Mich. 1992) (invalidating mandatory life sentence under Michigan Con-
stitution's ban on cruel or unusual punishments even though the Supreme Court
upheld this same provision).
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