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With its revealing accounis of the
Wall Sizeet practices thatled to the
recession of 2008 and 2009, the re-
cent report of the Financial Crisis
Inquiry Commission {(FCIC) is the
most eomprehensive indictment of -
the American financial failure that
has yet been made. During two
years of investigations, the com.

_mission accumulated evidence of
many hundreds of irresponsible,
self-serving, and uncthical practices by
Wall Street bankers and systematic tol-
erance of them by regulators.

Written by the six members ap-
pointed by congressional Bemocrats,
the FCIC report concludes, “The ¢risis
was the result of human action and in.
action, not of Mother Nature or com-
puter models gone haywire” Many
readers would think the conclusion
obvious. But Wall Street professionals
repeatedly claimed that simitar ¢ri-
ses occurred frequenily in the history
of modern capitatism, that they are
merely the price paid for a dynamic and
inpovative sconomic system, and that
individuals were not 1o blame: They
thus minimized their own responsi-
bility for the events and cast doubt on
the need for sigaificantly more intense
regulation of their activities. The FCIC
majority dismisses such argurents.

Can we then infer that future cri-
ses may be avoided by intelligent and
unbiased financial regulators and
a chastened Wall Street? A 2,300-
page set of regulations—-known as the
Dodd-Frank Act after its congressional
sponsors, Senator Chris Dodd and Rep-
resentative Barney Frank—was passed
tast year to accomplish just that. In a
tefevision interview with Chartie Rose
this March, Frank said he “got betler
than %0 percent” of what he wanted.
The act has some bite, Tt proposes ways
to deat with many of the practices that
contributed to the crisis, including inad-
equate capital requirements, excessive
Wall Street compensation, and dam-
aping conflicts of interest in credit rat-
ings agencies that readily assigned their
highest ratings 1o risky debt. It iries to
regulate trading of speculative securities
like: derivatives, which enabled hankers
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to wage kuge bets with [ittle capital on
the movement of securitics prices.

" Under Dodd-Frank, a new over
sight board, composed of members of
tegulatory agencies led by the Federal
Reserve, will row be charged with as-
sessing the level of so-called systemic
risk of major fAinancial instétutions and
imposing stricter capital rules or even
shutting institations down if they are
deemed to put the financial system at
risk—that is, if their failure might bring
dewnmany other institutions with them
and endanger the American economy.
Now there will be regulation not only
of traditionat commeecial banks, which

Former Treasury Secretary Henry Paulson, Pederal Reserve Chairman Ben Bern

Democratic majority in the Senate, the
qguestion remains whether the regula-
tors will enforce them vigorously once
the ecemomy recovers and the crisis
fades in memory. Several agencies have
already missed the deadlines to write
new Tales, Some are worried that the
Consumer Financiak Protection Bureau
will be neutralized by Congress. Wall
Street spent $2.7 billon oa lobbying
between 1999 and 2008 and is lobbying
vigorously again.

The Dodd-Frank Act could have
been much more effective. Tt could,

from the outset, have set high capital re-
guirements—the amount ol noney that
— .

Secreiary Timathy Geithner; from Charles Ferguson'’s documentary film Inside Job

always fell under the purview of the
Tederz] Reserve, but alse investment
banks, money market funds, and per-
haps even hedge funds, which had been
hardly regulated at all,

The Consumer Financial Protection
Bureau has also been established in-
side the Federal Reserve to write new
requirements for mortgages, consumer
loans, and the other consumer credit
products that were so badly abused. Of
particular concern, people with poor
credit and low incomes were sold so-
called subprime morigages that were
deceptively cheap at the outset, some-
times requiring no down payments, but
whose annual intesest charges skyrock-
eted in Jater years. The availability of
mortgags Anance drove housing prices
ever higher, and when they collapsed,
beginning in roughly 2006, the grow-
ing amount of bad debt that resulted
caused a coltapse of Wall Street and
then the plobal economy.

But the Dodd-Frank Act has fargely
pusked responsibility for writing and
implementing the new rules onto exist
ing regulatoss, including the Federal
Reserve, the Securities and Exchange
Commission, the Commeodities Fu-
iures Trading Commission, the Fed-
eral Deposit Insurance Corporation,
and the Office of the Comptroller of
the Currency. This will likely prove a
damaging flaw. These regulators are
by and large the same agencies that
tolerated the excessively risky behav.
ior in the Airst place. Bven if they write
effective rules they will face pressure
from Wall Street Iobbyists and mostly
Republican legislators 1o soften re-
strictions and eliminate some of the
critical caes. If the restrictions remain
intact, which is likely in view of the

banks and other financial institutions
have to put aside for possible losses. It

1/ could have broken up today's enormous

banks, which have grown rapidiy in size
since the crisis, Measured by their prof-
its, the six Jargest financial institutions
in the US now account for 55 perceat
of all banking assets. it could have di-
vided the banks by funciion in order to
reduce fhe overlapping of invesiment
activities, which increases the chances
of damage to the entire financial system.
For example, those banks that accept
federally insured deposits from savers
could have been restricted to making
loans to consumers and businesses.
Other institutions that raise money in-
dependently of goveenment guarantees
could have been atlowed to sell more
risky stocks or corporate bonds to in-
vestors or speculate in securities with
their shareholder capital.

The only action proposed by Dodd-
Frank along these lines is known as the
Volcker Rule, named after former Fed-
eral Reserve chairman Paul Voleker. It
would probibit proprietary trading by
banks that typically accept the public’s
deposits—that is, it would limit specu-
Iative investmzents with the institution’s
own capital, But even the Volcker Rule
has not bzen cleasly formulated and ap-
plied. The question still not answered is
why regulators would perform better in
the future than in the past two decades.

The FCIC report will probably not
provoke tougher regulation in Wash-
ington. Its strength is its accumuia-
tion of fact and example. By contrast,
Charles Ferguson’s popular, Oscar-
winning documentary Inside Job tells
the story of the crisis with directness

anke, and Treasury

and ¢larity, partly because he is willing
to make pointed accusations against
specific federal regulators and Wall
Street bankers. In interviewing some
of thase he thinks of as culprits, inctad-
ing several prominent economists, he
finds {hat they have hardly anything to
say in their defense. Those he did not
interview are often shown in reveal-
ing congressional testimony. We see’
Alan Greenspan, the former Federal
Reserve chaitman, assuring Congress
that derivatives, including those guar
anteeing subprime mortgage securities,
required no federal regulation at all. In
fact, unregulated derivatives were a prin-
5 vipal souree of the risk-taking that

brought down the financial system.

Ferguson never adequately ex-
plains derivatives but he makes it
clear that Wall Street firms bor-
rowed far too much in order to
jnvest in mortgage debt securi-
ties that were far too risky, and
no one stopped them. The result
was soaring housing prices, whick
led to more risky morigages.
Then the banks and others sold
the risky debt to investors around
§| 3 the world as if it had almost no
risk at all, Did Wall Street bank-
ers know they had built a house
of cards? Ferguson {hinks many
did, selling bad preducts without
proper warning to their clients; |
- they dido't care, ke believes, be-

cause they were making too much

money. But it takes the FCIC re-
port to prove his peint by means of
carefully accumulated evidence.

When Ferguson accepted his Oscar
in late Febreary, he remarked that no
one had yet gone to jail for the worst
American finaacial crisis since the
Great Depression. This was a telling
observation about the weakness of cor-
porate fraud law as well as the lack of
vigor of ‘the US Justice Department.
Criminal action against Angelo Mozilo,
whose firm Countrywide Financial
wrote more subprime mortgages than
any other, was dropped this winter. The
FCIC report provides many examples
of the failure of management to warn
sharchalders of the risks it was tak-
ing—apparent violations of disclosure
laws that were never even investigated.

Still, jail sentences may have litile
effect, By the late:1990s, countless ac-
counting frauds culminated in outra-
geous bebavior by Enron, WerldCom,
and others, abetted by such giants as
Citigroup and the Arthur Andersen
accounting firm. Some Enron execu-
tives went to prison and Andersen
closed down, but this did not discour-
age deceptive practices in morigage
securities in the mid-2000s. Wall Street
is now creating outsize values for social
media companies [ike Facebook and
Twitter, well before these companies
have generated serious profits. While
federal regulators are debating among
themselves and with financial lobhy-
ists about new rules, another bubble is
likely forming before our very eyes,

R;pmemat.'anal Piciures/Seny Pictures Classh

Little had been expected of the FeIC
because its subpoena power was weak.
Tt was appeinted by Congress in the
spring of 2009 with the Democrat Philip
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