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CHAPTER 1
The Health Care Reform Legislation: 
An Overview

Chapin White

THE AFFORDABLE CARE ACT (ACA) represents the most signifi cant 
overhaul of our health care system since the establishment of Medi-
care and Medicaid. The ACA does two things: First, it fundamentally 
shifts the social contract in the United States. Starting in 2014, indi-
viduals will be required to have health insurance; in return, the federal 
government will signifi cantly expand low- income health insurance 
subsidies. Second, it signifi cantly rebalances the fi nancing for Medi-
care by reducing the growth in outlays and increasing Medicare taxes 
paid by high earners.

This chapter provides non- specialists with a guide to the major 
provisions, their logic, and the federal bud getary implications. (All 
revenue and spending fi gures that follow refer to 10- year totals for 

Chapin White is a Se nior Health Researcher at the Center for Studying Health Sys-
tem Change (HSC). He was an analyst at the Congressional Bud get Offi ce (CBO) 
from 2004 through 2010 and was one of the lead analysts working on the scoring of 
the health care reform bill. The analysis and conclusions expressed in this chapter 
are the author’s alone and should not be interpreted as those of the CBO or HSC.
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FY 2010 to 2019 and are based on CBO and Joint Tax Committee 
estimates.)

MEDICARE

The ACA reduces Medicare outlays by roughly $400 billion. Two- 
thirds of this comes from reduced growth in the payment rates that 
medical providers receive in the traditional fee- for- service program 
(see Table 1.1). Most of the rest comes from reductions in premiums 
paid to privately managed care plans. The payment rate reductions— 
roughly one percentage point a year— apply broadly to most types of 
medical ser vices, except for physicians (who have no reductions) and 
home health care agencies (which face disproportionately large cuts).

On the revenue side, the ACA raises Medicare hospital insurance 
(HI) taxes by over $200 billion. Starting in 2013, earnings above a 
cutoff ($200,000 for singles; $250,000 for couples) will be subject to 
an additional 0.9 percent tax, on top of the current 2.9 percent. Also 
starting in 2013, high- earning families will pay a new 3.8 percent HI 
tax on net investment income (interest, dividends, rents, and taxable 
capital gains). The ACA also raises the premiums that high- income 
Medicare benefi ciaries will pay for physician and prescription drug 
coverage and reduces federal subsidies to hospitals that dispropor-
tionately serve low- income patients (DSH). Also, deductibles and 
coinsurance in Medicare Part D prescription drug plans (the “donut 
hole”) will shrink over the next de cade, due to a combination of 
manufacturer discounts and additional federal fi nancing.

The combination of reduced outlays and increased revenues sub-
stantially improves Medicare’s fi scal picture and pushes the Part A 
insolvency date— the year in which the Medicare Trustees project 
that the HI trust fund will be exhausted— from 2017 to 2029. The 
reduction in premiums paid to Medicare Advantage will likely lead 
those plans to raise premiums or cut benefi ts, which will cause some 
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benefi ciaries to shift out of those plans and back to the fee- for- service 
program.

Rhetoric claiming that the ACA will accomplish more fundamen-
tal Medicare reform is generally overblown. For example, the new 
In de pen dent Payment Advisory Board (IPAB) has been touted as the 
ACA’s “most important institutional change.” The concept was to del-
egate to a body outside Congress the authority to make fi scally sound, 
but unpop u lar, changes to Medicare. But IPAB is highly constrained 

TABLE 1.1
Summary of the Major Provisions in the ACA

Effect on Federal Defi cit
(2010– 19, $ billions)

Medicare Provisions
Reduced provider payment rates – 230
Reduced premiums to private plans – 140
Increased premiums for high- income benefi ciaries – 40
Close “donut hole” 40
New HI tax on high earners – 210
Miscellaneous (DSH, IPAB, CMI, ACOs,

bundling,  etc.)
– 50

Net, Medicare Provisions –610

Coverage and Revenue Provisions
Medicaid expansion 430
Exchange credits 460
Small business credit 40
Tax on health insurers and manufacturers – 110
Penalties on fi rms and individuals – 70
Limit deductibility of health care expenses – 30
Nonhealth revenue provisions – 50
High- premium excise tax – 20
Reduce Medicaid Rx prices – 40
Miscellaneous (administrative simplifi cation, 

high- risk pool, early retirees,  etc.)
– 30

Net, Coverage and Revenue Provisions 590

Note: This table excludes the off- budget effects of the ACA on the Social Security pro-
gram and excludes the CLASS act and the education provisions in the ACA.
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in its design. Its reforms are limited in nature (no rationing, no re-
stricting benefi ts); in scope (hospitals and most other providers are 
off- limits until 2019); and in timing (IPAB can only make reforms if 
projected Medicare- spending growth exceeds a target growth rate). 
Crucially, IPAB’s target growth rate— GDP per capita plus one per-
centage point— is unsustainably high, which essentially ensures that 
IPAB will not solve Medicare’s long- term fi nancing problem.

Three other Medicare provisions have also received outsized 
attention:

•  Center for Medicare and Medicaid Innovation (CMI). The
ACA expands the executive branch’s authority to conduct
“demonstrations” testing alternative payment and delivery
systems in Medicare and Medicaid. How the CMI will play
out is highly uncertain. The CBO projected that it would
have essentially no impact on spending.

•  Accountable care organizations (ACOs). The concept behind
ACOs is to encourage medical providers to form integrated
systems and to incentivize those systems to reduce utilization
while meeting quality benchmarks. But under the ACA,
provider participation is purely voluntary, and incentives are
one- sided: bonuses are available for ACOs that come in below
a spending target, but there is no penalty for overshooting.
Some ACOs will likely end up earning windfall bonuses due
to the natural variability in health spending. The CBO
guessed that, on the  whole, ACOs would very modestly
reduce Medicare spending, but those windfalls could very
easily end up increasing it instead.

•  Bundling. Paying medical providers for a broadly defi ned
“bundle” of ser vices (rather than by individual ser vice) holds
great promise for reining in cost growth. The ACA includes a
bundling provision but only creates a limited pi lot program
for payments for hospital and post- acute care.
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COVERAGE

The ACA’s core coverage goals  were (1) to ensure that everyone, re-
gardless of health status or income, has adequate access to health 
insurance and health care; and (2) to minimize disruptions to the 
current system. The ACA’s coverage provisions have four interde-
pendent components: (1) subsidies for low- income individuals; (2) an 
individual mandate; (3) a prohibition on insurers’ denying coverage 
or varying premiums on the basis of health status; and (4) the defi ni-
tion of a minimum health insurance package. Without the subsidies, 
health care is unaffordable for those with low incomes. Without the 
mandate, healthier individuals opt out of the market, possibly leading 
to collapse. Without the limits on insurers, market pressures force 
them to charge higher premiums to individuals in poor health status 
or deny them coverage altogether. The defi ned minimum benefi t 
package is necessary to determine whether individuals have satisfi ed 
the mandate and whether they have enrolled in coverage that is eli-
gible for the new subsidies.

Subsidies. Medicaid— which provides health care coverage with 
no premiums and very low or no cost sharing— has historically 
only been available to children in very low- income families, and 
their parents. Starting in 2014, the ACA will expand eligibility to 
every person below 138 percent of the federal poverty level (FPL) 
including, most importantly, adults without young children. This 
expansion is, in my judgment, the largest single component of the 
ACA. It accounts for roughly half of gross coverage costs. By 2019, 
it will shift roughly 16 million people into Medicaid (a number 
nearly as large as the number of el der ly persons who enrolled in 
Medicare when it was fi rst launched). For the non- elderly and 
non- disabled, the ACA standardizes the income- counting rules 
used for determining Medicaid eligibility and eliminates asset 
tests. Additional provisions streamline and simplify enrollment in 
Medicaid.
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Beginning in 2014, the ACA will offer a refundable tax credit for 
the purchase of health insurance through newly established health 
insurance markets (“exchanges”). These credits (discussed in the 
chapter in this book by Duggan and Kocher) account for the bulk of 
the remainder of gross coverage costs. The ACA also includes an 
employer tax credit that can offset up to half of employer contribu-
tions for health insurance, but only for very small fi rms with low- 
wage workers. This credit, compared to other aspects of the ACA, is 
small and has relatively little impact on coverage.

Individual mandate. Also beginning in 2014, the ACA will require 
almost everyone in the United States to enroll in health insurance. 
Once fully phased in, the penalty for not doing so will equal the 
greater of a fl at dollar amount ($695 per uninsured adult) and 
2.5 percent of family income. Groups exempt from the penalty in-
clude families with income below the income- tax- fi ling threshold; 
American Indians; and families for whom the cost of coverage would 
be unaffordable (defi ned as exceeding 8 percent of income) or would 
result in hardship (to be defi ned later). The IRS will monitor compli-
ance and assess penalties through the tax system.

Limits on insurers. In most states, health insurers in the individual 
market have been permitted to choose whether to offer coverage 
based on an individual’s health history; exclude coverage for “preex-
isting” (i.e., already diagnosed) medical conditions; vary premiums 
on the basis of health status; and rescind coverage if the insurer un-
covers “misstatements” (whether intentional or not) on the enrollee’s 
application. Under the ACA, starting in 2014, all four of those prac-
tices will be prohibited in the individual insurance market. The 
ACA also places new restrictions on insurers in the small- employer 
and large- employer markets, but those restrictions are generally not 
binding.

Minimum coverage. The ACA defi nes three rings of insurance cover-
age: The outermost ring consists of all coverage satisfying the individ-
ual mandate. (This includes everything we would deem “real” health 
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insurance: Medicare counts, but not, say, vision only.) The second, 
smaller ring consists of all small- group and individual coverage. 
Starting in 2014, these plans must provide “essential health benefi ts,” 
which will include coverage of a broad set of ser vices (hospital, pre-
scription drugs,  etc.), and must choose a cost- sharing design that fi ts 
into one of fi ve actuarial value tiers (“platinum,” “gold,”  etc.). The 
innermost ring consists of “qualifi ed health plans”: plans offered 
through the new exchanges and potentially eligible for exchange 
credits. These plans must be certifi ed by the exchanges as meeting 
additional criteria relating to plan quality, marketing, and value.

REVENUES

To offset the cost of its subsidies, the ACA raises federal revenues 
from various sources, mostly within the health care system. These 
revenues include: broad- based taxes on health insurers and makers 
of brand- name prescription drugs and medical devices; penalties 
on large employers that do not offer affordable health coverage 
and on uninsured individuals; limits on the deductibility of medical 
expenses for individuals and fi rms; and some miscellaneous non- 
health revenue provisions (e.g., an excise tax on indoor tanning). The 
ACA also includes several provisions that reduce federal outlays and 
thereby offset some of the coverage costs, such as a reduction in the 
prices that Medicaid will pay for prescription drugs.

MARKETS

Several major components of the ACA attempt to correct perceived 
market distortions, create new markets, or improve the functioning 
of existing markets. Besides exchanges, discussed in the chapter by 
Duggan and Kocher, these changes include:
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•  Limiting the tax subsidy for employer- sponsored coverage. The tax
treatment of employer- sponsored health benefi ts— that is,
deductibility for the employer and exclusion from taxable
income for the employee— has long drawn fi re from
economists, most notably Martin Feldstein, for putting
upward pressure on health care costs. The ACA takes a small
step in the direction of limiting that tax subsidy. Beginning in
2018, insurers and self- insured employers will be subject to an
excise tax on employer- sponsored health benefi ts in excess of a
ceiling. The ceiling will be at least $10,200 for single plans and
$27,500 for family plans in 2018— higher if premiums grow
faster than expected, if an employer’s workforce is unusually
old, or if the enrollee is a retiree or a worker in a high- risk
profession. The ceiling, which is indexed to the Consumer
Price Index- All Urban Consumers (CPI- U), will likely grow
more slowly than premiums, which means that its impact is
projected to grow gradually.

•  A new long- term- care insurance product. The private market for
long- term- care insurance has never really gotten off the
ground due, at least in part, to the inherent instability in
private insurance contracts spanning many years or de cades.
The ACA establishes the Community Living Assistance
Ser vices and Supports (CLASS) program, which was designed
to be a voluntary, community- rated long- term- care insurance
product administered by the federal government and fully
funded by enrollee premiums. (In late 2011, the Administra-
tion determined that the CLASS program could not be
implemented in a fi nancially sustainable way, and the program
has been discontinued.)

•  Administrative simplifi cation. The ACA broadens the scope of
federal regulations governing interactions among health
insurers and providers (e.g., submission of claims for payment,
eligibility verifi cation). The CBO judged that the resulting
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reduction in premiums would be “modest” in percentage 
terms, but the base over which those savings accrue— almost 
the  whole of health spending in the United States— is 
enormous.

•  Minimum loss ratios (MLRs). The ACA requires, as of 2011,
that health insurers spend at least a minimum percentage of
their premium revenues on medical claims (i.e., losses) or
quality- improvement activities. That minimum equals
80 percent in the individual and small- group markets and
85 percent in the large- group market. In the individual
market, many insurers currently have loss ratios well below
this cutoff, which means that their current business model
and cost structure are no longer viable. It remains to be seen
whether MLRs will improve the individual market or seri-
ously disrupt it.

(The ACA contains numerous other provisions, most relating to 
quality improvement, public health, home- based ser vices, and the 
health care workforce. They include expanded federal funding for 
community health centers, state- run high- risk pools, and health ben-
efi ts for early retirees. They are mentioned  here only in passing, as 
they are relatively unimportant fi scally and unrelated to the core cov-
erage provisions.)

CONCLUSIONS

Historically, the pattern has been for the Medicare program’s fi scal 
condition to deteriorate until— with insolvency looming— Congress 
temporarily rights the ship by reducing outlays and raising revenues. 
The ACA fi ts squarely in that tradition, but with a major twist: all 
of the Medicare savings and new revenues  were spent on a major 
coverage expansion. The result is that Congress soon will be looking 
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either for more Medicare savings or revenues, or for other ways to 
offset the cost of the coverage expansion. Either way, the policy focus 
will almost certainly shift rapidly from coverage to health care cost 
containment.

REFERENCES AND FURTHER READING

Congressional Bud get Offi ce. 2010. “H.R. 4872, Reconciliation Act of 
2010 (Final Health Care Legislation).” Cost estimate for the amend-
ment in the nature of a substitute for H.R. 4872, incorporating a 
proposed manager’s amendment made public on March 20, 2010. 
Available at  www .cbo .gov/ doc .cfm ?index=11379 .

House Offi ce of the Legislative Counsel. 2010. “Patient Protection and 
Affordable Care Act (ACA & HCERA; Public Laws 111– 148 & 
111– 152: Consolidated Print).” Available at  www .ncsl .org/ documents 
/ health/ ppacaconsolidated .pdf .

Joint Committee on Taxation. 2010. “Estimated Revenue Effects of the 
Amendment in the Nature of a Substitute to H.R. 4872, the Recon-
ciliation Act Of 2010.” Amended, in combination with the revenue 
effects of H.R. 3590, the “Patient Protection and Affordable Care Act 
(‘ACA’),” as passed by the Senate, and scheduled for consideration 
by the  House Committee on Rules on March 20. Available at  www 
.jct .gov/ publications .html ?func=showdown & id=3672 .



13

CHAPTER 2
The Simple Economics 
of Health Reform

David M. Cutler

THE AFFORDABLE CARE ACT (ACA) is the most important piece of 
health care legislation since the creation of Medicare and Medicaid. 
The ACA1 touches every corner of the medical system, addressing 
issues ranging from how people get health insurance coverage, to 
what type of care they receive, to how that care is paid for. Its impact 
will be felt for de cades.

The ACA was, and is, enormously controversial. It passed without 
any Republican votes and with a mixture of public support and op-
position. Republicans have vowed to repeal it and replace it with some-
thing smaller. Thus the ACA itself may change, even as it changes the 
medical system.

Full disclosure: I am a proponent of the legislation. I worked to 
craft President Obama’s health care proposal when he ran for president 

David M. Cutler is the Otto Eckstein Professor of Applied Economics in the De-
partment of Economics and Kennedy School of Government at Harvard and a 
Research Associate at the National Bureau of Economic Research (NBER).
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and was se nior health care advisor to his campaign. I continued to 
advise the administration and Congress as the bill moved forward. 
By nature, therefore, this article will highlight more of the ACA’s good 
features than its bad.

Two features of the ACA have par tic u lar economic salience: 
(1) taking steps to insure all Americans and regulating insurance
companies so that can happen; and (2) reforming the fi nancing and
delivery of medical ser vices.  Here I address each issue in turn.

INSURANCE COVERAGE AND REGULATION

An estimated 47 million people in the United States lack health insur-
ance coverage, and without reform, that fi gure was projected to rise to 
54 million by 2019.2 The fi rst goal of the ACA is to extend insurance 
coverage to as many of those individuals as possible. Out of the pro-
jected 54 million uninsured, about 10 million will be in the country 
illegally. The goal of the legislation, with respect to non- citizens, was 
to extend coverage to uninsured legal residents. Together with U.S. 
citizens, the total number applicable for coverage is projected to be 
44 million by the end of the de cade.

Substantial empirical evidence shows that the major issues infl u-
encing insurance take- up are price and accessibility. The price elas-
ticity for insurance is high, and people fi nd it diffi cult to search for 
coverage on their own. To address the price issue, the ACA provides 
income- based subsidies to low- and middle- income individuals to 
purchase coverage. Families with an income below 133 percent of 
the federal poverty line (about $30,000 in 2010) will pay 2 percent 
of their income for health insurance. Subsidies phase out when an 
income of 400 percent of the federal poverty line (about $88,000 in 
2010) is reached.

To make insurance accessible, the ACA creates a set of regional 
health insurance exchanges for individuals and small businesses, 
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modeled after those operating in Massachusetts and Utah. The ex-
changes (discussed at greater length in the chapter in this book by 
Duggan and Kocher) will certify plans, collect and pro cess contribu-
tions, ensure that insurance products are standardized, and distribute 
risk- adjusted payments to plans.

In many cases, the coverage provisions in the ACA match those 
in Massachusetts— which uses an insurance exchange and subsidizes 
insurance for low- and middle- income people. As a result of the sub-
sidies and the establishment of the exchange, the share of the popula-
tion in Massachusetts that is uninsured fell by three- quarters. Thus 
the Massachusetts experience was instrumental in convincing people 
that coverage could be made universal.

Insurance exchanges involve choice, but choice in insurance mar-
kets is problematic. If premiums are pooled across healthy and sick 
people, healthy people will fi nd insurance less attractive and may drop 
out. If insurers are allowed complete pricing freedom, in contrast, they 
will exclude the less healthy from coverage. Selection by either individu-
als or insurers can thus undermine effi ciency and equity goals.

To reduce selection on the part of individuals, the ACA has several 
features. First, it extends subsidies only to purchases made through an 
exchange. Effectively, this means that all non- group purchases will 
occur through exchanges, thus enabling transfers across individuals. 
Second, it allows people under age 26 to be covered on their parents’ 
policy. Since the members of this group are the least likely to buy cov-
erage on their own, this limits the extent of selection. Third, the ACA 
requires that employers with more than 200 employees automatically 
enroll employees into insurance plans, with opt- out disenrollment 
(as opposed to opt- in enrollment).

Finally, the ACA mandates that individuals either buy insurance or 
face a penalty of the greater of $695 per person or 2.5 percent of  income. 
This last part of the ACA is particularly controversial, and a number of 
states are suing the federal government over its constitutionality. Ana-
lysts differ as to whether or not eliminating the individual mandate 
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would materially affect insurance coverage, though a commitment to 
large subsidies is essential without a mandate.

Insurers are also constrained in their operations. They must un-
derwrite everyone who wants coverage and renew coverage at the indi-
vidual’s option. Thus rescissions of policies to the sick are not allowed. 
Further, policies cannot have lifetime limits on covered ser vices. In 
addition, premiums in insurance exchanges are only allowed to vary 
by age, smoking status, and geographic location, not by other mea sures 
of health status.

The trade- off for the insurers is that the ACA does not have a 
“public option”— a government- sponsored plan competing alongside 
and supported by many on the left as a foundation for a single- payer 
system, if one should be judged to be necessary down the road. For 
the same reason, the insurance industry vociferously opposed a pub-
lic option. The compromise was strong regulation.

Two issues are central to the success of insurance reform. The fi rst 
is how many people the ACA will cover. The Congressional Bud get 
Offi ce (CBO) estimated that 32 million uninsured persons will take 
up coverage, resulting in 94 percent of the eligible population 
having coverage. At such coverage levels, most analysts believe that 
residual selection is not large enough to materially affect outcomes, 
though others— including insurers— remain worried about an adverse- 
selection “death spiral.”

The second issue is whether employers will drop coverage, sending 
more people into the exchanges. For many people, the subsidies re-
ceived through the exchange are greater than the savings from the tax 
exclusion of employer- based health insurance available with employer- 
based coverage. Partly to prevent this, the ACA requires all but the 
smallest employers to offer coverage or pay a fee to the exchange. Inter-
estingly, Massachusetts has seen an increase, not a decrease, in private 
coverage, even with a very generous set of subsidies and no employer 
mandate. Following this example, the CBO estimate of the ACA as-
sumed very little dropping of employer- based insurance.
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The models used by the CBO and others to estimate insur-
ance coverage changes are not ideal. They are based on elasticities 
in employer- sponsored insurance settings or Medicaid, neither of 
which is a natural fi t for new exchanges. Further, they do not account 
for the opt- out provisions of the law, which in other settings have 
had a large impact on take- up. Finally, they are extrapolated from 
small changes, when the ACA is much larger. For these reasons, the 
coverage estimates for the ACA are subject to uncertainty. It will thus 
be essential to monitor trends as they occur and be fl exible about 
implementation.

THE DELIVERY OF MEDICAL SER VICES

A great deal of evidence shows that the delivery of medical care is in-
effi cient: people pay more, and get less, from the medical system than 
they ought to. The ineffi ciency is manifested in several ways: too 
much care is provided in acute settings; preventive care and chronic 
care are not utilized to the extent they should be; and there are excess 
layers of administration and wasted resources. Estimates suggest that 
anywhere from 30 to 50 percent of medical spending is not needed 
to realize the outcomes we achieve— a waste of about $1 trillion 
annually.

The ACA attempts to rectify this. Indeed, the lengthiest sections 
of the ACA are those that are designed to reform the incentives of the 
medical system. The philosophy behind the ACA has three parts: 
First, the lack of good information inhibits better care. Patient infor-
mation is generally not electronic, and care is based on too little evi-
dence. A common guess is that only 10 to 20 percent of what is done 
in medicine is founded on a good evidence base.

Second, the lack of good information is compounded by perverse 
fi nancial incentives. Providers paid on a fee- for- service or piece- rate 
basis do many more tests and procedures than those paid on a global 



Health Care Reform18

basis, without any improvement in outcomes. On the fl ip side, ser-
vices that are reimbursed only poorly, such as patient outreach, team- 
based consultation, and chronic care management, are underprovided, 
leading to too much serious disease.

Third, Medicare is the key actor in reforming payments and the use 
of information. Medicare accounts for 25 percent of overall medical 
spending, and an even larger share of acute care payments. Without 
Medicare reform, no payment reform can be successful. In turn, suc-
cessful Medicare reform will spur changes in private insurance as well.

The fi rst step in delivery system reform actually predates the 
ACA. The HITECH Act of 2009, a part of the American Recovery 
and Reinvestment Act, allocated $30 billion over fi ve years to support 
the adoption of electronic medical rec ords. The ACA builds on the 
HITECH Act to change the way that medicine is reimbursed. Spe-
cifi cally, the ACA has a variety of demonstrations, pi lots, and new 
programs designed to move away from fee- for- service Medicare pay-
ments and toward a system of more “bundled” payments. For exam-
ple, the ACA proposes to take all payments related to an acute event 
(such as a hip fracture or stroke) and group them into a single total. 
Providers that receive the bundled payment would then be responsi-
ble for the hospital costs, post- hospital rehabilitation, and subsequent 
follow- up care for those patients. Providers that limit unnecessary 
care (for example, reducing readmission) and seek out more effi cient 
suppliers would make money; more wasteful ones would lose money.

This type of methodology shows up in many guises: from bundled 
chronic disease programs, to accountable care organizations (bundling 
payments for patients as a  whole), to pay- for- performance programs 
for primary care physicians. The hope is that, within a few years, fee- 
for- service payment will be the residual— rather than the dominant— 
mode of medical care payment.

The fact that many of these new programs are demonstrations or 
pi lots has raised some concerns. Skeptics view the plethora of pro-
grams as a wasteful commitment that is unlikely to amount to much. 



The Simple Economics of Health Reform 19

The CBO, for example, judged that none of these programs would 
save signifi cant sums. In reality, though, this focus on demonstra-
tions and pi lot programs refl ects the fact that policy analysts did not 
have a strong sense about which reforms would be most successful, 
and what their precise contours should be. Thus the idea was to un-
leash a period of widespread experimentation and to build upon the 
successful changes.

For delivery system reform to be effective, medical care providers 
will need to make signifi cant changes. Practices done on paper will 
need to be done electronically. Doctors who work individually will 
need to join teams. Hospitals that make money by doing more sur-
gery will have to fi gure out how to become more effi cient.

Whether this will occur, and at what speed it will happen, is the 
major unknown about health care reform. Again, fl exibility will be 
key. During this period of experimentation, the federal government, as 
well as providers themselves, will need to evaluate continuously and 
change liberally. For much of American business, experimentation has 
become the norm— but not in medical care. It will certainly be a cul-
ture shock, but it is one other industries have absorbed.

THE BIG QUESTIONS

There is much more to the ACA than these two areas. Insurance cov-
erage is expensive in the short run, so money is raised from higher- 
income people, and Medicare and Medicaid costs are reduced. Money 
is spent to research the quality of different medical care providers. Pay-
ments to primary care providers are increased, and additional oppor-
tunities are created for preventive care. A Prevention and Public Health 
Fund is set up to fund programs in those areas.

All of these are important changes, but they are dwarfed by the 
coverage, insurance market, and delivery system reforms. Put simply, 
health care reform will succeed or fail based on two fundamental 



Health Care Reform20

criteria: Do people get the coverage that they  were promised, and that 
they want? And, do we change the delivery of medicine to promote 
high- quality, lower- cost care? If the answer to these questions is yes, 
the ACA will turn out to be the most successful piece of health care 
legislation ever, not just the largest one.

NOTES

1. For a detailed description of the ACA’s provisions, see  www .kff
. org/ healthreform/ upload/ 8061 .pdf .

2. For details of the insurance and federal bud get calculations from the
Congressional Bud get Offi ce (CBO), see  www .cbo .gov/ ftpdocs/113xx 
/ doc11379/ AmendReconProp .pdf .
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CHAPTER 3
The Economics, Opportunities, 
and Challenges of Health 
Insurance Exchanges

Mark G. Duggan and Robert Kocher

A CENTRAL COMPONENT of the Affordable Care Act (ACA) is the cre-
ation of state- based health insurance exchanges, which have the po-
tential to substantially improve the functioning and expand the reach 
of the private health insurance market.  Here we describe salient fea-
tures of the current market for health insurance and explain how the 
exchanges will build on this system by altering incentives for indi-
viduals, employers, and insurers. We conclude with a discussion of the 
challenges and key issues that remain.
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THE PRIVATE HEALTH INSURANCE MARKET

The U.S. private health insurance market has been dominated by 
employer- sponsored insurance (ESI). In 2009, more than 90 percent 
of the 172 million non- elderly individuals with private health insur-
ance obtained it through their, or a family member’s, employer (U.S. 
Census Bureau 2010). The dominance of ESI is due to the tax subsidy 
for employer- provided health insurance, the benefi ts of pooling to-
gether many individuals when negotiating contracts with health in-
surers, and other factors.

The system, however, works relatively poorly for employees of small 
fi rms. Small fi rms are much less likely to offer insurance, are likely to 
offer fewer plan options when they do, and must pay up to 18 percent 
more than their larger counterparts for the same policy. While 98 per-
cent of fi rms with 200 or more employees offered ESI to their workers 
in 2009, just 46 percent of fi rms with three to nine employees did 
(Kaiser Family Foundation and Health Research and Educational Trust 
[hereafter KFF] 2009). As a result, employees of small fi rms (and their 
dependents) are signifi cantly more likely than workers at large fi rms to 
lack health insurance. The problems are similar for the self- employed 
and even more pronounced for those who are not working.

Individuals without ESI coverage can buy private health insurance 
on the individual market, though without the tax subsidy ESI enjoys. 
Partly because of the resulting higher (net) prices, individual policies 
tend to be much less comprehensive than ESI policies. Additionally, 
individuals with existing health problems often fi nd it diffi cult or 
impossible to obtain coverage at affordable rates. Moreover, it is dif-
fi cult for individuals to conduct “apples- to- apples” comparisons of 
the price and quality of available plan options. Partly because of this, 
the individual market is thin, insuring just 6 percent of non- elderly 
individuals in 2009.

From 1999 to 2009, average ESI premiums increased by 70 per-
cent in real terms, while median  house hold income (which excludes 
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employer contributions for ESI) actually declined by 5 percent. Largely 
because of this contrast, private health insurance coverage fell to 
65 percent of the non- elderly population, versus what had been 
74 percent ten years earlier.

THE EXCHANGES

The ACA will increase health insurance coverage beginning in Janu-
ary 2014, through two channels: First, Medicaid eligibility will be 
extended to individuals with incomes up to 133 percent of the federal 
poverty line (FPL). While current income thresholds for Medicaid 
eligibility vary widely across states, this is an expansion for almost all 
states. For example, 40 states currently have Medicaid eligibility 
thresholds below 133 percent of FPL for low- income parents, with 
the median state having a threshold of 64 percent and the lowest, 
 Arkansas, just 17 percent. Eligibility standards are even tighter for 
childless adults, with just six states providing any Medicaid coverage 
for this group (KFF 2009).

Second, the creation of state- based health insurance exchanges 
will allow individuals to select from qualifi ed health plans operating 
in their area of residence. By 2019, the new rules will raise Medicaid 
enrollment by 16 million, and the exchanges will cover an additional 
24 million people. When these changes are combined with an ex-
pected 8 million- person decline in the number of people with other 
sources of private coverage, the ACA will reduce the number of un-
insured people by a total of 32 million (CBO 2010).

Individuals without an affordable ESI offer will be able to acquire 
coverage through the exchanges, with subsidies that decline with in-
come available for  house holds with incomes between 133 percent and 
400 percent of FPL. The subsidies are structured so that individuals 
with higher incomes receive smaller subsidies. (For example, a fam-
ily of four with a 2014 income of $45,000 receives a subsidy of $9,500 
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to purchase a $12,100 family policy, while a similar family with an 
income of $90,000 would receive approximately $3,600.) Addition-
ally, fi rms with up to 100 workers will be able to acquire coverage for 
their workers through the exchanges, although their workers would 
not be eligible for the premium subsidies.

The ACA requires states to set up exchanges by January 2014, but 
it gives them considerable latitude as to structure. A state can set up 
one exchange that serves both individuals and small employers, or it 
can segment these markets with separate exchanges. Similarly, states 
can join together to form regional exchanges, which are likely to be 
relatively attractive to states with low populations, in order to stabi-
lize risk pools and premium fl uctuations. Perhaps most noteworthy, 
beginning in 2017, states can allow fi rms with more than 100 work-
ers to acquire coverage for their workers through the exchanges.

Key Functions of the Exchanges

In practice, state exchanges will have fi ve primary functions:

1. determine which plans can be offered
2. assist consumers in choosing between plans based on price

and quality
3. determine subsidies for which individuals are eligible, and

calculate net premiums
4. minimize incentives for plans to preferentially target par tic u-

lar segments of individuals and employers
5. perform risk adjustments to mitigate plans’ cherry- picking

profi table consumers

How exchanges operationalize these functions will largely deter-
mine how successfully the exchange market functions. Implementing 
each function will require skillful trade- offs. For example, effective 
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competition and shopping can be achieved by having several plan op-
tions without overwhelming consumers with choice. Today, most 
individuals and small groups do not have suffi cient choice to enable 
effective shopping. On the opposite extreme, many workers in the 
Federal Employees Health Benefi ts (FEHB) Program have too many 
choices, leading to the majority of workers’ aggregating to a single 
plan and resulting in in effec tive competition since the FEHB Pro-
gram does not give consumers adequate information to clarify the 
trade- offs across plans.

If exchanges commoditize plan offering to enable simple price- 
comparison shopping for consumers, the result could be exchanges 
precluding plans from offering innovative benefi t designs such as nar-
row provider networks and large incentives for preventive care that 
are important approaches for constraining premium growth. When it 
comes to subsidy determination, the frequency with which income 
data are updated (e.g., quarterly, annually) will affect the inevitable 
shifting of people between Medicaid and the exchange and will affect 
future tax obligations for those whose incomes increase (and, thus, 
whose subsidies decrease) mid- year.

Additionally, there is the question of how effectively exchanges 
reduce distortions resulting from premiums that are constrained by 
rating rules that limit variation to 3:1 based on age, with adjustments 
only for smoking status. The level of effectiveness  here will be critical 
in ensuring competition across the entirety of the exchange. Certain 
groups, such as young people who smoke, could be disproportion-
ately profi table, since they will have high premiums relative to their 
expected costs. In contrast, older non- smokers may have artifi cially 
low premiums and could be unprofi table. Additionally, exchanges will 
have to risk adjust plan payments so that plans attracting a dispropor-
tionate share of sicker patients will not be penalized. However, the 
federal government’s recent experience with payments to Medicare 
Advantage plans suggests that this will be very diffi cult.
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Economic Benefits of the Exchanges

Effective exchanges will bring millions of people into the market for 
private health insurance through the mandate and the sliding- scale 
subsidies. For small businesses, one major benefi t of exchanges could 
be disintermediating brokers and their commissions— which can 
equal as much as 10 percent of the premium. Moreover, small busi-
nesses gain far greater premium stability by being a part of a larger 
risk pool with the new rating rules.

Also, the exchanges will provide a powerful incentive for insurers 
to price competitively, since individuals will bear the full cost on the 
margin of more generous plans. In contrast, workers who purchase 
insurance through employers today are shielded from the full mar-
ginal cost, partly because of the tax exclusion. In response, plans are 
likely to innovate in ways that reduce premium growth by increasing 
the productivity of their provider networks and the effectiveness 
of medical- management programs— not just by trying to drive unit 
prices down.

Potential Weaknesses of the Exchanges

To deliver the consumer and economic benefi ts of exchanges, opera-
tors must overcome two potential policy shortcomings: First, setting 
exchanges at the level of the state was largely a po liti cal choice, not an 
economic one. While this choice allows states fl exibility to tailor plan 
choices to the needs of their residents— perhaps fostering new en-
trants and allowing local plans to participate— it makes it far harder to 
achieve scale and consistency for key functions.

Moreover, it signifi cantly complicates preparations for the 2014 
launch. (Simply getting IT systems for subsidy determination and 
Medicaid eligibility to work in each state will be a major accomplish-
ment, let alone constructing a risk- adjustment algorithm and deter-
mining how many plans are eligible.) Since many states have small 
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populations, risk pools will be less stable there, leading to greater pre-
mium volatility and, if premiums rise more than anticipated, greater 
subsidy cost.

A second major potential weakness of the ACA is that it requires 
separate individual and small- employer exchanges— which amplifi es 
the volatility of small- risk pools and leads to potentially higher premi-
ums. If premiums rise, the problem could spiral, as employers with 
younger and healthier workforces forgo exchanges, since they are able 
to obtain cheaper insurance elsewhere.

The individual market outside of exchanges is likely to wither 
over time, since individual subsidies can only be accessed in the ex-
change. In contrast, the small- group market could persist for a long 
time. Bifurcated markets will make avoiding adverse selection in ex-
changes diffi cult. This was the unfortunate outcome for most prior 
exchanges targeting businesses— most recently, the exchange run by 
the Pacifi c Business Group on Health. Also, more employers may 
drop coverage, since purchasing as an employer brings no benefi ts to 
a worker who can buy cheaper subsidized insurance on the individual 
exchange. This is particularly true for small fi rms that incur no pen-
alty if they drop coverage. If this scenario becomes reality, or if the 
individual exchange proves to be a lower- cost and more effi cient mar-
ket, then the problem of employers that drop coverage could be much 
worse than the CBO forecast predicts.

Key Issues/Challenges for the Exchanges

The exchanges must overcome two major near- term challenges: First, 
the consumer experience has to work well if the ACA is to fulfi ll its 
intention of bringing in millions of uninsured (and, particularly, 
young and healthy) individuals. Subsidies must be accurate. Real- 
time shopping experiences must be intuitive and quick. Interactions 
should be personalized over time by medical statuses and preferences. 
Many private- sector fi rms, but few in the public sector (think of state 
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Medicaid or DMV offi ces), have shown they can deliver such experi-
ences. Yet poor ser vice could lead to low uptake and adverse selec-
tion.  Here, well- designed sites such as healthcare .gov offer glimmers 
of hope, and much can be learned from examples such as the Part D 
plan fi nder and the Massachusetts Connector.

Second, risk- adjustment and product standards need to ensure that 
individuals in all segments of the market receive attractive insurance 
options. It would be unfortunate if exchanges  were to give plans an in-
centive to target “profi table” young smokers at the expense of older and 
sicker individuals. The tools of branding, marketing, and product design 
give plans a big advantage over current risk- adjustment approaches. 
There is little time to develop better approaches, and the ACA only calls 
for prospective— not retrospective— risk adjustment. A vibrant market 
develops across all segments in the exchange only if each offers profi t 
potential. To achieve this, exchanges will have to get risk adjustment to 
work as effectively as possible and achieve the proper balance between 
innovative benefi t- designs and standardized plans.

CONCLUSION

How well exchanges operationalize their fi ve key functions and how 
effectively they overcome these challenges will likely determine 
whether Americans perceive the ACA as benefi cial and what will be 
the long- term role for exchanges as a public- policy solution. If ex-
changes execute their primary functions skillfully and arrive at effec-
tive solutions to these challenges, the benefi ts to consumers and 
employers will be substantial: Exchanges could serve as a catalyst that 
drives down premium growth, as plans seek to attract larger shares of 
increasingly value- conscious consumers. Moreover, by reducing dis-
tribution costs and shifting the basis of competition from underwrit-
ing to medical value, exchanges could be an instigator of signifi cant 
productivity among plans and the health care sector.
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Time will tell if exchanges live up to their promise. To do so will 
require exceptional leadership at the state level, timely federal policy, 
suffi cient funding, and enough po liti cal inoculation to make the eco-
nomic trade- offs that are necessary.
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CHAPTER 4
Can the ACA Improve 
Population Health?

Dana P. Goldman and Darius N. Lakdawalla

HEALTH CARE REFORM may accomplish a number of different 
objectives— most notably that of providing valuable fi nancial protec-
tion. However, its impact on population health is likely to be quite 
modest.

Consider the evidence: Many of the greatest improvements in 
health during the last century had little to do with the health care sys-
tem. Clean water, public sanitation, and reduced smoking all refl ect 
public health interventions that had dramatic benefi ts.

Cardiovascular disease also provides an example that yields sig-
nifi cant insights. Between 1980 and 2000, the death rate for coronary 
heart disease was cut in half.1 But only about half of this reduction 
came from better medical therapies. The rest— caused by lower blood 
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pressure, lower cholesterol, less smoking, and other factors— came 
from healthier behavior and some drugs. And the treatment of heart 
disease is one of our greatest success stories. Our accomplishments in 
diabetes, cancer, and lung disease are not nearly as impressive.

Thus good health has only been partially a story about excellent 
health care. And that remains true today.

PROPONENTS OF THE ACA MAY BE PROMISING 

TOO MUCH HEALTH IMPROVEMENT

One reason health care reform proposals always seem to fail is that 
proponents promise too much. Reformers declare they will improve 
quality, lower costs, and increase access— all at the same time. This 
mantra is repeated so often— on both sides of the ideological divide— 
that the public tends to believe that it is possible, when it really isn’t.

Advocates of universal coverage often get confused on this point. 
They equate good health with having health insurance and cite myriad 
academic studies. The problem is that these studies don’t account for 
all the other differences between the insured and uninsured— what 
they eat, where they live, whether they smoke or drink, the amount of 
stress in their lives, and even their ge ne tic predisposition to disease. No 
health care system is good enough to fully compensate for bad behav-
ior and poor environmental factors.

Perhaps the strongest and earliest such evidence came from the 
RAND Health Insurance Experiment (HIE), which randomly as-
signed families to health insurance plans of varying generosity.2 One 
of the main fi ndings of this experiment was that families in the least 
generous plan (95 percent coinsurance) spent nearly 30 percent less 
on medical care— with little or no difference in their health.

Numerous other studies— such as the work of the Dartmouth 
group on regional variation in the use of medical care— have found, 
similarly, that greater utilization is not associated with better health 
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outcomes in the traditional Medicare system. Elliot Fisher and his 
colleagues have demonstrated that end- of- life spending by Medi-
care benefi ciaries varies widely across regions. Enrollees in higher- 
spending regions receive more care but do not appear to live longer 
or otherwise experience better health outcomes.

And these conclusions do not just apply to the el der ly: Baicker, 
Buckles, and Chandra (2006) fi nd similar results for the use of caesar-
ean sections across counties— areas with high use (and, presumably, 
high spending) perform more C-sections on healthy mothers and yet 
enjoy no benefi cial effects on either maternal or neonatal mortality.

WHEN DOES INSURANCE MATTER? WHEN IT AFFECTS 

COMPLIANCE WITH HIGHLY EFFECTIVE THERAPY

So when does insurance matter? Many studies examine the insured 
and uninsured populations and fi nd much worse health among the 
uninsured. But this evidence confounds health insurance with nu-
merous other factors—– including worse health behavior, environ-
mental risk factors, and social stressors.

The HIE examined many medical outcome mea sures in various 
subgroups of enrollees. Although it did not fi nd compelling evidence 
to show that higher cost sharing led to worse health outcomes, low- 
income participants who  were in poor health appeared to be more 
vulnerable to adverse outcomes. For example, poor people with high 
blood pressure had slightly higher mortality rates if they had high 
 co- payments. In addition, the HIE found that participants in the 
high co- payment group  were as likely to reduce “appropriate” as “inap-
propriate” care, as defi ned by groups of medical experts. These fi nd-
ings mirror the evidence from the most careful studies in this area.3

Of course, the HIE was conducted in the 1970s, and medicine has 
advanced since then. Better, but more costly, drugs for heart disease, 
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cancer, mental illness, and other diseases are available, but these re-
quire patients to pay more money out- of- pocket. The result is that 
people do not take their medication. The impact of high prices on 
patient compliance is important because poor compliance can lead to 
worse health outcomes through uncontrolled hypertension, high 
cholesterol, untreated psychiatric illness, and resistant bacterial in-
fection, to name a few of the relevant conditions. But non- compliance 
is particularly unfortunate: not only can it worsen patient health, but 
it can reduce productivity and signifi cantly increase medical costs 
as well.4

With a growing el der ly population— and a larger baby boom gen-
eration approaching retirement— the prevalence of chronic diseases 
will rise. If current trends continue, health care costs will consume an 
ever- increasing share of national income. The future liability of the 
Medicare program alone is estimated to be $24 trillion over the next 
75 years, absent any policy changes.

HOW CAN WE TRULY IMPROVE POPULATION HEALTH? 

INVESTMENTS IN EDUCATION AND PREVENTION

So what can we do to more signifi cantly improve population health?
The fi rst step is to invest— not in the health care system but in 

education. We should take the $120 billion it might cost for universal 
coverage and use it instead to provide earlier education and to im-
prove the quality of education. Better- educated people live longer, are 
less likely to be disabled, and engage in healthier behavior. For nearly 
40 years, distinguished health economists led by Michael Grossman 
have observed that more educated people have much more powerful 
incentives to protect their own “investments” in education by prac-
ticing healthier habits and reducing their risk of death.5 They also 
are better at self- managing chronic diseases.6 And, unlike universal 
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coverage, more education has other valuable benefi ts to a person and 
to society: less crime, less divorce, and higher earnings— can univer-
sal health insurance promise that?

The second place to invest is in prevention. Primary prevention 
has the capacity to slow or reduce the rising prevalence of chronic 
disease and simultaneously attenuate the downstream spending that is 
associated with it. Equally important, however, prevention leads to a 
life with less disability and more years of an active lifestyle. It simply 
makes a lot of sense to avoid disease in the fi rst place rather than try 
to treat it later.

THE ECONOMIC ARGUMENTS FOR A GOVERNMENT 

DISEASE- PREVENTION ROLE

There are also sound economic arguments for a strong government 
role in the prevention of disease. Because the benefi ts of prevention 
often accrue de cades later— long after someone has switched employ-
ers or health plans— private plans will skimp on prevention coverage. 
The government needs to step in to fi ll this void. Medicare could 
save itself money, for example, by paying for anti- hypertensive medi-
cation before people turn 65.

Perhaps most strikingly, my colleagues and I estimate that if we 
could roll back obesity to levels seen in the 1980s, we could save up to 
hundreds of billions of dollars. We need to fi nd a way to make this hap-
pen. One way may involve better medicine— an obesity pill would 
be a good start— but it may involve other methods that have little to 
do with health care. Maybe solutions could include an extra hour of 
physical education at school, or subsidized treadmills in the work-
place, or even pedometers for all Americans. Clearly there would be 
huge returns for society on a substantial investment in combating 
obesity.
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WHAT THE TREATMENT OF HYPERTENSION CAN TEACH 

US ABOUT THE TREATMENT OF OBESITY— AND ABOUT 

TREATMENT GENERALLY

Too many policy makers and researchers view medical care and 
medical technology as the fi rst and only line of defense against ill-
ness. In fact, medical care has always functioned as a safety net, both 
for the unlucky and for those without the means or the incentives to 
protect themselves against the risk of illness.

The treatment of hypertension provides an instructive example. 
In the 1960s, primary- care physicians would instruct their hyperten-
sive patients to manage their diet and exercise regimens to avoid 
worsening their disease. While this counsel is accurate, it is also dif-
fi cult for many patients— particularly the least educated— to comply 
with. Thus the era of “behavioral” treatments for hypertension saw 
wide disparities in the health outcomes of more- educated and less- 
educated hypertensives. The arrival of beta- blockers in the 1970s 
changed the nature of hypertension treatment. Instead of employing 
a vigilant and sophisticated approach to monitoring their diet and 
exercise, hypertensive patients could instead take an oral medication 
to control their disease. The result was a dramatic increase in health 
outcomes for the least- educated hypertensive patients, relative to their 
better- educated peers. Fifteen years after the arrival of beta- blockers, 
virtually no disparities across education remained among hyperten-
sive patients.7

This is not to say, of course, that medical technology is a blanket 
remedy that eliminates the value of education. A host of important 
diseases continues to wait for a breakthrough to supplant behavioral 
treatment. Obesity treatment is today’s equivalent of 1960s hyper-
tension treatment: few effective medical treatments exist for the 
vast majority of patients suffering from obesity or being overweight. 
While dietary restriction and regular exercise are proven weight- loss 
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strategies, they rarely lead to long- term solutions for the growing 
proportion of American adults who are obese. And, not surprisingly, 
the less educated are heavier and more likely to be obese than the more 
educated.8

Moreover, obesity is not the only disease for which complex treat-
ment regimens are the norm. Diabetes also requires sophisticated 
self- monitoring and adjustment— as does HIV. As a society, we can 
wait for breakthroughs to simplify the treatment of these conditions 
for the least educated, or we can invest in education in order to pro-
vide more Americans with the means and the incentives to control 
their weight or otherwise manage their own health. Prevention in-
vestments complement this strategy by identifying opportunities to 
intervene with disadvantaged populations whose schooling has long 
ago been completed.

Hypertension is but one example of an area in which all patients 
can benefi t from cheap and simple therapeutic options that forestall 
complications. The use of aspirin for the primary prevention of car-
diovascular events in high- risk adults is another.9 Education lays the 
groundwork for improved health behavior by future generations; pre-
vention can help mitigate the omissions of the past. Now that we have 
covered the uninsured, it is time for us to put the priority on health, 
not on health insurance.

NOTES

1. See Ford et al. 2007.
2. See Newhouse and T. I. E. Group 1993, 489.
3. See Levy and Meltzer 2002.
4. See Goldman and Smith 2002.
5. See Grossman 1972.
6. See Goldman and Smith 2002.
7. See Goldman and Lakdawalla 2005.
8. See Lakdawalla and Philipson 2009.
9. See Wolff, Miller, and Ko 2009.
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CHAPTER 5
Systemic Reform of Health Care 
Delivery and Payment

Henry J. Aaron

THE AFFORDABLE CARE ACT (ACA) became law on March 23, 2010, 
but little of it is yet actively in effect. Not until January 1, 2014, will 
the Medicaid extensions, the individual mandate to buy insurance, 
the state- managed health exchanges, and the subsidies to make in-
surance affordable take effect. The tax on high- premium plans will 
not be imposed until 2018. Tight restrictions on the operations of 
the In de pen dent Medicare Advisory Board will remain until 2018.

Before those dates, the law will have to clear four hurdles. The 
odds that it will emerge unscathed are small. It is important to under-
stand those obstacles and to consider how they may change the reform 
or even prevent it from taking effect.

The fi rst hurdle is judicial. Several states are challenging the consti-
tutionality of the individual mandate— the requirement that everyone 
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(with a few exceptions) who is not insured at work or covered by a 
public program must personally buy health insurance. Scholars are 
divided on whether the Constitution empowers the federal govern-
ment to impose such a requirement. The courts will decide.

If the individual mandate is unconstitutional and Congress puts 
nothing in its place, actual adverse selection, or the fear of adverse 
selection, would render key elements of the ACA unenforceable. The 
law bars insurance companies from refusing coverage to anyone. It 
establishes bands within which premiums must be set. And it bans 
insurers from cancelling coverage for those who have insurance. All 
three of these provisions would become unsustainable if the courts 
 were to throw out the individual mandate. Without the mandate, 
people could wait to buy coverage until they became ill. How many 
would do so is unclear, given the subsidies available under the law to 
most families and individuals. But insurers would have to set prices to 
protect themselves against the possibility that many would “go bare” 
until illness strikes. They would have to set premiums high enough 
to cover the costs of covering the sick. A dynamic, known as a “death 
spiral,” could occur, in which ever- higher premiums would make 
insurance unattractive to all but an increasingly narrow group of in-
creasingly sick people. Or the insurers could simply stop selling health 
insurance. Thus the insurance market reforms hinge on the consti-
tutionality of the individual mandate— or on an alternative incentive 
that is suffi ciently powerful to maintain the risk pool.

Second, Republicans have sworn to seek repeal of the ACA. 
Doing so while President Obama remains in offi ce is improbable. 
However, the election of a declared opponent to the ACA in the 2012 
elections would leave a full year for repeal of much of the law. For 
that reason, the question of repeal will remain alive at least until the 
2012 elections. In that election, Republicans may well win control of 
the Senate, as twenty- one Demo cratic senators (plus two In de pen-
dents who caucus with them), but only ten Republicans, will be up 
for reelection. Should the economic recovery proceed as sluggishly 
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as current forecasts indicate it will, then the Republicans’ chances of 
winning the presidency will also be quite good. Repeal of all or ma-
jor parts of the bill or substantial revision would then become possi-
ble, if not likely.

The third challenge confronting the bill is implementation. The 
technical challenges of implementation are enormous. For example, 
many observers believe that health insurance subsidies should be 
based on data that are more current than the tax information cur-
rently available to the IRS. Collecting such data, pro cessing the 
information, paying out subsidies, and recovering overpayments are 
daunting tasks. Implementation also faces major po liti cal obstacles. 
The ACA contains 115 specifi c or general authorizations to spend 
money for various purposes. Before expenditures can be made, 
however, Congress must appropriate funds under each of these au-
thorizations. In addition, the ACA appropriated $1 billion for imple-
mentation, but this sum is only a small fraction of the $5– 10 billion 
that the Congressional Bud get Offi ce estimates will be necessary 
to carry out the bill. Congress could stall the bill by failing to ap-
propriate these funds. Congressional opponents could also stall the 
bill by refusing to appropriate the authorized funds. Equally effec-
tive would be language in appropriation bills forbidding the expen-
diture of funds for specifi ed purposes, necessary to implement the 
bill. (Such purposes might include hiring staff or purchasing com-
puters to collect and pro cess information that is needed for the pay-
ment of subsidies or for the enforcement of specifi c provisions, such 
as the mandate that businesses provide insurance to their employ-
ees.) Bills might also include language barring federal employees 
from pro cessing state applications for grants under the ACA. Given 
the balance of po liti cal forces, tough fi ghts lie ahead.

The fourth group of obstacles is found in state capitals. The 
ACA requires each of the fi fty states to set up health insurance ex-
changes. It grants the states wide discretion as to how to or ga nize 
the exchanges and where to place them in the state governmental 
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structure. The ACA provides initial funding for the exchanges. After 
a brief period, however, each state will be responsible for the costs of 
operating the exchanges. Together with state agencies responsible for 
regulating health insurance, the exchanges will set the rules under 
which individuals and small groups buy insurance through the ex-
changes or outside of them. How well the states do this job is of critical 
importance. Insurers will be tempted to try to dump high- cost pa-
tients in the exchanges. If they succeed, premiums charged in the ex-
changes will be very high, rendering insurance through the exchanges 
burdensome or unaffordable for many people (Jost 2010). Many gov-
ernors, attorneys general, and state legislators oppose the ACA. Some 
are party to the litigation alleging that the requirement that individuals 
carry insurance is unconstitutional. Should a state fail to set up an 
exchange or run it adequately, the ACA authorizes the federal De-
partment of Health and Human Ser vices to step in and perform the 
functions that the exchange is supposed to perform. However, the law 
cannot specify just what constitutes nonper for mance. The risk, 
therefore, is that some governors or state legislatures, opposed to the 
bill as a  whole, may create marginally effective insurance exchanges, 
providing them with enough money and staff to prevent federal pre-
emption but not enough for them to operate effectively.

Should the mandate requiring individuals to carry health insur-
ance be declared unconstitutional, much of the rest of the bill would 
become unsustainable, unless some alternative mechanism to create 
a sustainable risk pool  were to be found. Various alternatives could 
work. Paul Starr has suggested that people who refuse each year to 
buy insurance should be barred for an extended period— say, four 
years— from buying insurance in the regulated market and from 
qualifying for income- related subsidies. The German health system 
uses such an arrangement and achieves near- universality. The an-
swer to the question whether such a penalty could be adopted in the 
United States is not obvious. Nor is it clear how well such a penalty 
would work in the United States. Uninsured Americans would be 
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able, as now, to show up at emergency room doors if they are seri-
ously ill, because federal law requires that hospitals provide them ser-
vices. The subsidies in the ACA might well tip the balance for most 
in favor of buying insurance. Such a provision would not have to 
work perfectly, just well enough to prevent the collapse of the health 
insurance pool.

 Were the individual mandate to be declared unconstitutional, 
enacting some replacement would doubtless open up the  whole bill 
to amendment. Approval of a time- limited exclusion from subsidized 
coverage or any other mechanism to maintain a risk pool would re-
quire sixty votes in a badly fractured Senate and approval by a major-
ity in a  House of Representatives now controlled by a party that has 
pledged to repeal the law. Opponents of the law would be disinclined 
to agree to provisions that sustain it; at a minimum, their price for 
accepting such amendments would be high.

The possible denial of funding for implementation and the possi-
ble inclusion of restrictive language raise so many possibilities that it 
is not possible to explore them all. The administration might manage 
to cobble together suffi cient resources or staff from other appropria-
tions to move implementation planning ahead, but delays would be 
likely.  Whole provisions could be blocked. A few examples, chosen 
almost at random, include demonstration projects to test global pay-
ments covering the treatment of all ser vices for par tic u lar conditions 
(section 2705); accountable care organizations of pediatric care (sec-
tion 2706); grants or contracts for the development of mea sures of 
quality (section 3013); support of trauma care centers (section 3505); 
and funds to establish a prevention and public health fund (section 
4002). In brief, Congress can effectively repeal much of the bill sim-
ply by failing to appropriate “such funds as are necessary” or the sums 
specifi cally authorized in the ACA.

The risks posed by failure to create viable state health insurance 
exchanges are less obvious than those described so far but equally 
serious. Even with the best of will, state legislatures face diffi cult 
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challenges in designing health insurance exchanges. To make com-
petition among health insurance plans work, exchanges will have to 
design a limited number of insurance models so that people are not 
overwhelmed by complex variations that are impossible to under-
stand. The exchanges must design descriptive and evaluative infor-
mation and present it so that customers can understand their options. 
States must regulate the sale of insurance both within and outside of 
the exchanges (or bring all insurance under the exchanges) in ways 
that avoid adverse selection. And they must discourage insurers from 
incurring high administrative costs through needless selling expenses. 
Success in avoiding competition via risk selection will hinge on the 
development of an adequate risk- adjustment system under which 
premiums will be allocated among insurers based on the risk profi les 
of enrollees. If exchanges are inadequately funded or staffed, the 
promised improvement in the effi ciency of the small- group and in-
dividual insurance market will remain unrealized.

As things now stand, the future of the ACA is highly uncertain. 
Yet its success is of critical national importance. The reason, paradoxi-
cally, is the promise of the very provisions that have been subject to 
most criticism— those related to cost control. Quite apart from the 
bill’s extension of coverage to nearly all legal residents, the ACA is 
the instrument now at hand to control the growth of health care 
spending, the principal driver behind projections of growing federal 
bud get defi cits. To be sure, the ACA does disappointingly little to 
curb the tax advantages associated with employer- fi nanced health 
insurance, a failing deplored by virtually every economist, Republi-
can or Demo cratic. Apart from this serious failing, however, the bill 
contains, at least in embryonic form, virtually every idea for cost 
control that any analyst has come up with:

•  The bill retains health savings accounts.
•  It adds pi lots and demonstration programs to develop account-
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•  It contains provisions to test the practicality of bundled
payments and to develop value- based health insurance.

•  It contains additional funding for comparative- effectiveness
research. It spurs the introduction of health information
technology.

•  It directly curbs growth of Medicare spending and establishes
a commission to recommend further reforms (although the
commission’s powers are undesirably limited).

•  It contains a signifi cant expansion of preventive care, although
the cost- reducing potential of preventive care is often greatly
exaggerated (Mongan, Ferris, and Lee 2008).

This menu includes all available ideas on how to control the growth 
of health care spending within the next few years. The most practical 
cost- control strategy that is now available to Congress is to accelerate 
the implementation of these provisions, not to stymie them.
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CHAPTER 6
How Stable Are Insurance Subsidies 
in Health Reform?

Mark V. Pauly

UNDER THE NEW health reforms, changes in subsidies and regula-
tions for health insurance are now, as the phrase goes, the “law of the 
land,” but the stability and eventual form of this program are still far 
from assured. In this chapter I want to take a step back from the de-
tails of the legislation, its po liti cal course, and its implementation to 
address the question of whether key features dealing with subsidies 
intended to reduce the number of uninsured people are likely to 
represent a stable po liti cal equilibrium. I do not imagine that either 
economists or po liti cal scientists can provide defi nitive predictions 
about politics, and I do not intend to dig into what public opinion 
polls may show. Nor will I deal with the possibility of total repeal. But 
I do think it is possible to identify parts of the program that may espe-
cially call for rethinking, or at least discussion (given the small amount 
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of genuine legislative debate that surrounded the construction and 
passage of legislation that avoided bicameral conference committees). 
Perhaps, despite the absence of early signs, eventually voters and tax-
payers will come to favor the current form of the law, but it may be 
useful to plan for the alternative and develop some concepts and obser-
vations about how to improve the po liti cal stability of health reform.

I am going to assume that the primary goal of reform was to 
substantially reduce the proportion of the population without health 
insurance, public or private. Other goals, such as cost containment or 
quality improvement for the insured, Medicare reform, or private in-
surance regulation, will be discussed only as they affect this main goal. 
There are two broad classes of economic consequences of insurance 
coverage for the previously uninsured that have been discussed for 
de cades. One is fi nancial protection; absent insurance coverage, and 
given the incompleteness of charity care and other aspects of the safety 
net, uninsured  house holds with moderate incomes could fi nd them-
selves liable for relatively large out- of- pocket payments— insurance 
provides that security. The other goal is access to care: insurance posi-
tively affects the use of care, and sometimes that additional use may 
be of social benefi t.

These two consequences of insurance, in my view, become social 
goals when citizen- taxpayers place positive value on programs that 
assure greater fi nancial protection and access to care for more of 
their fellow citizens. Since the great majority of Americans have and 
will continue to have health insurance, the primary benefi t to them 
from the program arises from extension of coverage to others, al-
though there may be some safety net benefi ts they value for them-
selves. In this framework, one can think of a kind of altruistic but real 
external diseconomy generated by fi nancial distress or medical dis-
tress experienced by one’s fellow citizens. The positive impact of 
coverage on use (which would take the form of effi ciency reducing 
moral hazard when middle- class coverage is carried too far) may well 
be benign in the setting of moving a low- income person from no 
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coverage to at least some coverage. Moreover, there is considerable evi-
dence that increasing insurance coverage in a market area improves the 
quality of care available to the currently insured (Pagán and Pauly 
2006). For all these reasons, then, one might expect taxpayers to attach 
positive values to a program that reduces the number of uninsured.

With that preference as background,  here is how health reform 
might have been discussed. Take the form of the subsidy program, a 
set of income- related subsidies to coverage that itself is required to 
grow in actuarial value as income falls, as given, and imagine that the 
income- premium subsidy schedule and the income- actuarial value 
schedule together describe the subsidy program. Subsidies through 
the exchanges go up to 400 percent of the poverty line, and lower- 
income  house holds can only use subsidies for generous coverage. For 
a given defi nition of broadly eligible populations, providing more 
generous subsidies as a proportion of premium at any income level 
(and necessarily extending subsidies further up the income distribu-
tion) increases the tax cost of any reform program. In a similar way, 
holding the proportional subsidy constant but increasing the gener-
osity of coverage also has a positive incremental tax cost.

To translate these higher total spending levels into taxes for 
individuals we need to specify a tax- sharing rule. For purposes of 
this discussion let us start by assuming that fi nancing would come 
through pro- rata increases in the federal income tax. Then a voter 
would favor an increase in either dimension of generosity as long 
as his or her valuation of that increase exceeded the incremental tax 
cost. Given some collective choice rule that maps voters’ preferences 
into collective decisions, the po liti cal equilibrium confi guration would 
be the one preferred by the decisive voter, given that voter’s valuation 
of the benefi ts from extending subsidized coverage to the uninsured 
relative to that voter’s taxes. As long as the tax- sharing rule is not chal-
lenged, this should be and remain a po liti cal equilibrium.

This idealistic “public choice” model of the po liti cal decision pro-
cess was obviously not what happened during the development and 
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passage of the health reform legislation; general taxpayers  were not 
asked if they  were willing to pay higher taxes to see the uninsured 
covered. Instead, candidate Obama made promises that challenged 
legislative draf ters to come up with a program that would substan-
tially reduce the number of uninsured, with tax increases largely 
limited to very high income levels and with no imposed changes on 
coverage or premiums for the insured portion of the population. As 
a result, the bulk of the cost of subsidies was paid for by reductions in 
payments for Medicare, especially payments for private Medicare 
plans, supplemented by (in modest compromise) a tax on high- cost 
health plans that might by 2018 eventually burden the middle class. 
Moreover, to keep down the cost of subsidies, the program was de-
signed to achieve target effi ciency by directing subsidies only to some 
lower- income  house holds, those in employment settings (not em-
ployed or employed by small fi rms) where the relative frequency of 
lack of insurance was greater than among lower- wage  house holds 
employed in medium- to- large fi rms.

In the short run, this admirable piece of legislative craftsmanship 
has caused some re sis tance among those Medicare benefi ciaries who 
had taken advantage of the often more generous private plans whose 
government contributions  were to be cut, and there was some  union 
protest of the “Cadillac tax” on high- cost health plans. However, nei-
ther of these reactions refl ects the long- run incidence of the fi nanc-
ing that was put in place, nor the po liti cal stability of the plan.

Let me deal with the Medicare fi nancing fi rst. It is well known 
that the Medicare program has substantial fi nancial diffi culties as the 
population ages and costly but benefi cial new technology continues 
to be applied to care for se niors. The real problem is, of course, not 
the fi ctitious balance in the Medicare Part A trust fund but, rather, the 
increased future tax rates borne largely by the working population as 
growing Medicare spending needs to be fi nanced. The changes in 
Medicare— reducing Medicare Advantage payment and some other 
reimbursement reductions to hospitals and doctors (the latter already 
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in great jeopardy)— had been considered possible modifi cations to 
Medicare that might have mitigated the worrisome and probably 
unsustainable tax burden for transfers to the el der ly through Medi-
care and Social Security. Now that these provisions have instead 
been used to fi nance transfers to the uninsured, the high burden of 
future Medicare fi nancing will remain without modifi cation. Who 
bears this cost depends on what happens next. If the high tax burden 
induces reductions in social insurance programs for the el der ly, they 
will pay yet further for coverage of the rest of the population. If, de-
spite the dramatically higher tax rates for these programs, they are 
sustained in something like their current form, middle- class taxpay-
ers and workers in the future will in effect bear the cost of covering 
the uninsured. They do this not because they  were asked to pay 
higher explicit taxes for health reform but, rather, because they will 
have to pay higher taxes for Medicare to replace the savings that 
 were transferred to funding health reform.

It is implausible to imagine that taxpayers would fully understand 
the tortuous pro cess of health reform fi nancing and its incidence. 
Instead, what is likely to happen is this: the high cost of Medicare, 
along with the continuation of other aspects of the U.S. federal bud-
getary problem, means that, when large subsidies for the uninsured 
are due to begin, taxpayers will be facing high and rising marginal 
tax rates to pay for Medicare and Social Security. They may then ask 
to contemplate potential reductions in those taxes from delaying, 
trimming, or modifying the implementation of the subsidy program 
for the uninsured. Had they already determined that the current 
level of subsidies was worth the higher cost they will pay— what was 
envisioned in my idealistic scenario— the program embodying those 
subsidies should be po liti cally stable. But if instead they come to real-
ize for the fi rst time how much this generous program is costing 
them, they may ask for better evidence on the benefi ts from it and, if 
the evidence is lacking, cut back on the program in order to hold 
down their overall federal taxes.
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If this day of reckoning comes, what evidence can be offered on the 
improved health benefi ts from reducing the number of uninsured? 
My view is that there is some evidence of positive health effects, and 
fairly strong evidence at least on benefi t (if not on value) for the mi-
nority of uninsured who are poor and near poor, but there is woefully 
weak evidence for the rest of the uninsured. There is also some basis 
for “selfi sh” quality benefi ts to the insured, and perhaps some spillovers 
from lower fi nancial distress. But the case at present, that subsidies will 
improve health, is far from compelling and needs to be strengthened if 
the program is to be po liti cally stable.

In par tic u lar, there is good evidence that the absence of insurance 
does harm to the health of poor people. The evidence comes from 
changes in Medicaid policy that expanded or contracted eligibility. 
When fewer people became eligible for Medicaid, the number of poor 
uninsured  rose, and their health suffered. There are many studies 
lumping all the uninsured together that produce similar results, prob-
ably driven by the experience of the poor. But there are few studies that 
show what happens when non- poor people are uninsured in terms of 
health outcomes. These non- poor uninsured are generally young 
people with moderate incomes, which in itself makes it hard to pick up 
health outcomes. They do report having more frequent times when 
they did not receive the care they thought was needed because of lack 
of insurance, but the causal link between failure to get this care and 
signifi cant harm to health has not been documented. I believe there 
probably is a link between uninsurance and health for this subpopu-
lation, though one less strong than for the poor, but the mere exis-
tence of some negative health effects may not persuade taxpayers to 
spend more. How large the impact must be so it is persuasive is, of 
course, unknown, but without evidence on the size of the impact it 
becomes hard to make the case for justifying several thousands of dol-
lars more in taxes per taxpaying  house hold to pay for health reform.

There is, however, also some good news about fi nancing, but it 
needs to be reframed properly. A substantial additional amount of 
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funding could be raised by imposing taxes on worker compensation 
paid in the form of benefi ts, thus limiting the value of the tax exclu-
sion, and this tax would have the further advantage of encouraging 
cost- containing insurance policies (Pauly 2009). Note that the tax 
would cause increased cost sharing and strengthen managed care 
among the middle class and above who are already insured; results of 
the RAND health insurance experiment strongly suggest that there 
will be little adverse impact on health but considerable reduction in 
spending. Moving up the current high- cost insurance tax to more 
recent implementation and redefi ning it as a tax on higher wagework-
ers who take more generous policies would help both transparency 
and implementation.

This is a tax with a negative excess burden, one that both raises rev-
enue and corrects already existing distortions, so in that sense it is ideal 
public policy from the point of view of economic welfare. However, 
the workers with generous benefi ts who fi nd their benefi ts either taxed 
or curtailed may not see it that way. One way to focus on the benefi ts 
is to offset at least part of the capping of the exclusion by lower mar-
ginal tax rates; doing this in the context of overall tax reform, as has 
recently been proposed by recent defi cit reduction commissions, might 
make this step po liti cally feasible, if not exactly attractive.

Finally, the current design of health reform, while offering gener-
ous subsidies, does not offer the same subsidies to all workers earning 
the same income. Instead, subsidies are much greater for lower- income 
workers in small fi rms or fi rms that do not offer insurance coverage 
(often the same), which is both inequitable to lower- income workers in 
large fi rms and likely to cause distortions in fi rm size as large fi rms spin 
off low- wage activities to smaller fi rms that can qualify for subsidies 
(Herring and Pauly 2010). Government’s ability to keep different sets 
of low- wage workers apart in order to offer much larger subsidies 
to some than to others is likely to erode over time. But subsidizing 
 everyone raises the cost of subsidies.
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This is a genuine dilemma, and it is the strongest argument about 
why we might expect some cutbacks in the generosity of subsidies to 
be seriously discussed.  Here better information on benefi ts from 
subsidies might help sustain even higher taxes. But it is likely that 
there will need to be some sort of compromise at a lower level of 
generosity of benefi ts and subsidy. The time to start the conversation 
about what really is the highest priority and highest value is now.
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CHAPTER 7
Financial Regulatory Reform: 
The Politics of Denial

Richard A. Posner

THE PRINCIPAL UNDERLYING causes of the fi nancial crisis that en-
gulfed the nation (and the world) in the fall of 2008  were unsound 
monetary policy and other regulatory failures. But government 
offi cials insist on blaming the private sector and have crafted their 
proposals for fi nancial regulatory reform accordingly. As a result, 
those proposals are not well designed to prevent a future such fi nan-
cial debacle.

The Obama administration has proposed an ambitious program of 
fi nancial regulatory reform, intended to prevent a recurrence of the 
fi nancial collapse of September (2008). The main elements of the pro-
gram  were sketched in a Trea sury Department white paper issued on 
June 17 of this year; additional details have emerged since, most re-
cently a proposal by the Federal Reserve to regulate the compensation 

Richard A. Posner is a judge in the U.S. Court of Appeals for the Seventh Circuit; 
Se nior Lecturer, University of Chicago Law School; and author of A Failure of Capi-
talism: The Crisis of ’08 and the Descent into Depression (Cambridge, Mass.: Harvard 
University Press, 2009).

B

www.Ebook777.com

http://www.ebook777.com


Financial Market Regulatory Reform 58

practices of the banks that it regulates (banks that belong to the 
Federal Reserve System).

The most important proposals, besides the one just mentioned, 
are, fi rst, to constitute the Federal Reserve the “systemic risk regula-
tor” of the entire banking system, with “banking” defi ned to include 
all or virtually all types of fi nancial intermediaries, including broker- 
dealers, investment banks, hedge funds, money- market funds, in-
dustrial loan companies (such as GE Credit), mortgage banks, and 
insurance companies, as well as commercial banks and thrifts. The 
Fed would be empowered to classify any fi nancial company whose 
failure might endanger the entire fi nancial system as a “Tier 1 Finan-
cial Holding Company (FHC),” and to require the company to take 
mea sures, such as reducing its leverage, increasing its cash reserves, 
or altering its compensation practices, designed to reduce the risk of 
the company’s failing (and carry ing the rest of the fi nancial sector down 
with it). The Fed would also be empowered to liquidate or reor ga nize 
a failing Tier 1 FHC by means of the kind of informal “resolution” 
authority that the Federal Deposit Insurance Corporation (FDIC) has 
been given to wind up the affairs of a failing bank whose deposits the 
FDIC insures. The most recent proposals would extend the Fed’s 
regulatory power to the compensation practices of all commercial 
banks— of which there are some eight thousand— rather than just the 
Tier 1 FHCs.

The second most important proposal is to create a Consumer 
Financial Regulatory Commission. It would take over the consumer 
protection functions now exercised by bank regulators and the Fed-
eral Trade Commission and would be given comprehensive power to 
regulate consumer fi nancial products, such as mortgages and credit 
cards, not only to prevent fraud and deception but also to steer con-
sumers away from risky investments that they may not understand 
fully. As proposed, the Commission would employ the insights of 
behavioral economics to identify such investments and nudge con-
sumers away from them. But Congress is unwilling to confer a broad 
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“nudging” power on the Commission, and so that part of the pro-
posal has been abandoned.

SOURCES OF THE CURRENT CRISIS

In focusing on the risks to the fi nancial system that are created by risky 
banking practices, by compensation schemes that create incentives for 
traders and loan offi cers to make risky deals, and by risk- taking by con-
sumers of fi nancial products who succumb to the blandishments of 
sellers of the products, the administration (and the Fed, which concurs 
in the administration’s recommendations, except that it wants to retain 
its function of protecting consumers of fi nancial products that are sold 
by the banks that the Fed regulates) is defl ecting attention from the two 
major causes of the fi nancial debacle of September (2008). The fi rst is 
profoundly fl awed monetary policy, and the second is the ignorance 
and inattention of the regulatory agencies, notably the Fed itself, the 
other bank regulatory agencies, and the Securities and Exchange 
Commission (SEC), which regulates broker- dealers, such as the de-
funct Lehman Brothers. (The other major broker- dealers before the 
collapse— Bear Stearns, Merrill Lynch, Goldman Sachs, and Morgan 
Stanley— have either merged with commercial banks or converted to 
bank holding companies, in either event coming under the regulatory 
authority of banking regulators rather than, as before, of the SEC.)

Monetary policy was incompetent, and the regulators of fi nancial 
intermediaries  were asleep at the switch. These are problems that 
will not be cured even if all the administration’s recommendations 
are adopted.

The likeliest explanation for why these regulatory failures are be-
ing ignored is that the government’s se nior economic offi cials— Ben 
Bernanke, Timothy Geithner, and Lawrence Summers— were im-
plicated in the failures and therefore do not want to draw attention to 
them. We are in the presence of the politics of denial.
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Bernanke supported Alan Greenspan’s “easy money” policy of the 
early 2000s, when Bernanke was a member of the Fed’s Board of 
Governors. Later in 2005, as chairman of the President’s Council 
of Economic Advisers, Bernanke denied the existence of a housing 
bubble just a few months before it began leaking air. Last fall, when 
the fi nancial collapse occurred, Bernanke and Geithner (then presi-
dent of the Federal Reserve Bank of New York), along with Henry 
Paulson, the Secretary of the Trea sury,  were the nation’s principal 
economic offi cials. They not only failed to see the collapse coming; 
they also  were responsible for the disastrous decision to allow Lehman 
Brothers to fail. Bernanke defends the decision on the ground that 
the Fed lacked legal authority to bail out Lehman because Lehman 
lacked good enough collateral. The defense is unconvincing. The 
Federal Reserve Act permits the Fed to make a loan to a nonbank if 
the loan is “secured to the [Fed’s] satisfaction.” In the emergency 
circumstances created by a collapsing global fi nancial system, the 
Fed could have declared itself “satisfi ed” with what ever security 
Lehman could have offered. The idea, which originates with Walter 
Bagehot (Bagehot 1897), that a central bank should lend as a last re-
sort only upon good collateral is designed for liquidity crises (“pan-
ics”), not for insolvency. Until sometime in October, Bernanke and 
Paulson thought that the seizing up of international fi nance was a 
liquidity crisis rather than a solvency crisis.

Geithner defends the failure to save Lehman on the equally uncon-
vincing ground that such a bailout might have cost the government a 
trillion dollars. The most plausible explanation for the failure is that 
Bernanke, Geithner, and Paulson did not anticipate the consequences 
of the failure, in part because (I am surmising) they did not understand 
the critical role that Lehman played in the commercial paper, letter of 
credit, and credit- default swap markets, and in part because they did 
not foresee that the failure to save Lehman would cause a run by hedge 
funds on the other broker- dealers, imperiling them, which in turn 
caused a run on the hedge funds by their investors.
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Summers and Geithner, along with Robert Rubin (Rubin and 
Summers being in succession Secretaries of the Trea sury in the Clin-
ton administration),  were complacent about the growing risk- taking 
of banks and other fi nancial intermediaries and opposed the regula-
tion of credit- default swaps, now recognized to have contributed to 
the fi nancial collapse. Even though housing prices began their long, 
steep decline early in 2006 and the banking industry (especially the 
“shadow banking” industry of broker- dealers and other “nonbank 
banks”) was known to be very heavily invested in mortgage lending, 
the Federal Reserve, the SEC, and other regulators of fi nancial prac-
tices and products did little to avert fi nancial disaster because they 
underestimated the looming losses to banks’ loan portfolios as housing 
prices fell and defaults  rose. Until Lehman Brothers collapsed, the 
regulators didn’t realize how serious the situation was, even though 
the fi nancial collapse had been building since the middle of 2007 and 
accelerating since March 2008, when Bear Stearns collapsed.

The major underlying cause of the fi nancial crisis was the deci-
sion by Greenspan (supported by Bernanke when he became a mem-
ber of the Fed’s Board of Governors in 2002) to force short- term 
interest rates way down. Fearing defl ation in the wake of the recession 
triggered by the collapse of the dot- com bubble in 2000, Greenspan 
engineered a drastic reduction in the federal funds rate, which infl u-
ences short- term interest rates (including interest rates on adjustable- 
rate mortgages, which Greenspan encouraged) directly, and long- term 
interest rates, such as mortgage rates, indirectly, into negative terri-
tory (in real, that is, infl ation- adjusted terms). Such rates, in an econ-
omy with minimal unemployment,  were bound to be infl ationary 
(low interest rates increase the amount of money in circulation). But 
because of rapidly growing productivity and cheap foreign imports, 
particularly from China, infl ationary pressure was defl ected from 
the goods and ser vices that dominate the consumer price index to as-
sets, particularly  houses and common stock. The result was an asset- 
price infl ation that turned into a housing bubble and a stock bubble. 
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Such linked bubbles are known from Japa nese experience in the 
1990s to pose serious dangers to a nation’s fi nancial system. To these 
dangers the Fed remained indifferent until it was too late.

So one would like to see proposals for improving the Federal 
Reserve’s management of monetary policy (such as taking seriously 
John Taylor’s “Taylor Rule” for determining the optimal federal 
funds rate) and, what is closely related, improving the Fed’s fi nancial 
intelligence in both senses of the word “intelligence”— information 
about events, trends, institutions, and practices relating to fi nancial 
intermediation and competent analysis of developments in that fi eld. 
Of course, po liti cally, as well as from the standpoint of the amour 
propre of key offi cials such as Bernanke, the populist account of the 
economic crisis, which focuses on the greed and duplicity of “Wall 
Street” and the plight of the psychologically manipulated consumers 
of subprime mortgages, is more attractive than focusing on mistakes 
of regulation by the Federal Reserve and the other fi nancial regula-
tors. This is especially so because the administration wants more reg-
ulation, not just more vigorous regulation or the rolling back of 
some of the fi nancial deregulatory mea sures of recent de cades.

The Trea sury report acknowledges regulatory mistakes in a vague, 
general way but instead emphasizes imagined gaps in the overall fi -
nancial regulatory structure in order to bolster the argument for 
changes in that structure. Proposals for structural change— new agen-
cies, new authorities, and so forth— are standard government re-
sponses to governmental failures. They are more dramatic, and more 
attention- getting, than suggestions for improving regulatory per for-
mance, and usually cheaper; and they buy time— the time it takes to 
implement the reor ga ni za tion.

The regulatory agencies have most of the powers they need to 
minimize the risks of another fi nancial collapse, because the Fed and 
the SEC have between them plenary regulatory power over almost all 
major fi nancial intermediaries. And, to expand the Fed’s powers at the 
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expense of the SEC’s, as the Trea sury report proposes, rather than 
reforming the SEC, will jeopardize the Fed’s po liti cal in de pen dence.

SHOULD OFFICIALS COMPLICIT IN THE CAUSES 

OF THE CRISIS WRITE THE REFORMS?

Our reform- minded offi cials need a better understanding of the 
causes of the 2008 fi nancial collapse, and for that they need to look 
inward. It is a bad sign that Bernanke and the others refuse to ac-
knowledge their own contribution to the collapse. It is another bad 
sign that proposals for ambitious regulatory reform have been made, 
and are being pressed, before the fi nancial crisis has run its course and 
before there has been an impartial, in- depth study of the causes of the 
crisis. I have given my own view of those causes in this chapter and at 
greater length in my book (Posner 2009), but I do not claim that it is 
defi nitive. Congress has appointed a Financial Crisis Inquiry Com-
mission (FCIC) to conduct an eighteen- month study of those causes, 
and reform proposals should be tabled until the study is completed 
and evaluated— that, or a better study. For I have no great hopes for 
the FCIC. It is bipartisan rather than nonpartisan, none of its mem-
bers is a professional economist, and its executive director is a prose-
cutor. It is likely to embrace the populist theory of the crisis without 
adequate refl ection.

Fortunately there is no great urgency about restructuring the 
fi nancial regulatory system. Everyone in the system, public and 
private, is hyperalert to signs of new bubbles and excessive risk- 
taking. Everyone on the private side is concerned to avoid the kind of 
risk- triggered failure that invites a government takeover and a con-
gressional inquisition, and everyone on the public side is concerned 
with steering the economic recovery between the Scylla of economic 
stagnation (even defl ation) and the Charybdis of runaway infl ation. 
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Let us see how the recovery proceeds. There will be time enough to 
address issues of fi nancial regulatory reform when a restored econ-
omy enables such issues to be addressed candidly, not defensively; 
professionally, not angrily; patiently, not hastily— and by a fresh 
team, unembarrassed and unconstrained by past errors.
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CHAPTER 8
Government Guarantees: 
Why the Genie Needs to Be 
Put Back in the Bottle

Viral V. Acharya and Matthew Richardson

WITH GOVERNMENTS BEGINNING to implement new fi nancial regu-
lation, the G20, in its recent Pittsburgh summit, laid out the follow-
ing four principles on which it will coordinate:

1. building high- quality capital and mitigating pro- cyclicality;
2. improving over- the- counter derivatives markets;
3. arranging better plans for the resolution of cross- border and

systemically important fi nancial institutions by the end of
2010; and

4. reforming compensation practices to support fi nancial
stability.

Viral V. Acharya and Matthew Richardson are Professors of Finance at the New York 
University Stern School of Business and coauthors of the book (along with Stijn van 
Nieuwerburgh and Lawrence White) Guaranteed to Fail: Fannie Mae, Freddie Mac and 
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Will the proposed reforms do the job? Overhauling the fi nancial 
system is a tricky thing— but we have been  here before.

The last major fi nancial crisis led to the sweeping reforms under-
taken in 1934. The Glass Steagall Act insured deposits (up to a thresh-
old amount) to prevent bank runs. In order to address the moral 
hazard induced by deposit insurance, the Act also restricted com-
mercial banks from undertaking risky security activities. The Fed-
eral Deposit Insurance fund was set up to charge premiums against 
the insurance and to be in charge of resolving failed banks.

WHAT WENT WRONG

While these reforms worked well for over half a century, they be-
came antiquated in the face of modern and global banking. Financial 
developments allowed U.S. banks to innovate around its restrictions. 
Eu ro pe an banks  were all universal, unlike their U.S. counterparts, 
and did both commercial and investment banking. Competitive forces 
led to a steady repeal of the Glass Steagall Act. And the liability struc-
ture of banks evolved from just deposits, bonds, and equity, to also 
include recourse from complex off- balance sheet entities and deriva-
tives positions.

In the pro cess, however, banks and other fi nancial institutions 
grew large, effectively attained too- big- to- fail status, and competed so 
fi ercely with each other that regulatory arbitrage became their primary 
business model rather than an aside. A shadow banking world of con-
duits and money market funds grew to several trillion dollars, per-
forming a large chunk of intermediation activity. Traditional banks 
morphed fi rst into underwriting  houses and eventually into casinos: 
interest margins thinned and fee and trading components of bank 
revenues ballooned.

Any semblance of doubt that the unregulated shadow banking 
world was subject to market discipline was erased in this crisis. We 
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bailed out banks brought down by recourse from off- balance sheet 
vehicles, guaranteed money- market funds, and effectively backstopped 
over- the- counter guarantees that enabled banks to scale their risks 
multifold in a few years.

There is little doubt that a part of the problem was that Wall Street 
had a huge incentive to make carry trades and spread bets, generating 
false profi ts and booking the proceeds as profi ts. But the G20 notion 
that the failure of governance was (only) between rogue traders and 
shareholders is false and dangerous.

The fact that bank shareholders ex post took a bath in this crisis 
 doesn’t change the fact that they did exceedingly well in the preceding 
years. All evidence points to shareholders, through their boards, 
encouraging the risk- taking activities until the game ended. And 
creditors of large fi nancials did not worry about these risks either. In 
effect, all risks  were being transferred onto the taxpayers.

Though regulators are right that it is tough to fi ght such moral 
hazard in the midst of a crisis, one cannot escape the reality that the 
Wall Street profi ts  were privatized but that its risks have been 
socialized.

THE NEED TO ADDRESS GOVERNMENTAL FAILURES 

AS WELL AS MARKET FAILURES

Hence, unlike in 1934, we have a slightly more diffi cult job on hand. 
We need to address not just market failures but also regulatory failures 
arising due to government guarantees.

Mispriced government guarantees are pervasive throughout the 
fi nancial system— inadequately priced deposit insurance, the too- big- 
to- fail designation, the too- many- to- fail problem, and subsidies pro-
vided to government- sponsored enterprises. These distort risk- taking 
incentives in the system, and their destabilizing effects percolate to 
the shadow banking world too.
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There is perhaps no greater example of this activity than the cases of 
Fannie Mae and Freddie Mac. For every dollar that shareholders put 
up, they borrowed another twenty- fi ve dollars to invest in risky, rela-
tively illiquid pools of subprime mortgages at very attractive spreads. It 
is no surprise that they ended up accumulating a $1.5 trillion portfolio.

Why did they take such a risky bet? Because they could. Capital 
markets offered them cheap leverage. Of course, the reason leverage 
was cheap was that creditors could not care less about risk in the case 
of Fannie and Freddie— the government had provided an implicit 
guarantee of the debt.

WHAT TO DO ABOUT GOVERNMENT GUARANTEES?

Correcting this regulatory failure is apparently simple. If we require 
that fi nancial institutions fully pay in good times for the guarantees 
they receive ex post, in all likelihood this will organically cause fi nan-
cial fi rms to no longer take unsound risks.

But charging for government guarantees is not easy. What guaran-
tees are being used for can change quickly. Thus it is worthwhile to 
assess carefully the available options.

First and foremost, some abuse of government guarantees must be 
checked at source. In the case of Fannie and Freddie, a complete ring- 
fencing of guarantees— by shutting down their fi nancial investments 
arm— is called for. Similarly, if the shadow banking world of conduits 
has effective recourse to bank balance sheets, it should simply be on 
bank balance sheets.

However, eliminating all guarantees— especially deposit 
 insurance— is unlikely to be credible or have any po liti cal support. 
And given that some are calling for extending guarantees to money- 
market deposits and possibly even secured inter- bank borrowing 
(“repos”), it is important to approach the charge for such guarantees 
in a principled manner.
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It is simply unacceptable that when the FDIC’s deposit insurance 
fund reserves exceed a certain level many banks are no longer re-
quired to pay fees into the fund. In fact, large banks did not pay any 
signifi cant deposit insurance premium for the de cade leading up to 
the crisis, and the insurance funds are now depleted. By not charging 
for insurance during the run- up to the crisis, the government exacer-
bated the moral hazard problem.

SYSTEMIC RISK MUST DRIVE THE PREMIUM 

FOR GOVERNMENT GUARANTEES

Another key insight is that government guarantees do not kick in each 
time a bank fails. If an individual bank fails, it can be readily sold to oth-
ers. Even insured deposits are often assumed by acquiring banks. The 
real problem arises when there is a systemic crisis, that is, when banks 
fail but no potential acquirers are healthy enough to purchase them. 
Now the government has to step in and help fi nd a suitor, pay off in-
sured depositors, and often guarantee even the uninsured creditors.

Hence, charging for government guarantees requires charging for 
an institution’s systemic risk rather than its individual risk.

Indeed, there was tremendous, mostly unrecognized, growth in 
the systemic risk of fi nancial institutions during the period 2004– 
2007. The best example of this was Wall Street ignoring its own busi-
ness model of securitization by holding onto the non- diversifi able 
credit risk associated with the AAA- tranches loan portfolios, particu-
larly tied to residential real estate but also commercial real estate and 
other consumer credit. This turned out to be a $2– 3 trillion one- way 
asymmetric bet on the economy.

Systemic risk imposes a negative externality on the system be-
cause the external cost of a fi nancial institution’s collapse— which 
leads to failures of others and/or the freezing of capital markets— is 
not internalized by that institution. Since regulations such as Basel 
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capital requirement and deposit insurance premiums focused mostly on 
individual risk as opposed to system- wide risk, fi nancial fi rms loaded 
up on assets with low volatility but high systematic risk and, therefore, 
higher expected returns than their underpriced cost of borrowing.

Any Econ 101 textbook explains how to resolve negative exter-
nalities. Once we recognize that systemic fi nancial institutions are 
no different than a typical industrial company that pollutes the air 
with carbon emissions, it becomes clear that the solution is to “tax” 
the institutions by taking into account their contributions to systemic 
risk. For instance, the actuarially fair deposit insurance premium— 
the premium that exactly covers the expected cost to the deposit 
insurance provider— should not only increase in relation to indi-
vidual bank failure risk but also in relation to joint bank failure risk.

Of course, the dev il is in the details. If regulators simply produce 
coarse categories of systemic risk of institutions based on size and func-
tion, substantial arbitrage will occur at the edges. A group of smaller 
players (for example, investment banks) can concentrate systemic link-
ages and be a greater source of risk. Hence, a systemic risk tax must 
vary smoothly across the dimensions of risk and size.

One possibility is to require each institution to purchase insurance 
against its losses in predefi ned crash events. To reduce the moral haz-
ard, the payoffs on the insurance would not go back to the institution 
but to a systemic risk fund to help with the resolution of the fi nancial 
sector in a crisis. Equally important, the insurance premium would be 
paid on a continual basis by the fi nancial institution so that any reduc-
tion in the fi rm’s “systemic” risk- taking activities would lower its fees. 
The insurance could be partly provided by private players to create an 
actively priced market for systemic insurance of fi nancial institutions. 
The rest can be provided by the regulators to avoid an American In-
ternational Group (AIG)- type problem. There is a pre ce dent to such a 
public- private approach to insuring systemic events, namely, the 
Terrorism Risk Insurance Act of 2002.
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Another possibility is to tie capital requirements to market- based 
mea sures of systemic risk. For instance, consider a simple statistical 
tool—“Marginal Expected Shortfall” (MES)— that mea sures the av-
erage loss of an institution’s capitalization when the market is in its, 
say, 5 percent worst days. MES, which is computed based on data 
prior to the crisis, does a remarkably good job in predicting those who 
performed worst during the crisis. For example, the top 10 fi nancial 
institutions in terms of MES in June 2007  were Citigroup, JP Mor-
gan Chase, Bank of America, Morgan Stanley, Goldman Sachs, Mer-
rill Lynch, Wells Fargo, Fannie Mae, AIG, and Wachovia, by and large 
a who’s who of troubled fi rms. And though Bear Stearns and Lehman 
come in 21st and 12th, respectively, these fi rms are 3rd and 6th, re-
spectively, on a market cap- adjusted basis. It isn’t rocket science to 
fi gure out who we need to focus on.

RESTORE INCENTIVES AND LET THE MARKET DO THE REST

Some argue that once fi nancial institutions have to fully pay for their 
guarantees and their systemic risk contribution, it will be so onerous 
that they will no longer be profi table. However, if banks in their cur-
rent large and complex form cannot make it without full government 
backing, then this says more about the business model of large, com-
plex banks than anything  else. If we really think the only source of 
capital is the government, we will have implicitly socialized our pri-
vate fi nancial system.

Under our proposal, the creative destructive nature of capitalism 
will solve this problem. Once fi rms in their current form no longer 
have access to government freebies, market discipline will come back 
to the  whole fi nancial sector. All fi nancial institutions will have to 
change their behavior, most likely leading them to spin- off subsidiar-
ies, and become less systemic. This way, the reform of systemic risk 
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will end up being mostly organic and incentive-based rather than re-
quiring the heavy hand of government.

It is a little disconcerting, however, that throughout this crisis 
regulators have gone in the opposite direction. Mergers have been 
encouraged that create more systemically important institutions, for 
example, Bank of America– Merrill Lynch– Countrywide, JP Morgan 
Chase– Bear Stearns, JP Morgan Chase– Washington Mutual, Wells 
Fargo– Wachovia, and so forth. As incredible as it might seem, the 
scarcity of strong balance sheets in the fi nancial sector means that in-
stitutions with full government guarantees, such as Fannie Mae and 
Freddie Mac, now wield even more power than before the crisis. In 
recent months the money- market sector, the asset- backed securities 
loan market, and the debt of fi nancial fi rms  were effectively given the 
full backing of the U.S. government, greatly expanding issues related 
to moral hazard.

While some of this may have been necessary, now we will have to 
fi nd some way to put the genie back in the bottle. The aforemen-
tioned proposals should help do the trick.
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CHAPTER 9
How Little We Know: 
The Challenges of Financial Reform

Russell Roberts

WHEN AN AIRPLANE crashes, expert investigators probe the cause of 
the crash. Their analysis can lead to changes in aircraft design, fl ight 
procedures, and regulations in hopes of reducing the likelihood of 
a future crash. The growth of knowledge in the airline industry has 
been extremely productive. Between 1989 and 2008, there was a 
sevenfold reduction in the probability of a fatal crash.

There is a natural tendency for economists (and even for normal 
people) to presume that similar analytical techniques can be applied 
to fi nancial crashes. After all, economists presumably know more 
than we did in the past. We have ever more data and ever more so-
phisticated techniques for analyzing the data. Yet there is no evidence 
to suggest that fi nancial market regulation is more effective than in 
the past. If anything, the opposite appears to be the case.

Russell Roberts is Professor of Economics at George Mason University, a Mercatus 
Center scholar, and a Research Scholar at Stanford University’s Hoover Institution. 
He blogs at Cafe Hayek and hosts the weekly podcast EconTalk.
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This discouraging empirical record does not seem to hamper the 
unending stream of ideas for what might make our fi nancial system 
more secure, based on an analysis of what went wrong this time. It is 
obvious, for example, that excessive leverage played a role in the vul-
nerability of the fi rms that collapsed in 2008. The natural response is 
to increase capital requirements.

The incentives of management on Wall Street appear to be out of 
line with the interests of both investors and taxpayers, leading to sug-
gestions for caps on executive compensation or changes in the mix 
between cash and other forms of compensation. As an example, the 
Obama administration pay czar, Kenneth Feinberg, has limited take- 
home pay for executives at fi rms receiving government assistance and 
offset the reduction with increases in stock that would not be acces-
sible for two to four years. The hope is to encourage the growth of 
long- term investing instead of riskier, short- term bets.

Despite the spectacular failure of Fannie Mae and Freddie Mac, 
some economists insist that Fannie and Freddie need to be kept 
in place but, somehow, just made safer. This optimistic advocacy— 
which assumes that Fannie and Freddie are like airplanes that need 
better landing gear— is in spite of the fact that between 1992 and 2008 
Fannie and Freddie had their own regulator— the Offi ce of Federal 
Housing Enterprises Oversight— that failed to stop the meltdown of 
Fannie and Freddie and has cost the U.S. taxpayer about $150 billion 
and counting. Somehow, this time will be different.

EMERGENT ORDER, FEEDBACK LOOPS, 

AND UNINTENDED CONSEQUENCES

I am not so optimistic about reforming the government- sponsored 
enterprises or the system of regulation and supervision of Wall Street. 
Our fi nancial system is unlike an airplane. It is complex in a way that 
makes even an airplane look simple. A synthetic collateralized debt 
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obligation has something of the complexity of an airplane. The fi -
nancial system is much more complex. It is an emergent system, where 
outcomes are the result of a dynamic interaction between investors, 
regulators, and politicians.

Economists have a very imperfect understanding of this interac-
tion. Because of the feedback loops between the different actors in the 
system, we also have a very imperfect understanding of how changing 
one piece of the system interacts with the rest of the system. Landing 
gear that is more reliable makes an airplane safer, but reducing risk or 
changing incentives in one part of the fi nancial system can cause less 
transparent changes elsewhere that reduce stability. Recognizing the 
meagerness of our understanding would be a good starting place for 
what should be a humble approach to fi nancial reform.

For example, advocating “better” supervision or “more vigorous” 
regulation or even something more specifi c such as larger capital 
cushions ignores the empirical record that regulators and politicians, 
either for venal or human reasons, seem unable to maintain these 
restrictions in the face of pressure from participants. Even detailed, 
specifi c plans are unlikely to succeed because of feedback loops that 
are present in all emergent systems.

As F. A. Hayek said in The Fatal Conceit: “The curious task of eco-
nomics is to demonstrate to men how little they really know about 
what they imagine they can design.” There are few better illustrations 
of this than the attempts to engineer a fi nancial system that preserves 
the incentives to take risks and at the same time preserves prudence. 
We imagine we can design a better fi nancial system. Perhaps it is time 
to concede that such a top- down enterprise is inherently fl awed.

Economists who treat the fi nancial system like an airplane ignore 
the symbiotic dance between politicians, on the one hand, and fi nan-
cial institutions, on the other.

The revolving doors between Fannie Mae and government, and 
between Goldman Sachs and government, are only the most obvious 
indicators that something is wrong. A Martian impartially observing 
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the U.S. fi nancial system would conclude that it is run to benefi t the 
executives and protégés of Goldman Sachs. This is not a good thing, 
even if it is not true. If it is true, then any meaningful fi nancial 
reform must start with fi nding ways to break that symbiosis.

Most reforms ignore that symbiosis, condemn capitalism as inher-
ently unstable, and look for ways to artifi cially create the right in-
centives. But the government, because of that symbiosis and other 
po liti cal incentives, played a signifi cant role in reducing the stability of 
the system and perverting the incentives that would naturally emerge. 
In par tic u lar, policy makers have been too eager to cushion creditors 
from the consequences of fi nancing imprudent risk- taking using 
large amounts of borrowed money.

THE CONSEQUENCES OF RESCUING CREDITORS 

OF LARGE FINANCIAL INSTITUTIONS

The rescues of the last twenty- fi ve years, starting with Continental 
Illinois in 1984, up through the Fed- orchestrated intervention to pre-
vent the collapse of Long Term Capital Management in 1998, the 
rescue of Mexico and its creditors in 1995, and the implicit guarantee 
of Fannie and Freddie, reduced the incentive of counterparties, par-
ticularly lenders, to restrain the highly leveraged bets that ended up 
wreaking so much fi nancial havoc.

It’s obvious why fi nancial institutions prefer borrowing other 
people’s money rather than using their own. But why didn’t debt is-
suers restrain risk- taking as Wall Street fi rms pursued riskier invest-
ments? Part of the reason is that they anticipated the possibility of 
government rescue, particularly as their lending made them increas-
ingly entangled with each other.

The importance of moral hazard, described presciently in 2004 by 
Gary Stern and Ron Feldman (see Stern and Feldman 2004), is often 
greeted with skepticism because of what seems to be the restraints on 



Free ebooks ==>   www.Ebook777.com

How Little We Know 77

recklessness imposed by equity holders. After all, the skeptics point 
out, Jimmy Cayne, the CEO of Bear Stearns, and Richard Fuld, the 
CEO of Lehman Brothers, each lost $1 billion (yes, with a “b”) from 
the collapse of the value of their companies’ stocks from earlier highs. 
Surely this limits the moral hazard problem.

But Cayne and Fuld could not access those paper profi ts at will. 
More importantly, each man is worth in the neighborhood of 
$500 million, wealth they accumulated through cash compensation 
and the occasional judicious sale of their companies’ stock in advance 
of the crash. Yes, there was a lot of myopia and overconfi dence on 
Wall Street. But when people spend their own money, they spend it 
more carefully. Cayne and Fuld doubled down with other people’s 
money. They  were more prudent with their own.

Reasonable people can debate the magnitude of the responsibility 
that past rescues played in the excessive risk- taking that destroyed 
much of Wall Street. But the subsequent rescue of Bear Stearns, 
Merrill, Citigroup, Fannie and Freddie, and AIG has certainly set 
signifi cant expectations for the future. (For further discussions of the 
role of past creditor rescue in encouraging reckless risk- taking, see 
Roberts 2010.)

The solution seems simple. Rather than try to turn this dial or 
push that lever connected to some part of the system just the right 
amount (holding everything  else constant, somehow), we should let 
natural feedback loops emerge that encourage prudence as well as 
risk- taking. For these natural feedback loops to emerge, we must 
get rid of the doctrine of “too big to fail” or maybe “too connected to 
fail” or at least “too connected to Goldman Sachs to fail.”

But even otherwise optimistic economists understand that this 
prescription is unlikely to succeed given the incentives of politicians 
and policy makers to avoid short- run damage in favor of meltdowns 
that come to pass in the long run, where they may not be dead but 
are at least out of offi ce. Yet without rescinding the implicit policy of 
bailing out the creditors of large fi nancial institutions, there will be 
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inadequate incentives to restrain excessive leverage and the impru-
dence that inevitably follows when people are allowed to gamble with 
other people’s money. Attempts to repair the system from the top 
down will fail. We must fi nd ways to let bottom- up solutions emerge.

WHAT CAN BE DONE?

These observations suggest a very modest program for reform:
Don’t try to re- create the old system while trying to make it “bet-

ter.” There is a natural wariness about securitization right now. That 
is good. Let it blossom. There is a natural wariness about zero- down 
mortgages. That is good. Let it blossom.

Recognize that having every American own a home is not the 
American Dream but the dream of the National Association of Home 
Builders and the National Association of Realtors. Any government 
programs to increase home own ership should be funded out of cur-
rent tax dollars where the costs are visible. Get rid of mandates such as 
the Community Reinvestment Act. Get rid of Fannie and Freddie and 
the implicit guarantee that turned out to be only too real.

Be aware that the Fed is certainly part of the problem and may not 
be part of the solution. The Fed created the artifi cially low interest 
rates that helped infl ate the housing bubble. The Fed then raised in-
terest rates too quickly with disastrous effects for the adjustable- rate 
mortgages encouraged by their low- interest rate policy. Monetary 
policy should not be left to any self- proclaimed or publicly anointed 
maestro. Following an automatic money growth rule or the Taylor 
rule would have avoided much of the pain. Somebody needs to hold 
the Fed accountable for funding exuberance.

In addition, the Fed has played a major role in exacerbating the 
moral hazard problem. It needs to be restrained rather than empow-
ered. It is not good for a democracy to have an agency as unaccount-
able as the Fed acquire even more power and use it in ad hoc ways.
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Capitalism is a profi t and loss system. The profi ts encourage risk- 
taking. The losses encourage prudence. These natural feedback loops 
have been distorted by the rescues of the past and the present. We 
need to take the “crony” out of crony capitalism. That will not be 
easy. But economists should not make it more diffi cult. The near- 
universal praise by economists for the actions of Bernanke, Paulson, 
and Geithner, and the near- universal condemnation by economists 
of the decision to let Lehman Brothers enter bankruptcy, greatly re-
duces the credibility of any promise by policy makers to act differ-
ently in the future.

Over the last fi fteen months, average Americans have sent hun-
dreds of billions of dollars to some of the richest people in human his-
tory. The better the citizenry understands this reality, the better chance 
the po liti cal incentives will change. If people don’t understand it, the 
po liti cal incentives are going to stay in place. Economists play an im-
portant role in how people perceive what has happened. We should 
stop being the enablers of such obscene transfers of wealth.

Policy makers who make creditors and lenders  whole should be 
excoriated, condemned, and called to account rather than praised and 
honored. Zero cents on the dollar for bankrupt bets made by lenders 
and creditors would be ideal but is unlikely to be a credible promise. 
So let’s start more modestly. A ceiling of fi fty cents on the dollar for 
creditors and lenders when the institutions they fund become insol-
vent is a natural place to start. Even this may be too diffi cult for politi-
cians to stomach. But economists should at least preach the virtues of 
letting creditors lose money when they fi nance imprudent risk- takers.

We are what we repeatedly do— not what we say we are or not what 
we’d like to be but what we do. What we do as a body politic is rescue 
rich people from the consequences of their decisions. That is bad for 
democracy and bad for capitalism. Until we fi x that, we as citizens are 
playing a game of “heads— Wall Street executives win a ridiculously 
enormous amount, tails— they just win a ridiculous amount, paid for 
by the rest of us.” Until we fi x that, little  else matters.
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CHAPTER 1 0
Finding the Sweet Spot 
for Effective Regulation

R. Glenn Hubbard

THE CONVENTIONAL TAKE on the present fi nancial and economic cri-
sis places blame on a dearth of regulation. But that is simplistic at best, 
entirely inaccurate at worst. The truth is that the fi nancial crisis is the 
result of not so much a lack of regulation as a lack of effective regulation.

Indeed, portions of the fi nancial system hit hard by the crisis and 
signifi cantly affecting economic activity— such as traditional banks— 
have historically been the most heavily regulated. Another center of 
the crisis was government- sponsored entities such as Fannie Mae and 
Freddie Mac, which  were vehicles through which governmental cap-
ital made its impact on the fi nancial markets. While more regulation 
is certainly needed in some areas, as I describe later, the overriding 
goal must be to make the present regulatory regime far more effective 
than it has been.

R. Glenn Hubbard, a former Chairman of the Council of Economic Advisers under
President George W. Bush, is Dean of Columbia Business School and Co- Chair of
the Committee on Capital Markets Regulation.
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A focus on effectiveness leads to three themes for reform. The 
primary one should be the reduction of systemic risk. The second is 
that the route to enhanced investor protection is through greater 
transparency in the fi nancial system. The third is that the U.S. regu-
latory structure must be reor ga nized to meet these two goals— that is, 
it must become more integrated and effi cient. These themes are high-
lighted in the report released in 2009 by the nonpartisan Committee 
on Capital Markets Regulation,1 which I co- chair.

MORE EFFECTIVE REGULATION AND SYSTEMIC RISK

When a systemically important institution is in danger of failure, and 
its failure could trigger a chain reaction of other failures, there may be 
no alternative other than to inject public funds. But the requisite 
amount of these injections has been signifi cantly increased by weak-
nesses in the current regulatory system. The Federal Reserve fi nanced 
the acquisition of Bear Stearns through a $29 billion loan, and the 
Fed and the Trea sury fi nanced the survival of the American Interna-
tional Group with assistance amounting to more than $180 billion, 
largely because of the fear of what would have happened if such insti-
tutions had gone into bankruptcy. Similar fears may lie behind some 
of the Troubled Asset Relief Program injections. There is ample room 
for improvement in the containment of systemic risk.

First, existing capital requirements leave much to be desired. The 
elaborate and detailed structure currently in place to regulate bank 
capital, the international Basel Accord, proved unable to live up to the 
task of preventing systemically important fi nancial institutions from 
failing. Indeed, the crude leverage ratio— an object of scorn of many 
regulators— turned out to be a more reliable constraint on excessive 
risk- taking than the complex Basel rules. The investment banking 
sector, which did not have a leverage ratio in its regulation, was not as 
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fortunate. The disparity demonstrates that more detailed regulation 
does not necessarily make for more effective regulation. Capital re-
quirements are our principal bulwark against bank failure, a key trig-
ger of systemic risk, but can be improved. Larger banks should have 
higher capital ratios, and the leverage ratio should be reduced. This 
approach is a much better one than putting size limits on U.S. banks, 
which will make them uncompetitive with their Eu ro pe an and Asian 
counterparts.

Three changes to capital requirement recommendations would 
be a foundation for improved stability. As a consequence of the crisis, 
many systemically important institutions will be able to borrow from 
the Federal Reserve. And institutions that have the ability to borrow 
from the Fed in its lender- of- last- resort role should be subject to capi-
tal regulation. In addition, given the cyclicality of bank losses, a fi xed 
capital requirement forces banks to raise capital in a downturn as 
losses mount and capital levels are depleted. An alternative to letting 
capital requirements fall during a downturn would be to allow, or re-
quire, banks to hold some form of contingent capital (through pub-
licly or privately provided insurance) as losses mount. Finally, given 
the concentration of risks to taxpayers, large institutions should be 
held to a higher solvency standard— that is, they should hold more 
capital per unit of risk. The market can also play a role in this pro cess: 
if investors are given more information about the solvency of banks, 
as was given to them by the stress tests, they can demand more capital 
from banks.

Second, we need a better pro cess than bankruptcy for resolving 
the insolvency of fi nancial institutions. Our framework for banks needs 
to be extended to other fi nancial institutions and their holding com-
panies. This pro cess, unlike bankruptcy, puts the resolution of insti-
tutions in the hands of regulators rather than bankruptcy judges and 
permits more fl exible approaches to keeping systemically important 
institutions afl oat. At the same time, it permits, like bankruptcy, the 
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restructuring of an insolvent institution through the elimination of 
equity and the restructuring of debt, to prepare the institution for sale 
to new investors. We do not need to create a special regime for sys-
temically important bank holding companies, as the Dodd- Frank Act 
does, but we need to extend the features of the current Federal De-
posit Insurance Corporation regime from just banks to all fi nancial 
institutions.

Third, the current substantive framework also suffers from im-
portant gaps in the scope and coverage of regulation— gaps that can 
increase the risk of shocks to the fi nancial system. Hedge funds and 
private equity fi rms have not been supervised or regulated. Fannie 
Mae and Freddie Mac  were too lightly regulated; until the Housing 
and Economic Recovery Act of 2008, they  were not subject to either 
meaningful capital or securities regulation. Investment bank regula-
tion by the Securities and Exchange Commission proved entirely 
ineffective— major investment banks have failed, been acquired, or 
become bank holding companies. We need a comprehensive approach 
to regulating risk in the fi nancial sector if we are to avoid similar 
threats to the fi nancial system in the future. Casting a broader net 
does not mean that different activities should be regulated in the same 
way, but it does mean that the same activities conducted by different 
institutions should be regulated in the same way.

Hedge funds (and banks that engage in hedge fund activity) should 
keep regulators informed on an ongoing basis of their activities and le-
verage. Private equity, however, poses no more risk to the fi nancial sys-
tem than do other investors. But these fi rms, if large enough, should be 
subject to some regulatory oversight and periodically share information 
with regulators to confi rm they are engaged only in the private equity 
business. Indeed, private equity is a part of the solution to the problem 
of inadequate private capital in the banking system. Ill- conceived re-
strictions on the ability of private equity fi rms to acquire banks should 
be removed, not just relaxed. This instance is one in which regulation 
is preventing a solution, not offering one.
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Finally, we need to reduce the interconnectedness problem of 
credit- default swap (CDS) by the use of clearing houses and exchanges, 
as in the Dodd- Frank Act. If clearing houses  were to clear CDS con-
tracts and other standardized derivatives, such as foreign exchange 
and interest rate swaps, systemic risk could be substantially reduced 
by more netting, centralized information on the exposures of coun-
terparties, and the collectivization of losses. To the extent that certain 
CDSs  were to be traded on exchanges, price discovery and liquidity 
would be enhanced. I would go further than just encouraging ex-
change trading; I would require it for standardized and heavily traded 
derivatives. Increased liquidity would not only be valuable to traders, 
but it would better enable clearing houses to control their own risks 
through more informed margining and easier closeouts of defaulted 
positions.

GREATER TRANSPARENCY TO PROTECT INVESTORS

Securitization has brought new sources of fi nance to the consumer 
market, not only for mortgages but also for auto loans and credit 
card purchases. It has permitted banks to diversify their risks. Imag-
ine how much more devastating the impact of the fall in home prices 
would have been on the banking system if all mortgages had been 
held by banks rather than being mostly securitized (even taking into 
account the exposure some banks had from investments in the secu-
ritized debt itself). There is a great need to rebuild this market from 
the ground up now that the fi nancial crisis has exposed critical fl aws 
in its operation.

Originators, whether banks or brokers, need stronger incentives 
to originate loans that are in conformity with what they have prom-
ised. Mandatory minimum retention of risk in respect of securitized 
assets must address a number of important issues in order to be prac-
tical and benefi cial. Among other things, for example, a minimum 
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risk retention requirement would increase the risk of the banking 
sector and be diffi cult to enforce given the possibility of hedging. 
Furthermore, such a requirement would compel the originator to bear 
general economic risk— such as risk from interest rate changes— not 
just the risk of non- conforming assets. A superior solution is to 
strengthen repre sen ta tions, warranties, and repurchase obligations 
and require increased disclosure of originators’ interests in securitized 
offerings. Certain high- risk practices, such as “no doc” loans, should 
be prohibited outright. Moreover, we would increase loan- level dis-
closures and encourage regulators to study ways of improving the 
standardized public disclosure package.

Credit rating agencies should be reformed to reinvigorate the se-
curitized debt markets. In order to restore confi dence in the integrity 
of credit ratings and improve how the global fi xed- income markets 
function in the future, I propose developing globally consistent stan-
dards, avoiding governmental interference in the rating determi-
nation pro cess, reviewing references to credit ratings in regulatory 
frameworks, and increasing disclosure pertaining to ratings of struc-
tured fi nance and other securities.

MORE EFFECTIVE REGULATORY STRUCTURE

Even after the passage of the Dodd- Frank Act, the U.S. fi nancial regu-
latory framework is highly fragmented and in effec tive. The fragmen-
tation of regulators is not the product of careful design— it has evolved 
by layers of accretion since the Civil War. It has survived largely un-
changed, despite repeated unsuccessful efforts at reform. The current 
crisis has demonstrated that this dysfunctional system comes with a 
very high cost. In contrast to the route taken in the Dodd- Frank Act, a 
statement by the Committee on Capital Markets Regulation, entitled 
“Recommendations for Reor ga niz ing the U.S. Regulatory Structure,”2 
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proposed a new consolidated structure, comprising the Fed, a newly 
created U.S. Financial Ser vices Authority, the Trea sury Department, 
and possibly a consumer and investor protection agency. This structure 
can substantially reduce the risk of future fi nancial crises. I disagree 
with calls for a systemic risk council. The Dodd- Frank solution is only 
more fragmentation by another name.

Any existing Fed loans to the private sector that are insuffi ciently 
collateralized should be transferred to the federal balance sheet. While 
the Fed cannot go bankrupt, any Fed losses are ultimately borne by 
U.S. taxpayers and should be directly and transparently accounted for 
as part of the federal bud get. For the same reason, in the future, only 
the Trea sury should engage in insuffi ciently collateralized lending.

But rather than reinforcing the Fed’s in de pen dence, as our pro-
posal would do, the Obama administration urges amending Section 
13(3) to require the written approval of the secretary of the Trea sury 
for any emergency extension of credit. This expansion of Trea sury 
power over the Fed’s use of liquidity facilities in classic lender of last 
resort situations— that is, where there was adequate collateral— is 
startling and unwise. Instead, the lines of authority should be clear. 
The Fed should have strengthened authority to loan against adequate 
collateral in an emergency. And the Fed should have no authority, 
even with the approval of the Trea sury, to loan against insuffi cient 
collateral.

The Fed needs authority to lend in a crisis to avoid the chain re-
action of failures of fi nancial institutions, which could result in a 
complete economic collapse. However, this reason to act should not 
jeopardize the Fed’s credibility and in de pen dence. Instead, these goals 
can be achieved by giving the Fed full authority to lend against good 
collateral— a traditional power of a central bank— while requiring 
bailouts to be undertaken by the government. This change will en-
hance both the Fed’s credibility and its in de pen dence and make our 
government more accountable.
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TIME TO ACT

The Dodd- Frank Act missed a major opportunity for fi nancial reg-
ulatory reform. The time for real fi nancial regulatory reform is 
now. But now is also the time for serious thinking and analysis, not 
knee- jerk responses. A clear road map for reducing systemic risk, en-
hancing transparency, and modernizing regulatory institutions is the 
better medicine.

NOTES

1. Committee on Capital Markets Regulation, www  .capmktsreg
.org .

2. Committee on Capital Markets Regulation, “Recommendations
for Reor ga niz ing the U.S. Regulatory Structure,” January 14, 2009. 
Available at  www .capmktsreg .org/ pdfs/ 01 .14 .09 _CCMR _Recommenda 
tions _for _Reorganizing _the _US _Regulatory _Structure .pdf .
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CHAPTER 1 1
A Recipe for Ratings Reform

Charles W. Calomiris

CREDIT RATING AGENCIES such as Moody’s, Standard and Poor’s, 
and Fitch used to be bit players in the dramas that attend fi nancial 
crises. No more. Recent hearings at the  House Committee for Over-
sight and Government Reform provided the latest in a series of 
surprising spectacles about the agencies, this time in accusatory ex-
changes among former and current executives of Moody’s. And 
new controversies are brewing: the engineering of a new set of 
complex transactions called “re- remics,” where rating agencies help 
repackage securities on a bank or an insurance company’s balance 
sheet to achieve an improvement of the ratings of the portfolios.

What is the evidence that rating agencies performed badly in mea-
sur ing credit risk on the debts that they rate?  Were rating agencies 
suborned, and, if so, by whom and to what purpose?

The evidence of rating agency failure shows up in infl ated ratings 
and low- quality ratings. The infl ation of ratings is the purposeful 
underestimation of default risk on rated debts. Low- quality ratings 

Charles W. Calomiris is the Henry Kaufman Professor of Financial Institutions at 
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are ratings based on fl awed mea sures of underlying risk. The recent 
collapse of subprime- related securitizations revealed both problems 
in the extreme.

What harm do these defi ciencies do? Infl ation subverts the intent 
of regulations that use ratings to control risk- taking, resulting in in-
effectual prudential regulation. If rating infl ation is accompanied by 
low- quality ratings, this causes deeper problems. Investors can “re-
verse engineer” a debt rating that is merely infl ated and recover the 
true mea sure of risk; the revelation of severe fl aws in risk modeling 
that usually occur in response to a fi nancial shock leaves investors 
unsure of how to price the debts they are holding and unwilling to buy 
additional debts of similar securitizations, resulting in severe market 
disruption.

Evidence abounds that severe errors in subprime ratings  were 
predictable. The two most important modeling errors relating 
to subprime risk  were both assumptions that contradicted logic 
and experience, namely, that U.S.  house prices could not decline, 
and that the underwriting of no- docs mortgages would not lead to 
a severe deterioration in borrower quality.

THE SOURCE OF THE PROBLEM

Who was behind these biased models? Many policy makers incor-
rectly believe that securitization sponsors are the constituency that 
control ratings. That is false. Ratings that exaggerated the quality of 
securitized debts  were demanded by the buy side of the market (the 
institutional investors whose portfolio purchases are being regulated 
according to the ratings that are attached to those purchases) because 
infl ated ratings benefi ted them. Why?

Ratings that understate risk are helpful to institutional investors 
because they (1) increase institutional investors’ fl exibility in investing, 
(2) reduce the amount of capital institutions have to maintain against
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their investments (the objective of re- remics alchemy), and (3) in-
crease their perceived risk- adjusted profi tability in the eyes of less 
sophisticated ultimate investors (mutual fund, bank, and insurance 
company shareholders, pensioners, or policyholders) by making it 
appear that an AAA- rated investment is earning an AA- rated return. 
If buyers wish rating agencies to infl ate ratings to overcome regula-
tory hurdles and make them appear more favorably in the eyes of their 
ultimate investors, rating agencies can reap substantial profi ts from 
catering to buyers’ demands for infl ated ratings. This has an impor-
tant implication: rating infl ation on securitized debts is done at the 
behest of the buy side.

Consider the case of the collateralized debt obligation (CDO) 
market. CDOs  were constructed using unsold debts from other 
securitizations (often subprime mortgage- backed securities [MBS]). 
CDO issuance volume increased dramatically in the early 2000s, 
rising from $100– 150 billion a year in the period 1998– 2004 to 
$250 billion in 2005 and $500 billion in 2006.

 Were institutional investors aware of the high risk of CDOs 
prior to the 2006 boom? Yes. Moody’s published data on the fi ve- year 
probability of default, as of December 2005, for Baa CDO tranches 
of CDOs, which showed that these Baa debts had a 20 percent fi ve- 
year probability of default, in contrast to the Baa corporate debts, 
which showed only a 2 percent fi ve- year probability of default. De-
spite the rhetoric that rating agencies publish claiming to maintain 
uniformity in rating scales, institutional investors knew better: in 
2005, CDO debts of a given rating  were ten times as risky as simi-
larly rated corporate debts.

Why did institutional investors play this game? Asset managers 
 were placing someone  else’s money at risk and earning huge salaries, 
bonuses, and management fees for being willing to pretend that these 
 were reasonable investments. On one occasion, when one agency was 
uninvited by a sponsor from providing a rating (because the rating 
agency did not offer to approve as high a percentage limit for AAA 
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debt as the other agencies), that agency warned a prominent institu-
tional investor not to participate as a buyer but was rebuffed with the 
statement: “We have to put our money to work.”

Rating agencies gave legitimacy to this pretense, and  were paid to 
do so. Investors may have reasoned that others  were behaving simi-
larly, and that all  were protected by the biased models of risk. The 
script would be clear and would give plausible deniability to all in-
volved. “Who knew? We all thought that the model gave the right loss 
assumption! That was what the rating agencies used.”

Strong evidence that buy- side investors encouraged the debase-
ment of the ratings pro cess comes from the phenomenon of “ratings 
shopping.” Before actually requesting that a rating agency rate some-
thing, sponsors ask rating agencies to tell them, hypothetically, how 
much AAA debt they would allow to be issued against a given pool of 
securities being put into the CDO portfolio. If a rating agency gives 
too conservative an answer relative to its competitors, the sponsor 
just uses another rating agency.

HOW TO STOP A RACE TO THE BOTTOM

It is crucial to recognize, however, that for ratings shopping to result 
in a race to the bottom in ratings, the race to the bottom must be 
welcomed by the buyers; if institutional investors punish the absence 
of a relatively good agency’s rating of an offering (by refusing to buy 
or paying a suffi ciently lower price), then would- be ratings shoppers 
would have no incentive to exclude reputable rating agencies. Thus 
the evidence that ratings shopping tends to produce a race to the bot-
tom implies that the buy side favors the low- quality, infl ated ratings 
that result from the race to the bottom.

Under pressure from Fitch, Congress and the Securities and Ex-
change Commission (SEC) also played a role in encouraging the de-
basement of ratings of subprime MBS and related securities. Congress 
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passed legislation in 2006 that prodded the SEC to propose “anti- 
notching” regulations that would have facilitated ratings shopping in 
the subprime MBS market. “Notching” arose when CDO sponsors 
brought a pool of securities to a rating agency to be rated, which in-
cluded debts (often subprime MBS) not previously rated by that 
rating agency. When asked to rate the CDO that contained those 
subprime MBS, Moody’s, say, would offer either to rate the underly-
ing MBS from scratch, or to notch (adjust by ratings downgrades) 
the ratings that had been given by, say, Fitch.

The new rules would have forced each rating agency to accept rat-
ings of other agencies without adjustment when rating CDO pools. 
Even though the anti- notching regulations  were still being considered 
at the time the crisis broke out, the legislation and proposed regulations 
sent a strong signal to the rating industry. It is quite possible (based on 
my discussions with insiders) that it had an effect on rating agencies’ 
practices in rating subprime MBS as early as 2006. This policy consti-
tuted an attack on any remaining conservatism within the ratings in-
dustry: trying to swim against the tide of ratings infl ation would put 
a rating agency at risk of running afoul of its regulator!

WHAT WILL WORK

Once one recognizes that the core constituency for low- quality and 
infl ated ratings is the buy side in the securitized debt market, that car-
ries important implications for reform. Proposals that would require 
buy- side investors to pay for ratings, rather than the current practice 
of having securitization sponsors pay for ratings, would have no effect 
in improving ratings.

The elimination of the use of ratings for regulatory purposes would 
remove some of the incentive for ratings infl ation, but, by itself, this 
would not solve the problem of infl ated and low- quality ratings, since 
the buy- side agency problem would continue to generate a demand 
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for infl ated, low- quality ratings in the securitization markets, where 
incentive- confl icted institutional investors dominate.

Any solution to the problem must make it profi table for rating agencies 
to issue high- quality, non- infl ated ratings, notwithstanding the demand 
for low- quality, infl ated ratings by institutional investors. This can 
only be accomplished by objectifying the meaning of ratings and 
linking fees earned by rating agencies to their per for mance. If fees are 
linked to the quality of objectifi ed ratings, then ratings agencies would 
fi nd it unprofi table to cater to buy- side preferences for infl ated, 
low- quality ratings. How could this be done?

All agencies wishing to qualify as Nationally Recognized Statis-
tical Rating Organizations (NRSROs)— the rating agencies whose 
ratings are used in regulation— would be required to submit ratings 
for regulatory purposes that link letter grades to estimates of the 
probability of default and the expected loss given default. Once the 
ratings are presented as numbers, rating agencies could be held ac-
countable for their ratings. For example, if an NRSRO’s ratings for a 
par tic u lar product  were found to be per sis tent ly infl ated, then it 
would face a penalty. That penalty could “claw back” fees the agency 
had earned on that product (enforced by requiring that agencies post 
some of their fees as a “bond” to draw upon). Alternatively, a rating 
agency found to have exaggerated its ratings could simply lose its 
NRSRO status for a brief time (say, several months), which would 
also provide powerful incentives not to infl ate.
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CHAPTER 1 2
Should Banker Pay Be Regulated?

Steven N. Kaplan

IN THE AFTERMATH of last year’s banking crisis, world leaders are 
looking for ways to see that this never happens again. G-20 leaders, 
the Obama administration, and, apparently, the Federal Reserve have 
focused on pay practices at fi nancial fi rms as being a key cause of the 
recent disaster and have proposed restricting bankers’ pay. These re-
strictions largely amount to reducing short- term cash bonus payouts, 
increasing the use of restricted stock and options, and requiring the 
executives to hold the restricted stock and options for a period longer 
than the usual four- year vesting period. The big question is: “Will it 
work?”

IS PAY THE ROOT OF ALL EVIL?

Before instituting what is likely to be a quite invasive regulatory sys-
tem, perhaps we should take a closer look to see if past pay structures 
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really  were at the heart of our recent problems. The poor pay practice 
explanation for the crisis implies the following:

1. Top bank executives  were rewarded for short- term results
with large amounts of up- front cash pay.

2. Bank executives did not hold suffi ciently large amounts of
stock to align their interests with those of shareholders.

3. Executives with more short- term pay and less stock own-
ership should have had the greatest incentive to take bad
and excessive risks and, so, should have performed worst in
the crisis.

In recent work, Rudiger Fahlenbrach and Rene Stulz (2009) test 
these implications by studying the CEOs of almost one hundred large 
fi nancial institutions from 2006 to 2008. They start in 2006 because 
that is a good candidate for the point at which fi nancial fi rms took on 
the risky positions that led to the crisis.

In 2006 the mean CEO took home $3.6 million in cash compen-
sation, which represented less than half of total compensation. The 
larger share of pay was in restricted stock and options. At the same 
time, the mean CEO held $88 million worth of the fi rm’s equity and 
options. In other words, the CEO took home $3.6 million in cash, on 
average, while leaving more than twenty- four times as much in his 
or her fi rm. It seems unlikely that the up- front cash pay provided 
much of an incentive for the average CEO to knowingly take bad or 
excessive risks that would jeopardize his or her much larger equity 
stakes.

Consistent with this conclusion, CEOs lost a lot in the crisis. From 
2006 to 2008, the average CEO lost $31 million in his or her holdings 
of the fi rm’s stock, again, dwarfi ng any gains from cash compensa-
tion. The CEOs lost large amounts on their options as well.

Finally, and again in contrast to the excessive risk assumption, 
Fahlenbrach and Stulz do not fi nd that, for banks, CEOs with less 
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equity generated worse stock per for mance. If anything, bank CEOs 
with more equity had worse per for mance.

These results led Fahlenbrach and Stulz (2009) to conclude that 
bank “CEO incentives cannot be blamed for the credit crisis or for 
the per for mance of banks during that crisis.”

David Yermack (2009) points out that many prominent fi nancial 
executives lost “small fortunes” in 2008. He adds that “farther down 
the ladder, most mid- and upper- level managers of fi nancial compa-
nies also lost a signifi cant amount of their net worth in 2008.”

Yermack concludes that “the recent scrutiny of executive pay 
seems to stem from an odd mix of envy and vengeance, unsupported 
by facts or theories.” Yermack, a noted researcher on CEO pay, has 
written several articles highly critical of specifi c CEO compensation 
practices— such as corporate jet usage. Nevertheless, his conclusion 
on the relation of CEO pay to the fi nancial crisis is diametrically op-
posed to those of advocates for tight pay regulation.

Ing- Haw Cheng, Harrison Hong, and Jose Scheinkman (2009) 
fi nd some evidence consistent with the story of short- termism lead-
ing to excessive risk. They fi nd that fi nancial fi rms that paid higher 
total compensation relative to their size had modestly higher stock 
volatility and signifi cantly lower stock returns from 2001 to 2008.

Their results, however, are largely driven by insurance fi rms. With 
insurance fi rms excluded, their results are only marginally eco nom-
ical ly and statistically signifi cant. They do not point to compensation 
as a major cause of the crisis.

Furthermore, the specifi c pay restrictions under consideration— 
dramatically increasing the period between the time stock compensa-
tion is issued and the time it can be sold— would not have stopped the 
longer- serving executives like Cayne of Bear Stearns, Fuld of Lehman, 
and Lewis of Bank of America from selling their shares before the 
crisis. These executives received large amounts of stock and options 
in the 1990s, essentially all of which would have been eligible for sale 
under most of the proposed plans.
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If front- loaded incentives  were not the reason that bank CEOs 
got in this mess, what did cause the crisis? John Taylor (2009) points 
to highly expansionary monetary policy in the years leading up to 
the crisis. Douglas Diamond and Raghuram Rajan (2009) cite the 
so- called capital glut— large infl ows of external capital from China 
and much of the developing world. Charles Calomiris (2009) high-
lights the role of the po liti cal system in infl ating the banking sector 
and real estate prices, particularly the subprime sector, through low- 
income housing mandates implemented by Fannie Mae, Freddie 
Mac, and others. Ruling out compensation practices hardly leaves us 
at a loss for culprits in the recent debacle.

Perhaps the following episode can also provide some insight. A 
well- known partnership, led by a charismatic CEO, raised outside 
capital to fund a new investment vehicle. The partnership put up 10 
percent of the money in the investment vehicle. That 10 percent repre-
sented 50 percent of the partnership’s capital. Most of the partners’ net 
worth was invested in the partnership, so the partners had substantial 
“skin in the game.” And the partners did not take large fees or any other 
meaningful short- term compensation out of the partnership, com-
pletely in line with the current recommendations for pay reform.

Unfortunately, the partners leveraged the fi rst investment vehicle 
by investing in a second and third vehicle. Then the stock market 
declined substantially, almost bankrupting the partnership.

The partnership was Goldman Sachs in the late 1920s and early 
1930s. The investment vehicle was the Goldman Sachs Trading Cor-
poration. It took Goldman more than twenty years to recover its 
capital. When asked to explain why Goldman had made such a risky 
bet, Walter Sachs did not mention compensation. Instead, he simply 
responded, “to conquer the world” (Endlich 1999).

The point of the Goldman Sachs example is that restrictions on 
pay are not necessarily effective in the face of a bull market and the 
subsequent crisis. One suspects they also are in effec tive in stopping 
CEOs who want “to conquer the world.”
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THE DOWNSIDE TO PAY REGULATION

While the proposed pay restrictions are unlikely to stop the next fi -
nancial crisis, they are likely to damage the fi nancial sector. To see 
why, it is important to understand why bankers are paid so much.

Over the last two to three de cades, technological change and in-
creased scale have led to much greater productivity and much higher 
incomes for those at the top of the income distribution. Corporate 
executives manage larger companies. Investors manage much larger 
sums of money. Entertainers and athletes access larger audiences. 
Lawyers oversee larger transactions and larger cases. Joshua Rauh 
and I (see Kaplan and Rauh 2009) have found that pay for all of these 
groups has increased much more than pay for the average worker.

Given this reality, the best bankers, traders, deal makers, and so on 
will work for the companies that are able to provide the most attractive 
compensation packages. Greater pay regulation will drive more of the 
most talented away from regulated banks and toward hedge funds, pri-
vate equity funds, boutique investment banks, and other unregulated 
investment fi rms. We have already seen top talent leave AIG and other 
Troubled Asset Relief Program (TARP)- constrained institutions.

The potential talent drain is likely to be exacerbated as pay regula-
tions impose a one- size- fi ts- all regime on all bank employees. Why 
impose restrictions on a deal maker who earns a large fee for putting a 
merger together that does not impose any risk on the bank after the 
transaction has closed? The same is true for a trader who makes money 
on spreads rather than from taking on risk. These types of employees 
will be penalized for no good end under the proposed pay regimes.

Perhaps more troubling is that pay restrictions open up a Pando-
ra’s box of other restrictions. As Professor Bebchuk (2009) has ad-
mitted elsewhere, politicians are often more interested in setting 
limits to total compensation than in designing the optimal form of 
compensation. Demagogic politicians believe such restrictions make 
them look good in the eyes of angry voters.
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We saw this earlier in 2009 when restrictions on total pay at TARP 
recipients  were inserted in an unrelated bill as part of the Obama 
stimulus package. And we see this in the pay packages recently im-
posed by the Obama administration pay czar at AIG, Citigroup, and 
Bank of America. Gabriel Sherman (2009) reports that Feinberg’s 
decisions on pay levels  were explicitly motivated by po liti cal consid-
erations. It is naïve for Bebchuk to argue that only pay structures will 
be regulated, not pay levels.

One might also worry that the fi nancial sector will move increas-
ingly to a Fannie- Freddie style arrangement in which banks use their 
capital to advance the pet projects and po liti cal fortunes of lawmak-
ers in exchange for lawmakers guaranteeing sympathetic regulatory 
treatment.

A BETTER SOLUTION

Banks have a special function in the economy that does warrant a 
special role for the government: not in setting pay but in imposing 
effective capital requirements. A better solution would impose higher 
and pro- cyclical equity capital requirements on banks combined with 
a requirement to raise contingent long- term debt— debt that converts 
into equity in a crisis.

Banks would be required to have some minimum amount of eq-
uity capital, say 10 percent of total capital— much like current require-
ments. Investment banks like Bear Stearns and Lehman got into 
trouble because they had too little equity capital— far less than 
10 percent. Regulators might consider imposing pro- cyclical equity 
requirements— increasing the equity percentage in boom times in 
order to offset losses in the inevitable bust times.

In addition, regulators would require banks to issue an additional 
amount of capital— say, 10 percent— in the form of long- term debt 
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that is forced to convert into equity if the bank and the overall bank-
ing system get into fi nancial diffi culty.

Lloyds recently issued such contingent capital bonds. The bonds 
automatically convert into a predetermined amount of equity if 
Lloyd’s tier- 1 equity capital falls below 5 percent of assets. Although 
Lloyd’s did not do so, one might add a systemic trigger, that is, the 
bonds do not convert unless the banking system as a  whole also has 
seen a decline in equity capital.

Banks will have to pay a higher interest rate on contingent capital 
bonds than on straight long- term debt, since debt investors will face 
the true cost of capital, not the government subsidized one. Over 
time, however, the extra interest rate is likely to be small, as the impo-
sition of higher capital requirements and contingent capital will sig-
nifi cantly reduce the likelihood of ever reaching the triggers.

Bankruptcy is a terribly messy pro cess for large fi nancial fi rms 
with stakes in a variety of complex transactions, operating in multiple 
jurisdictions. If this contingent capital structure had been in place 
before the crisis, troubled banks would have been recapitalized with 
the capital of the contingent debt holders while avoiding the delays, 
complications, and legal posturing that are inevitable in the formal 
bankruptcy pro cess. These debt investors, not the government, would 
have bailed out the banks and investment banks. The fi nancial crisis 
would have been substantially smaller, if it had occurred at all. Con-
tingent capital and pro- cyclical equity requirements are also effective 
in reducing the potential damage done by fi nancial sector fi rms that 
want to conquer the world.
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CHAPTER 1 3
Fixing Bankers’ Pay

Lucian A. Bebchuk

IN THE AFTERMATH of the fi nancial crisis of 2008– 2009, there are 
widespread concerns that the compensation structures of fi nancial 
fi rms have provided excessive risk- taking incentives. Responding 
to such concerns, fi rms are seeking to reform their pay packages to 
avoid such incentives, and regulators around the world are moving 
toward setting standards for compensation structures in fi nancial 
fi rms. The G-20 leaders, in their September 2009 summit, announced 
their commitment “to implement strong international compensation 
standards aimed at ending practices that lead to excessive risk- taking,” 
and the Federal Reserve Board in October 2009 requested comments 
on a “proposed guidance” that contemplates scrutiny of compensation 
structures by banking supervisors.

I have been for some time an advocate of such reform and regula-
tion of fi nancial fi rms’ compensation structures, making the case in 
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academic articles, congressional testimony, and a series of op- ed ar-
ticles listed in this chapter’s references. In what follows I attempt to 
synthesize this body of writing and provide a brief statement of the 
normative case for regulation of pay in fi nancial fi rms, the relation-
ship between such regulation and the standard prudential regulation 
of fi nance, and what fi nancial regulators should do in this area.

Before proceeding to discuss the role of the government in 
this area, I begin by describing two distinct sources of risk- taking 
incentives— two ways in which banks’ standard pay arrangements 
have insulated their executives from part of the downside of risks 
they take. (By “banks” I refer throughout to any fi nancial institutions 
that are deemed to pose systemic risk and are therefore subject to pru-
dential regulation.) I also analyze how compensation structures can 
best be redesigned to address these problems. If fi nancial regulators 
indeed begin to monitor and regulate pay arrangements, they would 
do well to focus on the design fl aws and design solutions discussed 
 here.

INSULATION FROM LONG- TERM LOSSES TO SHAREHOLDERS

Much attention is now focused on the fact that pay arrangements have 
provided executives with incentives to focus on short- term results. 
This problem, fi rst highlighted in a book (see Bebchuk and Fried 
2004) and accompanying articles that Jesse Fried and I published 
fi ve years ago, has recently become widely recognized— including by 
business leaders such as the CEO of Goldman Sachs.

Standard pay arrangements reward executives for short- term re-
sults even when these results are subsequently reversed. The ability to 
take a large amount of compensation based on short- term results off 
the table provides executives with incentives to seek short- term gains 
even when these come at the expense of long- term value, or even at 
the risk of an implosion later on.
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Under the standard design of equity- based compensation, stock 
options and restricted shares vest gradually over a period of time. 
Once options and shares vest, however, executives typically have un-
restricted freedom to cash them out, and often unload such equity 
incentives quickly after vesting. This broad freedom to cash out eq-
uity incentives has contributed substantially to creating short- term 
distortions.

To address these distortions, it is desirable to separate the time 
that options and restricted shares can be cashed out from the time in 
which they vest, as Jesse Fried and I proposed in Pay Without Per for-
mance (Bebchuk and Fried 2004). As soon as an executive has com-
pleted an additional year at the fi rm, the options or shares promised 
as compensation for that year’s work should vest and should belong 
to the executive even if he or she immediately leaves the fi rm. But the 
cashing out of these vested options and shares should be “blocked” for 
a specifi ed period after vesting— the executive should be allowed to 
cash them out only down the road.

Some shareholder proposals and compensation experts have called 
for allowing executives to cash out shares and options only upon re-
tirement from the fi rm. Such a “hold- till- retirement” requirement, 
however, would provide executives with a counterproductive incen-
tive to leave the fi rm in order to cash out their portfolio of options 
and shares and diversify their risks. Perversely, the incentive to leave 
will be strongest for executives who have served successfully for a 
long time and whose accumulated options and shares are especially 
valuable. Similar distortions arise under any arrangement tying the 
freedom to cash out to an event that is at least partly under an execu-
tive’s control.

To avoid the above problems, the period during which the vested 
options and shares are “blocked” and may not be cashed out should 
be fi xed. For example, when options or shares of an executive vest 
in a given year of employment, they could become unblocked, and 
the executive would subsequently be free to cash them out on the 
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seventh- year anniversary of the vesting. Because the executive  can’t 
accelerate the time of cashing out, this arrangement  doesn’t provide 
distorted incentives arising from the desire to obtain such accelera-
tion. And as long as an executive is working for the fi rm and accru-
ing options and shares that continue to vest, he or she will always 
have an incentive to care about the company’s long- term share value.

Bonus compensation also needs to be redesigned. Under standard 
pay arrangements, executives have been able to cash bonus compensa-
tion based on short- term results and keep it even when those results 
 were subsequently reversed. To address the short- term distortion 
arising from such arrangements, bonuses should not be cashed right 
away, but instead placed in a company account for several years and 
adjusted downward if the company subsequently learns that the rea-
sons for the bonus no longer hold up.

INSULATION FROM LOSSES TO CAPITAL SUPPLIERS 

OTHER THAN SHAREHOLDERS

Thus far I have focused on the insulation of executives from long- 
terms losses to shareholders— the problem that has received most at-
tention following the current crisis. However, as Holger Spamann and 
I analyze in detail in recent work (see Bebchuk and Spamann 2009a, b), 
there is another type of distortion that should be recognized. The pay-
offs of fi nancial executives have been insulated from the consequences 
that losses could impose on parties other than shareholders. This 
source of distortion is separate and distinct from the “short- termism” 
problem discussed above and would remain even if executives’ payoffs 
 were fully aligned with those of long- term shareholders.

Equity- based awards, coupled with the capital structure of banks, 
tie executives’ compensation to a highly levered bet on the value of 
banks’ assets. Bank executives expect to share in any gains that might 
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fl ow to common shareholders, but they are insulated from losses that 
the realization of risks could impose on preferred shareholders, bond-
holders, depositors, or the government as a guarantor of deposits. 
This causes executives to pay insuffi cient attention to the possibility 
of large losses and therefore provides them with incentives to take 
excessive risks.

How could pay arrangements be redesigned to address this distor-
tion? To the extent that executive pay is tied to the value of specifi ed 
securities, such pay could be tied to a broader basket of securities, not 
only common shares. Thus, rather than tying executive pay to a spec-
ifi ed percentage of the value of the common shares of the bank hold-
ing company, compensation could be tied to a specifi ed percentage of 
the aggregate value of the common shares, the preferred shares, and 
all the outstanding bonds issued by either the bank holding company 
or the bank. Because such a compensation structure would expose 
executives to a broader fraction of the negative consequences of risks 
taken, it would reduce their incentives to take excessive risks.

Even the structure described above would cause bank executives 
to internalize fully the adverse consequences that risk- taking might 
have for the interests of the government as guarantor of deposits. To 
achieve that would require broadening further the set of positions 
to whose aggregate value executive payoffs are tied. One could con-
sider, for example, schemes in which executive payoffs are tied not to 
a given percentage of the aggregate value of the bank’s common 
shares, preferred shares, and bonds at a specifi ed point in time, but 
rather to this aggregate value minus any payments made by the gov-
ernment to the bank’s depositors, as well as other payments made by 
the government in support of the bank, during the period ending at 
the specifi ed time.

Alternatively, one could consider tying executive payoffs to the 
aggregate value of the bank’s common shares, preferred shares, 
and bonds at the specifi ed time minus the expected value of future 
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government payments as proxied by the product of (1) the implied 
probability of default inferred from the price of credit default swaps 
at the specifi ed time, and (2) the value of the bank’s deposits at that 
time. Even if such schemes are not used, however, tying executive 
pay to the aggregate value of common shares, preferred shares, and 
bonds will by itself produce a signifi cant improvement in incentives 
compared with existing arrangements.

Similarly, to the extent that executives receive bonus compensa-
tion tied to specifi ed accounting mea sures, it could be tied instead to 
broader mea sures. For example, the bonus compensation of some 
bank executives has been based on accounting mea sures that are of 
interest primarily to common shareholders, such as return on equity 
or earning per common share. It would be worthwhile to consider 
basing bonus compensation instead on broader mea sures, such as 
earnings before any payments made to bondholders.

THE ROLE OF GOVERNMENT

Having discussed what changes in pay arrangements would curtail in-
centives to take excessive risks in banks as well as in other fi rms, I turn 
to the question of what role, if any, the government should play in 
bringing about such changes. Some would argue that, even accepting 
the desirability of signifi cant changes, making such changes should be 
left to unconstrained choices by private decision makers and that, at 
least for fi rms not receiving public funding, the government should not 
play any role in the setting of executive compensation.

For public fi rms outside the fi nancial sector, the government 
should indeed avoid setting any limits on the compensation structures 
from which private decision makers may choose. For such fi rms, the 
government should focus solely on improving internal governance 
pro cesses, and then not intervene in the substantive choices made by 
shareholders and the directors elected by them.
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Some may suggest that government intervention to ensure the 
adequacy of internal governance pro cesses would be suffi cient also 
in the fi nancial sector. And authorities around the world have been 
paying increased attention to improving governance in fi nancial 
fi rms. The Basel committee of bank supervisors has been stressing 
the importance of involving banks’ boards in pay setting, and the 
U.S.  House of Representatives, with support from the Obama ad-
ministration, passed legislation that would introduce say- on- pay 
votes and bolster the in de pen dence of compensation committees.

As is the case for non- fi nancial fi rms, the government should in-
deed seek to improve the internal governance and pay- setting pro-
cesses within banks. In the case of banks, however, the government’s 
role should go beyond governance reforms. Because of the special 
circumstances of fi nancial fi rms, fi nancial regulators should monitor 
and regulate compensation structures. Such pay regulation is justi-
fi ed by the same moral hazard reasons that underlie the long- standing 
system of prudential regulation of banks.

PAY REGULATION AND PRUDENTIAL REGULATION

When a bank takes risks, shareholders can expect to capture the full 
upside, but part of the downside may be borne by the government as 
guarantor of deposits. Because bank failure will impose costs on the 
government and the economy that shareholders do not internalize, 
shareholders’ interests would be served by more risk- taking than 
would be in the interest of the government and the economy. This 
moral hazard problem provides a basis for the extensive body of 
regulations that restrict the choices of fi nancial fi rms with respect to 
investments, lending, and capital reserves.

Curtailing agency problems between executives and shareholders, 
which governance reforms seek to do, could eliminate risk- taking 
that is excessive even from the shareholders’ perspective. But it cannot 
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be expected to eliminate incentives for risk- taking that are excessive 
from a social perspective but not from the perspective of shareholders.

Shareholders’ interest in more risk- taking implies that they could 
benefi t from providing bank executives with incentives to take exces-
sive risks. Executives with such incentives could use their informa-
tional advantages and what ever discretion traditional regulations leave 
them to further increase risks. Given the complexities of modern fi -
nance and the limited information and resources of regulators, the 
traditional regulation of banks’ actions and activities is necessarily 
imperfect. Thus when executives have incentives to do so, they may 
be able to take risks beyond what is intended or assumed by the reg-
ulators, who may often be one step behind banks’ executives.

Because shareholders’ interests favor incentives for risk- taking that 
are excessive from a social perspective, substantive regulation of the 
terms of pay arrangements— limiting the use of structures that reward 
excessive risk- taking—can advance the goals of banking regulation. 
The regulators’ focus should be on the structure of compensation— not 
the amount— with the aim of discouraging the taking of excessive 
risks. By doing so, regulators would induce bank executives to work 
for, not against, the goals of banking regulation.

The regulation of bankers’ pay could nicely supplement and rein-
force the traditional, direct regulation of banks’ activities. Indeed, if 
pay arrangements are designed to discourage excessive risk- taking, 
direct regulation of activities could be less tight than it should other-
wise be. Conversely, as long as banks’ executive pay arrangements are 
unconstrained, regulators should be stricter in their monitoring and 
direct regulation of banks’ activities.

At a minimum, when assessing the risks posed by any given bank, 
regulators should take into account the incentives generated by the 
bank’s pay arrangements. When pay arrangements encourage risk- 
taking, regulators should monitor the bank more closely and should 
consider raising its capital requirements.
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OBJECTIONS

(1) It’s the Shareholders’ Money. Pay regulation in banks could be
opposed on grounds that the government does not have a legitimate 
interest in telling bank shareholders how to spend their money. 
Choices of compensation structures, it might be argued, inherently 
belong to the province of private business decisions where regulators 
should not trespass. This objection is not persuasive, however, be-
cause the government does have a legitimate interest in the compen-
sation structures of private fi nancial fi rms. Given the government’s 
interest in the safety and soundness of banks, its intervention  here 
will be as legitimate as the traditional forms of intervention that limit 
banks’ investment and lending decisions.

(2) Regulators Know Less. Opponents of regulating executive pay in
banks could also argue that regulators will be at an informational dis-
advantage when setting pay arrangements. But placing limits on com-
pensation structures that incentivize risk- taking would be no more 
demanding in terms of information than regulators’ direct interven-
tion in investment, lending, and capital decisions. Furthermore, the 
setting of pay arrangements should not be left to the unconstrained 
choices of informed players inside banks because such players do not 
have incentives to take into account the interests of bondholders, de-
positors, and the government in setting pay.

(3) Bankers Will Flee. Opponents may also argue that pay regula-
tion will drive talent away and that fi nancial fi rms will lose valuable 
employees. As I stressed, however, regulation of pay in fi nancial fi rms 
should focus on pay structures and should not limit compensation 
levels. (Prudential regulation may, of course, impose such limits to 
the extent that compensation level might result in cash outfl ows that 
would leave the bank with insuffi cient capital.) Indeed, the bill passed 
by the  House of Representatives, and the Federal Reserve Board’s 
proposed guidance, explicitly rules out intervention in pay levels. 
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Thus to the extent that the use of pay structures that eliminate per-
verse incentives would be less attractive to some executives, banks 
would be able to compensate those executives with higher levels of 
expected pay. Even when such an increase proved necessary, how-
ever, providing more effi cient incentives would be worthwhile.

(4) Regulatory Abuse. Finally, some opponents may worry that
pay regulation would provide regulators with increased power that 
they might sometimes abuse. Regulators might use their power to 
advance po liti cal objectives, it might be argued, and banks might 
respond by increasing their investments in po liti cal contributions and 
their efforts to curry favor with the po liti cal establishment. How-
ever, banking regulators already wield vast powers over banks— 
and, as long as the existing banking system with its moral hazard 
problems is retained, such powers appear unavoidable. Indeed, as the 
Federal Reserve Board’s proposed guidance makes clear, banking reg-
ulators’ power to protect the safety and soundness of the banking 
system has long provided them with the authority to limit pay ar-
rangements that induce excessive risk- taking—authority that they 
elected not to use in the past. The main effect of the approach I sup-
port thus would not make regulators markedly more powerful but 
rather encourage them to expand their toolkit and thereby improve 
their ability to guard fi nancial stability.

GOING FORWARD

Compensation structures for fi nancial executives should be redesigned 
in the ways discussed above to avoid the excessive incentives for risk- 
taking that standard pay arrangements have provided in the past. Reg-
ulators have a role in ensuring that such changes take place. Monitoring 
and regulating the compensation structures of bank executives should 
be an important instrument in the toolkit of fi nancial regulators.
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CHAPTER 1 4
It Works for Mergers, Why Not 
for Finance?

Aaron S. Edlin and Richard J. Gilbert

THE FINANCIAL COLLAPSE that triggered the current great recession 
has launched a wave of proposals to reform the fi nancial sector to 
prevent a recurrence. Most, though, are either unlikely to have much 
of an effect on systemic fi nancial risk or are too complex to be imple-
mented successfully. The Obama administration’s “Volker” proposal 
to limit speculative trading by banks on their own accounts, for ex-
ample, is well intentioned but a mere Band- Aid. After all, speculation 
can be done by hedge funds, insurance companies, investment banks, 
and other fi nancial players, as we learned from Lehman Brothers and 
the American International Group (AIG). Requiring full disclosure of 
all fi nancial trades, including derivative contracts, is too complex. The 
amount of data would overwhelm the resources of existing regulatory 
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authorities and would require an operation on the scale of the Na-
tional Security Agency to analyze.

We propose an intermediate approach that borrows from experi-
ence with mergers. The U.S. Department of Justice (DOJ) and the 
Federal Trade Commission (FTC) review merger activity to detect 
mergers that may raise prices. Under the Hart- Scott- Rodino Act, all 
proposed mergers (public or private) that exceed a threshold value 
must be reported to the FTC. The details of the proposed merger are 
then reviewed by either the DOJ or the FTC, which can challenge the 
merger or negotiate modifi cation of its terms.

The system works. In a typical year, the FTC receives about 2,000 
to 3,000 merger proposals, of which about 3 percent get a “second 
look.”1 The other 97 percent proceed without any regulatory over-
sight. Of the 3 percent that get a second look, the antitrust authorities 
require some modifi cation prior to approval for roughly half, and 
they formally object to a small handful.

In evaluating mergers, the antitrust authorities conduct an ex-
haustive analysis and intervene only when they conclude that a merger 
is likely to harm consumers. Most economists believe that merger 
review has benefi ted the economy.

Why not do something similar for the U.S. fi nancial industry?

A FINANCIAL VERSION OF HART- SCOTT- RODINO

What are the keys to merger oversight by the antitrust agencies? 
One is that self- reporting is required for all deals over a size thresh-
old. A second is that penalties are suffi cient to ensure almost full 
compliance. And a third is that the substantive standard for review 
is a general charge, not a long list of specifi c rules. The general charge 
is to stop mergers that “may substantially lessen competition,” which 
has come to mean raising prices. The legal standard is as simple 
as that.



It Works for Mergers, Why Not for Finance? 117

The savings from self- reporting are that the antitrust authorities 
don’t have to fi nd the mergers— the mergers fi nd them. The merging 
parties must not only identify themselves but must come forward with 
information about the merger to the authorities and pay a signifi cant 
fee that can be used to fund the agencies’ public interest analysis.

In cases where the agencies are concerned about the merger, they 
have broad powers of investigation and can ask intrusive questions to 
understand whether the deal threatens the public interest. For deals 
that threaten to raise prices, the agencies can sue to block mergers 
entirely or can pressure the parties to restructure the proposed merger, 
for example, by spinning off divisions or products.

So what would be the fi nancial analogue? It would be to require 
detailed reporting of the fi nancial structure and major assets and lia-
bilities for all fi nancial fi rms whose liabilities exceed some size thresh-
old. For fi rms over the threshold, regular reporting (likely quarterly) 
would be required with random audits possible to avoid window 
dressing before reporting dates.

Instead of intricate and detailed regulations, we would have a 
standard that avoided fi rms creating “substantial systemic risk,” by 
which we mean the kind of risk that is likely to cascade through fi -
nancial markets. The regulator would be charged with making sure 
these large fi rms’ fi nancial positions do not create undue systemic 
risks. The regulator would be empowered to require that fi rms re-
structure their portfolios, cease taking on more liabilities, raise capital, 
or even close.

The point of self- reporting is to identify fi rms worthy of concern, 
including fi rms that come from otherwise unregulated or lightly 
regulated sectors such as insurance and hedge funds. The collapse of 
AIG is a recent reminder of systemic fi nancial risk but is by no means 
the fi rst such reminder. The hedge fund Long Term Capital Man-
agement, which collapsed in early 2000, had derivative positions val-
ued at about $1.2 trillion,2 equal to about 15 percent of U.S. GDP at 
the time. The New York Federal Reserve Bank had to orchestrate a 
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complex unraveling of Long Term’s trading positions in order to 
avoid a potential fi nancial meltdown.

Inspired by merger law, we suggest the general standard of pre-
venting fi rms from creating “substantial systemic risk,” because we 
believe it is impossible to write specifi c fi nancial rules in advance that 
cannot be gamed and that suffi ciently anticipate evolving fi nancial 
instruments and practices. It is better to have a standard like merger 
law that allows fl exibility and evolution with experience.

We focus on liabilities for the threshold because the prospect that 
liabilities may not be paid in full is inevitably what spawns fi nancial 
panic. Liabilities should be broadly and generally defi ned to avoid, as 
much as possible, being blindsided by derivatives; at the same time it 
must be recognized that fi rms may of course have huge liabilities 
without creating systemic risk, provided that they have appropriate 
assets to pay the liabilities, or that those to whom they owe the money 
can bear the loss.

Financial collapse from excessive leverage is a familiar theme, and 
it is sure to play again in the not too distant future unless something 
is done (and maybe regardless). Hedge funds and investment banks 
know that if they can make 10 cents on a $1 trade, then it pays to bor-
row heavily and earn $100 million on $1 billion in trades, even if they 
have to pay some interest on the debt. These liabilities are rarely com-
pletely hedged, and when the markets change in unexpected ways, 
the fi nancial system can go into a rapid free fall as counterparties to 
these trades take actions to contain their risks.

To be sure, the fi nancial industry will be horrifi ed by our pro-
posal. Isn’t it intrusive for government to demand that a fi rm reveal 
confi dential details of its business, let alone be forced to change its 
risk strategy? Maybe so. But we have long accepted the government’s 
role in mergers, and the government is equally intrusive in gathering 
information and in requiring spin- offs of divisions or conduct re-
strictions before blessing a merger. More is surely at stake with sys-
temic fi nancial risk than with mergers, so we should be willing to 
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accept signifi cant loss of business freedom to reduce the risk of 
 fi nancial collapse.

One difference between mergers and fi nancial regulation is that 
mergers are a distinct event. Once a merger is approved (i.e., not chal-
lenged), ongoing monitoring is not needed. Moreover, it seems clean 
to simply say “no” to a merger, whereas it may appear that fi nancial 
intervention will involve unscrambling eggs, a diffi cult task at best.

We think this overstates the differences. Mergers can be chal-
lenged after the fact, and fi rms have been broken up (particularly 
before Hart- Scott- Rodino). It is true, though, that once a merger is 
approved, generally the antitrust authorities do not actively monitor 
the merged fi rm. Financial regulation must be different in this re-
spect, as very large fi rms, whether banks or other fi nancial institu-
tions, require ongoing monitoring. Unwinding transactions may be 
diffi cult and costly if done quickly, but if monitoring is suffi ciently 
regular, dramatic restructurings will hopefully be unnecessary. In 
many cases it will be suffi cient to tell a fi rm that it  can’t take on more 
of a worrisome risk unless it raises capital that  can’t fl ee. And, where 
more dramatic action is necessary, better sooner than later.

THE DODD BILL

The Dodd bill that emerged from the Senate Banking Committee on 
March 15 has much in common with our proposal. The bill calls for 
a new Financial Institutions Regulatory Administration (FIRA) that 
would be charged with monitoring bank and non- bank companies 
to guard against systemic risks they may pose for the economy. The 
bill also empowers FIRA, along with the Federal Deposit Insurance 
Company, to require fi nancial institutions that pose such risks to ad-
just or divest certain assets or operations.

We would add to the Dodd bill a self- disclosure requirement akin 
to merger law. In our view, the severity of the recent fi nancial collapse 
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justifi es requiring every fi nancial institution to report its assets and 
liabilities to the FIRA when its liabilities cross or exceed some thresh-
old. We would also advocate severe penalties for fi rms that violate the 
self- disclosure requirement, akin to those in merger law.

Liabilities, like any accounting concept, are ambiguous. Among 
the challenges for a regulator is to defi ne liabilities in a suffi ciently 
general way to discourage gaming. Firms like Lehman, for example, 
are now known to have used repurchase agreements to make loans 
look like sales. Rather than making a specifi c rule to address that is-
sue, we would urge a general approach in which contracts that are 
functionally similar to liabilities, or are likely to pose similar risks, be 
treated as liabilities. Thus, for example, if Long- Term Capital Man-
agement entered $1.2 trillion of interest- rate swaps, then, for our 
purposes, this should count as $1.2 trillion in liabilities backed by 
$1.2 trillion in assets.

DANGERS OF POLITICS AND CAPTURE

Giving broad powers to a regulator is a scary thing. Government may 
abuse that power, and politics could interfere with sound decision 
making. But fi nancial meltdowns scare us more.

The history of merger review and antitrust offers us signifi cant 
comfort, however (as, by the way, does the history of Federal Reserve 
in de pen dence). Even during its most interventionist period, anti-
trust never stood signifi cantly in the way of economic progress, and 
it has rarely been bent for parochial economic interests or partisan 
po liti cal gain.

The exceptions and their rarity prove the rule. Contributions to 
the Nixon campaign by ITT may have led the Nixon DOJ to be easy 
on ITT in settling an antitrust case. In fact, that was one of the charges 
in Nixon’s impeachment. Since Nixon, though, there has been a 
solid wall between the White  House and the day- to- day operations of 
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the antitrust division at the DOJ, even though the antitrust chief is a 
po liti cal appointee. In the only case where we know of White  House 
interference, the White  House did not fare so well. Bill Baxter, a Rea-
gan po liti cal appointee, was in the pro cess of suing AT&T, which he 
planned to litigate “to the eyeballs.” President Reagan called a Cabinet 
meeting in July 1981 and pointed out in AT&T’s defense that when 
Reagan was young it cost 2 cents to mail a letter cross country and $2 
to make a phone call. By the 1980s, each was 20 cents. Baxter, quick 
as a whip, told Reagan: “Well, Mr. President, when I fi nish AT&T, I 
will be happy to take on the Post Offi ce.” Baxter proceeded to dis-
mantle AT&T, ignoring politics.3

We  can’t, of course, be sure that politics will be kept at bay, leaving 
a fi nancial regulator free to protect the economy as best it can, but 
the antitrust experience gives us some hope.

SUMMING UP

The system works for mergers. It does not require a vast commitment 
of resources to protect the economy from mergers that might hurt con-
sumers, and fi rms have become accustomed to the necessity of merger 
review when they contemplate a major acquisition. The economy 
deserves the same kind of protection against unbridled fi nancial 
speculation. Our proposal will offer at least some modest insurance.

NOTES

1. See Federal Trade Commission and Department of Justice 2008.
2. See Edwards 1999, 198.
3. See Areeda, Kaplow, and Edlin 2004, 797.
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CHAPTER 1 5
Hedge Fund Wizards

Dean P. Foster and H. Peyton Young

EVERY OTHER WEEK, it seems, some large hedge fund blows up due to 
bad bets. Many investors, including supposedly sophisticated ones, 
are losing their shirts. They shouldn’t be surprised, because the deck 
is stacked against them from the start.

BUYING BLIND

To see how vulnerable investors are in this market, let’s imagine for 
a moment that you are shopping for a “designer” car. These new- 
fangled vehicles have amazing per for mance, are manufactured us-
ing top- secret methods, and are completely unique. You will never 
see another one like yours on the road. In shopping for such a vehi-
cle, however, you run into a problem: neither you nor your mechanic 
is allowed to look under the hood. What’s inside is a secret and must 
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remain so (it’s not protected under patent law). Furthermore, you 
cannot fi nd out how similar vehicles have performed in the past, be-
cause there are no similar vehicles. Finally, the vehicle carries no war-
ranty. How much would you pay for such a contraption? Probably 
not much.

The same logic applies to hedge funds: investors are not allowed 
to know how they work, every fund is different, and they offer no 
warranties. In fact, the situation is even worse than this, because it is 
quite easy for a hedge fund manager to “fake” high per for mance over 
an extended period of time without getting caught. It’s as if anyone 
could manufacture a car in his garage that appears turbo- charged ini-
tially, but in reality is cobbled together with spare parts and will even-
tually blow up. Indeed, given this, it may seem surprising that the 
hedge fund industry has taken off at all.

HIGH PER FOR MANCE FROM HIDDEN BAD BETS

To see how high per for mance can be faked, consider a fairly rare event 
such as “the S&P 500 will fall by more than 20 percent in the coming 
year.” Events like this are commonly priced in the derivatives market, 
and they are the staple of many trading strategies. Let’s say for the sake 
of argument that the going price for the S&P event is ten cents on the 
dollar. In other words, an option on the event costs ten cents now and 
pays the option- holder a dollar if the event occurs by the end of the 
year and no money if it does not occur. In effect the market is saying 
that the probability of this par tic u lar event is about 10 percent.

Enter Oz, a strong fi gure with a smooth manner, a doctorate in 
physics, and no investment talent. He knows about probabilities, 
however, and he is running a hedge fund worth $100 million. He 
decides to write some options on the S&P event and sell them in the 
marketplace. In order to meet his obligations to the option- holders if 
the rare event occurs, he parks the $100 million in one- year U.S. 
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Trea sury bills yielding 4 percent. He then sells 100 million covered 
options, which fetch ten cents on the dollar and thus net $10 million. 
He takes this $10 million and parks it in Trea sury bills too, which 
enables him to sell another 10 million options. This nets him another 
$1 million, which he uses to cover incidental expenses.

Oz then takes a long vacation. At the end of the year the probabil-
ity is 90 percent that his bet has paid off: the rare event does not occur, 
and he owes nothing to the option- holders. In this case the fund grosses 
$11 million from the sale of the options plus 4 percent on $110 million 
in Trea sury bills, which represents a handsome 15.4 percent return 
before expenses.

The investors are gratifi ed, and so is Oz. His fee is the standard 
“two and twenty”: 2 percent for funds under management plus a 20 
percent per for mance bonus for returns that exceed some benchmark, 
say 4 percent. He therefore gets $2 million in management fees plus 
20 percent of $11,400,000, which comes to over $4 million gross and 
over $3 million after expenses. That’s good pay for someone with no 
investment talent. Oz is happy that he left physics.

Oz can then repeat the same gambit next year. Since the rare event 
only occurs with probability 10 percent in any given year, the proba-
bility of a run of good luck is quite high. For example, the chances 
are nearly 60 percent that the fund will run for more than fi ve years 
without the rare event occurring, in which case Oz makes over 
$15 million even if no new money comes to the hedge fund. Better 
yet, after three straight years of such returns, Oz may fi nd that his 
modest fund has grown enormously as new investors clamor for a 
piece of the action.

The trouble is that the investors do not know, and cannot tell, 
that Oz has no talent. They see the returns given what happened, but 
not what could have happened. The returns they see look very good 
and would be very good if the risks  were suffi ciently low, and Oz as-
sures them they are. Of course, when the rare event does occur, and it 
eventually will, the investors will be cleaned out if they leave their 
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money in the fund. Oz, on the other hand, nets over $3 million in 
each year before the fund crashes, and much more once news of 
his early successes gets around.

While most hedge funds probably don’t operate in such a nakedly 
self- serving way, more complex scams of this type probably do take 
place, as MIT fi nance professor Andrew Lo has argued (see Lo 2001). 
Moreover, the outcome for the investors is the same even if managers 
are honest and merely think they can beat the market. Even in our 
straightforward example, Oz may not be a crook; he may merely think 
that the chance of the S&P tanking is much less than 10 percent.

The bottom line is that hedge fund managers get paid for making 
bets that put their investors at risk, while taking very little risk them-
selves. If the fund blows up, the investors cannot tell whether it was 
due to bad management or just bad luck.

SMALL REGULATORY STEPS

This situation poses some real challenges for regulators. For one thing, 
such practices are not fraudulent unless one can prove intent. This 
will be diffi cult, because the manager can always say he was engaging 
in arbitrage, that is, he thought the odds  were better than they turned 
out to be. Another possibility would be to reform the fee structure. In 
par tic u lar, one might want to penalize underper for mance in addition 
to rewarding high per for mance in order to discourage excessive risk- 
taking. Unfortunately, however, any fee structure that rewards true 
fi nancial wizards also delivers handsome rewards to false wizards, a 
fact we show in a recent paper (see Foster and Young 2007). Hence, 
changing the incentives is not going to solve the problem.

It is a conundrum. We do think, though, that some steps toward 
protecting investors can and should be taken. All hedge funds should 
be required to register as soon as they are established and to report 
their returns on a regular basis. Such tracking would allow potential 
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investors to study the rec ords. By itself this would not be enough, as 
the Oz case shows, but we would be getting somewhere if new rules 
required managers to keep investors apprised of the fund’s downside 
exposure. Alternatively, managers could guarantee that losses not ex-
ceed a certain level, similar to a car manufacturer offering a warranty.

Although individual hedge funds may drag their feet, it is actually 
in the industry’s best interest to encourage greater regulation and 
transparency. Otherwise, a rising tide of failed funds could cause a 
collapse in investor confi dence, putting both the good and the bad 
wizards out of business.
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CHAPTER 1 6
Investment Banking Regulation 
After Bear Stearns

Dwight M. Jaffee and Mark Perlow

IT IS NOW approaching six months since Bear Stearns collapsed and 
regulators orchestrated a merger by J. P. Morgan that included a 
$30 billion subsidized loan from the Federal Reserve. The Federal 
Reserve has, of course, made no promises that it will bail out other 
investment banks that get into trouble, but there is a widespread per-
ception that it will. Trea sury Secretary Paulson, for example, stated 
on July 31, 2008: “Americans have come to expect the Federal Reserve 
to step in to avert events that pose unacceptable systemic risk” (Paul-
son 2008). The good news is that the markets will take this implicit 
guarantee seriously, particularly after the recent government guaran-
tees offered in the course of taking over Fannie Mae and Freddie Mac, 
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but that is also the bad news. If investment banks believe they will 
be bailed out by the Fed, and if investment bankers do not believe 
that big losses will cost them their jobs, then they will have incentive 
to gamble with the taxpayers’ money. In other words, future crises 
are to be expected, absent a regulatory solution.

We have no doubt that the Fed will be better prepared to deal with 
the next crisis, but remarkably neither the Fed, nor the Trea sury, nor 
the SEC has offered any proposals to re- regulate the investment banks 
to minimize the likelihood of a future crisis. To fi ll this gap, we propose 
a regulatory mechanism modeled on the banking regulations that al-
ready protect our payment system. Our system will (1) minimize the 
need for a Fed bailout in a future investment bank crisis, (2) effectively 
maximize the role of market discipline in controlling investment bank 
risk management, and (3) maintain the overall effi ciency of the U.S. 
capital markets. First, we must be clear on the conditions that led to 
the Fed’s bailout of Bear Stearns, since an accurate understanding 
of these conditions is essential to creating a new regulatory framework 
that would render future interventions highly unlikely.

WHY THE FED HAD TO BAIL OUT BEAR STEARNS

An investment bank’s activities can be divided into (among other 
parts) two key activities: (1) managing an investment portfolio, in-
cluding stocks, bonds, and other instruments, and (2) operating as 
a central market maker and counterparty in the over- the- counter 
(OTC) derivatives market. Investment risks, if they become exces-
sive, should be a concern for a bank’s lenders and shareholders, but 
they do not pose a direct risk to the fi nancial system unless invest-
ment losses prevent a bank from fulfi lling its counterparty obliga-
tions in the derivatives market. Bear Stearns was rescued because it 
was “too interconnected to fail” due to its web of derivative contracts 
with the rest of the global fi nancial system. These derivatives allow 
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fi rms to speculate on or to hedge price risks arising from virtually all 
fi nancial phenomena, especially from foreign exchange rate move-
ments, interest rate fl uctuations, and credit default events. They are 
mainly traded over the counter with an investment bank as the coun-
terparty and are individually negotiated to be tailor- made in terms of 
principal amounts, maturity, payoff events, and other technical fea-
tures (such as the strike price when the contract is an option). As a 
result of this large and sophisticated market, fi nancial fi rms (includ-
ing banks and hedge funds) have created a complex network of inter-
linking derivative positions— for example, hedge fund A enters into a 
swap with hedge fund B because it knows B has hedged certain risks 
with investment bank C. This network creates systemic risk as an 
externality, since if one key counterparty  were to fail on its derivative 
obligations, the failure would likely create a cascade of failures larger 
than any single counterparty has the incentive to try to prevent.

The dollar amounts at issue are enormous. The Bank for Interna-
tional Settlements estimates that close to $600 trillion (that’s right, 
trillion) in notional value of derivatives was outstanding at year- end 
2007. To be sure, the notional value far exceeds the net economic 
value, in the same way that a prepaid one- year homeowner’s policy on 
a $500,000 home (the notional amount) might have a market value of 
$1,500. Nevertheless, the net amounts and the number of contracts 
are still enormous, and should one dealer fail, counterparties would 
refuse to do business with each other because each could not under-
stand whether the others  were solvent. The fi nancial system would 
freeze up long before the dealers or authorities could sort out the 
network.

POTENTIAL REFORMS

An immediate mea sure (one raised by Bernanke and Paulson and 
currently being explored by the major dealers) is to or ga nize a clearing-



Investment Banking Regulation After Bear Stearns 133

house for settling derivative positions. One possible clearing house ar-
rangement is to make the derivatives exchange- traded, on an exchange 
such as the Chicago Mercantile Exchange. On such exchanges, the 
trade price is determined by the two traders, but the exchange itself 
becomes the counterparty for both traders. A second form of clearing-
house is to allow the dealers to net their obligations to each other, il-
lustrated by the check- clearing mechanism in major fi nancial centers. 
The major banks in New York City, for example, have daily claims in 
trillions of dollars on each other, but the clearing house allows them to 
clear the net amounts effi ciently at the end of each business day. Both 
exchanges and check clearing houses solve the problem that a partici-
pant could default on its obligations by creating a mutualized entity 
through which the participating brokers or banks agree to share in 
any possible losses. This mutualization also creates a form of market 
discipline, since each of the participants has a clear incentive to police 
its partners.

The problem with both of these mea sures is that they require 
only a limited number of standardized contracts to be traded. As on 
exchanges, there would have to be only a limited number of reference 
events or fi rms, notional amounts, maturity dates, strike prices, and 
the like. In contrast, the strength of the current OTC system arises 
precisely because traders highly value the ability to tailor an endless 
variety of derivatives to match their precise needs. Thus squeezing 
OTC derivatives onto a clearing house or an exchange would elimi-
nate the very diversity that has made the market so important and 
useful.

This leaves us with the initial problem, namely, that, for better 
or for worse, the Fed has effectively guaranteed the liabilities of the 
largest investment banks, in par tic u lar their books of impaired and 
illiquid structured fi nancial investments such as mortgage- backed se-
curities and collateralized debt obligations, thus creating moral haz-
ard for these banks to engage in excessively risky transactions. The 
result is that the normally constructive role of market discipline has 
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weakened, because bank creditors now anticipate that the Fed will step 
in to rescue them. In other words, without further regulatory responses, 
the next crisis will likely be soon in coming and quite possibly even 
greater in magnitude. With this defi nition of the problem, we turn to 
our proposed solution.

REGULATORY RESPONSES

The Fed’s unpre ce dented actions to avoid a Bear Stearns bankruptcy 
provide a prima facie case that the regulation of investment banks 
must be expanded. Bernanke and Paulson agree that any new regula-
tion must be integrated with strong market discipline. However, for 
market discipline to be effective, investment banks must be allowed 
to fail. It will be diffi cult, if not impossible, for the Fed and the Trea-
sury to square these two goals under the current regulatory regime. 
Indeed, market discipline during the Bear Stearns crisis took the de-
stabilizing and destructive form of a bank run. The markets will not 
believe that the Fed will allow market discipline to run its course 
until it allows a major bank to fail; however, a Fed threat to do so 
is not credible as long as the investment banks remain too inter-
connected to fail. Thus regulation must be reformed to eliminate 
the link through which losses on an investment bank’s investment 
portfolio threaten its ability to meet its obligations as a central 
counterparty in derivatives.

Our proposal is to improve investment bank regulation by sepa-
rating the fi rms’ investment activities from their derivatives counter-
party activities. This separation would recognize that the counterparty 
system now parallels the payments system as a fundamental compo-
nent of the fi nancial system’s infrastructure. The payments system 
and OTC derivatives system both create a network of interconnected 
positions and the resulting vulnerability that the failure of a large and 
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central participant could create a cascade of failures and thereby a 
systemic failure. The regulatory structure that has successfully pro-
tected the U.S. payments system thus offers a template for protecting 
the counterparty network from risky investment activities. Current 
federal commercial banking law provides for a well- defi ned hierar-
chy of entities, for example:

•  U.S. commercial banks may only carry out a “banking
 business”— primarily issuing deposits and making loans.

•  U.S. bank holding companies may carry out activities “closely
related to banking,” as designated by the Fed. These permitted
activities include the own ership of one or more commercial
banks. A bank holding company that meets the Fed’s highest
risk- based capital rating—“well capitalized”— may also be
certifi ed as a “fi nancial holding company.”

•  U.S. fi nancial holding companies may carry out an even wider
range of fi nancial activities, most importantly investment
banking and insurance.

This hierarchy structure operates, however, under the clear 
 understanding that the holding companies operate to protect their 
commercial banks, and not the other way around. For example, spe-
cial conditions of profi tability and capital adequacy must be met 
before capital can be transferred “upstream” from a commercial bank 
to its holding company. This regulatory system has performed well 
since it was initiated almost ten years ago.

Our proposal is to create a comparable separation of an invest-
ment bank’s counterparty operations from the risks and possible 
losses in its various investment activities. As mentioned earlier, U.S. 
investment banks currently operate (among others) two separate 
business lines: (1) running hedge fund- like trading operations that 
maintain a highly leveraged and maturity- mismatched portfolio of 
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risky investments, and (2) operating as market makers and primary 
counterparties in the OTC market for fi nancial derivatives. Absent 
separation of the two activities, market discipline will not eliminate 
the incentive of an investment bank to use the Fed’s liquidity 
backstop as a means to take excessive risks in its trading operations.

Separating the risk- taking trading from the derivative counter-
party operations thus seems to be the only way to implement Secre-
tary Paulson’s prescription that market discipline play a role in future 
investment bank regulation. The counterparty subsidiary would be 
closely supervised and regulated to ensure it could operate safely and 
dependably on a stand- alone basis. The trading operations, in con-
trast, would continue to have limited regulation, but any losses would 
fall entirely on the debt and equity own ers of the investment bank. 
These investors would thus have every incentive to enforce market 
discipline on the investment bank’s risk management activities. The 
Fed’s only action with a failing investment bank would be to spin off 
the counterparty division to a stand- alone fi rm or to merge it with 
another sound derivative dealer.

If our regulatory system had been in place two years ago, the Bear 
Stearns bailout could have been avoided, for two reasons. First, with a 
recognition that regulators would have no need to bail out an invest-
ment bank suffering even severe investment losses, lenders would 
have been more reluctant to provide funding for the highly leveraged, 
maturity- mismatched, and fundamentally risky Bear Stearns invest-
ment portfolio. In other words, market discipline would have acted to 
force Bear Stearns to limit the investment strategy that was the source 
of the losses that precipitated the fi rm’s failure. Second, even if Bear 
Stearns had succeeded in obtaining funding for its risky investment 
portfolio, the Federal Reserve would have had no reason to bail out 
the fi rm, since the counterparty network of derivatives would have 
continued to function normally while the Bear Stearns investment 
portfolio was being liquidated by the fi rm’s creditors.
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IN BRIEF

Our proposal is to apply the principles of the existing commercial bank 
holding company laws to separate investment bank counterparty obli-
gations from their investment portfolio risks. This would require new 
legislation to parallel the existing Gramm- Leach- Bliley Act of 1999, 
which relaxed Glass- Steagall by allowing a well- capitalized commer-
cial bank to own an investment bank. Under our proposal, an invest-
ment bank could continue to carry out both trading and derivative 
counterparty activities, but new legislation would safeguard all deriv-
ative counterparty obligations from losses that might arise from risky 
investment bank trading portfolios. In this manner, regulation and 
market discipline would combine to protect the fi nancial system’s 
infrastructure, without creating unnecessary regulatory burdens.
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CHAPTER 1 7
Why Paulson Is Wrong

Luigi Zingales

WHEN A PROFITABLE company is hit by a very large liability, as was 
the case in 1985 when Texaco lost a $12 billion court case against 
Pennzoil, the solution is not to have the government buy its assets at 
infl ated prices: the solution is Chapter 11. In Chapter 11, companies 
with a solid underlying business generally swap debt for equity: the 
old equity holders are wiped out, and the old debt claims are trans-
formed into equity claims in the new entity, which continues operat-
ing with a new capital structure. Alternatively, the debt holders can 
agree to cut down the face value of debt in exchange for some war-
rants. Even before Chapter 11, these procedures  were the solutions 
adopted to deal with the large railroad bankruptcies at the turn of the 
twentieth century. So why not use this well- established approach to 
solve the fi nancial sector’s current problems?
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The obvious answer is that we do not have time; Chapter 11 pro-
cedures are generally long and complex, and the crisis has reached a 
point where time is of the essence. If left to the negotiations of the 
parties involved, this pro cess will take months, and we do not have 
this luxury. However, we are in extraordinary times, and the govern-
ment has taken, and is prepared to take, unpre ce dented mea sures. As 
if rescuing the American International Group (AIG) and prohibiting 
all short- selling of fi nancial stocks was not enough, now Trea sury 
Secretary Paulson proposes a sort of Resolution Trust Corporation 
(RTC) that will buy out (with taxpayers’ money) the distressed assets 
of the fi nancial sector. But at what price?

If banks and fi nancial institutions fi nd it diffi cult to recapitalize 
(i.e., issue new equity), it is because the private sector is uncertain 
about the value of the assets they have in their portfolio and does not 
want to overpay. Would the government be better in valuing those 
assets? No. In a negotiation between a government offi cial and banker 
with a bonus at risk, who will have more clout in determining the 
price? The Paulson RTC will buy toxic assets at infl ated prices, 
thereby creating a charitable institution that provides welfare to the 
rich— at the taxpayers’ expense.

If the RTC subsidy is large enough, it will succeed in stopping 
the crisis. But, again, at what price? The answer: billions of dollars in 
taxpayer money and, even worse, the violation of the fundamental 
capitalist principle that she who reaps the gains also bears the losses. 
Remember that in the Savings and Loan crisis, the government had 
to bail out those institutions because the deposits  were federally in-
sured. But in this case the government does not have to bail out the 
debt holders of Bear Sterns, AIG, or any of the other fi nancial insti-
tutions that will benefi t from the Paulson RTC.

Since we do not have time for a Chapter 11 and we do not want to 
bail out all the creditors, the lesser evil is to do what judges do in 
contentious and overextended bankruptcy pro cesses: to cram down a 
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restructuring plan on creditors, where part of the debt is forgiven in 
exchange for some equity or some warrants.

There is pre ce dent for such a bold move. During the Great 
Depression, many debt contracts  were indexed to gold. So when 
the dollar convertibility into gold was suspended, the value of that 
debt soared, threatening the survival of many institutions. The Roo-
se velt administration declared the clause invalid, de facto forcing 
debt forgiveness. The Supreme Court upheld this decision.

My colleague and current Fed Governor Randall Kroszner studied 
this episode and showed that not only stock prices, but bond prices as 
well, soared after the Supreme Court upheld the decision. How is that 
possible? As corporate fi nance experts have been saying for the last 
thirty years, there are real costs from having too much debt and too 
little equity in the capital structure, and a reduction in the face value 
of debt can sometimes benefi t not only the equity holders but also the 
debt holders.

If debt forgiveness benefi ts both equity and debt holders, why do 
debt holders not voluntarily agree to it? First, there is a coordination 
problem. Even if each individual debt holder benefi ts from a reduc-
tion in the face value of debt, she will benefi t even more if everybody 
 else cuts the face value of their debt and she does not. Hence, every-
body waits for the other to move fi rst, creating obvious delay. Second, 
from a debt holder point of view, a government bailout is better. Even 
talk of a government bailout reduces the debt holders’ incentives to 
act, making the government bailout more necessary.

As during the Great Depression, and in many debt restructurings, 
it makes sense in the current contingency to mandate a partial debt 
forgiveness or a debt- for- equity swap in the fi nancial sector. It has 
the benefi t of being a well- tested strategy in the private sector, and it 
leaves the taxpayers out of the picture. But if it is so simple, why has 
no expert mentioned it?

The major players in the fi nancial sector do not like it. It is much 
more appealing for the fi nancial industry to be bailed out at the tax-
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payers’ expense than to bear their share of pain. Forcing a debt- for- 
equity swap or a debt forgiveness would be no greater a violation of 
private property rights than a massive bailout, but it faces much stron-
ger po liti cal opposition.

The appeal of the Paulson solution is that it taxes the many and 
benefi ts the few. Since the many (we, the taxpayers) are dispersed, we 
cannot put up a good fi ght on Capitol Hill, while the fi nancial indus-
try is well represented at all the levels. For six of the last thirteen years, 
the Secretary of Trea sury was a Goldman Sachs alumnus. But fi nan-
cial experts are also responsible for this silence. Just as it is diffi cult to 
fi nd a doctor willing to testify against another doctor in a malpractice 
suit, no matter how egregious the case, fi nance experts in both po liti-
cal parties are too friendly to the industry in which they study and 
work.

The decisions that Congress must make now will matter not just 
to the prospects of the U.S. economy in the year to come, but they 
will shape the type of capitalism we will live in for the next fi fty years. 
Do we want to live in a system where profi ts are private, but losses are 
socialized? Where taxpayer money is used to prop up failed fi rms? Or 
do we want to live in a system where people are held responsible for 
their decisions, where imprudent behavior is penalized and prudent 
behavior rewarded?

For somebody like me, who believes strongly in the free market 
system, the most serious risk of the current situation is that the inter-
est of a few fi nanciers will undermine the fundamental workings of 
the capitalist system. The time has come to save capitalism from the 
capitalists.
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CHAPTER 1 8
Dr. StrangeLoan: Or, How I Learned 
to Stop Worrying and Love the 
Financial Collapse

Aaron S. Edlin

THE WORLD ALMOST changed Wednesday, September 17, 2008.
For years, the U.S. government debt soared. For years, the U.S. 

Trea sury borrowed more and more funds. For years the government 
paid obscene sums in interest to ser vice the debt. All that almost came 
to an end on Wednesday, September 17, 2008. That day, a light shone 
at the end of the tunnel, and the government almost found a way out 
of this “business” of borrowing money and entered the business of 
guarding money, an honorable and profi table business that Brink’s 
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security company and vault makers like Diebold have enjoyed for 
years.

On September 17, the interest rate on ninety- day Trea suries 
fell to three basis points. That is 75 cents of interest on $10,000 of 
borrowing. Government borrowing was essentially free. And the 
interest rate, falling fast, seemed sure to go negative. Surely Trea-
sury rates would have gone negative had the Bush administration 
not come out Thursday with its new plan to buy up toxic fi nancial 
paper.

Think how close we  were to fi nding a solution to the problems of 
debt and taxes. The government could earn money simply by offer-
ing to guard funds!

COMING TO GRIPS WITH NEGATIVE INTEREST RATES

What would negative interest on Trea suries mean? No more costs 
from servicing the debt. People would be paying the Trea sury for the 
privilege of using their money. Sound strange?

Well, in real terms, after deducting infl ation, the Trea sury has 
been paying substantially negative interest for a while, at least on 
shorter term borrowing. But the Trea sury was still paying positive 
nominal interest, so a T-bill was substantially better than holding 
cash or keeping funds in a non- interest- bearing account.

Why, you ask, would anyone pay another in nominal terms to use 
their cash instead of the reverse?  Wouldn’t it be better to just keep the 
cash at home stuffed in a mattress?

The simple fact is that you could easily lose all the money in your 
mattress from theft or in a fi re. People have been paying Brinks or 
vault makers for years to secure cash against thieves. So, now we 
 were simply on the verge of paying the U.S. Trea sury to do the same 
thing— safeguard our cash.



Financial Crisis and Bailouts 144

You just have to change your mind- set from paying someone to 
use your money to paying someone to guard your money. Guard-
ing your money is a ser vice for which it is eminently sensible 
to pay.

THE TREA SURY’S VALUE PROPOSITION

Every business must have a value proposition: the more unique the 
better.

For years, the U.S. Trea sury has issued bonds borrowing money 
in competition with America’s leading fi rms or other government 
borrowers. Typically, the U.S. Trea sury offered investors lower re-
turns but promised more safety— safety (or “quality”) was always 
the Trea sury’s niche.

On Wednesday, September 17, 2008, no longer did money 
market funds, banks, or anyone  else offer the U.S. Trea sury any 
serious competition. So safe did Trea suries look by comparison 
that the Trea sury could pay nothing for your money and people 
gladly handed it over. And it seemed likely that by Thursday, the 
Trea sury would enter a  whole new world in which interest rates 
 were negative and we paid the Trea sury for safeguarding our 
funds.

How would the Trea sury compete with other purveyors of secu-
rity ser vices? Bepress, like all fi rms, must meet payroll and other 
costs, so I wondered where to store the money needed to do so. The 
money currently sat perilously in a money market deposit account at 
a bank. Trea suries  were at zero and possibly heading negative. Could 
keeping our notional accounting “cash” in the form of real cash be 
the best option? A few calls to security companies made it clear that 
guarding a big pile of greenbacks for ninety days would be very ex-
pensive. Interest rates on Trea suries would need to go very negative 
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before the U.S. Trea sury found any serious competition from secu-
rity companies.

What a value proposition the Trea sury stumbled on!

COULD THE TREA SURY SOLVE THE GOVERNMENT’S 

DEBT PROBLEM?

It seemed that the Bush administration had found a perfect solution 
to the government’s fi nancial problems. Instead of paying tons of 
money to ser vice the massive debt the government had accumulated, 
now that all of Wall Street seemed on the verge of collapse, now that 
Paul Volker and Laurence Lindsey  were warning us that the payment 
system (i.e., banks) could be next, the U.S. Trea sury was in an in-
comparable competitive position. On one side of the market, it had 
other borrowers who had no credibility of repayment and could not 
compete, and on the other it had security companies who require 
signifi cant sums to guard your cash behind guns, steel, and cement, 
and could not compete. With this kind of market power, the Trea-
sury could have profi ted enormously by charging negative interest 
rates, eliminated our government debt problem before too long, and 
then begun cutting taxes to the quick.

Sadly, the Bush administration did not realize how close they  were 
to solving the government’s troubles, and instead, I fear they stepped 
into some more. On Thursday, the Bush administration came up 
with a plan to bail out the private fi nancial system, destroying the 
Trea sury’s competitive advantage by shoring up the Trea sury’s com-
petitive rivals in borrowing. Not only does the government now bear 
the costs of other borrowers failing to repay, but it must now again 
pay signifi cant sums for its own borrowing. In the best of all worlds, if 
this works out very well, then at substantial cost to the taxpayer, we 
will be back where we started. The government will be paying huge 
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sums to ser vice its even larger debt. And the Wall Street bankers will 
be back in business raking it in.
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CHAPTER 1 9
Questioning the Trea sury’s 
$700  Billion Blank Check: An Open 
Letter to Secretary Paulson

Aaron S. Edlin

DEAR SECRETARY PAULSON,

Today, I read the U.S. Trea sury’s humble request for the author-
ity to spend 700 billion taxpayer- owned dollars. This taxpayer’s an-
swer: “No.”

Sorry, Mr. Paulson, for the vote of no confi dence, but consider 
the terms you propose. The only hard restriction on this gift certifi -
cate is that it must be redeemed at “a fi nancial institution having its 
headquarters in the United States” and used to buy “mortgage- related 

Aaron S. Edlin holds the Richard W. Jennings Endowed Chair and is Professor of 
Economics and of Law at the University of California, Berkeley, and a Research As-
sociate at the National Bureau of Economic Research. He is co- author with Phillip 
Areeda and Lewis Kaplow of a leading antitrust casebook. He was formerly the se-
nior economist covering regulation, antitrust, and industrial or ga ni za tion at the 
President’s Council of Economic Advisers, and he has taught or held research posi-
tions at Yale, Stanford, and Columbia.
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assets.” You will have little trouble spending this bounty, probably all 
before Election Day.

I did notice the soft restriction, with the two “Considerations” 
that you are intended to “consider” in your purchases: “(1) providing 
stability or preventing disruption to the fi nancial markets or banking 
system; and (2) protecting the taxpayer.”

It is kind of you to remember the taxpayer, but will you forgive 
me for being a little concerned when your proposed legislation pro-
vides no clue how you are to balance these two considerations nor 
what constitutes adequate protection of the taxpayer?

Just as I am wondering whether you are allowed by chance to pay 
infl ated prices for assets if you should so choose and if you judge it to 
promote “stability,” I come upon the fact that your decisions will be 
“non- reviewable and committed to agency discretion, and may not 
be reviewed by any court of law or any administrative agency.”

I stopped dead on reading this. You, the Trea sury Secretary, are 
really asking for a $700 billion blank check.

The legislation does not even suggest that you should try to get a 
fair price, not, anyway, if “stability” is at stake. And if you decide to 
give twice the fair price to an old friend from your Goldman Sachs 
days and think this contributes to stability, that decision is non- 
reviewable. What a job you have! To think that only last week I felt 
sorry for you.

You could, under this legislation, pay $700 billion for “paper” hav-
ing a face value of $800 billion, even though the paper’s market value 
has sunk to $100 billion or even though the paper has no market, so 
long as you think the purchase promotes stability suffi ciently. You 
could do so with no review and no appeal. I suppose, taking the words 
of your legislation literally, you could spend the entire $700 billion 
buying a single mortgage owned by Goldman Sachs if you thought 
such a cash injection was just the trick.

To be sure, you might be successfully challenged in court on the 
more ludicrous hypothetical purchase, despite the no- judicial review 
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clause. On the other hand, I can well imagine Justice Scalia’s opinion 
scolding Congress for not drafting better and telling the plaintiff to 
pound sand.

Regardless of such far- fetched possibilities it is clear that the pro-
posed legislation gives you nearly complete authority to make bad 
deals in the name of stability— bad deals for taxpayers and good for 
your brethren on Wall Street.

And  here is a disturbing thought: If the initial tab is $700 bil-
lion, is it possible you may wind up coming back for much more? 
Could the administration that brought us the $2 trillion war bring 
us a $2 trillion bailout?

Finally, would it be over- the- top cynical to worry that after you 
give some investment bank a particularly sweet deal that the bank or 
its employees would later decide to spend some of that money in 
campaign contributions or po liti cal action committees?

I dearly hope this legislation is not passed as it stands. If anything 
like this bailout must be done, I propose putting Warren Buffett, and 
not Henry Paulson, in charge. Warren Buffett and Charlie Munger 
have a strong history of getting assets at a discount when sellers need 
liquidity. The goal should be stated in the legislation: buy assets at a 
bargain in cases where the purchase will improve the stability of the 
fi nancial markets or the banking system. The alternative to selling 
should be a quick trip to a special panel of bankruptcy judges ready to 
impose a debt for equity swap, as proposed by Luigi Zingales.

The government made a profi t on the Chrysler bailout, and I see 
no reason why that shouldn’t happen  here. No reason, that is, except 
the proposed legislation.

Appendix: Trea sury Department Proposed Legislation
The following is the legislative proposal from the Trea sury De-

partment for authority to buy mortgage- related assets:
Sec. 1. Short Title.
This Act may be cited as ____________________.
Sec. 2. Purchases of Mortgage- Related Assets.
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(a) Authority to Purchase.— The Secretary is authorized to pur-
chase, and to make and fund commitments to purchase, on such terms 
and conditions as determined by the Secretary, mortgage- related 
assets from any fi nancial institution having its headquarters in the 
United States.

(b) Necessary Actions.— The Secretary is authorized to take such
actions as the Secretary deems necessary to carry out the authorities 
in this Act, including, without limitation:

(1) appointing such employees as may be required to carry out the
authorities in this Act and defi ning their duties;

(2) entering into contracts, including contracts for ser vices autho-
rized by section 3109 of title 5, United States Code, without regard 
to any other provision of law regarding public contracts;

(3) designating fi nancial institutions as fi nancial agents of the
Government, and they shall perform all such reasonable duties related 
to this Act as fi nancial agents of the Government as may be required 
of them;

(4) establishing vehicles that are authorized, subject to supervision
by the Secretary, to purchase mortgage- related assets and issue obli-
gations; and

(5) issuing such regulations and other guidance as may be neces-
sary or appropriate to defi ne terms or carry out the authorities of this 
Act.

Sec. 3. Considerations.
In exercising the authorities granted in this Act, the Secretary 

shall take into consideration means for—
(1) providing stability or preventing disruption to the fi nancial

markets or banking system; and
(2) protecting the taxpayer.
Sec. 4. Reports to Congress.
Within three months of the fi rst exercise of the authority granted

in section 2(a), and semiannually thereafter, the Secretary shall report 
to the Committees on the Bud get, Financial Ser vices, and Ways and 
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Means of the  House of Representatives and the Committees on the 
Bud get, Finance, and Banking, Housing, and Urban Affairs of the 
Senate with respect to the authorities exercised under this Act and 
the considerations required by section 3.

Sec. 5. Rights; Management; Sale of Mortgage- Related Assets.
(a) Exercise of Rights.— The Secretary may, at any time, exercise

any rights received in connection with mortgage- related assets pur-
chased under this Act.

(b) Management of Mortgage- Related Assets.— The Secretary
shall have authority to manage mortgage- related assets purchased 
under this Act, including revenues and portfolio risks therefrom.

(c) Sale of Mortgage- Related Assets.— The Secretary may, at any
time, upon terms and conditions and at prices determined by the 
Secretary, sell, or enter into securities loans, repurchase transactions, 
or other fi nancial transactions in regard to, any mortgage- related 
asset purchased under this Act.

(d) Application of Sunset to Mortgage- Related Assets.— The au-
thority of the Secretary to hold any mortgage- related asset purchased 
under this Act before the termination date in section 9, or to purchase 
or fund the purchase of a mortgage- related asset under a commitment 
entered into before the termination date in section 9, is not subject to 
the provisions of section 9.

Sec. 6. Maximum Amount of Authorized Purchases.
The Secretary’s authority to purchase mortgage- related assets 

under this Act shall be limited to $700,000,000,000 outstanding at 
any one time

Sec. 7. Funding.
For the purpose of the authorities granted in this Act, and for 

the costs of administering those authorities, the Secretary may use 
the proceeds of the sale of any securities issued under chapter 31 of title 
31, United States Code, and the purposes for which securities may 
be issued under chapter 31 of title 31, United States Code, are extended 
to include actions authorized by this Act, including the payment of 
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administrative expenses. Any funds expended for actions authorized 
by this Act, including the payment of administrative expenses, shall 
be deemed appropriated at the time of such expenditure.

Sec. 8. Review.
Decisions by the Secretary pursuant to the authority of this Act 

are non- reviewable and committed to agency discretion, and may not 
be reviewed by any court of law or any administrative agency.

Sec. 9. Termination of Authority.
The authorities under this Act, with the exception of authorities 

granted in sections 2(b)(5), 5, and 7, shall terminate two years from 
the date of enactment of this Act.

Sec. 10. Increase in Statutory Limit on the Public Debt.
Subsection (b) of section 3101 of title 31, United States Code, is 

amended by striking out the dollar limitation contained in such sub-
section and inserting in lieu thereof $11,315,000,000,000.

Sec. 11. Credit Reform.
The costs of purchases of mortgage- related assets made under 

section 2(a) of this Act shall be determined as provided under the 
Federal Credit Reform Act of 1990, as applicable.

Sec. 12. Defi nitions.
For purposes of this section, the following defi nitions shall 

apply:
(1) Mortgage- Related Assets.— The term “mortgage- related assets”

means residential or commercial mortgages and any securities, obliga-
tions, or other instruments that are based on or related to such mort-
gages, that in each case was originated or issued on or before September 
17, 2008.

(2) Secretary.— The term “Secretary” means the Secretary of the
Trea sury.

(3) United States.— The term “United States” means the States,
territories, and possessions of the United States and the District of 
Columbia.
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CHAPTER 2 0
Auction Design Critical 
for Rescue Plan

Lawrence M. Ausubel and Peter Cramton

THE TREA SURY PROPOSES to invest $700 billion in mortgage- related 
securities to resolve the fi nancial crisis, using market mechanisms 
such as reverse auctions to determine prices. A well- designed auction 
pro cess can indeed be an effective tool for acquiring distressed assets 
at minimum cost to the taxpayer. However, a simplistic pro cess could 
lead to higher cost and fewer securities purchased. It is critical for the 
auction pro cess to be designed carefully.

The immediate crisis is one of illiquidity. Banks hold a variety 
of mortgage- backed securities, some almost worthless, while others 
retain considerable value. None can be sold, except at fi re- sale prices. 
The Trea sury proposes to restore liquidity by stepping in and purchas-
ing these securities. But at what price?

Lawrence M. Ausubel and Peter Cramton are Professors of Economics at the 
University of Mary land and experts in the theory and practice of auction design.
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A SIMPLE APPROACH LEADS TO OVERPAYMENT

A simple but naïve approach would be to invite the holders of all 
mortgage- related securities to bid in a single reverse auction. The 
Trea sury sets an overall quantity of securities to be purchased. The 
auctioneer starts at a price of nearly 100 cents on the dollar. All hold-
ers of illiquid securities would presumably be happy to sell at nearly 
face value, so there would be excess supply. The auctioneer then pro-
gressively lowers the price— 90 cents, 80 cents, and so on— and bid-
ders indicate the securities that they are willing to sell at each lower 
price. Eventually, a price, perhaps 30 cents, is reached at which supply 
equals demand. The Trea sury buys the securities offered at the clear-
ing pricing, paying 30 cents on the dollar.

This simplistic approach is fatally fl awed. The Trea sury pays 30 
cents on the dollar, purchasing all mortgage- related securities worth 
less than 30 cents on the dollar. Perhaps, on average, the purchased 
securities are worth 15 cents on the dollar. The Trea sury buys only 
the worst of the worst, intervening in a way that rewards the least 
deserving. And, as a result of overpaying drastically, the Trea sury can 
mop up relatively few distressed securities with its limited bud get.

In the simplistic approach, competition among different securities 
overshadows competition within securities and among bidders. The 
auction merely identifi es which securities are least valuable rather 
than determining the securities’ value. An auction that determines a 
real price for a given security needs to require multiple holders of 
the security to compete with one another. This can be achieved if 
the Trea sury purchases only some, not all, of any given security.

A BETTER APPROACH

Thus a better approach would be for the Trea sury to instead con-
duct a separate auction for each security and limit itself to buying 
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perhaps 50 percent of the aggregate face value. Again, the auction 
starts at a high price and works its way down. If the security clears at 
30 cents on the dollar, this means that the holders value it at 30 cents 
on the dollar. (If the value  were only 15 cents, then most holders 
would supply 100 percent of their securities to be purchased at 
30 cents, and the price would be pushed lower.) The auction then 
works as intended. The price is reasonably close to value. The “win-
ners” are the bidders who value the asset the least and value liquidity 
the most.

This auction has an important additional benefi t. The “losers” are 
not left high and dry. By determining the market clearing price, the 
auction increases liquidity for the remaining 50 percent of face value, 
as well as for related securities. The auction has effectively aggregated 
market information about the security’s value. This price informa-
tion is the essential ingredient needed to restore the secondary 
market for mortgage- backed securities.

Handling many securities is a straightforward extension. Differ-
ent but related securities can be grouped together in the same auction 
and purchased simultaneously. Each security has its own price. The 
bidders indicate the quantity of each security they would like to sell at 
the specifi ed prices. The price is reduced for any security with excess 
supply, and the pro cess repeats until a clearing price is found for each 
security.

Auctioning many related securities simultaneously gives the bid-
ders some fl exibility to adjust positions as the market gradually clears. 
This improves price formation and enables bidders to better manage 
their liquidity needs. As a result, effi ciency improves and taxpayer 
costs are further reduced.

For this auction design to work well, there needs to be suffi cient 
competition. This should not be a problem for securities with diffuse 
own ership. For securities with more concentrated own ership, various 
approaches are possible. The Trea sury could buy a smaller percent-
age of the face value. Alternatively, the Trea sury could purchase the 
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securities with the explicit understanding that the securities would be 
sold by auction some months or years in the future, after the liquid-
ity crisis is over. To the extent that the securities are sold at a lower 
price, the holder would contractually owe the Trea sury the differ-
ence, plus interest.

One sensible approach for the sequencing of auctions is to start 
with the best of the worst; that is, begin the auctioning with a group 
of securities that are among the least toxic. These will be easier for 
bidders to assess, and the auction can proceed more quickly. Then, 
subsequent auctions can move on to the increasingly problematic se-
curities. In this way, the information revealed in the earlier auctions 
will facilitate the later auctions.

The basic auction approach suggested  here is neither new nor un-
tested. It was introduced over the last ten years and has been used 
successfully in many countries to auction tens of billions of dollars in 
electricity and gas contracts. It is quite similar to the approach that has 
been used to auction more than $100 billion in the mobile telephone 
spectrum worldwide. It is a dynamic version of the approach that fi -
nancial markets use for share repurchases. If implemented correctly, 
each auction can be completed in less than one day.

Thus the auction approach meets the three main requirements 
of the rescue plan: (1) to provide a quick and effective means for the 
Trea sury to purchase mortgage- related assets and increase liquid-
ity; (2) to yield prices that are closely related to value; and (3) to 
provide a transparent, rules- based mechanism that treats different 
security holders consistently and leaves minimal scope for discre-
tion or favoritism.

Indeed, the second and third requirements may be decisive for 
obtaining broad po liti cal support. The main alternative to auctions 
put forward by the Trea sury is to employ professional asset manag-
ers. To the extent that negotiations or other individualized trading 
arrangements are used, the public will be rightfully wary that favor-
itism may be exerted and that some security holders will be offered 
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sweetheart deals. By contrast, a transparent auction pro cess is readily 
subjected to oversight.

The Trea sury appears to be embarking on the greatest public in-
tervention into fi nancial markets since the Great Depression. The ulti-
mate success or failure of the intervention may depend on the fi ne 
details of the auction design. Let’s get it right.
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CHAPTER 2 1
A Better Plan for Addressing 
the Financial Crisis

Lucian A. Bebchuk

THE CURRENT FINANCIAL crisis is widely viewed as the most serious 
since the Great Depression. Last week, facing severe market reac-
tions to the failures of American International Group (AIG) and 
Lehman Brothers, the U.S. Trea sury Department put forward a bold 
and massive program of spending up to $700 billion on purchasing 
“troubled assets” from fi nancial institutions.

This chapter critiques this proposed emergency legislation. It also 
puts forward a superior alternative for advancing the two goals of the 
proposed legislation— restoring stability to the fi nancial markets and 
protecting taxpayers. I show that the proposed legislation can be re-
designed to limit greatly the cost to taxpayers while performing 
better in terms of restoring stability to the fi nancial markets.

Lucian A. Bebchuk is the William J. Friedman and Alicia Townsend Friedman Pro-
fessor of Law, Economics, and Finance and Director of the Program on Corporate 
Governance at Harvard Law School. He is also a Research Associate of the National 
Bureau of Economic Research. This chapter develops some of the points made in an 
op- ed piece he published in The Wall Street Journal.
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Although it is widely accepted that the current problems in the 
fi nancial system result from problems in the housing market, the emer-
gency legislation and my analysis in this chapter focus on the current 
crisis of liquidity, capitalization, and confi dence in the fi nancial sector. 
Throughout, I accept the two stated objectives of the Trea sury’s plan— 
restoring stability to the fi nancial sector and protecting taxpayers— and 
show how they can be better served by a redesigned plan.

The proposed redesign is based on four interrelated elements:

•  No overpaying for troubled assets. The Trea sury’s authority to
purchase troubled assets should be limited to doing so at fair
market value.

•  Addressing undercapitalization problems directly. Because the
purchase of troubled assets at fair market value may leave
fi nancial fi rms severely undercapitalized, the Trea sury’s
authority should be expanded to allow purchasing, again
at fair market value, new securities issued by fi nancial
 institutions in need of additional capital.

•  Market- based discipline. To ensure that purchases are made at
fair market value, the Trea sury should conduct them through
multi- buyer competitive pro cesses with appropriate incentives.

•  Inducing infusion of private capital. To further expand the capital
available to the fi nancial sector, and to reduce the use of public
funds for this purpose, fi nancial fi rms should be required or
induced to raise capital through right offerings to their
existing shareholders.

Below I discuss in turn each of these four elements. In my analy-
sis I discuss the major fl aws of the proposed legislation that would 
undermine its effectiveness, and I explain how the plan I put forward 
can address them.
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PURCHASING TROUBLED ASSETS

The premise of the Trea sury’s plan is that the current crisis is due to 
the presence of “toxic” real estate paper on the balance sheets. Finan-
cial fi rms can currently sell these “troubled assets” only at an extremely 
deep discount to face value, if at all. The Trea sury believes that the 
presence of these illiquid troubled assets “clogs” the fi nancial system 
and is “choking off the fl ow of credit.” Because of the substantial pres-
ence of these illiquid troubled assets on the balance sheets of fi nancial 
fi rms, the Trea sury believes, fi nancial fi rms have diffi culty raising 
capital, are subject to risks of creditor runs, and are reluctant to carry 
out fully their role in fi nancing the real economy.

One reason troubled assets cannot currently be sold at face value is 
probably due to the decline in the fundamental economic value of these 
assets due to the correction in the housing market. The Trea sury be-
lieves, however, that fi nancial fi rms cannot currently sell these assets 
even at their reduced fundamental value. In a normal, well- functioning 
market, with suffi cient supply of interested buyers, such assets can be 
expected to trade at their fundamental value— the discounted present 
value of their “hold- to- maturity value.” The Trea sury believes, however, 
that we currently do not have such a normal, well- functioning market. 
Rather, we have a “limits to arbitrage” situation in which money man-
agers that would otherwise be willing to purchase fi nancial assets at any 
price below their fundamental value do not have suffi cient liquidity to 
keep prices at fundamental values. The proposed legislation seeks to 
provide such liquidity through the use of public funds.

Accepting the need and desirability of using public funds to pro-
vide liquidity to the market for troubled assets, the critical issue con-
cerns the price at which the Trea sury would attempt to buy these 
assets. The Trea sury’s offi cial statements about the plan contemplate 
purchasing troubled assets at fair value: “The price of assets purchased 
will be established through market mechanism where possible, such 
as reverse auctions.” Such an approach is appealing, of course, because 
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purchasing assets at fair market value might enable taxpayers to get 
an adequate return on their investment.

While the Trea sury’s statements contemplate purchases at fair 
market value, however, the draft legislation is careful to grant the Trea-
sury full authority to pay higher prices for troubled assets. As Aaron 
Edlin and others have pointed out, the draft would permit the Trea-
sury, if it so chooses, to spend, say, $700 billion for troubled assets 
with a fair value of only $200 billion, making taxpayers poorer by 
half a trillion dollars.

This freedom to confer massive gifts on private parties is highly 
problematic. It should be constrained: the legislation should direct 
the Trea sury to buy assets at fair market value.

Some might ask whether directing the Trea sury to purchase trou-
bled assets only at fair market value might not make the purchase pro-
gram inconsequential. Would this prescription not lead the Trea sury 
to purchase troubled assets at fi re- sale prices and thus not add signifi -
cantly to the options available to fi rms? Accepting the diagnosis of our 
current predicament underlying the Trea sury’s proposal, the answer is 
no. At present, the prices are viewed as substantially below fundamen-
tal value due to the drying up of liquidity and the lack of fund supply 
that ensures pricing at fundamental value in normal times. Thus, the 
fair market value that the Trea sury would pay would be one that would 
refl ect market outcomes under conditions of adequate liquidity. What 
mechanism will best ensure that the prices paid for troubled assets 
purchased for taxpayers would indeed refl ect such outcomes is a ques-
tion I will take up later on.

DEALING DIRECTLY WITH UNDERCAPITALIZATION PROBLEMS

By itself, imposing the fair market value constraint on purchases of 
troubled assets might leave us with stability concerns that the Trea sury 
sought to address by retaining the power to overpay. Because the 
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depressed housing market reduced the fundamental value of troubled 
assets, some fi nancial fi rms may well remain seriously undercapital-
ized even if they could sell troubled assets at fair value. The Trea sury 
wants the power to overpay for troubled assets to be able to improve 
the capital position of these fi rms to restore stability and prevent 
creditor runs.

Let us suppose, for the time being, as the Trea sury’s plan does, 
that an infusion of additional capital to fi nancial fi rms must at this 
point come, at least to a substantial degree, from the government. 
Even so, such an infusion of capital should not be done by giving gifts 
to the shareholders and bondholders of fi nancial fi rms through over-
paying for their assets. Rather, the provision of such additional capital 
should be done directly, aboveboard, and for consideration.

While the Trea sury’s draft legislation gives it large and unusual 
powers, some of which need to be scaled back, there is one power that 
the Trea sury was not given but should be. The draft legislation allows 
the Trea sury to purchase only preexisting assets. This limitation shoots 
taxpayers in the foot, preventing the government from getting newly 
issued securities from fi rms receiving capital infusions from it. This 
limitation should be revised to allow the Trea sury to purchase— again 
only at fair market value— new securities in fi nancial fi rms when do-
ing so is necessary for stabilizing fi nancial markets.

Authorizing the provision of capital in return for newly issued 
securities is far superior to authorizing, as the current draft does, the 
provision of capital through overpaying for troubled assets. To be-
gin, taxpayers would be better protected; they would get adequate 
consideration for the capital they are providing rather than nothing 
at all, as under the Trea sury’s plan, which provides capital through 
subsidized purchases of troubled assets.

Furthermore, the direct approach would do a better job in pro-
viding capital where it is most useful. If the proposed legislation  were 
implemented, capital would be ineffi ciently channeled, as the amount 
of troubled assets sold by fi rms would not necessarily be related 
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to the amount of capital that they need and should get from the 
government.

Before moving on, I should comment on another approach that 
some lawmakers (such as Senator Christopher Dodd) and commen-
tators (such as Paul Krugman) have raised: directing the govern-
ment to insist on getting some newly issued securities— shares or 
warrants— in fi nancial fi rms from which the government would pur-
chase troubled assets. These proposals have been motivated by simi-
lar concerns to the one I have— that the Trea sury’s plan contemplates 
subsidizing some fi rm through overpaying for their troubled assets. 
To the extent that such overpaying will happen to shore up the fi rms’ 
capital positions, these observers ask, why should the government 
not get at least some equity tickets to compensate it for the subsidized 
purchase of troubled assets?

While the motivation for these suggestions is understandable, 
and while they go in the direction I advocate— preventing the gov-
ernment from subsidizing fi rms from which troubled assets are 
purchased— they still unnecessarily tie together purchases of trou-
bled assets and provision of new capital. Such a tie- in does not reduce 
the government’s need for information or make matters otherwise 
simpler: the government would still need to assess how much it is 
overpaying for the purchased troubled assets and what new equity 
tickets would provide adequate consideration for the amount over-
paid, which would require the government to determine both the fair 
market value of the troubled assets and the fair market value of new 
equity securities issued to it.

In such a case there would be no reason not to proceed in a manner 
refl ecting explicitly and aboveboard the transactions taking place— 
that is, specify separately the price paid for the troubled assets (in a 
transaction aimed at paying fair market value for them) and the price 
paid for the new equity securities (in a transaction aimed at paying 
fair market value for them). Moreover, tying equity participations to 
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purchases of troubled assets is problematic because of the already men-
tioned lack of correlation between the need for governmental pur-
chases of troubled assets and the desirability of governmental infusion 
of capital. Some fi nancial fi rms would like to sell a substantial amount 
of troubled assets to the government but do not need a governmental 
infusion of capital; and, conversely, some fi nancial fi rms would need 
a capital infusion but would not wish to make signifi cant use of the 
government’s willingness to purchase troubled assets.

Before concluding the discussion of capital provision for adequate 
consideration in newly issued securities, it should be stressed that this 
is possible only for fi nancial fi rms that are undercapitalized but still 
solvent. If a fi rm is insolvent and its shares thus do not have a positive 
fundamental value, any number of new equity securities may be insuf-
fi cient to provide the government with adequate consideration. In such 
a case the pro cess of infusing new capital for adequate consideration— 
whose implementation I describe below— would not result in an in-
fusion of new capital. Even in a highly liquid and well- functioning 
market, a fi rm that is insolvent would not be able to get capital by 
selling additional equity participations.

Thus, even with (1) a mechanism for using public funds to pro-
vide liquidity to the market for troubled assets and to enable fi rms to 
sell such assets at fair value, and (2) a mechanism for using public 
funds to provide liquidity to the market for new capital for fi nancial 
fi rms to enable such fi rms to sell new equity shares at fair market 
value, the government might well face a subset of fi nancial fi rms that 
would be insolvent. For those fi rms that are either federally insured 
(banks) or whose bankruptcy would have suffi ciently large negative 
system- wide effects, the government may decide to have a “bailout.” 
Such a bailout, however, should involve wiping out shareholders’ 
stakes, with the government effectively getting the full value of equity 
in return for its support. For those fi rms that are not federally insured 
and whose bankruptcy would not be judged to have suffi ciently large, 
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negative, system- wide effects, the government should let the insol-
vency proceed through standard pro cesses (as it has decided to do in 
the case of Lehman Brothers).

Because the decline in the fundamental value of troubled assets 
may have rendered some fi nancial fi rms truly insolvent, some bail-
outs and/or bankruptcies of fi nancial fi rms may be unavoidable even 
under the proposed plan for using public funds to purchase troubled 
assets and new equity securities at fair value. However, that would 
hardly mean that the availability of the above- mentioned mecha-
nisms (1) and (2)— using public funds to provide liquidity in the 
markets for troubled assets and new capital for fi nancial fi rms— 
would not be valuable. These mechanisms would ensure that bail-
outs and bankruptcies would be limited to that subset of fi rms— which 
would hopefully turn out not to be substantial in scope— that would 
be insolvent even in the absence of liquidity problems and market 
disruptions, namely, even if they could sell troubled assets and new 
equity participations at prices refl ecting fundamental values.

MARKET- BASED MECHANISMS FOR PURCHASING 

ASSETS AT FAIR MARKET VALUE

The plan I am putting forward would authorize the government to 
use public funds both to purchase troubled assets, as the Trea sury 
plan suggests, and to purchase newly issued securities by fi nancial 
fi rms in need of additional capital. Both types of purchases should be 
at fair market value. The dev il, however, is in the details. How would 
the government know whether it is purchasing assets at fair market 
value and avoiding overpaying for assets at taxpayers’ expense?

The proposed legislation allows the Trea sury to conduct purchases 
through in- house operations, outside delegation, or any other method 
it chooses. It would be best, however, to direct the Trea sury to operate 
through agents with strong market incentives.
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Suppose that the economy has illiquid mortgage assets with a face 
value of $1,000 billion, and that the Trea sury believes that the intro-
duction of buyers armed with $100 billion could bring the necessary 
liquidity to this market. The Trea sury could divide the $100 billion 
into, say, twenty funds of $5 billion and place each fund under a man-
ager verifi ed to have no confl icting interests. Each manager could be 
promised a fee equal to, say, 5 percent of the profi t its fund generates— 
that is, the excess of the fund’s fi nal value down the road over the 
$5 billion of initial investment. The competition among these twenty 
funds would prevent the price paid for the mortgage assets from fall-
ing below fair value, and the fund managers’ profi t incentives would 
prevent the price from exceeding fair value.

The above example is intended to illustrate the point, of course, 
rather than to suggest par tic u lar details for the fee structure of the 
funds’ managers. It would be necessary to determine the percentage 
of profi ts granted to managers and the threshold above which this 
percentage would be applied. One could consider taking the com-
petitive idea one additional step: after a pool of candidates that pass 
threshold conditions in terms of expertise and lack of confl icting in-
terests is selected, the selection could be based on a bidding pro cess 
in which candidates would bid the profi t percentage for which they 
would be willing to manage a fund.

Given that the decentralized system I am describing is far from 
straightforward, let me explain why it might nonetheless be preferable 
to having the government conduct purchases of a given class of assets 
through a single buyer, possibly located in- house in the Trea sury. 
Certainly a situation in which a Trea sury in- house offi cial bargained 
one- on- one with a fi nancial fi rm over the value of an asset would 
raise serious concerns. The Trea sury’s statement sought to allay these 
concerns by raising the possibility of using market mechanisms such 
as auctions or reverse auctions.

Suppose that the Trea sury seeks to purchase some units within a 
certain class of assets— say, trench C in mortgage pool M. Under one 
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possible procedure described by Chairman Bernanke in congressio-
nal testimony, the Trea sury could name a price it is willing to pay per 
unit, based on its estimate of the hold- to- maturity value of these 
units, and fi nancial fi rms would then decide to sell. But estimating 
accurately the hold- to- maturity value requires making estimates of 
the incidence of mortgage repayment years down the road, and it 
would be rather diffi cult for a Trea sury offi cial— or for those review-
ing the offi cial’s decisions— to know whether the estimate made by 
the offi cial is close to or far from accuracy. Indeed, it would be diffi -
cult to know this even in retrospect; if hold- to- maturity returns fall 
below the price paid, this might be due to the negative realization of 
uncertainty rather than to the use of an estimate that was too low 
when made.

Moreover, the Trea sury offi cial would face private actors with 
powerful incentives to maximize their interests. Thus even if Trea sury 
offi cials are as likely to err in one direction as in the other in making 
their estimates, the result would be systematic overpaying for assets, 
for sellers would be more likely to accept the price named by the Trea-
sury for units of trench C of pool M when the price is set too high 
and less likely to do so when the price is set too low.

An alternative procedure that a centralized one- buyer pro cess 
could use would specify not the price that the Trea sury is willing to 
pay for units in the class of assets but the number of units it is seeking 
to acquire— say, 50 percent of the units. The Trea sury would then 
invite own ers of units to submit offers as to the price at which they are 
willing to sell such assets, and it would purchase units at what ever 
level is suffi cient to induce sale offers for the 50 percent of the units. 
In theory, this could work when own ership of units in this class of 
assets is dispersed among own ers that cannot effectively coordinate 
the prices they would demand. However, in situations in which as-
sets are owned by a concentrated group or by repeat players that can 
implicitly coordinate strategies, such auctions may produce infl ated 
prices.
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MANDATING RIGHTS OFFERINGS

My discussion thus far assumed, following the assumption underly-
ing the Trea sury’s plan, that, because capital markets “froze,” new 
capital infusions to fi nancial fi rms need, at least to a substantial de-
gree, to come from the government. However, fi nancial fi rms that 
are undercapitalized but clearly solvent, as many fi nancial fi rms seem 
to be, should be able to raise signifi cant additional capital from pri-
vate sources. It should be emphasized that the government has thus 
far not exhausted its options in terms of inducing fi nancial fi rms to 
raise additional capital from private sources.

Following the Bear Stearns collapse in March, the government 
urged and encouraged some fi nancial fi rms to raise additional capital. 
However, the government has not thus far required fi nancial fi rms 
to go out and raise additional capital, and it should do so. As was sug-
gested by Raghuram Rajan in a recent op- ed piece in the Financial 
Times (Rajan 2008), the government could and should require fi nan-
cial fi rms that have substantial but suboptimal capitalization to raise 
capital through rights offerings to existing shareholders. While such 
rights offerings would not be effective for fi rms in relatively fragile 
situations, they could bring signifi cant additional capital to fi rms that 
are clearly solvent; this would substantially increase the aggregate 
capital available to the fi nancial sector and, in turn, expand the pool of 
credit available to Main Street. There can be little doubt that if, say, 
Bank of America  were required to make a rights offering at a price 
signifi cantly below its current market price, the offering would be fully 
subscribed, would bring in signifi cant additional capital, and hence 
would expand the capacity of this bank to provide fi nancing to the real 
economy.

Because the proposed legislation is partly motivated by a concern 
that the fi nancial sector’s undercapitalization might undermine its 
ability to fi nance Main Street, mandating such rights offerings would 
contribute substantially to addressing this concern. Furthermore, it 
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would do so at no cost to taxpayers. Thus, mandating rights offerings 
for an appropriate subset of the country’s fi nancial fi rms should be 
a useful supplement to (and partial substitute for) the use of public 
funds for these purposes.

The case for mandating rights offerings might be questioned 
on grounds that fi rms can, of course, choose on their own to raise 
new equity capital through rights offerings or otherwise. A man-
date would necessarily be harmful in situations in which a fi rm on its 
own would choose not to do a rights offering, so the argument goes, 
and would be unnecessary in situations in which fi rms would choose 
to do so on their own. But this critique should not be accepted, for 
two reasons.

To begin, as pointed out by Rajan (2008), a “lemons” problem— in 
par tic u lar, fear of negative informational inferences that the market 
may draw from a decision to make a rights offering— might discour-
age a fi rm from doing so even if it needs capital. In contrast, when a 
rights offering is mandated by the government for a substantial set of 
fi rms, the market will not draw a negative inference about the manag-
ers’ private information from the existence of a rights offering. Fur-
thermore, the premise of the Trea sury’s plan is that the existence of 
adequate capitalization in given fi nancial fi rms has substantial positive 
spillover effects on other fi rms in the economy. The existence of such 
effects might well make it desirable in the current circumstances to 
expand the capital available to fi nancial fi rms even if fi nancial fi rms’ 
existing shareholders would privately prefer not to do so in order to 
avoid diluting their earnings.

CONCLUSION

Because the Trea sury’s plan would infuse capital through overpaying for 
troubled assets, it would impose massive costs on taxpayers and might 
not channel needed capital to its most valuable uses. The proposal put 
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forward in this chapter would do a far better job both in terms of 
protecting taxpayers and in terms of restoring fi nancial stability.

Because I focus  here on the fi nancial sector problems that the 
Trea sury proposal seeks to address, I have abstracted from the prob-
lem of the housing market. It is generally recognized that the fi nancial 
sector’s problems are in part due to the “correction” in the housing 
market. Nonetheless, the assumption underlying the Trea sury’s plan 
is that government intervention should focus on the fi nancial sector. 
The Trea sury (now) recognizes that the problems of the fi nancial 
markets should not be left to the market to sort out but, rather, re-
quire government intervention. However, once this intervention 
brings stability and liquidity to fi nancial fi rms, the Trea sury believes, 
the problems of the housing market can still be left for market forces 
to sort out. Unfortunately, however, the housing market is not a Coa-
sian setting in which such adjustments can occur without much cost. 
Thus additional government intervention in connection with the 
housing market may be warranted alongside the intervention in the 
fi nancial markets that has been the focus of this short treatment. 
Whether and what intervention would be warranted is a question that 
is beyond the scope of this chapter, however, and I plan to consider 
it in a separate work.
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CHAPTER 2 2
Please Think This Over

Edward E. Leamer

HERE ARE SOME choice words from the Trea sury:

Legislative Proposal for Trea sury Authority 
to Purchase Mortgage- Related Assets

The Secretary is authorized to purchase, and to make and fund 
commitments to purchase, on such terms and conditions as 
determined by the Secretary, mortgage- related assets from 
any fi nancial institution having its headquarters in the United 
States.

Decisions by the Secretary pursuant to the authority of this 
Act are non- reviewable and committed to agency discretion, 
and may not be reviewed by any court of law or any adminis-
trative agency.

Edward E. Leamer is the Chauncey J. Medberry Professor of Management, Profes-
sor of Economics and Statistics, and Director of the UCLA Anderson Forecast, all at 
UCLA. In addition, he was a member of Governor Arnold Schwarzenegger’s Coun-
cil of Economic Advisors.
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When I fi rst read those words in an e-mail, I thought it was an Inter-
net joke. I was sure the Trea sury Secretary would be explaining exactly 
how he would acquire these assets, since the dev il is in the details. 
Instead, the Secretary wants authority to do what ever he wants. He 
 doesn’t even give us a mission statement, or any metrics for the suc-
cess of this venture.

MY QUESTIONS

I have lots of questions about this, and I am sure you have many 
more:

•  How is the Trea sury going to determine the values of those
illiquid mortgage- backed securities when Wall Street has
failed to do so? Surely their values depend on future home
prices and future mortgage default rates. How is the Trea sury
going to forecast home prices and default rates? Will these
forecasts be made public?

•  How is the Trea sury going to avoid the winner’s curse, paying
more for these assets than anyone  else is willing to? How can
this plan help the fi nancial institutions unless the Trea sury does
pay more for these securities than their current private market
auction value, and even more than their current book value, thus
in effect making a capital infusion into the banking system?

•  Isn’t there a big risk  here of exposing rather than eliminating
insolvency problems? Aren’t some insolvency problems
currently hidden with mark- to- model accounting valuations
for these illiquid assets? When the Trea sury creates a market for
these assets, don’t standard accounting rules require valuations
at market prices, which will cause accounting losses for these
fi rms unless the Trea sury is more generous than the fi rms’
accountants?
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•  Is the Trea sury going to buy these securities from fi rms that
are well capitalized and don’t need the help as well as from
fi rms that are on the brink of insolvency?

•  Is the plan a way to rescue the mismanaged fi rms and keep
the poorly performing management in place? If it  doesn’t do
that, what help can the plan offer?

•  What exactly is the defi nition of a “fi nancial institution” from
which the Trea sury will buy mortgage- backed securities?
Does it include pension funds and mutual funds? How about
the loan I gave my neighbor that he now refuses to pay back?
Am I a fi nancial institution? I would like to be included in this
too. Curiously the legislation does not defi ne “fi nancial
institution,” although it does defi ne the “United States.”

•  How much in losses from this speculative enterprise can
taxpayers reasonably expect? What systems will be put in place
to limit the losses? Who will be held accountable for losses
that exceed the limit? Who besides the taxpayers will have
skin in the game?

•  Why not just make a one- time federal capital infusion into all
the troubled banks and let them do with the mortgage- backed
securities what ever they like? That would leave the corpses in
the hands of those who know where they are buried, as Steve
Liesman recently pointed out on Meet the Press.  Wouldn’t that
be a more honest and more effi cient way of doing this bailout?
Or maybe we should just nationalize the  whole banking
system? (I don’t mean that!)

•  Perhaps most importantly, have we thought at all about the
unintended consequences of this government intervention
into the capital markets? The Secretary pays a lot of lip ser vice
to the moral hazard problem, but a much bigger one is the
pound of fl esh. Don’t think for a minute that Wall Street can
walk away with $700 billion of the taxpayers’ money without
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draconian consequences. We may be opening up a regulation 
nightmare that will make Sarbanes- Oxley look like a walk in 
the park.

But the Trea sury offered no details. Absolutely none. So we are left 
to guess. Given that the Trea sury has had months (not days) to plan 
this, I hope (but I fear too) that it is simply not telling us its plans.

Didn’t we just do this? Didn’t we rush pell- mell to solve a huge 
problem, giving open- ended authority to our executive branch, only 
later to wish we had thought it over more carefully? Do we really 
want to give the Secretary of the Trea sury $700 billion to do as he or 
she sees fi t?

I don’t like this half- baked plan. I don’t think it is going to work. 
I don’t think it addresses the root problems. Worst of all, it shakes the 
very foundations of our government’s relationship with the private 
sector, setting us on a completely new course in what may be a po liti-
cally irreversible way.

THE REAL PROBLEM AND A BETTER PLAN

Here is my take on the problems we face and what the proper treat-
ments are. I offer these thoughts not because I know for sure. Mostly 
I want to remind us all that there are other ways to spend $700 billion 
of the taxpayers’ money. Let’s talk about this. Let’s not rush to get it 
done by Friday.

Looking backward, home buyers paid too much, and lenders 
wrote contracts that exposed them to the homeowners’ losses. With 
home values declining by something like $2 trillion, we are in a mad 
scramble to divide the loss between homeowners, lenders, and tax-
payers. In the meantime, homeowners and lenders are exercising their 
last line of defense: denial. Many homeowners are refusing to sell their 
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homes at prices that can attract buyers. Many lenders are refusing to 
sell their mortgage- backed securities at prices that can attract buyers. 
All this denial gets in the way of the normal price- discovery pro cess, 
leaving stranded assets held by own ers who think they are worth 
more than potential buyers.

Nonetheless, our fi nancial institutions are doing a pretty good job. 
Our fi nancial markets are supposed to tell us how wealthy we are. 
This year the large drop in equity valuations is sending a pretty clear 
message: we are not as wealthy as we thought. That seems adequately 
accurate; no big problem there. Our fi nancial markets also provide 
credit to consumers and businesses to help grow our economy. Out-
side of housing, the economy is doing pretty well, and there is no clear 
evidence of a credit crunch seriously impinging on either business 
spending or consumer spending, even though Wall Street pundits for 
more than a year have been ringing out loud alarm bells about an im-
minent credit contraction. Though business spending and consumer 
spending are a bit weak, that weakness properly refl ects the funda-
mentals of the economy and is not a symptom of a credit crunch. So 
what’s the problem, Mr. Secretary?

I too am very worried about the next couple of quarters. We have 
not had the amplifying effect of massive layoffs, however, there are 
some ominous signs. But if business spending or consumer spending 
in the future is substantially curtailed by a credit contraction,  couldn’t 
we have a government program that directly encourages what ever 
spending problem shows up? If business spending weakens, could we 
try a tax credit for business investment? If jobs are declining, what 
about a tax credit for fi rms that hire more workers? Why this round-
about doubtful solution that for sure helps the Secretary’s friends on 
Wall Street and maybe not much  else?

We all need to understand that the “root” problem isn’t bad mort-
gages, as the Trea sury Secretary and the president allege; the root prob-
lem is declining home prices, caused by a combination of overbuilding 
and excessive appreciation, together with aggressive mortgages that 
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only work when prices are rising rapidly. To formulate an appropriate 
response we need fi rst to form an opinion regarding the amount of 
overbuilding and the amount of home price declines that are likely to 
occur in the future and the rates of foreclosure that will occur at those 
prices. The values of those mortgage- backed securities that Secretary 
Paulson is so anxious to buy on our behalf depend completely on the 
future foreclosure rates and on the future underlying values of the fore-
closed homes that taxpayers soon enough will own. What can be ex-
pected with regard to prices and home building?

High rates of home building from 2004 to 2006 gave us about a 
million more single- family homes than suggested by historical rates 
of building, illustrated in Figure 22.1. Since 2006, plummeting 
rates of building have reduced that home overhang to about 400,000 
units, and we should be back on trend in the stock of homes very 
early in 2009. (As it turned out, cumulative single-family home 
building was back to trend in February 2009, but continuing low 
rates of building through August 2011 have produced a defi cit of 
single- family homes of 2.1 million units and a defi cit of multi- family 
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homes of 880,000 units, thus laying the foundation for the next 
housing boom.)

A rough calculation of the remaining excess in home prices can be 
made by extending the 1975– 2002 infl ation- adjusted trend in the 
Federal Housing Finance Agency home price index to 2008q2 and 
comparing that with the actual index. That suggests a remaining over-
valuation of 24 percent, illustrated in Figure 22.2. Using the 2008q2 
rate of decline in home prices, –5 percent, and the infl ation rate of 2 
percent, it will take a little less than three years for home prices to get 
back to trend. It seems likely going forward that the infl ation rate will 
be higher and the rate of home price decline greater. It is also the case 
that some of the excess is a consequence of the low rate of interest. Still, 
it  doesn’t seem reasonable to expect this pricing problem to be solved 
nationwide before the end of 2009, at the earliest, when home prices are 
likely to be down another 10 percent at least. (As it turned out, it was in 
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the fi rst quarter of 2010 when home prices returned to trend, and in the 
second quarter are below trend by 8 percent).

The data thus suggest that the overbuilding problem is going to 
be behind us early next year, when the stock of single- family homes 
will be back to normal, but the price declines for new and existing 
homes are likely to go on for at least another year or two.

Those declining home prices are going to cause more losses for 
homeowners, lenders, and taxpayers. Taxpayers need to decide how 
much of those losses they are prepared to absorb, if any, and they 
need to put in place mechanisms that will directly and clearly trans-
fer the losses from homeowners to taxpayers. The Paulson plan 
transfers to taxpayers an indeterminate level of losses buried already 
in the books of the lenders. I cannot see how that helps homeowners 
at all, except for the argument that it averts a severe credit contraction 
that might make life miserable for all of us. Surely we can think of 
cheaper, more direct, and more effective ways to deal with any exces-
sive credit contraction that does emerge.

One honest way to transfer the losses directly to the taxpayers 
would have the Trea sury buy homes directly at infl ated prices and 
rent them to deserving Americans. Though the Trea sury Plan in-
volves buying mortgage- backed securities at inf lated prices, keep 
in mind that foreclosures will then turn the homes over to Uncle 
Sam. For $700 billion, the Trea sury could purchase 2.3 million 
homes at an average price of $300,000. That is way more than is 
necessary. A half a million should be enough to unclog the system. 
Uncle Sam could purchase foreclosed homes, mow the lawns, fi x 
the broken windows, and rent the homes out to deserving families. 
That would help the other homes in the neighborhood sell at favor-
able prices.

The overbuilding problem will be corrected long before prices 
stabilize, but the continuing decline in home prices will make it im-
possible to build the homes we need, and the consequent under-
building will lay the foundation for the next housing mania. To get 
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the builders up and running early next year, we need a tax rebate for 
the purchase of new homes, beginning soon.

When prices get back in line with fundamentals, there are likely 
to be continuing price declines because the housing market works 
pathologically. A normal market works because demand curves are 
downward sloping, but for homes demand curves can be upward 
sloping. Declining prices in many regions are not bringing buyers 
back to the market. Price declines are creating the expectation of 
more price declines to come and encouraging prospective buyers to 
postpone their decisions, which causes more price declines and even-
tually the overshooting of prices. When prices get back to normal 
and buyers have not returned, that’s when we need to fi nd ways to 
bring the buyers back. That’s when we need to offer big temporary 
tax credits to fi rst- time buyers.

So that’s my $700 billion plan.
Immediate relief for homeowners who don’t like the price the 

market is offering.

1. Have Uncle Sam do the buying. (If that sounds ridiculous,
think again about the Paulson Plan.)

2. Offer a tax rebate for the purchase of new homes, commenc-
ing in January 2010.

3. Offer a temporary tax rebate for fi rst- time buyers of either
new or existing homes that is timed differently in different
regions of the United States.

By the way, this plan might actually indirectly solve some of the 
problems that Paulson’s friends on Wall Street are worried about— a 
kind of trickle- up economics.
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CHAPTER 2 3
Is Macroeconomics Off Track?

Casey B. Mulligan

SHOULD MACROECONOMISTS BEGIN again, particularly those at Chi-
cago, Minnesota, Rochester, and other freshwater schools? These days, 
commentators tell us that we should scrap all that we hold dear— 
neoclassical growth models, asset pricing models, and the effi cient 
market hypothesis alike.

And not just run- of- the- mill journalists. No less than the No-
bel Laureate Paul Krugman argued this September 2, 2009, in the 
New York Times Sunday Magazine that we are “mistaking beauty for 
truth,” dismissing “the Keynesian vision of what recessions are all 
about,” falling “in love with the vision of perfect markets,” and 
blaming entire recessions on laziness.

Krugman and others are getting carried away. Allow me to de-
fend neoclassical growth models by providing some examples of the 
application of these models to the current recession, and to previous 
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recessions. The reader can then evaluate whether Krugman’s accusa-
tions are at all accurate.

THE NEOCLASSICAL GROWTH MODEL

The neoclassical growth model is an aggregate model with two basic 
trade- offs: (1) current versus future and (2) market versus non- market 
allocations of labor. Resources are allocated over time via decisions to 
accumulate a homogeneous capital good rather than consuming in 
the current period. People allocate their time between the market and 
non- market sectors via employment and hours decisions.

The model has a few equilibrium conditions. Three conditions, 
denoted (Y), (L), and (K), relate to current consumption and work: 
(Y) output is produced according to capital and labor inputs, (L) the
supply of labor equals its demand, and (K) the supply of capital (con-
sumption foregone) equals its demand. The remaining two condi-
tions are versions of (Y) and (L) for the future period.

Stated this way, the model seems to be based on the assumption that 
markets always clear. But twenty years of applying the model has not 
exactly been a love affair with perfect markets. My practice, and others’, 
is to include a residual in each of the conditions: a “productivity shock” 
in condition (Y), a “labor market distortion” in condition (L), and an 
“investment” or a “capital market distortion” in condition (K), which 
means that I expect there may be signifi cant market imperfections or 
other unpredictabilities.1 The not- so- subtle truth is that we often sus-
pect that markets are not functioning effi ciently: one of my papers on 
the topic is titled “A Century of Labor- Leisure Distortions.”2

Three Diagnostics

In its most basic form the neoclassical growth model has neither 
money nor fi scal policy. Nevertheless, it provides some diagnostics 
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as to how public policy variables might be affecting the private 
sector.

In this approach the fi rst step uses the macroeconomic data to 
suggest which of the conditions—(Y), (L), or (K)— has the most 
variable residual. Much like microeconomists ask “Was it supply or 
demand?”(as Lawrence Katz and Kevin Murphy [1992] have done 
with changes in relative wages), we users of the neoclassical growth 
model ask “Was it productivity? Labor supply? Labor demand? Capital 
supply? Capital demand?” We doubt that the complexity of the larger 
economy will ever be understood without some means of compart-
mentalizing the various behaviors, and the three “equilibrium condi-
tions” are our means of doing so.

While a variety of tools would be appropriate for understanding 
the roles of monetary and fi scal policy, the neoclassical growth 
model’s decomposition offers some suggestions as to which ap-
proaches might help the most. For example, we might think differ-
ently about monetary policy if it depressed the labor market by 
inadvertently raising real wages rather than depressing capital accu-
mulation by adding frictions to capital markets.

NOT ALL RECESSIONS ARE THE SAME

Well before the current recession began, this approach led to the con-
clusion that recessions have various causes and, therefore, that no one 
government policy could fi x all recessions or be blamed for all of them.

I have long been of the opinion that the labor supply residual, 
rather than productivity or investment shocks, was the most important 
of the three residuals in the Great Depression.3 Despite the current 
recession’s capital market theatrics, it again seems that much of the ac-
tion is with the labor supply residual.

For the periods 1929– 1933 and 2008– 2009, labor supply residuals 
seem key because employment was low while total factor productivity 
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and real pre- tax wages  were high (or, in the period 1929– 1933, at least 
not commensurately low). My story, then, is not so different from 
the business cycle described by General- Theory Keynes (see Keynes 
1936) himself.

In this regard, results like mine, and those in recent works by Lee 
Ohanian (2009), Robert Shimer (2009), and Robert Hall (2009), are 
quite consistent with “the Keynesian vision of what recessions are all 
about”: something made real wages high and employment low. But 
long ago we recognized that many other recessions cannot be charac-
terized that way: real wages and employment frequently cycle together, 
as Mark Bils (1985) has found. In these other cases the “productivity 
shock” emphasized in the seminal work of Finn Kydland and Edward 
Prescott (1982) seems to be pretty important. There was a good reason 
old- time Keynesian models fell into disrepute soon after the 1970s 
stagfl ation.

Examination of Incentives

Given the recent time series for real wages and productivity, I doubt 
many of us are looking for an adverse productivity shock. But we do 
ask how individual incentives might be consistent with those patterns. 
It’s this type of reasoning that led Lee Ohanian (2009) to blame 
some of the Great Depression on Hoover’s industrial policy.

When it came to this recession, the neoclassical decomposition 
quickly led me to look further at public policies— absent from some 
of the other recessions— that might have caused the supply of labor to 
shift relative to its demand. Like others, I noticed that the federal 
minimum wage was hiked three consecutive times. I also turned up a 
major policy (the Trea sury and the Federal Deposit Insurance Corpo-
ration plans for modifying mortgages) that creates marginal income 
tax rates in excess of 100 percent.4 Much research remains to be done, 
and undoubtedly other users of the neoclassical growth model will 
make convincing cases for the roles of monetary and other factors.
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Paul Krugman’s scorn is all we have to suggest that marginal tax 
rates in excess of 100 percent are not worthy of attention and that 
today’s low employment is not even partly a consequence of public 
policy. But regardless of how economists ultimately interpret today’s 
recession, it will be notable for the basic fact that total factor produc-
tivity advanced while employment fell, and for the initial reception 
suffered by the basic facts in a politicized marketplace for ideas.

NOTES

1. See Parkin 1988, Mulligan 2005, and Chari, Kehoe, and McGrat-
tan 2007, and the references cited therein; see Barro and King 1984 and 
Hall 1997 for early emphasis on the labor residual.

2. See also Gali, Gertler, and Lopez- Salido 2007.
3. Mulligan 2002; 2005. Well before this recession began, the basic

methodology of neoclassical growth model residual analysis had been 
repeatedly applied even to the Great Depression, as in Cole and Oha-
nian 1999; 2004; Prescott 1999; the various papers in Kehoe and Prescott 
2007; and Ohanian 2009.

4. Mulligan 2008; 2009a.
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CHAPTER 2 4
If It  Were a Fight, They Would Have 
Stopped It in December of 2008

Robert J. Barbera

IN THE DECEMBER 2009 issue of The Economists’ Voice, University of 
Chicago Professor Casey Mulligan (see Mulligan 2009) rejected Paul 
Krugman’s rebuke of freshwater economics and reaffi rmed his faith 
in the New Classical Economics. His defense was short. He offered 
up a super- stylized macro model and pointed out that inclusion of a 
distortion term for his capital and labor market equilibrium condi-
tions allowed him to comfortably explain the 2008– 2009 recession. 
Really?

As a Wall Street economic practitioner, I am decidedly uncon-
vinced. Practitioners and theorists, I think, are in agreement that a 
theory is supposed to help us understand how the world works. If 
a theory of gravity concludes that apples freed from trees tend to fl oat 
to the heavens, one need not understand the math to reject the 
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construct. And that is why, after the brutal events of 2008– 2009, I 
naïvely thought we would be able to end debate about the plausibility 
of real business cycle theory.

It is worth looking back at Professor Mulligan’s (see Mulligan 
2008) op- ed piece in the New York Times from October 9, 2008. 
There, Professor Mulligan dismissed the notion of contagion in 
the fi nancial sector. He looked for pension funds, university en-
dowments, and newly created and capitalized banks to fi ll the lend-
ing gap:

Although banks perform an essential economic function— 
bringing together investors and savers— they are not the only 
institutions that can do this. Pension funds, university endow-
ments, venture capitalists and corporations all bring money to 
new investment projects without banks playing any essential 
role. The average corporation gets about a quarter of its invest-
ment funds from the profi ts it has after paying dividends— and 
could double or even triple that amount by cutting its divi-
dend, if necessary.

What’s more, it’s not as if banking ser vices are about to van-
ish. When a bank or a group of banks go under, the economy-
wide demand for their ser vices creates a strong profi t motive 
for new banks to enter the marketplace and for existing banks 
to expand their operations. (Bank of America and J. P. Morgan 
Chase are already doing this.)

He went on to dismiss the importance of fi nancial market gyrations:

Economic research has repeatedly demonstrated that 
fi nancial- sector gyrations like these are hardly connected to 
non- fi nancial sector per for mance. Studies have shown that 
economic growth cannot be forecast by the expected rates of 
return on government bonds, stocks or savings deposits.
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A much better predictive tool, he asserted, was the marginal product 
of capital:

When the profi t per dollar of capital invested in the economy 
is higher than average, future rates of economic growth also 
tend to be above average. The same cannot be said about rates 
of return on the S&P 500, or any other mea sure ment that 
commands attention on Wall Street.

He pointed out that “the marginal product of capital was more than 
10 percent per year.” Strong gains for the marginal product of capital 
thus favored good growth in 2009.

The crisis in banks, Professor Mulligan concluded, was really 
only a concern for the hapless few who work for banks:

So, if you are not employed by the fi nancial industry (94 per-
cent of you are not), don’t worry. The current unemployment 
rate of 6.1 percent is not alarming, and we should reconsider 
whether it is worth it to spend $700 billion to bring it down 
to 5.9 percent.

REALITY CHECK

The facts on the ground, however, refused to cooperate. In the fourth 
quarter of 2008, as Professor Mulligan penned his words, 1.68 
million payroll jobs  were lost, and the unemployment rate jumped 
by a full percentage point, to 7.2 percent. Needless to say, more than 
90 percent of the job losers worked outside the fi nancial sector. All of 
this carnage was already looming when Professor Mulligan wrote his 
Times essay. The conclusion I am forced to come to is that the new 
classical economics framework seems to be an impediment not only 
to prediction but to description.
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To be sure, a single forecasting error is not suffi cient grounds to 
dismiss either a framework or a forecaster. Indeed, if getting a predic-
tion wrong was all it took for dismissal, the unemployment rate 
among forecasters would be awfully close to 100 percent. At the same 
time, if unwavering faith in a framework blinds you to both the po-
tential for crisis and to its actual arrival, you have a big problem.

Worse still, if you and your framework have the ear of policy mak-
ers, you might well become a problem for all of us. To put it bluntly, it 
is dangerous to pretend that bank runs cannot happen— especially 
when you are knee deep in one.

Isn’t it reasonable for all economists to acknowledge that the events 
of the past year  were a whopping big natural experiment? In the after-
math of the failed Lehman Brothers rescue effort, two very distinct 
story lines appeared. Shouldn’t we all care about which narrative car-
ried the day?

Keynesian economists, comfortable with the elaborations of Hy-
man Minsky and Charles Kindleberger, declared in late 2008 that we 
 were experiencing a Minsky moment. The signs  were there: bank run 
dynamics in the repo market and a collapsing commercial paper mar-
ket. Panic hoarding of cash by companies on Main Street was des-
tined to follow. This would produce a slashing of orders and a sharp 
rise in joblessness. A massive bank rescue effort might well prevent 
a depression from happening again, but a tough recession was baked 
in the cake.

New Classical economists could not have disagreed more. “Forget 
the banks,” they explained; pension funds and insurance companies 
will wisely step in and prevent a contagion. Companies will continue 
to see their profi ts rise and will be comfortable depending on inter-
nally generated funds for working capital. Economists need only 
focus on the heady marginal product of capital in place in 2007 and 
2008. On that basis they should be willing to argue that 2009 would 
surprise on the upside. Faith in unfettered markets and the New 
Classical tradition would be rewarded when 2009 turns out to be fi ne.
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NOT A PRETTY PICTURE

The results, of course, have come in.
A modern- day bank run unfolded in the repo market. The 

contagion infected risky asset markets in areas far removed from 
housing or banking. Pension funds, university endowments, and 
banks  were engulfed in the crisis and in no mood to step up as 
lenders. Companies hoarded cash and  were universally unwilling 
to depend on internally generated funds. The result was a global 
plunge of activity and employment. A worldwide rescue of banks 
ensued; and then, in classic Kindlebergian form, an unmistakable 
revival in risky asset markets; and, most recently, signs of economic 
recovery.

Professor Mulligan, of course, interprets the past year very dif-
ferently. Undaunted by his fantastic forecasting error, his December 
2009 essay recasts the story of the period 2008– 2009. For Mulligan, 
notwithstanding “the current recession’s capital market theatrics . . .  
much of the action is with the labor supply residual.” What caused 
the labor supply shock? Mulligan notes “that the minimum wage 
was hiked three consecutive times.” But the important point to re-
member, as I see it, is not what Professor Mulligan asserted last 
month but instead what he counseled in late 2008. Sadly for him 
and for all of us, everything he expected to happen did not come 
to pass. Everything he dismissed as unlikely actually happened in 
spades.

Am I missing something? I am sure that many real- business- cycle 
zealots think I have missed almost everything. But for the majority of 
economists, those who use theory to try and make sense of the world, 
shouldn’t we all agree that the New Classical framework failed in 
spectacular fashion last year?
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IRRATIONAL EXUBERANCE

For me, the hard part in all of this is to fi gure out how anyone is still 
willing to make a rational case for New Classical Economics. My best 
explanation arrives via my own experience as a baseball fan. I have 
been a Mets fan since 1963, surrounded by an extended family of 
Yankee fans. This exercise in masochism has caused me untoward 
humiliation and embarrassment for de cades. But my commitment 
occurred in my formative years, and I just  can’t bring myself to ac-
knowledge the long- standing and readily observable superiority of 
the Yankee tradition. It is not rational for me to remain a Mets fan, 
but my emotional attachment wins out over my rational self.

Is it rational for real- business- cycle enthusiasts to defend a model 
that missed the biggest economic event of our lifetimes? Or are emo-
tions getting the better of them?
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CHAPTER 2 5
Comment on Barbera: Your Gift 
Will Make You Rich

Casey B. Mulligan

DEAR EDITORS:

As the current recession was unfolding, Nobel Laureate Paul 
Krugman accused (Krugman 2009) modern macroeconomists of 
“mistaking beauty for truth,” dismissing “the Keynesian vision of 
what recessions are all about,” falling “in love with the vision of 
perfect markets,” and blaming entire recessions on laziness.

I published an article in The Economists’ Voice (Mulligan 2009) 
showing that Krugman’s accusations  were incorrect and pointing 
readers to a number of articles published by some of those modern 
macroeconomists. I also gave examples in which modern macro-
economists used the neoclassical growth model primarily to exam-
ine the market imperfections that we supposedly ignore, and how 
those established techniques  were being applied to the current reces-
sion well before it was over.

Mr. Barbera appears to disagree with my article and to deeply 
dislike modern macroeconomics. His view is not based on a reading 
of the academic literature that is being debated, nor even a balanced 
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examination of my own portfolio of economic research and forecast-
ing but, rather, on just two observations: (1) that I and some of the 
other modern macroeconomists do not think that an interruption of 
activity in the banking sector (where Mr. Barbera works) is all that 
critical to the rest of the economy, and (2) that I made one incorrect 
forecast in October 2008.

Regarding my forecasts in 2008, it is true that I predicted in Oc-
tober that national nonfarm payroll employment would stay above 
134 million, when later it would drop as low as 129.6 million. At the 
same time, I also predicted, correctly, that real GDP would not drop 
below $11 trillion (chained 2000 $). And already in my writings in 
November 2008 I began to appreciate that a plethora of new public 
policies was drastically eroding incentives for individuals to earn in-
come and for businesses to employ people.

Yes, I was surprised that employment dropped so much. I agree 
with Mr. Barbera that the drop is, so far, “the biggest economic event 
of our lifetimes.” But almost as newsworthy is the fact that U.S. em-
ployment would drop so much while real production and spending 
(i.e., GDP) would drop so little by comparison.

As I explained in my earlier article, these twin facts make it dif-
fi cult to embrace Mr. Barbera’s view that the banking crisis caused 
this recession to be so deep. Neither he nor Professor Krugman has 
shared with us any explanation of how a banking crisis would, by the 
end of 2009, pull down employment and hours 8 percent yet pull 
down real spending less than 5 percent (relative to the trend four years 
before the recession, these drops are 12 and 7 percent, respectively).1 
My article offered an explanation in terms of labor market distortions, 
and said that “undoubtedly other users of the neoclassical growth 
model will make convincing cases for the roles of monetary and other 
factors.”

Let’s not forget that taxpayers  were forced to swallow a massive 
bank bailout on the grounds that even a short interruption of bank-
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ing activity would be devastating, and bank bailout funds would be 
lent to consumers and businesses. Yet it is now widely recognized 
that the bailout funds did not increase lending.

Because labor and capital are complements in production, the 
facts that investment spending and corporate profi ts  were low dur-
ing the recession are not necessarily evidence that a bank lending 
collapse caused the recession, and fi t well with my hypothesis that 
this recession is rooted in the labor market, not in Wall Street. 
 Investment was low largely because labor usage was low, and the 
future seemed so uncertain. Even if banks  were eager to lend, why 
should businesses purchase new capital goods when many of them 
had fewer employees and  were not using much of their existing 
capital?

Nor are the facts that consumption spending and asset prices fell 
before most of this recession’s job losses occurred necessarily evi-
dence that the job losses  were caused by either bank industry stress 
or changes in consumer spending patterns. Economists debate the 
effi ciency of fl uctuations in consumption and asset prices, but by 
now we all admit that these behaviors refl ect, at least in part, expecta-
tions about the future. Even under my hypothesis that this recession 
was mainly due to problems in the labor market, the drops in con-
sumption and asset prices would be among the fi rst symptoms to be 
visible in the national economic data.

Recent events only reinforce the prescription that economic 
analysis should be rooted in incentives, not voodoo incantations of 
multipliers and contagion. But the latter will continue to enjoy 
prominence in the po liti cal marketplace, where there’s nothing like 
telling taxpayers, “Give me your money and, trust me, your gift will 
make you richer.”

Casey B. Mulligan
University of Chicago
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NOTE

1. Employment and hours are the Bureau of Labor Statistics’ Average
Weekly Hours (AWHI) index, adjusted to include changes in public 
employment and aggregated to quarters. Real GDP is from the Bureau 
of Economic Analysis’ quarterly series through 2009- IV.
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CHAPTER 2 6
Pension Security Bonds: A New Plan 
to Address the State Pension Crisis

Joshua Rauh and Robert Novy- Marx

THE FEDERAL GOVERNMENT should be worried about state pension 
liabilities. In the absence of fundamental reform, some large state 
pension funds may not last through this de cade. When the funds run 
through their assets, the size of promised benefi t payments will be so 
large that raising state taxes enough to make these pension payments 
will be infeasible. Just as the Eu ro pe an  Union is not standing back to 
watch Greece fail, the federal government will face massive and 
likely irresistible pressure to bail out the affected state governments.

Take Illinois, for example. Even if its main three pension funds 
earn 8 percent returns and the state makes enough contributions to 
secure new benefi ts in the coming years, those funds will run out 
of money in 2018. At that time, benefi t payments owed to the work-
ers who are already in today’s state workforce will be an estimated 
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$14 billion per year. That is half of the $28 billion in total general 
fund revenues that Illinois is expected to have received in 2010.

While this problem is particularly severe in states such as Illi-
nois, Connecticut, and New Jersey, many more states have public 
pension systems that appear unsustainable even on a 15- year hori-
zon (see Rauh 2010). The situation will be exacerbated if mobile 
taxpayers, frustrated with a large portion of their tax remittances 
going to pay pensioners, fl ee to states that can provide lower taxes and 
higher levels of ser vice. The total size of the potential federal pension 
bailouts would likely exceed the recent bailout of the U.S. fi nancial 
system.

When a country gets into fi scal trouble, the policy prescription is 
usually that it should implement fi scal austerity mea sures such as tax 
increases, spending cuts, and pension reforms. These mea sures es-
sentially bring future bud gets closer to balance and improve the coun-
try’s solvency. The tighter bud get also allows the country to borrow 
the large sums of money that will prevent the legacy liabilities from 
shutting down the government. The borrowing provides the coun-
try with the liquidity to keep operating.

In the case of the U.S. states, the legacy liabilities are the defi ned 
benefi t (DB) pension promises to state and local government workers. 
Under a number of state constitutions, promised pension benefi ts 
have a legal priority that is se nior even to general obligation bonds. 
States cannot simply back out of these payments. Troubled states that 
are interested in preventing a crisis should therefore take a page out 
of the book on sovereign fi scal crises. They should combine fi scal 
and pension reforms to improve solvency with increased borrowing 
to keep operating through the fl ood of benefi t payments coming 
over the coming de cades.

A key reform for states in pension trouble would be the closing 
of DB pension plans to new workers, an arrangement called a “soft 
freeze.” Current employees would continue to earn traditional pen-
sion benefi ts under the existing programs, but retirement benefi ts 
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for future workers would come under a new defi ned contribution 
(DC) plan. The Michigan State Employees Retirement System en-
acted such a policy for its new workers starting in 1998, although
Michigan’s systems for public school employees, state police, and
judges still are exclusively DB and have about 460,000 members
combined.

These changes must be enacted with an eye toward giving new 
public employees adequate retirement benefi ts. Those who are not 
in Social Security must be brought into Social Security, and the new 
DC plan must be adequate for supporting the retirement of public 
employees. The new plan must have automatic enrollment, match-
ing employer contributions, low fees, good investment choices, sen-
sible default allocations, and reasonably priced offers for annuities at 
retirement.

Once a state or municipal government has stopped unfunded pen-
sion liabilities from growing, it becomes more feasible, and less costly, 
for the state to issue debt to improve its liquidity situation.

A FEDERAL ROLE

If states  were acting in our national interests, and indeed in their own 
long- term interests, they would be considering these actions them-
selves. Unfortunately, to the extent that state governments have taken 
action, it has been largely with cosmetic adjustments to existing sys-
tems. It therefore falls to the federal government to give states incen-
tives for pension reform, so that U.S. taxpayers do not ultimately 
bear the burden of bailing out profl igate states.

One area where incentives could be offered is through the treat-
ment of bonds used to fund pensions. Under current law, bonds 
fl oated by states to fund pensions are fully taxable. As a result, issuing 
debt to fund pension plans is considerably more expensive than issu-
ing regular tax- exempt municipal bonds, or the federally subsidized 
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Build America Bonds, on which the federal government reimburses 
35 percent of all coupon payments directly to the state.

We propose that the federal government cut a deal with the states. 
A state should be allowed to issue tax- subsidized bonds for the pur-
pose of pension funding for the next 15 years— if and only if the state 
government agrees to take three specifi c mea sures to stop the growth 
of unfunded liabilities:

1. The state must close its DB plans to new employees and agree
not to start any new DB plans for at least 30 years;

2. The state must annually make its actuarially required contri-
bution (ARC) left over from the existing DB plans; and

3. The state must include its new workers in Social Security and
provide them with an adequate DC plan, again for at least 30 years. 
To this end, the federal government should start a Thrift Savings 
Program for state workers and operate it alongside the existing Thrift 
Savings Program for federal workers.

The tax subsidies for these new Pension Security Bonds would 
work like Build America Bonds, with the federal government paying 
35 percent of coupon payments directly to the state. Only the amount 
of the ARC will be tax deductible, to prevent states from overfunding 
plans and to bring the bonds to the market gradually over 15 years.

HOW MUCH WILL IT COST?

State ARCs for fi scal year 2008  were approximately $67 billion, so the 
federal government is allowing potentially this much of new tax- exempt 
borrowing for each of the next 15 years. Assuming that the growth of 
the ARC is no greater than the discount rate that should be used to 
discount them, the plan would bring $1.0 trillion (= $67 billion × 15 
years) in debt to the market. There is some risk of higher ARC growth 
in the fi rst several years of the plan, but the fact that fewer and fewer 
workers will be on the DB plans will limit the ARC growth.
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If states issue 30- year bonds, the tax subsidy would cost around 
$250 billion. However, a large fraction of the costs will be offset by 
the fact that new state workers would be in Social Security. Accord-
ing to estimates by Diamond and Orszag (2005), if all newly hired 
state and local government workers  were on Social Security, it would 
eliminate 10 percent of the program’s 75- year actuarial defi cit, which 
today stands at $5.3 trillion. A little over two- thirds of state and local 
workers are on state- sponsored DB pension plans, so bringing these 
workers into Social Security would save 7 percent of that defi cit, or 
$370 billion. If guarantees by the state to bring new workers into 
Social Security are only valid for half of the 75 years, the savings 
from the Social Security expansion would still be over $175 billion. 
These savings would be borne to some extent by state governments 
and future state employees paying into Social Security.

Including these gains to the Social Security system, the net cost 
to the federal government of the entire stabilization program would 
be only $75 billion. It would prevent a trillion- dollar crisis in less 
than a de cade.

What about the cash fl ow of the states themselves? Social Secu-
rity costs 12.4 percent of pay, divided equally among employer and 
employee. A typical DC plan costs a total of around 9 percent of pay 
(Poterba, Rauh, Venti, and Wise 2007). Total costs would therefore 
be 21.4 percent of pay. As a comparison, the plans offered to Cali-
fornia state employees cost anywhere between 21.6 percent of pay for 
the least expensive workers to 40.1 percent of pay for the Highway 
Patrol Plan. Our proposal would allow states to borrow to meet their 
share of those costs for existing workers while establishing more sus-
tainable systems for new workers. States would be paying DC contri-
butions and the Social Security share only for new workers, so initially 
those cash fl ows would in fact be quite small, given that new hires 
are a small proportion of the workforce each year.

It is important to take mea sures that prevent the incoming reve-
nue from new workers into Social Security from crowding out other 
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adjustments that the federal government would otherwise have made 
to Social Security. Separate accounting should be made of the contri-
butions from new state workers in order to discourage the federal 
government from raiding this pile of money to avoid other fi xes it 
could have made to the program.

SECURE EXISTING PROMISES AND STOP 

UNFUNDED LIABILITIES

This plan offers substantial benefi ts to numerous parties. Specifi -
cally, pension promises made by states to their existing workers be-
come more secure, since the funding of these obligations will greatly 
improve. New state workers get a retirement plan that is more than an 
empty promise. Taxpayers avoid massive future tax increases and loss 
of public ser vices. And, critically, state politicians will no longer be 
able to use pensions as a vehicle for borrowing off the books at hori-
zons that extend beyond their po liti cal careers.

While DC pension plans have some drawbacks, they are immune 
to the key accounting and accountability issues that have brought 
many states to the brink of insolvency. States and their employees 
have for de cades been operating under a pretense that promised pen-
sion benefi ts do not represent a real cost, since they will not have to 
be met for many years. Our plan shifts $75 billion of pension costs 
for existing workers onto the federal government, but it would pre-
vent a much larger future bailout.

It is instructive to compare our solution to a more extreme idea of 
waiting until funds run dry and then attempting to cut benefi ts. This 
approach would lead to shutdowns of state governments while legal 
battles are waged over employee rights. Many attempts to cut benefi ts 
would fail. Constitutional protections are strong in some of the more 
troubled states. Municipal bankruptcies such as Orange County in 
1994 and the ongoing situation in Vallejo have shown that it is very 
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diffi cult to cut pension benefi ts— even when bondholders and trade 
creditors are being impaired.

Some might argue that the federal government should simply take 
a hard line and announce that it will not, under any circumstance, help 
states with their pension problems. This approach suffers from the 
classic problem of time inconsistency. The inability to make credible 
commitments against bailouts made it impossible for the U.S. govern-
ment to refuse to bail out large banks. There isn’t even a bankruptcy 
procedure in place for failing states to restructure their debts, as there 
is for corporations (Chapter 11) or municipalities (Chapter 9).

Indeed, the federal government would almost certainly come to 
the rescue rather than watching a state fail. It is therefore imperative 
that we act today by giving states incentives to put themselves back 
on a path to fi scal sustainability.
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CHAPTER 2 7
Carbon Taxes to Move Toward 
Fiscal Sustainability

William D. Nordhaus

ALONG WITH MOST other high- income countries, the United States 
faces a major increase in the government debt relative to GDP. The 
most recent report of the Congressional Bud get Offi ce (CBO) in 
June 2010 estimated that the debt- GDP ratio will be between 65 and 
72 percent in 2015 under alternative assumptions about the baseline 
fi scal policy. The debt ratio is increasing rapidly as a result of the 
collapse of revenues in the current extended downturn. In order to 
address this issue, the federal government has established the Na-
tional Commission on Fiscal Responsibility and Reform. This group 
has been charged with “identifying policies to improve the fi scal situ-
ation in the medium term and to achieve fi scal sustainability over the 
long run.”

The Commission has heard many proposals for increases in rev-
enues. Most involve standard sources such as income, consumption, 
or company taxes. I would like to discuss a different focus, which is 
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the use of environmental taxes. I will concentrate  here on the fi scal 
and economic advantages of a carbon tax.

A ONE- HANDED PROPOSAL

Harry Truman is reported to have complained that he didn’t know a 
one- handed economist. His advisers  were always saying, “On the one 
hand, on the other hand.” This is a one- handed proposal for a carbon 
tax. Simply put, there is no better fi scal instrument to employ at this 
time, in this country, and given the fi scal constraints faced by the 
United States.

A carbon tax is a levy on emissions of carbon dioxide into the atmo-
sphere; the term carbon tax is shorthand for a carbon dioxide tax, or CO2 
tax. The major source of carbon dioxide is the combustion of fossil 
fuels. The most effi cient way to levy a carbon tax is on the carbon con-
tent of fossil fuels at the point of fi rst sale or purchase. There should be 
no exemptions. I propose a schedule for the carbon tax rate later.

The desirable features of any tax are that it raises revenues in a 
manner that has minimal distortionary effect on the economy and 
reinforces other objectives of national policy. The following are the 
major reasons that a carbon tax meets these objectives. I will pro-
vide these in a summary form. The background literature provided 
at the end of this chapter explains these in greater detail.

•  A carbon tax can raise a substantial amount of revenue over
the coming de cades.

•  It is an instrument that has been used in other countries and is
well understood.

•  It is virtually the only tax under consideration that will increase
economic effi ciency because it reduces the output of an
undesirable activity (carbon dioxide emissions). Every other
tax that is under discussion will reduce economic effi ciency.
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•  The carbon tax will move a long way toward implementing
Congress’s goals for climate change policy. The necessary
condition for slowing climate change is to increase the price
of carbon emissions. The carbon tax does this in a straight-
forward and transparent manner.

•  A carbon tax will help meet international commitments that
the United States has undertaken to reduce its carbon dioxide
and other green house gas emissions.

•  A carbon tax will have substantial public health benefi ts
because it will reduce harmful emissions, particularly those
associated with burning coal.

•  A carbon tax can buttress or replace many ineffi cient regulatory
initiatives and will thereby provide yet another improvement
in economic effi ciency.

•  A carbon tax could supplement or replace the cap- and- trade
approach to limiting emissions. From a fi scal point of view,
it has the distinct advantage of scooping up the “rents” that
would accrue to those who receive free allocations of
 emissions permits under that plan.

Recent studies in economics have estimated the carbon tax that 
would be necessary to balance the economic costs of reducing car-
bon dioxide emissions with the gains in reducing the damages from 
climate change. The optimal carbon tax rises over time in real terms 
because damages rise with higher temperatures and a larger econ-
omy. Depending on the model and the objective, the optimal global 
carbon tax in current prices in 2015 would be between $12 and $25 
per ton of carbon dioxide. The appropriate tax should rise about 
6 percent per year in real or infl ation- corrected terms to refl ect the 
increasing cost of future emissions.

This level of tax would be justifi ed purely on environmental 
grounds. There is no formula that would tell how much might be 
added for purposes of raising revenues, but my judgment is that the 
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upper end of the range just cited would serve a good balance of en-
vironmental and macroeconomic objectives. A reasonable approach 
would be a carbon tax in 2015 of $25 per ton of carbon dioxide 
equivalent, levied on all sources of carbon dioxide emissions. This 
would be phased in as the economy returns to full employment.

To understand how a carbon tax would look on the ground, con-
sider the prices of electricity and gasoline as examples. The average 
U.S.  house hold consumes about 12,000 kilowatt hours (kWhs) of 
electricity per year at an average price of about $0.10 per kWh. If this 
electricity is generated from coal, that would lead to about 12 tons 
of carbon dioxide emissions. If the carbon price  were $25 per ton of 
carbon dioxide, this would increase the annual cost of 12,000 kWhs 
of coal- electricity purchases from $1,200 to $1,500. By contrast, the 
costs of nuclear or wind power would be unaffected by a carbon tax 
because they use essentially no carbon fuels.

Most people are surprised to learn that the effect on gasoline 
prices is relatively small. The $25 carbon tax would raise gaso-
line prices only 25 cents a gallon. The reason for the difference be-
tween coal- electricity and gasoline is that the former has a high carbon 
content per dollar of expenditure, while the latter has relatively little.

POINTS OF INTERPRETATION

I add several points of interpretation and practicality.
First, the carbon tax has the advantage that its optimal structure 

is back- loaded. That is, the optimal environmental tax rate rises over 
time, and the revenues also therefore rise rapidly over time. This is 
particularly helpful in the current macroeconomic situation because 
it would not be wise to introduce a sharp increase in taxes while the 
economy is mired in a deep recession.

Second, the United States should work with other countries so 
that all major countries can introduce an internationally harmonized 
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tax on carbon dioxide emissions. Such an approach will maxi-
mize the environmental benefi ts in curbing global warming and re-
duce the dangers of triggering trade wars revolving around different 
global warming policies.

Third, the issue of how rapidly to introduce the tax is an impor-
tant one. A carbon tax has a relatively narrow base and would have 
a major impact on carbon- intensive industries. For this reason, it 
would be wise to phase in the tax gradually, perhaps over a fi ve- year 
period. A gradual introduction is far preferable to the alternative of 
providing exemptions to the heavily affected industries. A low but 
universal tax is more effi cient than a high but narrow tax.

Fourth, there will be concerns that a carbon tax will damage the 
economy. We should always ask, “Compared to what?” The advantage 
of a carbon tax along the lines sketched  here is that it improves the 
long- run sustainability of both the fi scal system and the environment 
relative to other options.

Fifth, there is no doubt that a carbon tax will disadvantage par tic-
u lar sectors or fi rms— those that are in highly carbon- intensive sec-
tors. But it must be emphasized that the  whole purpose of a carbon 
tax is to reduce the output of products that are carbon- intensive. Prices 
must rise in these sectors to ensure that consumers change their con-
sumption patterns and that fi rms choose low- carbon technologies 
or invent new ones. There may be cases where severe hardships will 
occur, such as for coal miners. In this case, it would be useful to craft 
transitional mea sures that will help workers and communities adapt 
to a world of high carbon prices rather than to shield them from the 
high prices and delay the transition.

Sixth, from an environmental point of view, it is necessary that 
the tax be stable, consistent, predictable, and durable. It should be a fi s-
cal structure that the United States is committed to, so that businesses 
can rely upon it for long- term planning purposes. This is particularly 
important for electric utilities and other very large long- term capital 
projects.
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Finally, should we be concerned about the regressivity of a car-
bon tax? Again, we must ask, compared to what? Existing research 
on this topic suggests that it has approximately the same distribu-
tional impact as a value- added tax or as the current payroll tax associ-
ated with Social Security. It has the same impact on energy prices as 
a cap- and- trade plan, but it allows the government to capture the 
revenues. A carbon tax is likely to be much less regressive than the 
impacts of global warming. Note as well that conspicuous consump-
tion in gas- guzzling private jets, mega- yachts, and fi rst- class travel 
will be subject to a big carbon- tax levy.

IMPLICATIONS FOR REVENUES AND THE FEDERAL DEBT

A carbon tax can produce substantial revenues in the coming years. 
Based on my emissions projections, the recommended carbon tax 
would yield $134 billion of current revenues in 2015, equal to about 
0.6 percent of GDP. The calculations are shown in Table 27.1. 

TABLE 27.1
Projected Carbon Tax Revenues

Year
Tax rate 

($/ton CO2 )

Emissions 
(billions, 

tons CO2 )

Revenues 
(billions, 
current $)

Revenues 
(percent of 

GDP)

2005 0.0 6.1     0 0.00

2015 25.0 4.9 123 0.63

2020 39.7 4.6 184 0.74

2025 63.0 4.5 282 0.91

2030 89.8 4.3 386 1.00

2035 128.1 4.1 528 1.09

Assumptions
1. Infl ation at 2.5 percent per year
2. Long- term real GDP growth at 2.5 percent per year
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 Because the tax rate is rising sharply, the revenues would also in-
crease substantially over time.

Recall the charge to the fi scal commission to improve the fi scal 
situation in the medium term and to achieve fi scal sustainability over 
the long run. Some have focused on the short- term objective of tar-
gets for the federal defi cit in 2015. While specifi c fl ow or defi cit 
targets are useful guidelines, the ultimate target is to reduce the 
trend of net federal debt. This is best mea sured by the impact of a 
proposal on the net present value of taxes or spending.

We can appraise the carbon tax in terms of its impact on the net 
debt. The CBO, in its last full report in June 2010, projected that the 
baseline net government debt at the end of FY 2015 will be between 
65 and 72 percent of GDP, depending upon the scenario (extended 
baseline and alternative fi scal, respectively). The present value of tax 
revenues from the carbon- tax proposal presented  here is 15 percent 
of GDP through 2030 and 35 percent of GDP through 2050. (These 
are calculated at a nominal discount rate of 5 percent per year, which 
is the CBO estimate of the long- term government- borrowing rate.) 
Over the medium term to 2050, then, a carbon tax can make a sub-
stantial contribution to fi scal balance.
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CHAPTER 2 8
Net Neutrality Is Bad 
Broadband Regulation

Robert E. Litan and Hal J. Singer

AMERICA NEEDS JOBS, and President Obama is facing a serious prob-
lem of how to get them. Private- sector job creation in 2010 has been 
a paltry 100,000 per month. At that pace, it would take over three 
years to restore just the nearly four million private- sector jobs lost in 
the fi rst six months of 2009, let alone absorb new and discouraged 
workers coming into the labor force.

Jobs require private investment. After all, there is little appetite 
in Washington or among the public generally for additional federal 
stimulus. Moreover, there are few, if any, macroeconomic “bullets” 
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left at the Federal Reserve, which already has greatly expanded the 
money supply and reduced short- term interest rates to near zero.

However, private capital is waiting on the sidelines. America’s 500 
largest nonfi nancial companies have stashed away nearly $1.8 trillion 
of cash on their balance sheets according to Federal Reserve sta-
tistics.1 If the administration could get these funds to fl ow into the 
economy, the recovery would ramp up into high gear.

Why the trepidation among investors? The overriding reason is 
weak consumer demand and fears that this will continue. A contrib-
uting factor, however, is that businesses are uncertain about the gov-
ernment’s appetite for further regulation. Experience shows that in 
order to preserve private- sector incentives to invest, especially in a 
capital- intensive industry like telecom, policy makers should inter-
vene only to correct a market failure. Even then, policy makers should 
weigh the benefi ts and costs of new regulation on consumer wel-
fare (a short- run concern) and on investment incentives (a long- run 
concern).

NET NEUTRALITY AND INVESTMENT INCENTIVES

The administration’s evolving policies in the telecom arena do not 
meet these criteria. The Federal Communications Commission (FCC) 
has set in motion a rule- making proceeding designed to make “net 
neutrality” a permanent part of the regulatory landscape. To do so, the 
FCC is seeking to reclassify Internet ser vice providers (ISPs)— from 
a light- touch “Title I” to a heavy- handed “Title II” designation.

Title II rules  were designed to rein in monopoly telephone carriers 
of the twentieth century, which could not be counted on to price their 
ser vices at competitive levels. But are such rules needed for broad-
band? Except in the most remote areas, consumers have a choice of 
at least three types of broadband providers: cable, DSL (digital sub-
scriber line), and wireless. No monopoly  here.
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Recognizing that there is no broadband monopoly and that heavy- 
handed regulation could freeze broadband investment in its tracks, the 
FCC is promising that the current and future FCC would refrain from 
invoking the more draconian levers available under Title II, including 
price regulation. But can telecoms rely on this promise?

The verdict from the markets is “no.” Investment analysts, for 
example, have noted that the major telecom carriers are already 
paying signifi cant dividends— even more than tobacco companies— 
suggesting that they are too worried about future regulation to invest 
this money. One economic study by the Phoenix Center estimates 
that the May 6, 2010, announcement of the FCC’s plans to reclassify 
Internet ser vice shaved 10 percent from the value of stocks of cable 
companies that also would be subject to the FCC’s proposed new 
Title II regulatory regime (controlling for movements in the broader 
stock index) but had no effect on the stock prices of direct broadcast 
satellite providers that would not be subject to the proposed reclassi-
fi cation. In short, the markets are telling policy makers that the 
proposed regulatory shift is already adversely affecting investment 
prospects in the telecoms sector and blocking the jobs that such in-
vestment could generate.

To understand why the telecoms and their current and future 
shareholders are spooked, one must understand the meaning of net 
neutrality. Net neutrality has come to mean that all content providers 
pay the same price and have the same access to fi nal consumers. Ad-
vocates have the understandable goal of ensuring that ISPs do not ad-
vantage one content provider over another. But instead of the widely 
accepted and proven non- discrimination provisions in other areas of 
communications (such as cable programming), which provide in de-
pen dent programmers a forum to adjudicate their “program car-
riage” complaints, the FCC has crafted a brand- new concept of 
non- discrimination solely for the Internet that can only harm future 
investment and reduce consumer welfare. As laid out by the Com-
mission, nondiscrimination (i.e., “net neutrality”) under the FCC’s 
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proposal means that ISPs cannot offer enhanced ser vices to content 
providers at any price except zero. That some content providers may not 
afford priority ser vice at a positive price does not constitute discrimi-
nation; there are many upgrades in life— from navigation systems 
on cars to private lounges in airports— that are not free.

Why do we worry about this policy? Enhanced connectivity would 
enable real- time applications to operate free of jitter and perform at 
higher levels. And, competitive pressure would force ISPs to use at 
least some of the money raised from these enhancements to lower the 
price of broadband access to end users. Unfortunately, as long as ISPs 
are barred from charging for enhanced ser vices, they won’t offer 
them.

There is no getting around the fact that telling a fi rm that it  can’t 
charge for a ser vice is price regulation, notwithstanding the Com-
mission’s claims to the contrary. Like with any regulation, if the reg-
ulator sets the wrong price, problems emerge. Setting a price of zero 
for valuable enhancements is quite simply the wrong price.

LESSONS FROM TWO- SIDED MARKETS

The prospect of future price regulation of ISPs is of more than aca-
demic interest. It is well established that price regulation often trun-
cates the returns on an investment in a regulated industry, and thereby 
decreases investment. Likewise, net neutrality would reduce the prof-
itability of broadband networks, and thus discourage network invest-
ment by ISPs.

To see why, consider two regulatory regimes: one in which an 
ISP may charge content providers for enhanced ser vices, and another 
in which such charges are prohibited (net neutrality regulation). Even 
according to a theoretical model championed by net neutrality pro-
ponents, end users are unequivocally worse off under net neutrality 



Net Neutrality Is Bad Broadband Regulation 219

regulation, as the end- user price of broadband access is always higher 
when ISPs are barred from raising revenues from content providers. 
This is the seesaw principle in action— placing downward pressure on 
price on one side of the market (for content providers) leads to upward 
pressure on price on the other side of the market (for end users), as 
described by economists Jean- Charles Rochet and Jean Tirole (2006).

For those who are skeptical about this result, think what would 
happen if newspapers, another two- sided platform,  were suddenly re-
strained from charging advertisers for ads. The daily price of a news-
paper would rise.

Because end users are more sensitive to price increases than are 
content providers, the incremental revenues raised on end users 
under a net neutrality regime cannot compensate ISPs for the fore-
gone revenues on content providers; that means that the profi tability 
of the broadband network will decline under a price- regulated net 
neutrality regime. Lower profi tability means lower returns, which in 
turn means less investment.

To be sure, some content providers that would otherwise pay ISPs 
for enhanced ser vices might benefi t from net neutrality rules, which is 
no doubt the main reason they vigorously advocate such rules. But the 
absence of net neutrality regulation won’t necessarily reduce investment 
by content providers, and it might even increase their investment.

Suppose, for example, that an ISP offered special handling of a 
content provider’s data packets for $1,000 per month. Content pro-
viders with no need for such enhancements would simply decline the 
offer. No investment risk there. Now consider content providers who 
can make use of the enhanced ser vices. Those content providers might 
invest more (relative to a net neutrality regime) in developing appli-
cations that take advantage of the new feature.

Setting aside the welfare of end users (which is always lower un-
der net neutrality rules), policy makers must balance the investment 
risk faced by ISPs in the presence of net neutrality rules against the 
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(however implausible) investment risk faced by content providers in 
the absence of net neutrality rules. ISPs are set to invest $30 billion 
annually over the next fi ve years to blanket the country with next- 
generation broadband networks, nearly half of which ($14 billion 
per year) will support wireless networks, according to Robert 
 Atkinson and Ivy Schultz (2009) of the Columbia Institute for Tele- 
Information. That’s a lot of investment at risk.

It is diffi cult to estimate with precision what portion of the $30 bil-
lion would be eliminated in the presence of net neutrality rules, but the 
direction of the impact— negative—is clear. One paper by Cambridge 
Strategic Management Group (2009) estimates that the FCC’s planned 
reclassifi cation of ISPs would cause 47 percent fewer  house holds to 
fi nancially justify fi ber- to- the- home investment, impacting some 29 
million homes nationwide. Noted telecom analyst Craig Moffett of 
Bernstein Research opines that, with the imposition of net neutrality 
rules and Title II reclassifi cation, Verizon FiOS “would be stopped in 
its tracks,” AT&T’s U-Verse “deployments would slow,” and Clear-
wire’s investment in wireless 4G ser vice might be scaled back. Bank of 
America/Merrill Lynch and Standard and Poor’s reached similar con-
clusions regarding adverse investment effects.2

And on the other side of the ledger? Crickets.
We are not aware of any study that purports to estimate the ag-

gregate investment by content providers over the coming years or the 
alleged increase in aggregate investment by content providers owing 
to net neutrality regulation. Absent such data, it is irresponsible for 
government policy makers to move forward with the proposed system 
of net neutrality regulation.

Because content providers are agitating for government inter-
vention, they should bear the burden of demonstrating that aggregate 
investment across the “edge” and “core” of the network would not 
decline under their exotic strand of nondiscrimination. In other 
words, they must show that the increase in content provider invest-
ment under a net neutrality regime will more than offset the decrease 
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in ISP investment. Today there is no such proof, and we doubt they 
can make the case.

A BETTER WAY FORWARD

So if net neutrality regulation is bad policy, what should the Com-
mission be doing to encourage investment by both Internet providers 
and content providers?

We concede that in de pen dent content providers need assurance 
that they will not be discriminated against when it comes to access-
ing broadband subscribers or buying enhanced quality of ser vice 
from ISPs (this is a very different thing from paying nothing for en-
hanced ser vice under net neutrality). The best way to do this is to 
“use the basic principles animating antitrust law to fi ll in the content 
of the case- by- case analysis,” as explained by Professor Christopher 
Yoo (2009) of the University of Pennsylvania Law School.

In fact, the FCC already uses a case- by- case pro cess to adjudicate 
discrimination complaints brought by in de pen dent cable networks 
against vertically integrated cable operators. Why should the FCC 
use one pro cess to adjudicate discrimination claims in the Internet 
space and a different pro cess in the cable programming space? The 
recent WealthTV and NFL Network court cases made clear that the 
pro cess is not stacked in favor of complainants, but the pro cess does 
properly place the burden squarely on the complainant to prove that 
(1) it has been discriminated against on the basis of affi liation and (2)
as a result of that discrimination, the complainant has been materi-
ally impaired in its ability to compete against the affi liated provider.
Importing that framework  here, a disgruntled content provider should
be required to make the same showing to the FCC.

Such a pro cess would leave ISPs free to contract— at a positive 
price— with content providers for enhanced ser vices offerings. Al-
though the importation of the current dispute- resolution pro cess 
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from the cable programming space to the Internet space might re-
quire new legislation, that is not a bad thing; the regulatory agenda 
should fl ow from Congress to the Commission.

These two policies— assurance that ISPs’ investments will not be 
appropriated and that in de pen dent content providers will not be anti-
competitively discriminated against— would create an ideal invest-
ment climate for ISPs and for content providers. Such an outcome is 
critical because it can help boost the economy in general by opening 
the door to telecommunications investment and job creation.

NOTES

1. Federal Reserve, “Nonfarm Nonfi nancial Corporate Business
Total Liquid Assets, Flow of Funds.” Available at  www .federalreserve
 .gov/ releases/ z1/ current/ accessible/ l102 .htm .

2. Bank of America/Merrill Lynch, “Internet Regulation Back on
the Front Burner,” May 5, 2010; W. Spain, “FCC Chief Broaches New 
Approach on ‘Net Neutrality,’ ” MarketWatch, May 6, 2010.
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CHAPTER 2 9
Trills Instead of T-Bills: It’s Time 
to Replace Part of Government 
Debt with Shares in GDP

Mark J. Kamstra and Robert J. Shiller

AT THIS TIME of intense national debate on the rapidly rising national 
debt and on fundamental fi nancial reform, a time of unusual economic 
and fi nancial uncertainty, it is vitally important to reconsider the struc-
ture of government obligations. We believe that, in parallel with the 
many other ongoing changes in our fi nancial structure, the obligations 
of the national government should take a new and innovative form.

Consider a new U.S. government- issued security, with a coupon 
tied to the United States’ gross domestic product (GDP) in current 
dollars. Ideally, this security would be long term in maturity, perhaps 
even perpetual.

Mark J. Kamstra is an Associate Professor of Finance at the Schulich School of Busi-
ness, York University. Robert J. Shiller is the Arthur M. Okun Professor of Eco-
nomics, Professor of Finance at the Department of Economics and School of 
Management, Yale University, Research Associate, National Bureau of Economic 
Research, and Chief Economist, MacroMarkets LLC.
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We propose a small- denomination GDP share paying a coupon 
each year of one- trillionth of that year’s GDP, or about $14.60 at cur-
rent levels. On this basis, we suggest the name “Trill” be used to refer 
to this new security. Similar to shares issued by corporations paying 
a fraction of corporate earnings in dividends, the Trill would pay a 
fraction of the “earnings” of the United States.

The capital structure of the U.S. government, as with other 
countries, is entirely tilted to fi xed- income debt obligations (similar 
to corporate debt) with nothing analogous to the equity funding avail-
able to corporations. That means that the residual claimant on gov-
ernment operations is the domestic taxpayer, coerced into playing 
this risky role, instead of willing investors, as is the case with corpo-
rate equity. As the national debt rises, the implicit leverage borne by 
the taxpayer is rising. We believe that investors would be enthusiastic 
to bear some of this risk.

Currently, investors can purchase a fairly comprehensive menu of 
assets with which to diversify a portfolio. In spite of their scope, 
however, these securities represent a small fraction of the wealth of 
the nation. Roughly two- thirds of the U.S. GDP is made up of wages, 
salaries, and supplementary labor income, but trading on claims to 
these income fl ows is for all intents and purposes unavailable to mar-
kets and investors. In the language of fi nancial economists, the cur-
rent menu of available assets is incomplete. There are risks in the 
economy, related specifi cally to human capital and the GDP, that can-
not be traded in existing fi nancial markets, and this results in the un-
derdiversifi cation of many, if not all, investors and certainly pensioners 
with no wage income.

The implicit portfolio of the U.S. government is long on claims 
to labor income (as well as corporate earnings) and short fi xed in-
comes. Good times or bad, payments must be made on fi xed- coupon 
government debt, and in deep recessions, countries, like companies, 
can have cash infl ows and outfl ows so badly matched that fi nancing 
crises occur.
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Trills would have coupon payments that would rise in an expan-
sion, be of value to investors, and, importantly, for the U.S. govern-
ment would decline in a recession with declining tax revenues, in 
contrast to existing debt vehicles.

From a Keynesian stabilization perspective, the higher interest 
payments in better times may seem unfortunately procyclical. But, 
again from that perspective, payments of interest on the national 
debt are not quickly spent by consumers, having a low multiplier. In 
practice, the new securities would relieve recessionary pressures on 
the government so that it could better conduct effective stabilizing 
stimuli.

From the perspective of the U.S. government, such a new secu-
rity would diversify obligations. Risk- sharing with the private sector 
can improve the risk- return trade- off of investors, the classic win- 
win through fi nancial innovation and diversifi cation.

HISTORY OF GDP SECURITIES

To the best of our knowledge, true GDP shares have not yet been is-
sued by any country. One of us (Shiller) proposed GDP shares in a 
1993 book, but no such shares  were issued; others have made analo-
gous proposals.

By the mid- 1990s bonds with attached GDP warrants  were is-
sued by Bulgaria, Bosnia, and Costa Rica in concert with their Brady 
Plan restructurings. These bonds included clauses to increase cou-
pon payments at predetermined GDP thresholds rather than in lock-
step with the GDP and  were not designed well enough to bring on a 
groundswell of investor interest.

In contrast, the Trill would be as simple and familiar as shares in 
corporations. We believe that transparency and simple structure are 
essential to establishing demand for these securities and ensuring 
that their market is liquid.
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Our partial- equilibrium analysis suggests that the cost of issu-
ance of the Trill may be in the order of 150 basis points above 
short- term government debt. The government should be willing 
to pay this extra return on behalf of taxpayers, since it helps it man-
age risks.

The costs may be different if we admit some general equilib-
rium considerations (see Athanasoulis and Shiller 2001). In Atha-
nasoulis and Shiller’s model, introducing Trill- like securities would 
raise the riskless rate of interest in the new general equilibrium and 
raise the discount rate for risky assets. The higher riskless rate is un-
ambiguously welfare improving in this model.

The model is only suggestive for the real world, since it relies on 
some narrow assumptions. But if there is a higher riskless rate after 
Trills, it should be thought of as a symptom of better investment op-
portunities for the people and reduced exposure to tax risk, not higher 
government borrowing costs.

The dividend yield on Trills is likely to be extremely low now, 
since investors are likely to expect real GDP to grow at something 
like its historical rate of over 3 percent a year. The low dividend yield 
will reduce the immediate cash- fl ow problem of the government.

WHY INVESTORS NEED TRILLS

Of par tic u lar note in light of recent market turmoil, Trills would 
have virtually no counterparty risk, in contrast to currently available 
assets that protect relative standards of living in retirement. Because 
nominal GDP would be used to determine a Trill’s coupon value, the 
infl ation- protection properties of the Trill would resemble those of 
the U.S. Trea sury’s Infl ation- Protected Securities (TIPS). Infl ation 
protection alone would be suffi cient to generate interest in Trills 
comparable to that which exists for TIPS. Further interest would be 
generated since Trills would protect relative standards of living in 
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retirement, as they are a constant share of GDP, in contrast to TIPS, 
which purchase a declining real share of a growing GDP over time.

Creation of Trills can be motivated in terms of models of in-
tergenerational risk- sharing. There is a small literature that con-
siders the benefi ts of intergenerational risk- smoothing through 
long- lived assets. Some of this work does not involve government 
debt (as argued by Dan Peled 1984; Franklin Allen and David Gale 
1997; and John Geanakoplos 2008), though much of this literature 
does investigate the impact of government debt on welfare. Gale 
(1990) shows that uncertainty in an overlapping generations 
(OLG) model leads to incompleteness and allows for government 
debt issuance to be Pareto- improving through its impact on inter-
generational transfers.

Improvements in welfare may not be surprising with incomplete 
markets. In this case the government can provide innovative fi nan-
cial securities and complete markets. Even if markets are complete, 
however, in an OLG model the competitive equilibrium may be 
ineffi cient so that government debt or transfers can still improve 
welfare, as Gabrielle Demange (2002) has shown.

Henning Bohn (1990) has made a strong argument for govern-
ment liabilities that provides a hedge (for the government) against 
macroeconomic shocks to smooth tax revenues and maximize wel-
fare. He fi nds that shorting the stock market is one way this could 
be accomplished. Of course, issuance of Trills is a more natural way 
for the government to do this. Bohn (1999, 2001) builds on a model 
of Diamond (1965) to show that in an OLG neoclassical framework, 
government use of debt is potentially welfare improving because of 
ineffi ciencies in the allocation of risk across generations, in par tic u lar 
the problem that future (unborn) generations are naturally excluded 
from fi nancial markets.

Dirk Kruger and Felix Kubler (2006) applied Paul Samuelson’s 
overlapping generations model to show that government interventions 



Trills Instead of T-Bills 229

analogous to Trills can be Pareto- improving. Trills can also be mo-
tivated in terms of models of international risk- sharing, as de-
scribed by Stefano Athanasoulis, Robert Shiller, and Eric van 
Wincoop (1999).

As we detailed in 2009, we can, subject to some assumptions, 
estimate the return in the future to holding a Trill. Standard mean- 
variance (return versus risk) optimization over asset classes, includ-
ing the estimated return to holding Trills, suggests that Trills might 
allow investors a return very nearly as high as the S&P 500, with half 
the volatility. Indeed, investors gain a much higher return and lower 
volatility than if Trills are excluded from the mix. This mean- variance 
optimization produces an optimal portfolio composition of 28 per-
cent of assets in long- term bonds, 38 percent in the S&P 500 index, 
and 34 percent in Trills. Thus the addition of Trills to the asset mix 
available today would likely have a dramatic impact on investor port-
folio composition and investor well- being.

It may go without saying, but Trills should never replace conven-
tional government debt completely. Capital markets rely on the term 
structure of U.S. government nominal debt as a reference point for pric-
ing other fi xed- coupon nominal debt, and as a hedging instrument.

THE URGENCY

Public confi dence may be boosted if the U.S. government does some-
thing fundamental to correct the faulty risk management implicit in 
pure- debt government fi nancing that helped make the current crisis 
as bad as it is, and that inhibits a constructive response to the crisis.

Despite rising concerns about U.S. government solvency, U.S. 
government bonds currently remain in high demand, and thus their 
market yield is low. We suspect that the same remarkable demand, 
even more remarkable perhaps, may extend to Trills.
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CHAPTER 3 0
The Google Book Settlement: 
Real Magic or a Trick?

Pamela Samuelson

PAUL COURANT (2009) has made a pragmatic argument in favor of 
the proposed settlement of the Authors Guild v. Google lawsuit that 
charged Google with copyright infringement for digitizing millions 
of books for its Google Book Search (GBS) initiative.

I agree with Courant that it is socially desirable for millions of 
out- of- print books in the collections of major research libraries, such 
as University of Michigan’s, of which he is head librarian, to be digi-
tized and made more widely accessible. And, indeed, the approval of 
the settlement would bring about greater access to these books.

Courant, like other proponents of the proposed settlement, 
which was announced in October of 2008, cast it as a win- win- win: 
for Google, the public, and rights holders who would stand to benefi t 
from Google’s commercialization of books in the GBS corpus if they 
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signed up with the Google Partner Program, or a new collecting so-
ciety, the Book Rights Registry (BRR), which would be established 
upon approval of the settlement. However, a closer examination of 
the terms of the proposed settlement casts the deal in a far different 
and more troubling light.

There are three main problems with the settlement. First, there 
are insuffi cient checks and balances in the settlement agreement to 
prevent abuses that seem likely to manifest themselves over time. Sec-
ond, this settlement is deeply unfair to tens, if not hundreds, of thou-
sands of members of the class on whose behalf the plaintiffs in the 
Authors Guild case purport to be acting. The third, which I won’t 
address  here, are the antitrust objections of the Department of 
 Justice (DOJ) (for which Courant proposes a partial fi x).

I DON’T BELIEVE IN MAGIC

Courant professes to be disinterested in legal pro cess issues. At the 
“D is for Digitize” conference at New York Law School on October 
9, 2009, he characterized the GBS class action settlement as “a magic 
trick.” For Google to get a license to every in- copyright book on the 
planet for a mere $125 million—$45.5 million of which would go to 
the lawyers representing the author and publisher subclasses, and 
$34.5 million to fund the BRR’s initial operations— by settling this 
lawsuit does seem like “magic.” Google planned to set aside only 
$45 million to pay registered rights holders $60 each for scanning 
their in- copyright books. (Contrast this sum with the $1.65 billion 
Google paid to acquire YouTube, which at the time featured fewer 
than three million amateur videos.)

But the law is not magic, and magic is not the law. The GBS set-
tlement contravenes core rule of law principles of our society. To ac-
complish such an extraordinarily comprehensive restructuring of the 
future market for digitized books requires legislative action. If the 
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GBS deal really was the complete win- win- win that its proponents 
believe, then it shouldn’t be diffi cult for those who negotiated the 
deal to persuade Congress to bless it.

INSUFFICIENT CHECKS AND BALANCES

The most serious and widely shared concern expressed by academic 
author and library commentators on the GBS settlement is the risk 
that GBS institutional license fees will rise to exorbitant levels be-
cause the proposed settlement lacks meaningful constraints on price 
hikes.

The settlement agreement establishes four criteria for determining 
prices of institutional subscriptions: the number of books available, 
the quality of the scans, features offered as part of the subscription, 
and prices of similar products and ser vices available from third par-
ties. The more books Google scans and the more features it adds, the 
more justifi cation it would have to raise prices. Google’s chief spokes-
man for GBS, Dan Clancy, has publicly stated that there are no com-
parable products or ser vices to the GBS institutional subscriptions, 
so this too will not serve as a check on price hikes. And it is doubtful 
that a similar product or ser vice could ever be developed, because 
no other fi rm could realistically get a comparably broad (let alone, 
as inexpensive) license to in- copyright books as that which Google 
would get from the settling class.

Google found er Sergey Brin (2009) has said that “anyone can do 
what we did.” This is misleading because GBS began as a scan- to- 
index project— for which there was, at least before this settlement, a 
plausible fair use defense— that has now morphed into a joint ven-
ture to sell books. The DOJ rejected the argument that “a competitor 
could enter the market by copying books en masse without permis-
sion in the hope of prompting a class action suit that could then be 
settled on terms comparable to the Proposed Settlement. Even if 
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there  were reasons to think that history could repeat itself in this 
unlikely fashion, it would scarcely be sound policy to encourage de-
liberate copyright violations and additional litigation as a means of 
obtaining approval for licensing provisions that could otherwise not 
be negotiated lawfully.”1

Although institutional subscription prices might be quite modest 
initially in order to attract customers, my letter to the court on behalf 
of sixty- fi ve academic authors expressed concern that “ten, twenty, 
thirty or more years from now, when institutions have become ever 
more dependent on GBS subscriptions and have consequently shed 
books from their physical collections, and indeed when electronic 
publishing begins to supplant traditional methods of publication for 
some texts, the temptation to raise prices to excessive levels will be 
very high.”2 Universities have suffered gravely from exorbitant price 
hikes of scholarly journals and bundling practices of for- profi t pub-
lishers. Major library associations have told the court they perceive 
GBS subscriptions to pose similar risks.

Courant’s recent essay downplayed the risk of price gouging. Yet 
he must once have believed that this risk was quite real, otherwise the 
University of Michigan would not have negotiated for an arbitration 
procedure to challenge excessive pricing in its May 2009 agreement 
with Google. This procedure, which can be invoked by any university 
library, not just by Michigan, is truly Byzantine, even Kafkaesque, in 
its complexity and limitations (e.g., there is no right to appeal). Yet 
even ignoring its opacity, the fundamental problem is that the settle-
ment agreement contains no criteria for meaningful limitations on 
price hikes. It is, therefore, unlikely that the arbitration procedure in 
the Google– Michigan agreement will prove to be more than a sym-
bolic gesture.

Courant agreed with me at the “D is for Digitize” conference that 
libraries would be over a barrel with Google insofar as they started 
shedding physical books from their collections as unneeded after a 
GBS subscription became available. Books take up a lot of valuable real 
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estate in libraries, and they are also costly to maintain and pro cess. So 
the temptation to get rid of books will be high once people take for 
granted that GBS is available.

Even if one believes that Google would not price gouge any time 
soon, it is important to realize that Google cannot set prices alone; it 
must do so in conjunction with the BRR, which would be dominated 
by trade publishers and professional writers who can be expected to 
press for ever higher prices.

Ten or twenty years from now, moreover, Google may lose inter-
est in GBS and sell the corpus and its license to in- copyright books 
to the highest bidder. There is nothing in the settlement agreement 
to stop the highest bidder from raising prices to exorbitant levels. 
And presumably the only reason to bid on the corpus would be to 
extract more rents than Google had been doing. Nor does the agree-
ment seem to preclude Google or its successor from shutting down 
the GBS ser vice or destroying the GBS corpus. It would be tragic 
for this substantial public good to fall into the wrong hands or be 
destroyed.

The settlement agreement is also disturbingly silent about user 
privacy issues. It calls for lots of monitoring of individual uses of books 
but says nothing about what can or will be done with the data collected. 
Linguist Geoff Nunberg (2009) has characterized GBS as a “disaster 
for scholars” because its metadata (name of the book, the author,  etc.) 
is pervasively erroneous. Also troubling is the right Google has to re-
move up to 15 percent of the books from the corpus for editorial or 
non- editorial reasons. (When Google wants to appease China, what 
will happen to GBS books critical of the Chinese government?)

The settlement would also erode fair use and fi rst sale rights. Ac-
cess to GBS books at public access terminals might be free, but print-
ing out pages would require paying a tax to the BRR, even though 
photocopying those same pages from a physical book would be fair 
use. Although consumers can purchase out- of- print books from GBS, 
these books, unlike those bought for the Kindle, could only be ac-
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cessed in the cloud. GBS books cannot be lent or freely annotated in 
the same way real books can be. I could go on, but you get the point. 
The dev il in this agreement lies in its details, which Courant and 
other proponents ignore.

UNFAIRNESS TO CLASS MEMBERS

Foreign rights holders would be seriously harmed if the October 
2008 settlement  were approved as is, so it is no wonder that the gov-
ernments of France and Germany, as well as dozens of publishers 
from Denmark, the Netherlands, Sweden, Japan, and New Zealand, 
are among the hundreds of objectors to the settlement.

Among their most serious concerns is that the settlement would 
give Google the right to make unilateral determinations about 
whether a book is in or out of print by looking at various U.S.- based 
information resources. If Google concludes that a book is out of 
print, it would automatically have the right to commercialize the 
book by selling ads against its contents, selling individual copies, 
and including the book in institutional subscriptions. Google would 
keep 37 percent of these revenues for itself. If foreign rights holders 
wished to contest an out- of- print determination or ask Google not 
to commercialize the book, they would have to provide signifi cant 
documentation to accomplish these objectives. Courant is right that 
the settlement eases transaction costs for Google, but it imposes sig-
nifi cant transaction costs on rights holders, especially on foreigners.

Consider also that if foreign rights holders want to share in GBS 
revenues generated by their books, they must sign up either as a Google 
partner or with the BRR, get a U.S. tax ID number, and pay U.S. 
taxes on Google’s commercialization of their books. This may not be 
a signifi cant hardship for big publishers like Bertelsmann, but for 
individual author rights holders, it may be very burdensome. One 
Australian objector estimated that it would cost almost $300 to get a 
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U.S. tax ID in order to qualify for the $60 payout available from the 
BRR for the scanning of an Australian author’s book.

Nor are serious hardships imposed only on foreign rights hold-
ers. Small and specialized American publishers, as well as hundreds 
of individual American authors— including Harold Bloom and Jona-
than Lethem— objected to the settlement as unfair to them. Google 
has misclassifi ed some of their books as out of print, and they feel 
burdened by the paperwork that must be undertaken to overcome 
Google’s default settings. Some authors object also to the loss of con-
trol over their books and worry about how their books would be 
presented online (e.g., what kinds of ads would run alongside their 
texts?). Some also worry that the BRR would spend a high proportion 
of the income from Google on its own operations, leaving little to 
pay out to rights holders.

Consider also that Google has the right to negotiate future reve-
nue models with the BRR. Suppose Google decided it wanted to li-
cense translations of out- of- print books or make translations with its 
automatic translation tools. There is nothing in the settlement agree-
ment to stop Google from doing this, or even licensing motion pic-
ture versions of GBS books, as long as the BRR agrees.

Other victims of the October 2008 settlement agreement include 
those who own rights in “orphan” books,” that is, books whose copy-
right own er cannot be found through a reasonably diligent search. 
The settlement directs the BRR to hold onto orphan book revenues 
for fi ve years, after which the BRR would pay the monies to regis-
tered rights holders, a pure windfall for them. The DOJ observed that 
this would create a confl ict of interest between registered and unreg-
istered rights holders, contravening basic norms of class action law-
suits: that all members of the class must be treated fairly. Several states 
claim that this windfall payment scheme is inconsistent with their 
unclaimed funds laws.
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CONCLUSION

The October 2008 proposed GBS settlement agreement was with-
drawn a week after the DOJ recommended against its approval. An 
amended agreement was fi led with the court in November 2009. 
Judge Denny Chin held a hearing about the fairness of the amended 
settlement in February 2010 and rejected the settlement as unfair to 
the class in March 2011.

At the core of Judge Chin’s rejection of the GBS settlement was his 
concern about whether the class action settlement pro cess could be 
used to achieve such a massive restructuring of the market for digital 
books as the GBS deal would bring about. Typically such settlements 
resolve only the specifi c dispute between the parties after the judge has 
assessed the merits of the lawsuit and determined that the class repre-
sentatives and their lawyers adequately represented the interests of 
the class as a  whole. The broader the settlement’s scope, the greater 
the size of the class, the more forward- looking are its terms, and the 
more the agreement releases the defendant from liability for future con-
duct, especially conduct different in kind from the issue in litigation, 
the less likely it is that a judge will or should approve it. The GBS deal was 
troublesome on all of these grounds, and Judge Chin thought that the 
parties should be seeking a legislative, not a judicial, blessing for it.

Come to think of it, Courant may be right in perceiving that 
Google was trying to work some magic with the GBS deal: if we all 
concentrated intensely on the immediate public access benefi ts of the 
deal, maybe we would be distracted enough not to notice the sleight 
of hand in the background.
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CHAPTER 3 1
The Stakes in the Google 
Book Search Settlement

Paul N. Courant

IN 2004 GOOGLE embarked on a project of historic scope. Its aim was 
to scan and index the contents of the world’s great research libraries. 
There was one small problem: authors and publishers of works in 
copyright sued, arguing that Google violated copyright law by scan-
ning works without the explicit permission of rights holders. In the 
way of most commercial lawsuits, the parties settled, but unlike most 
commercial lawsuits, the settlement greatly expanded the stakes, 
creating a great electronic bookstore where Google would sell (with 
most of the revenue going to rights holders) access to millions of 
copyrighted works, something not contemplated in Google’s original 
scanning project. The settlement engendered many howls of protest 

Paul N. Courant is the Harold T. Shapiro Collegiate Professor of Public Policy and 
the Arthur F. Thurnau Professor of Economics and of Information at the University 
of Michigan. He is also the University Librarian and Dean of Libraries and was 
Provost at Michigan when Google negotiated its original arrangement to digitize 
the University’s collections. This chapter was published in 2009, shortly before the 
Google Settlement was presented to the Court.
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and some expressions of support. Pamela Samuelson (2009), among 
the most eloquent of the objectors, called the proposed settlement 
“audacious” and argued that it is “designed to give [Google] a com-
pulsory license to all books in copyright throughout the world 
forever.”

In September, weeks before a scheduled fairness hearing that 
could have led to approval of the settlement by the court, the court 
asked the parties for an opportunity to revise the settlement agree-
ment in light of concerns raised by the U.S. Department of Justice 
and hundreds of other objectors. The court has given the parties a 
November deadline for a revised agreement.

In my opinion, approval of the original settlement would have been 
vastly preferable to its rejection, because it provided extraordinary and 
valuable benefi ts to readers and scholars. But, in at least one important 
feature, I believe that the Department of Justice may be pointing the 
way to a settlement that would be better than the original. Before I 
come to these conclusions, some background is required.

COPYRIGHT AND THE GOOGLE SCANNING PROJECT

Article I, Section 8, of the United States Constitution gives Congress 
the power to “promote the progress of science and useful arts, by se-
curing for limited times to authors and inventors the exclusive right to 
their respective writings and discoveries.” The framers struck a classic 
balance in public economics. They recognized simultaneously that the 
incentive to develop new knowledge would be enhanced if writers and 
inventors could capture some of the return on their work (hence, the 
“exclusive” rights, which are not completely exclusive, with good rea-
son). At the same time, they recognized that knowledge and new dis-
coveries are nonrival, meaning that added users do not diminish the 
uses of existing users (hence, the free use after “limited times”).
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Congress has repeatedly extended the “limited time” that is cov-
ered by copyright, with the result that most works written in the twen-
tieth century are protected by copyright and unavailable to be read 
online, even when a perfectly readable scanned copy exists. In brief, 
what’s at stake in the Google Book settlement is our ability to fi nd and 
read the literature of (most of) the twentieth century online.

Of course, the great majority of works written in the twentieth 
century are out of print, and most have been out of print since shortly 
after their publication.

Until Google began its mass digitization of research library collec-
tions, access to out- of- print works generally required visiting a library 
that had a copy. As the digitization project has proceeded (well over 
twelve million books have been digitized and indexed by Google, 
with tens of thousands being added every week), an interesting and 
instructive bifurcation has occurred.

Digitized works known to be in the public domain— including 
essentially everything published in the United States before 1923 and 
many works published between 1923 and 1963— are easily available. 
They can be found through Google Book Search (books.google.com) 
and on the websites of many participating libraries. They can be read 
online or downloaded, and in the past several months hundreds of 
thousands have been made commercially available through a variety 
of print- on- demand channels, as well as on e-book readers. However, 
works that may still be in copyright are not so easy to fi nd and to use. 
Google shows only a brief snippet in response to an online search, 
along with information about where a physical copy of the book 
might be found. The reason for the restricted usability of these works 
is simple: the penalties for displaying signifi cant portions of copy-
righted material can be severe— from $750 to $150,000 (no, that’s not 
a typo; there are four zeros after the fi fteen) per violation, and each 
Internet hit would constitute a violation. This is a risk that neither 
Google nor any library is willing to take.
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As result, most of the scholarly and cultural record of the twenti-
eth century cannot be accessed by the methods preferred by pretty 
much everyone who reads in the twenty- fi rst century. A professor 
wanting to assign a substantial portion of a book written in, say, 1961 
(and out of print for forty- seven years) is generally still required to put 
the book on reserve the old- fashioned way, even if the university li-
brary has a digitized copy that could be put on a server and delivered 
to students at zero marginal cost.

I have referred to books published after 1922 as books that “may 
be” in copyright. The copyright law is nothing if not complicated, and 
among its interesting features is that the current copyright status of 
books depends on dates of authorship and in many cases on the de-
tails of registration and renewal of copyright. To complicate matters 
further, for many books (the number is surely over half a million in 
the United States, in the millions worldwide) the holder of copyright 
is not known and may not exist, and often neither a living author nor 
a still- extant publisher knows who holds the rights to a given work. 
Such works are generally referred to as “orphan works” in the world 
of libraries and copyright lawyers, but they are really a par tic u lar kind 
of orphan— foundlings. Their parents (holders of copyrights in them) 
are unknown. The existence of orphan works of this kind greatly 
complicates the already complicated and often expensive effort in-
volved in fi nding rights holders and making arrangements with them 
for lawful use of copyrighted works.

THE LAWSUIT AND PROPOSED SETTLEMENT

Google announced its mass digitization project with libraries in 
2004. In 2005 several authors and publishers of copyrighted works, 
respectively working with the Authors Guild and the Association 
of American Publishers, sued Google for unauthorized copying of 
copyrighted works. Google’s defense was to argue that its indexing 
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of the works and displaying of snippets constituted a fair use under 
the copyright law. Some three years later, the parties to the suit 
agreed to a settlement, with the plaintiffs claiming to represent a class 
that includes essentially all those who hold copyright to works in li-
braries in the United States. The settlement agreement cannot go 
into effect without Federal District Court approval and is currently 
under revision as a result of concerns that have been vigorously ex-
pressed by many parties, including the Department of Justice.

Basically the proposed settlement would create a market in elec-
tronically available copies of out- of- print works that are plausibly in 
copyright. Google would provide free browsing access (usually 20 
percent of a book would be viewable in a given search) and would sell 
permanent online access to complete versions on behalf of itself and a 
newly created Book Rights Registry (BRR) that would represent the 
interests of rights holders of works subject to the settlement. Google 
would also sell site licenses to institutions such as colleges and uni-
versities, enabling students and employees of those institutions to 
have access to the collections in much the same way that they now 
have access to electronic journals and databases purchased by their li-
braries. Google would obtain 37 percent of the revenue from both the 
retail product and the site license, with the rest to be distributed to 
rights holders.

The obvious benefi t of the settlement is that it provides electronic 
access to many millions of works at one fell swoop, saving the trans-
actions costs that would be involved if Google, libraries, and others 
seeking to provide access to the scanned works had to negotiate work 
by work and rights holder by rights holder, assuming that rights hold-
ers could be found. The ability to search simultaneously the collec-
tions of the world’s great research libraries, to browse those collections, 
and to be able to purchase immediate electronic access provides un-
calculated, but almost certainly large, consumer surplus.

The settlement would also permit academic libraries and their 
universities, at least after a time, to save a great deal of money and 
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space, as the necessity of holding extensively duplicated print collec-
tions would be eliminated. Moreover, the settlement includes the 
orphan (foundling) works, removing the risks that would otherwise 
attend to displaying works where rights are unknown and adding to 
the value that would be available to students, professors, and other 
users of Google’s newly created giant electronic bookstore. Inclusion 
of the orphan works is essential to creating an effective product for 
the academic market, because without them neither Google nor any-
one  else could risk putting collections online without costly establish-
ment of rights (or the lack thereof) book by book, and the resulting 
collection of out- of- print works would be seriously incomplete. One 
can never conclusively prove a book to be orphaned. There is always 
the possibility that a rights holder will materialize, with a lawyer not 
far behind.

OBJECTIONS

The objections to the original settlement agreement are many and 
varied. One set involves privacy, which I do not consider  here. Others 
involve a cluster of legal questions, notably involving technical issues 
of civil procedure surrounding class action lawsuits, of which I have 
little interest and less understanding. Still others have a good deal of 
economic content.

The settlement would plausibly bestow considerable market power 
on the BRR and Google. Although other parties could choose to scan 
libraries’ works and provide market access by contracting with the 
BRR, only Google would be authorized to use the Google scans in 
the marketplace, and for at least the foreseeable future, the Google 
scans constitute the overwhelming majority of scans, because no one 
 else has been willing to commit the hundreds of millions of dollars 
necessary to scan the tens of millions of works that reside in the world’s 
research libraries.
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Many objections to the Google settlement are based on a concern 
that Google and the BRR will have monopoly power in the newly 
developed market for electronic access to out- of- print copyrighted 
works. Some assertions in this regard are simply silly: Google will not 
have a monopoly on access to the works, which are still available in 
the source libraries. Nor will it have been granted a monopoly on 
electronic access to works with known rights holders; such works 
may be rescanned and sold by other providers, including rights hold-
ers themselves, should it prove to be the case that the market in these 
works is suffi ciently profi table to attract entry.

The orphan works are another matter. The settlement gives 
Google rights to distribute orphan works and provides for no mecha-
nism that could practicably convey such rights to other entities. More-
over, unlike the situation when rights holders are known, there is no 
way for copyright holders of orphaned works to contract with other 
parties for distribution of those works, because it is in the nature of 
orphan works that the holders of the rights are unknown. This leads 
the Department of Justice to be concerned that the settlement, as 
drafted, “appears to create a dangerous probability that only Google 
would have the ability to market to libraries and other institutions 
a comprehensive digital- book subscription” (U.S. Department of 
Justice 2009, 24).

EXPLOITING THE ORPHANS

The disposition of both the orphan works and revenues attributed to 
them is one of the most controversial features of the settlement. One 
important economic objection is distributional. There is clear public 
benefi t to providing access to orphan works. But under the settle-
ment agreement, if the rights holders to orphan works are not found 
after fi ve years, the principal benefi ciaries of the revenues attributable 
to orphan works would be the authors and publishers who hold the 
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rights to other works. Why them? Well, to be honest, one  can’t help 
but think that it is because these rights holders  were active parties in 
the lawsuits, whereas orphans, parents, consumers, and others  were 
not. Other obvious possibilities would be to return these funds to 
consumers as rebates, to give them to the libraries that bought and 
preserved the works in the fi rst place (would I have thought of this 
 were I not Michigan’s librarian?), or to reduce the federal defi cit.

That Google has an advantageous position with regard to the or-
phan works is clear. Whether that position is worth any money to 
speak of is an open question. Books that are in copyright and out of 
print have already proved themselves to be something less than star 
performers in the marketplace. To be sure, libraries will fi nd it valu-
able to have access to as complete a collection as possible. At the same 
time, the settlement adduces a principle of “broad access” in deter-
mining prices for institutional licenses. Moreover, the orphan works 
will continue to be available in print form and as part of Google’s 
retail product, and 20 percent of each book will be available for free 
preview. Additionally, it seems likely that Google is more interested 
in attracting people to its site than it is in profi ting directly from 
sales of books, and hence it would prefer prices to be low.

Sadly, I don’t have an estimate of the price elasticity of demand for 
out- of- print works with unknown own ers, but I am confi dent that 
Google’s ability to exploit its monopoly position in orphan works is 
far weaker than the ability of commercial journal publishers to exploit 
their position in fi elds where getting the next essential grant requires 
immediate access to the most current published papers. The fear 
among some librarians, including Robert Darnton of Harvard (2009), 
that Google will be able to set extortionate prices in the manner of 
many commercial journal publishers (not including bepress), seems 
to me to misapprehend important differences between old books and 
current scientifi c journal articles. Professor Darnton and I have de-
bated the question at some length in a recent exchange in The New 
York Review of Books.



The Stakes in the Google Book Search Settlement 249

Fortunately, concerns about legal barriers to entry can be laid to 
rest by changing the treatment of the orphan works while preserving 
the benefi ts of the settlement to the public and to the scholarly com-
munity. All of the effi ciency gains from the settlement’s treatment of 
orphan works are due to the settlement’s waiver of legal liability from 
their sale and display. That waiver makes the books available and gen-
erates value for those who would search and read them. The distribu-
tion of revenues to rights holders of other books serves no compelling 
distributional interest.

Thus any mechanisms that allowed other entities (e.g., libraries, 
publishers, the Internet Archive, Microsoft) to display and facilitate 
the search of orphan works on the same or similar terms that Google 
has under the draft settlement would realize the effi ciency gains with-
out distributional harm. And by allowing entry, any such mechanism 
would eliminate the most troubling element of a potential monopoly 
that could arise from the settlement.

Thus a revised settlement (as suggested by the U.S. Department 
of Justice 2009, 25) that provided competitors with the ability to use 
the orphan works on the same terms as Google, or legislation with 
a similar consequence, would be an unambiguous improvement 
over the original settlement. The great benefi t of a new market in 
electronic versions of the literature of most of the twentieth cen-
tury could be realized with a reduced risk of monopoly and with-
out enriching unrelated parties with the fruits of orphans’ labor. In 
contrast, scuttling of the settlement or greatly limiting the volume 
of works to be covered would put us back to where we started— the 
only people with good access to the scholarly and cultural record of 
the twentieth century would be those with physical access to re-
search libraries, and even for them, that literature would be more 
diffi cult to access than most works published before or since.
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CHAPTER 3 2
The NFL Should Auction Possession 
in Overtime Games

Yeon- Koo Che and Terrence Hendershott

SUPER BOWL XLIII of 2009 featured one of the closest contests in 
Super Bowl history. If not for the miraculous catch by Santonio 
Holmes in the waning seconds, the Steelers might have kicked a 
game- tying fi eld goal and the Super Bowl would have gone into 
overtime.

In a sense, however, overtimes can ruin great games, because, 
with all too high probability, whichever team gets the ball fi rst wins. 
Instead of one of the best, the game might have been remembered as 
dubious, maybe even ignominious, with many “what ifs.” We propose 
an auction method to eliminate the coin fl ip’s randomness by letting 
the teams bid to determine the initial possession.
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WHY THE CURRENT OVERTIME PRO CESS STINKS

Suppose that at the end of tie games, the referee simply fl ipped a coin 
to determine who won. Everyone would scream that this was unfair, 
or, if unfair is the wrong word, it would certainly be silly. What 
would be the point of calling this winning?

And yet what happens is not so far from that. From 2000 through 
2007, in 37 of the 124 overtime games, the team that won the initial 
coin toss won on its initial possession. Could overtime outcomes 
be made more “fair”— by which we mean, could randomness be 
reduced to increase the role skill and execution play in determining 
the outcome?

DIAGNOSING THE PROBLEM

Part of the issue with the current NFL overtime rule is its sudden 
death format; namely, that an overtime game is won by the fi rst team 
to score. Sudden death, however, keeps the playing time manageable 
in light of the physical nature of the sport and the network’s broad-
casting constraints. Also, sudden death is not unfair by itself, as before 
the coin fl ip neither team has an advantage. It is only unfair to the 
extent that the possession, or receiving an opening kickoff, confers 
a signifi cant advantage, as it now does.

A clue to the nature of the problem and to its solution is found by 
asking what happened in 1994. That year, the NFL moved the kickoff 
spot from the 35- to the 30- yard line, where it remains today, which 
ensures that the receiving team gets a good fi eld position. Field posi-
tion is everything, as any watcher of football knows, and as David 
Romer (2006) has extensively documented.
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ECONOMICS (BUT NOT ECONOMISTS) TO THE RESCUE

One lesson of economics is that markets or auctions produce fairer 
and less random outcomes. To minimize the impact of luck, it must 
be the case that the team that receives the opening possession has no 
real advantage. To accomplish this, why not let the teams trade on who 
receives the opening possession with the starting position used as currency?

Although the idea is an economic one, it came fi rst from those 
who care about the problem most— not from economists. Chris 
Quanbeck, an electrical engineer and a Green Bay Packers fan, was 
the fi rst to suggest the idea of auctioning off the possession, according 
to an article in Slate. According to his idea, the team offering to start 
at a position closest to one’s own end line would win possession at 
that position.

How can opening a market help make the overtime game less ran-
dom and, therefore, more fair? Imagine that you offered each team the 
chance to have the fi rst possession 100 yards from its own goal, ready 
to score. Each would grab at the chance, so it  wouldn’t be fair to give it 
to either. What about 90 yards? Well, again, both teams would want the 
ball. On the other hand, neither would want the ball backed up against 
its own goal. So is there a distance x* in between where it  wouldn’t 
matter to either team, whether A started with the ball x* yards from 
its goal line or B started with the ball x* yards from its goal line? Typi-
cally, there will be, as illustrated in Figure 32.1.

Say team A will win with probability p(x) against team B if A has 
possession x yards from A’s goal line, and with probability q(x) if B 
has possession x yards from B’s goal line; p(x) is the upward sloping 
line and q(x) is the downward sloping line in Figure 32.1. As x rises, 
p(x) will go up because it gets easier for A to score, at least from a 
fi eld goal, as one gets close to the other team’s end line. Likewise, 
q(x) will fall with x because B too is more likely to win the farther 
from its own goal line it takes possession, which makes A less likely 
to win.
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Consider the x* that equates p and q, the x* such that p(x*) = q(x*). 
Both teams must be indifferent to possession at x*. For example, it 
might be that the Steelers are just as likely to win if they get the ball 
at their own 18- yard line as if the Cardinals get the ball at the 18- yard 
line, that is, p(18) = q(18). But then the Cardinals should be indiffer-
ent to possession at precisely 18 yards, since 1 − q(18) = 1 − p(18).

But how would we fi nd such an x*? Easy. Hold an auction.
Consider an auction in which each team is bidding for possession 

of the ball. The auction is descending in fi eld position, which means 
that x begins at 100 yards, which means taking the ball at 100 yards 
from one’s own goal line. Each team would love that opportunity! 
Teams successively bid lower numbers, x, in an attempt to win the 
auction and get to start with the ball x yards from their own goal line. 
The lowest bid wins.

Suppose that the current bid is at x and team A is more likely to 
win if it starts with the ball x yards from its goal line than if B starts 
with the ball x yards from B’s goal line: that is p(x) > q(x). For such an 
x, A will lower its bid. Remarkably, team B will also want to lower its 
bid as well because 1 − q(x) > 1 − p(x), and 1 − q(x) is the probability 
that B wins if B takes the ball x yards from B’s goal line, and 1 − p(x) 

FIGURE 32.1
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is the probability that B wins if A takes the ball at x yards from A’s 
goal line. Thus bids will go down until x falls to x*.

In fact, any standard auction could be used to achieve the same 
result. The point is that the auctions will force the teams to bid so 
that opening possession yields no real advantage. This outcome in-
creases fairness by eliminating the randomness of the coin fl ip: the 
team losing possession at the bid of x* does not envy that possession. 
Further, if two teams are equally strong or skilled, as is likely given 
the game is going into overtime, then they will win with the same 
likelihood; that is, if p(x) = 1 − q(x) for all x, then p(x*) = q(x*) = 1 ⁄2.

Instead of an auction, one could apply another classical idea, 
namely, the “divide- and- choose” method, to achieve the same out-
come. One team (divider), selected by, say, coin fl ipping, proposes 
“x” and the other team (chooser) chooses between gaining and ceding 
possession at the chosen x. Say team A is the divider. Then, fearing 
that team B will choose the bigger of 1 − p(x) and 1 − q(x), thus leav-
ing it with the “shorter end of the stick,” team A will equalize p(x) 
and q(x) by proposing x*.

COMPLICATIONS

The aforementioned theory is all very elegant, but it is unlikely that 
the teams will have a common and accurate understanding of the 
probabilities of each team winning starting at each position, as we 
have implicitly assumed. Each team presumably knows more than its 
opponent about the status of its own offense and defense units and, 
more importantly, its own kickers at the start of overtime. We (see 
Che and Hendershott 2008) argue in a paper in Economics Letters that 
in such a realistic setting, auctioning off the possession is fairer than 
divide and choose.

Suppose, for instance, that each team “guesses” x* with some er-
ror and that two teams’ guesses combined are more accurate than 
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one team’s guess. In divide and choose, the divider will likely pro-
pose his best guess on x*, and this may “tip off” his information. The 
chooser may exploit this by acting on even better information than 
either team has. This means that coin fl ipping is again necessary to 
settle the imbalance, which brings us full circle.

Auctions avoid coin fl ipping altogether, since they treat both 
teams symmetrically. Standard ascending or descending auctions as 
well as sealed- bid auctions have this property and will do as well in 
aggregating guesses. They may engender strategic reactions, how-
ever. A winner’s (low bidder’s) guess on x* is likely biased below, and 
the loser’s guess is likely biased above, true x*. So teams may adjust 
their bids upward to overcome the “winner’s curse” in an ascending 
or fi rst- price (low- bid) sealed- bid auction and adjust their bids down-
ward to overcome “loser’s curse” in a descending or second- price 
(high- bid) auction. Such strategic reactions and possible mistakes can 
be minimized if the starting position is determined in a sealed- bid 
auction by the average of the low and high bids— our favorite proposal. To 
the extent that the best combined guess is close to the average of each 
team’s guess— a reasonable guess— each team will not gain much 
from strategizing and will be protected from possible mistakes in this 
format.

WHY NOT?

The NFL is aware of current overtime rules’ shortcomings. Prior to 
Super Bowl XLIII, NFL commissioner Roger Goodell suggested a 
new overtime format in which the team that takes the opening kickoff 
cannot win by a fi eld goal on its fi rst possession. While this would 
eliminate the most egregious overtime outcome, any proposal that 
does not take into consideration the teams and fi eld conditions cannot 
fully eliminate the impact of the coin fl ip. The auction eliminates the 
coin fl ip and enables the teams to account for all relevant information.
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Implementing an auction to begin the overtime would be a dar-
ing move for the NFL, but, as Tim Harford (2009) points out, it 
could be very entertaining. Imagine the opportunities for fans and 
commentators to second- guess coaches’ bidding strategies, saying 
things like, “Boy, I would have thought the Raiders would be more 
aggressive than that in their bidding given how well their offense is 
doing. One way to look at it is they are showing confi dence in their 
defense, but given the number of points the Dolphins have scored 
today, that seems crazy.”
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