Mortgage Backed Securities, Wall Street, and the
Making of a Global Financial Crisis
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aneuvering through turbulent capital markets complete

with its risk, volatility, and rewards has never been an

easy task, Nevertheless, today, the level of risk and vola-
tility is such that many of the most astute and legendary Titans
of Wall Street are on the verge of
extinction. With pervasive fear
and financial panic gripping mar-
kets worldwide, many Americans,
as well as foreign investors, won-
der how our dynamic economic
system could reach the brink of
total collapse.

The current economic cri-
sis involves several factors: an
unwarranted multi-trillion dol-
lar bet made by world financ-
ers that an unproven investment
theory was correct, a prolonged
absence of regulatory oversight
and enforcement in several over-
leveraged markets, and refusals
of major financial institutions to
self regulate by negligently ignor-

ing substantial warning signs in Op,
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address how a mortgage based problem grew into a worldwide

pursuit of over-sized profits.
The following article will

financial meltdown that now presents unknown, yet certainly
long-term, challenges for our legal and economic systems. The
article will begin by analyzing Wall Street’s evolutionary involve-
ment in mortgage backed securities. Next, the article will discuss
the drastic decline of world markets due, in large part, to key
financial institutions being over-leveraged in these securities
and their related derivatives. Finally, this article will conclude
by offering some possible regulatory strategies and insights that
will, hopefully, prevent the replay of such a financial crisis in the
future.

I. THE RESCUE

On October 3, 2008, President Bush signed into law the
Emergency Economic Stabilization Act.! The Act mandates a
seven hundred billion dollar rescue of distressed financial institu-
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A significant percentage of the impaired
assets are backed by home mortgages
that have been losing value and foreclosing at

an alarming rate. J

tions and companies whose failure would
have had an overwhelmingly negative
impact upon our national economy and
global markets.? The rescue is arguably
the largest financial intervention in the
history of the United States.

The new law authorizes the United
States Treasury Secretary to enter these
distressed financial markets by purchas-
ing problematic assets from troubled
financial institutions and injecting large
sums of money into failing businesses
in key industries.> A significant percent-
age of the impaired assets are backed by
home mortgages that have been losing
value and foreclosing at an alarming rate.
These assets are commonly known as
mortgage backed securities.

Il. AHOUSE IS NOT JUST A HOME

For years, the wizards of finance have viewed the steady rate
of appreciation within the United States housing market with
envy. The problem for many investors though was that the resi-
dential real estate market in the United States was quite limited
to investors interested in building, buying, or selling homes.

Real estate financing was conducted on Main Street, not on
Wall Street. Local banks would underwrite loans holding indi-
vidual notes until a default occurred or until the maturity of the
mortgage was paid off or refinanced.*

Based on the highly regarded housing markets in the United
States, Wall Street was always interested in employing mortgages
as an investment tool. Nonetheless, it was universally thought to
be an unworkable concept because of the credit risk associated
with mortgages in terms of the unpredictability of prepayments,
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refinancing, and defaults. Thus, without a predictable way to
trade mortgages, and without a way to determine credit risk
associated with them, the United States housing market, and
all its great value, was traditionally by-passed by Wall Street and
international investors.

I1l. BUILDING A BETTER MOUSE TRAP

This would all change, however, in the 1970’s when an
innovative Salomon Brothers bond trader, Lou Ranieri,’ devised
a solution to the investment dilemma associated with home
mortgages. He created the investment vehicle called mortgage
backed securities.® Under this new innovative model, mortgages
would be characterized and pooled into bond type securities that
could be traded on Wall Street and world markets. The process of
pooling these mortgages together is called securitization.”

During securitization, the pooled mortgages are usually
transferred to a financial institution that then creates a new and
separate legal entity, such as a trust or special purpose vehicle.
The new legal entity then issues securities made up of these
pooled mortgages that can be purchased and traded on the
secondary market. The new securities are commonly known as
tranches.®

Tranches can best be defined as separate and distinct por-
tions of the original mortgage notes that are coupled together
with different interest rates.” Tranches are usually ranked in order
of priority based on different subordinate classes. Typically the
subordinate classes have different cash flows and payment sched-
ules associated with them. Such a system of subordination acts to
shift the risk of non-payment to the more junior classes, allowing
investors to acquire securities that best suited their tolerance for
risk and reward.!?

Even though mortgage backed securities
generated large sums of money from their
inception, it was really not until... the Savings
and Loan Crisis of the 1980°s that Main Street
L started to adopt them whole-heartedly. 4

Even though mortgage backed securities generated large
sums of money from their inception, it was really not until the
more traditional sources for mortgage lending dried up—during
the Savings and Loan Crisis of the 1980’s—that Main Street
started to adopt them whole-heartedly.!! This new exciting
financing tool opened up the United States real estate market to
non-traditional real estate investors, dramatically altering invest-
ments in the United States housing market, and, unwittingly,
becoming the basis for today’s world financial crisis.

!

Is the mortgage backed securities industry
continued to evolve domestically and

internationally, any trepidation regarding

their creditworthiness was unequivocally

L rejected by capital markets. 4

IV. THE SAFEST GAME IN TOWN

As mortgage backed securities performed outstandingly
and generated profits, Wall Street, and almost every other inter-
national player, became euphoric about these new debt instru-
ments. Believing them to be reliable and safe investments, an
array of world renowned financial institutions flocked to invest.

Many foreign markets copied the United States model by
creating similar debt instruments based on their housing mar-
kets.!? Therefore, as the mortgage backed securities industry con-
tinued to evolve domestically and internationally, any trepidation
regarding their creditworthiness was unequivocally rejected by
capital markets.

The major credit rating agencies—Standards & Poor, Fitch,
and Moody’s—all provided ratings to different classes of mort-
gage backed securities depending upon the perceived risk associ-
ated with each of the bonds.!® These ratings ranged from a highly
valued AAA to the lowest unrated classification.

Each of the major credit rating agencies gave their stamp of
approval for these transactions. Such an endorsement was signifi-
cant because, generally, investors in capital markets relied heavily
upon these credit evaluations to determine investment risk.

Additionally, these credit rating agencies were essential to
the financing process because they allowed investors to dispense
with an in-depth review of the underlying investment property
that a primary lender would normally undertake.!® Rather, the
rating agencies determined the likelihood for timely repayment
of the loans based on factors such as the collateral involved, statis-
tical probability of default, and severity of potential loss.'®

Certainly, a prime reason so many institutional investors
were inclined to invest was because the higher rated mortgage
backed securities were considered to be as safe as U.S. Treasury
bonds, while the lower rated bonds were commonly given a
much higher rate of return on their interest rate payments to
offset any heightened risk exposure.!” Unfortunately, these same
credit rating agencies were later criticized for blatant conflicts of
interest, because they were often funded, by some of the same
institutions that were issuing these very profitable mortgage
backed securities.

Echoing the coveted endorsement from the credit rating
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agencies, ° mortgage backed securities were further believed to

be reliable based on the guarantee of credit default swaps. Credit
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default swaps are derivative contracts!® that function as the
equivalent of financial insurance for mortgage backed securities
but without the same legal restrictions that are imposed on actual
insurance.?’

One of the unique aspects of credit default swaps was that
you could purchase them without actually having to purchase the
underlying mortgage backed securities that they were insuring?!.
Accordingly, if the mortgage backed security failed, the holder
of the derivative contract could demand payment of the security
even though the contract holder never experienced a financial
loss themselves.

This very loop hole was later exploited by market specu-
lators who bet against the repayment of the mortgage backed
securities. Such speculations helped to push down stock prices
of companies heavily leveraged in these mortgage backed securi-
ties to the ultimate detriment of world markets.?? The practice
became such a problem that the United States Treasury had to
temporarily suspend and restrict short-term selling within capital
markets to prevent the spiraling decline of world stock markets
based, in large part, on the implementation of this strategy.

Furthermore, because so many Wall Street financial insti-
tutions, investment banks, and insurance companies became

over-leveraged with these investment products,??

some commen-
tators have asserted that the exposure associated with these credit
default swaps runs into the multi-trillion dollar range. No one
knows for sure, however, because of the lack of transparency in
this important shadow market.

In sum, the misguided confidence in these debt instruments
was based on a number of factors.?* First, the mortgage backed
securities were designed with supposedly foolproof mathematical
equations that claimed to eliminate, or greatly mitigate, the risk
of loss associated with the transactions. Second, the underlying
assets of the housing market in the United States were considered
to be the best and most stable in the world. Third, the major
bond and credit rating agencies had given their blessing to these
transactions. Fourth, insurance type derivatives, called credit
default swaps, guaranteed re-payment of these mortgages in case
of default. Finally, the reliability of these transactions was gener-
ally believed to be guaranteed, or at least backed by, the quasi-
governmental entities of Fannie Mae and Freddie Mac.

V. GAIN WITH NO PAIN

Former Federal Reserve Chairman Alan Greenspan lowered
interest rates2> to prevent inflation, and he again lowered interest
rates to increase spending after the 911 attacks. All of these sen-
sible and necessary actions inadvertently stimulated the housing
market, which ultimately increased the value of homes and the
demand for mortgage backed securities.

Surprisingly, on Main Street, few home owners ever knew
that the financing process for their mortgages had become so
intertwined with Wall Street investments. Under the new finan-
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...on Main Street, few home owners ever
knew that the financing process for their
mortgages had become so intertwined with

Wall Street investments.
A Yy

cial model, instead of holding individual notes until they reached
maturity, local banks would sell the notes to entities such as Fan-
nie Mae or Freddie Mac.2° In return, Fannie Mae and Freddie
Mac would pay the local banks off, providing them with new
liquidity that enabled them to make more home loans. Fannie
Mae and Freddie Mac would then securitize the loans into mort-
gage backed securities.

As success from these mortgage backed securities engen-
dered more economic success, these products, and their accom-
panying derivatives swaps, became increasingly complex and
much riskier. Meanwhile, there was no oversight to speak of, only
the desire for ever increasing profits.”” These investment excesses
continued and became more outlandish until one day the wheels

just fell off.

V1. THE POLICE DO NOT PATROL HERE

Mortgage backed securities, credit default swaps, and other
similar financial products were all functioning within an environ-
ment with a minimal amount of regulatory oversight. Contribut-
ing to this crisis was the simultaneous merging together of three
primary aspects of deregulation: deregulation of capital and inter-
national markets, deregulation of the participants within these
financial markets, and deregulation of the investment products
sold within these markets.

Embracing the free market philosophy that markets could,
and would; self-regulate the rest of the world followed the lead of
the United States and deregulated their capital markets. America’s
financial model of deregulation had become the world’s model.

Such an approach reached its apex when Congress passed
the Gramm-Leach-Bliley Act of 1999. The legislation repealed
the depression era Glass-Steagall Act,”® which previously sepa-
rated and restricted the activities of commercial banks, invest-
ment banks, and insurance companies.?? Prior to the repeal of
this pivotal depression era law, each entity was given its own sand
box and was not allowed to play in another’s sand box.

After the passage of the Gramm-Leach-Bliley Act of 1999
everyone could play in everyone else’s box. This was a signifi-
cant development; because, although the restrictions were lifted
regarding their different spheres of financial activities and influ-
ence, these financial institutions still had significantly different
roles and structural functions.

Moreover, each industry had very different business mod-
els. Commercial banks were highly regulated with strict cash
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reserves requirements and FDIC guarantees attached. Investment
banks had much less stringent requirements for cash reserves but
offered higher economic rewards with increased risk. Insurance
companies had their own unique regulatory standards altogether.
Thus, all of these different parts of the financial sector sold and
traded mortgage backed securities but with varying degrees of
protection for investors and, ultimately, for consumers.

VIl. THE SMART GUYS NEVER LOSE

The deregulation model has had a profound impact on
investors and how they are fairing during this unprecedented
financial crisis. Institutional investors, such as commercial banks,
investment banks, and hedge funds, were all considered sophisti-
cated investors who understood the risk involved with mortgage
backed securities. These entities were supposed to have both the
financial literacy and capacity to manage the risk associated with
these deregulated markets.

For many of these sophisticated investors, the attractiveness
of the mortgage backed securities, and its related derivatives, were
that they all operated in deregulated markets. Thus, the market
participants could make large sums of money without worrying
about intrusive government oversight or interference.

The prevailing thought was that sophisticated and institu-
tional investors were so knowledgeable about investing that they
could handle themselves within deregulated and highly volatile
markets. This theory was based on the following assumptions.
First, that sophisticated investors do not need regulatory pro-
tection because they understand how these new and complex
investment products work, as well as the risk associated with
them. Second, that these deregulated markets work in isolation
and do not affect other markets where unsophisticated investors
normally participate. Third, the theory assumed, incorrectly, that
the technological interconnectivity of the global markets, and the
built in safeguards of these new innovative investment products,
made capital markets stronger and less susceptible to failure.

As early as the 1990’s there were top regulators in the
United States, such as Brooksley Born, former Chairperson of the
Commodity Future Trade Commission, who were not convinced
that markets would effectively self-regulate. Instead, regulators
like Ms. Born sounded the alarm against capital markets over-
indulgence in these deregulated transactions.>® Chairperson Born
emphasized that there was a potential for economic disaster to
world markets because of the sheer magnitude of our over invest-
ment in a growing plethora of unmonitored and deregulated
investment products.’! These products included mortgage back
securities, collateral debt obligations, and derivatives such as
credit default swaps.

For the most part, the economic giants of the day, such as
former Chairman of the Federal Reserve Alan Greenspan,voiced
strong disagreement and dismay with Ms. Born’s concerns.>
Despite the fact that the current economic meltdown would
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later exonerate Chairperson Born®3 and her fellow dissenters’
viewpoint—at that time—the legal and economic concerns they
raised were simply ignored, dismissed, and thought to be quixotic
by the leaders of the established regulatory community.

VIil. EVERYONE JOINS THE PARTY

A by-product of the mortgage backed securities explosion
was more liquidity in other markets. More capital was being
directed to local banks to enable them to make other loans
involving items like cars, credit cards, student loans, and busi-
ness loans. As a result, the standards for qualifying for such loans
became more lenient as debt related funding flooded world mar-
kets. Financial institutions’ insatiable appetite for record profits
increased, and access to capital became much easier, which led to
increased consumer spending.

The additional flood of easy capital created several eco-
nomic bubbles in multiple world markets. These bubbles were
different than prior bubbles, such as the dot-com craze, because
these bubbles were internationally intertwined based on tech-
nology and cross border investments. All of these bubbles were
initially fueled by the unchecked feeding frenzy generated by the
mortgage backed securities phenomena.

By any measure, the initial economic bubble fueled by
these debt instruments started within the United States housing
market,3* and several different factors came together to create it.
Fannie Mae and Freddie Mac were purchasing mortgages from
local banks at a rapidly growing rate, giving these banks substan-
tial amounts of additional capital to loan. A fierce competition
ensued for customers and profits leading many banks to issue
loans to some customers with questionable credit worthiness.
The Federal Reserve also lowered interest rates to record lows,
and large numbers of individuals decided to purchase a new
home or refinance their old homes based upon these lower rates.
Consequently, an all encompassing housing boom was created
where home construction and home values appreciated to levels
never imagined before.

Just as noteworthy, since local banks could now easily
remove risky mortgages from their balance sheets, many of these
banks did not worry about whether the loans would be repaid.?
The issuance of numerous no documents loans, sub-prime loans
and adjustable rate mortgages became common business practice
and they were issued with no worries about government oversight
or defaults.3

As financial institutions took on increasingly more debt,
there simply was no governmental entity or entities supervising
or overseeing the process that was placing our world markets at
risk.?” Rather, it was as if all the financial regulators said, who are
we to stop you from generating record profits??® The mortgage
backed securities industry responded by seeking huge earnings
with little concern for risk. The rapid infusion of additional
liquidity in world markets kept accelerating the pace and size of
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additional bubbles span-
ning across global mar-
kets and economies.
Ultimately,
mercial banks, hedge

com-

funds, investment banks,

Er § :

home builders, realtors,
and retailers were all set-

AN TN

a

ting record profits. In

turn, such growth forced
them to hire more per-
sonnel to keep up with
the demands and pur-
chasing power generated
by the housing boom
and the other economic
booms that it spawned. Homeowners were also gaining wealth at
record rates by selling their homes for inflated values, and these
bubbles were injecting cash into world markets and creating
other economic bubbles.??

One bubble led to another, fostering a chain reaction that
linked global financial sectors to the world economies like never
before.*0 These bubbles acted like falling dominos, increasing
value in markets worldwide.4! Similarly, because of technology,
and less stringent legal barriers to cross border capital transfer,
these bubbles became more integrated with world economies and
world markets.4?

Because the United States economic model had proven
itself to be the greatest wealth creator known to man, all types of
investors across the globe, from sovereign funds to pension funds,
joined in on the mortgage backed securities bonanza. Certainly,
it was evident, now more than ever, that what happened on Wall
Street affected what happened in capital markets around the
world. %3

IX. THE MUSIC STOPS PLAYING

Although there were prior warning signs, when U.S. home
values began depreciating rather than appreciating, it still seemed
to catch many off guard. Failures within the United States hous-
ing market, in turn, began to gravely impact what was going on
in capital markets around the world. In fact, the tables turned
so quickly that a reverse domino effect was engendered. Like a
house of cards, the once safe and reliable mortgage backed securi-
ties began to rapidly lose value and become due. No country or
global financial market whether in the developed or developing
world seems to be able to insulate itself from the financial shock
waves associated with this unexpected and rapid world decline of
unbelievable proportions. Similarly, its companion credit default
swaps did not fair any better.

The United States housing market became undepend-
able, destabilizing the secondary markets and all the investment

products associated with
it. Housing prices peaked
in the United States in
early 2005 and began
declining in 2007.# Fore-
closures then increased in
the United States at record
levels throughout 2006,
continuing  throughout
2008.4> Residential home
sales fell and inventory for
unsold homes increased to
record levels based, in large
part, on inappropriate sub-
prime mortgages that had
been sold to individuals
who could never afford them in the first place.4¢

The speculative housing bubble, and the world financial
products tied to them, plummeted, with homes declining by
previously unheard of amounts and producing an unprecedented
market correction. Some estimate that now millions upon mil-
lions of homes in the United States have negative equity.*’ This
occurrence has, unfortunately, created a great temptation for
many homeowners to just walk away from their homes, which
some may perceive to be no longer economically viable.

Dubious risk taking had finally caught up with the United
States housing market. Such risk had created bad and impaired
real estate assets that have now sent the housing market into
a steep downward spiral that no one could stop. The looming
catastrophe was made that much worse because so many of the
world economies were heavily invested in these impaired assets
through their ownership in mortgage backed securities and credit
default swaps.

In retrospect, few experts believed that the United States
housing market would experience such a huge and rapid decline
in value.*® Thus, many major financial institutions around the
world took on debt obligations from mortgage backed securities
and credit default swaps far greater than their capacity to repay
should their assumptions about the United States housing market
ever prove to be wrong,.

Investors increasingly became concerned that the collateral
backing the mortgage backed securities they owned was falling
instead of rising. As mortgage backed securities lost their credit-
worthiness at a record pace mass hysteria spread from Wall Street
to global economies all over the world. Consequently, rating
agencies lowered their ratings on what some contend is a trillion
dollars or more worth of mortgage backed securities.

With ballooning housing surpluses, the United States real

estate market loan-to-debt ratio was out of balance,

caus-
ing financial institutions to dramatically lower the value of the

mortgage backed securities they held. As if this was not enough
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economic despair, many of these same institutions were then
forced to turn around and borrow additional capital, because
they needed to maintain a certain debt-to-capital ratio in case
they had to pay off their bad debts associated with the mortgage
backed securities meltdown.>*

More troubling, perhaps, is that many market experts con-
tend that the decline in housing values in the United States has
not hit bottom.>! Thus, an accurate evaluation of how severely
impaired the mortgage back securities problem will become
remains, for the most part, unknown.

In addition to the falling home values in the United States,
many of the financial institutions who invested in mortgage
backed securities are no longer certain of what type of risk is
associated with the different mortgages included in each of
these pooled investments. Frankly, these real estate assets have
been divided, pooled, and sold into so many different pieces,
in so many places that it becomes almost impossible for highly
leveraged financial institutions to determine their potential for
liability.

With that in mind, it is easier to understand why credit
lending has frozen, because the very financial institutions that
control the majority of the currency in the world are now reluc-
tant to even extend credit to each other, as exhibited by the cur-
rent London Interbank Offered Rate measurements.? Banks are
simply unsure of the extent of their own debt exposure in the
ongoing crisis. These institutions fear the potential for insolvency
if their own debts come due and they do not have enough money
on hand.>3 Thus, the world financial system has entered into a
bunker mentality where everyone distrusts the other’s viability
and potential longevity.>* Of course, if banks are unwilling to
lend to each other, businesses and consumers certainly cannot
obtain credit from these institutions, no matter how outstanding
their credit record.

X. WE HAVE AN EMERGENCY
Federal Reserve Chairman Ben Bernanke, a student of the

55 saw early indicators of the economic tsunami

great depression,
to come. Consequently, he, and Treasury Secretary Henry M.
Paulson, Jr., took a number of actions to attempt to prevent the
coming together of this perfect financial storm.

Chairman Bernanke opened the commercial banks dis-
count counter to investment banks to increase their liquidity.
Chairman Bernanke and Treasury Secretary Paulson working as
a team had the Federal Reserve take the unprecedented actions
of guaranteeing the impaired mortgage backed securities debt of
Bears Stearns as a requirement for J.P. Morgan Chase to acquire
the failing investment bank.>® The men then jointly orchestrated
the unprecedented federal takeover of Fannie Mae & Freddie
Mac, the two primary issuers of mortgage backed securities on
the secondary market.’” Treasury Secretary Paulson then led the
way for the federal government to pump billions and billions of
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dollars into the insurance giant American International Group
(AIG) to keep it from going under due to its over exposure with
credit default swaps.>® Finally, although the United States govern-
ment has not yet acted, it is likely that these two financial leaders
or the government officials to succeed them will work together
with Congress to provide homeowners with some direct financial
assistance to prevent the ever-increasing rate of foreclosures in
the housing market,” as well as provide other essential industries
with some type of economic relief, such as the auto industry.

Even after all these extraordinary actions were taken, both
Chairman Bernanke and Secretary Paulson realized that it still
was not enough, and that the United States, and other world
markets, were still at risk of a total shut down and that the ongo-
ing piecemeal approach would not be sufficient. Thus, with the
approval of the White House, they went to Congress to ask for
immediate help for our economic system in the form of a seven
hundred billion dollar emergency bailout.%’

Under much political pressure, and with some bumps along
the way, Congressional leaders in both parties marshaled up
enough votes to pass the emergency economic rescue legislation
in record time. The passage of this law, however, was not enough
to stop the volatile domestic and international stock markets
from going into violent convulsions.

Accordingly, stock markets all over the world lost market
capitalization at record rates. Illustrative of this point, during the
same time period, “the United States S&P fell by $384.4 billion;
Japan’s Nikkei 225 lost $105.9 billion; Russia’s Micex lost $94.7
billion; China Hang Seng lost $67.7 billion; Britain FTSE 100
lost $56.4 billion; Saudi Arabia’s Tadawaul All Share lost $37.8
billion; South Africas FTSE/JSE TOP 40 lost $28.3 billion;
South Korea Kospi‘s lost $24 billion; Brazil Bovespa’s lost $23.8
billion; and India Sensex lost $21.6 billion.”®!

Meanwhile, the heads of state and finance ministers from
all around the world have joined together to tackle this global
problem. Together they are working on measures to prevent, at
best, a global recession and, at worst, a global pandemic:.62 Many
countries have taken the extraordinary step of taking equity
positions within their national banks and other critical financial
institutions in an attempt to stop the global hemorrhaging.%?
The United States has also adopted this unprecedented move.%*
Many critics have argued, though, that these actions, guised as a
financial rescue, are in fact blatant socialism.?

Today we are experiencing stagnation in sales of stocks,
bonds, and real estate. We are also experiencing a decline in
aggregate consumer spending. The Federal Reserve recently
reported in its Beige Book how our economy has significantly
slowed down in every major industry and financial sector.%®
Similarly, state and local economies are aversely affected by this
economic slow down. These governments have been forced to
deeply cut budgets across the board,®” while the unemployment
rate has risen to the highest it has been in over a decade.®®
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Additionally, this crisis has had real and severe consequences
within the financial sector. Every major investment bank, some
who had been around for more than a hundred years, now no
longer exist as stand alone companies. Hedge funds are also
failing at a record rate around the world. Finally, many major
banks are being forced to close their doors or merge with former
competitors.

But, even after these emergency economic measures bear
fruit, the much more difficult job of determining long-term
legal and economic strategies will begin. Our policymakers must
determine which portions of our dysfunctional and mercurial
capital markets work and which portions need to be reformed.

Not surprisingly, because financial institutions handle other
people’s money, the conduct of these institutions must instill
trust through transparency. Many of the underlying concepts that
support sophisticated investors and deregulation must certainly
be reworked. Thus, the current ubiquitous shadow markets must
be limited in scope or eliminated altogether.

Most importantly, under the current financial scenario
neither raising taxes or indiscriminately printing money seems
to be a viable option. Ironically the government will probably
be forced to borrow substantial sums of money to pay for most
of its financial rescue efforts. For this reason, it is critical for
our leaders to be very prudent about how they spend taxpayers’
money in this crisis, especially since it is highly likely that mul-
tiple bailouts will be required. Certainly, we do not want to make
a terrible matter worse by unintentionally putting the financial
viability of our own nation at risk based upon taking too heavy
a stake in deflated assets and failing companies. Therefore, both
policymakers and citizens alike must be vigilant in watching for
unintended consequences of any new policies.

XI. TO GO WHERE NO ONE HAS GONE BEFORE

With that cautionary warning, now is still undoubtedly
the time for new ideas and transformative solutions. The cur-
rent financial crisis shows that many of the assumptions about
deregulation were based upon a flawed model. Former Federal
Reserve Chairman Greenspan emphasized this very point before
Congress when he stated that, to his surprise and shock, the
deregulated market model has proven to be flawed.®’

Our political and business leaders must work together to
revamp our currently ineffective and outdated regulatory system.
President Bush acknowledged this during his recent press con-
ference when he stated: “Once this crisis is resolved, there will
be time to update our financial regulatory structures. Our 21st
century global economy remains regulated by outdated 20th
century laws.”0”

To protect capital markets worldwide a new regulatory
scheme must be implemented that applies a balancing test of
regulatory options. We can no longer embrace the false choices of
deregulation versus regulation. Instead, we must institute smart
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regulations that protect global markets, investors, and consumers,
while not stifling the profitability of businesses across the globe.

Regulators will have a variety of potential paths to pursue.
Such regulatory reorganization can call for new laws and new
powers for the Federal Reserve, the Securities and Exchange
Commission, the Office of the Comptroller of the Currency,
and/or the Office of Thrift Supervision. Similarly, a merger
between the Securities and Exchange Commission and the Com-
modity Futures Trade Commission or the creation of a totally
new regulatory agency with its own special goals and objectives
are all possibilities.

This author contends that whatever new regulatory struc-
ture is chosen, at a minimum, it must incorporate the following
within its mission and purpose. The agency or agencies must
have an international scope and understanding of integrated mar-
kets and how they work in conjunction with world economies.
The agency or agencies must be able to regulate formerly deregu-
lated markets and products. The agency or agencies must imple-
ment significant capitalization requirements for all the major
financial institutions and entities that are operating within global
markets. Ultimately, the agency or agencies must be technologi-
cally advanced and able to understand, oversee, and manage the
complex computer systems that are now at the epicenter of all
financial transactions today.

XIl. CONCLUSION

In reality, there is probably not a silver bullet for this eco-
nomic crisis but, rather, a series of steps that must be undertaken
then revisited and refined. While the regulatory and economic
challenges ahead are formidable, there are many lessons to be
learned from the ongoing financial crisis. First, there is no such
thing as a risk-free investment. Second, markets do not self-
regulate, and, if they do, the corrections they engender may be
too severe a price for our economic systems to pay. Third, while
sophisticated and institutional investors may be knowledgeable
and aware of many of the risks involved in innovative and exotic
investments, they still can make collectively poor decisions that
threaten our economic system and, ultimately, impact inves-
tors and consumers worldwide. Finally, regulators must actively
protect the world’s financial system from the over-exuberance of
investors in a seemly profitable but unproven investment vehicle
such as mortgage backed securities.

As a final note, although there will be much economic pain
throughout this process, we should learn from these painful les-
sons and use this as an opportunity to build a stronger and more
efficient world economic system. If we just solve the short-term
problem without learning the important lessons from it, we may
unfortunately experience again the same types of problems in the
future with similar or more disastrous results.
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