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Foreword

This book continues the collaborative effort and scholarship

of the New York University Stern School of Business faculty. I

was amazed that part of the group that published the series

of white papers that became the book Restoring Financial

Stability: How to Repair a Failed System, published by John

Wiley & Sons in March 2009, would have the energy and

dedication to undertake this economic analysis of the

complete Dodd-Frank Wall Street Reform and Consumer

Protection Act of 2010. And I was amazed that they would

do so in such a short period of time and with such a level of

comprehension and clarity as to the issues to consider and

evaluate, and also be able to provide new insights into

methods that would lead to economically sound financial

market reform. In the various sections, Acharya, Cooley,

Richardson, Walter, and their colleagues at the Stern School

not only consider the benefits and costs of the various

sections of the Dodd-Frank Act, but also articulate clearly

the Act's possible success in meeting the objectives, the

likely consequences and unintended consequences, and the

costs of the reforms in each of its sections. They should be

commended for this effort.1

I was also amazed that this volume is not just an

amplification of the original book but pushes academic and

applied research to a new level. New work on measurement

of systemic risk probabilities and costs, a new proposal for

taxing banks differentially for systemic risk contributions,

analysis of new forms of contingent capital, a clear

discussion of the Volcker Rule and its consequences, and

exploration of the likely effects of taking over entities to

resolve failures—all these are thought-provoking. In the

words of a scientist, “Why didn't I think of many of the

issues raised in the book?” For example, when the



government takes over a bank, the bank must pay

employees to stay to unwind it—they won't stay on

government salaries. Does the new financial protection

agency help or hurt consumers—and does it mitigate

systemic risk?

Although others perhaps won't give the authors proper

attribution (for all good ideas are copied freely), the

arguments and analysis in this book will be used by bankers

and other market constituents to make the case for forms of

regulation that they deem appropriate and to point out to

the regulatory bodies the unintended consequences of other

regulations. Regulators, in turn, will use the book's structure

and economic arguments to counter and to develop more

appropriate regulations. With inputs and analyses from this

book, along with the work of others, my hope is that a

sensible balance will arise that will neither cripple the

financial system nor create a false sense that the new

financial regulatory architecture will prevent failures in the

future.

In the summer and fall of 2008 the global financial system

was in chaos. Since then, there have been myriad

discussions, conferences, television shows, Internet

discourses, books, and articles about the crisis, its causes,

who was to blame, and the failures. There have been

congressional hearings, commissions, G-20 meetings,

government and central-bank proposals, et cetera. There

was, and is still, anger directed at Wall Street, the bailouts,

and the bonus awards, and against central bankers and

legislative bodies for not acting sooner to constrain the

excesses of the financial system or for promoting them. As

the book discusses, although the independence of the

Federal Reserve is intact, its wings have been clipped as a

lender of last resort. Moreover, we might have lost the

opportunity to examine whether an active monetary policy

should target only inflation and not changes in asset prices



and risk, or whether inflation-targeting policies exacerbated

the crisis (as some suggest). And this crisis has had a direct

effect on jobs and on those who have owned homes and had

leveraged balance sheets. As the book suggests, although

government support of housing, mortgage finance, the

government-sponsored enterprises (GSEs), and the rating

agencies should have been the core of the Dodd-Frank Act,

25 percent of this legislation is devoted to moving liquid

over-the-counter interest rate swaps to clearing

corporations, where, paradoxically, more than 50 percent of

swaps among dealers are already cleared, a large increase

occurring subsequent to the crisis. The book clearly

addresses these issues of housing finance as well as what is

left out of the Act.

The Dodd-Frank Act arose from anger and cries for

retribution against Wall Street. I had hoped that the chaos

would provide the opportunity to reflect, to understand, and

to learn from the crisis, and that from that learning financial

entities would change practices (such as in clearing swaps)

on their own and that gaps in regulatory rules would be

corrected or old rules would be adjusted to reflect modern

realities. Understanding takes discussion, argument, effort,

and, most important, time to gather data and to conduct

analyses of that data. At 2,319 pages, the Act requires that

243 new formal rules be adopted by 11 different regulatory

agencies, all within a year and a half of its passage. This is a

massive undertaking. It is shocking that so many failures in

the system have now come to light. Or is it the case that

Congress really could not pinpoint the causes of the crisis or

know how to prevent future crises? Why did Congress fail to

define the new rules precisely? Why did it pass on the actual

rule-making responsibility to the agencies that will make

new rules either to punish or to garner new jobs from Wall

Street? And why, if these failures are now so important and

devastating, do new requirements need to be phased in



over such long time frames? Why are the rules so vague

(such as transactions that include “a material conflict of

interest” between the bank and its clients are prohibited)?

And why might the Volcker Rule, which limits proprietary

trading and constrains hedge fund and private equity

investments to some extent, not actually be implemented,

in part, for up to four years and perhaps as long as seven

years? The book provides excellent discussions of these

difficulties.

I am not sure that market failures and externalities (that

were mispriced) were the only causes of the crisis. An

important cause was also the poor infrastructure to manage

financial innovations. If rules were insufficient for the

Treasury or the Federal Reserve Bank to unwind failing

institutions or too many agencies without expertise were

watching over various financial entities, then the makeup

and constitution of regulatory bodies should be changed. I

am suspicious that this became important only after

Lehman Brothers' default caused a much larger mess than

regulators expected. And I think that the Dodd-Frank Act

buried only one agency.

Since successful innovations are hard to predict, economic

theory suggests that infrastructure to support financial

innovations will, by and large, follow them, which increases

the probability that controls will be insufficient at times to

prevent breakdowns in governance mechanisms. It would be

too expensive to build all of the information links, legal

rules, risk management controls, and so forth in advance of

new product introductions. Too many don't succeed in

incurring large support costs in advance of market

acceptance. For this reason, those financial innovations that

grow rapidly are more likely to fail and to create crises—

such as failures in mortgage finance, failures in subprime

mortgage product innovations, failures to monitor mortgage

originators, failures to provide mortgage bankers with the



correct incentive systems, failures in adjustable-rate

mortgages, failures in rating agency modeling of mortgage

products and their synthetics, failures of investment banks

in monitoring the growth of their mortgage products, and

failures by those entities insuring mortgage products. There

was a lack of infrastructure in place at large banks such as

Citibank and with regard to credit default swaps at American

International Group (AIG). Unfortunately, failures in

mortgage finance tend to have vast consequences for

homeowners as well as for the industries that service them.

Failures are expected. Some will be low-cost, whereas

others will exact a large cost. And not all fast growing

innovations fail. Before the fact, failures are hard to identify.

Failures, however, do not lead to the conclusion that

reregulation will succeed in stemming future failures. As this

book clearly argues, while governments are able to regulate

organization forms such as banks or insurance companies,

they are unable to regulate the services provided by

competing entities, many as yet unborn in the global

community. Innovation benefits society, and innovation has

costs. This crisis has caused many to conclude that the

Dodd-Frank Act should have slowed down innovation to

prevent too rapid growth, but it is hard to justify this

conclusion, as the book's discussion of the role of

government oversight and guaranteeing of systemic entities

suggests.

The response to this dilemma is difficult. Infrastructure to

support innovation is a business decision. The senior

management of financial entities must decide when more

resources are necessary to monitor and to understand

innovation. They must decide whether the returns to

innovation are worth the risks, including the risks of having

incomplete information systems and controls; and they

must decide whether the returns are measured correctly

and whether the capital supporting innovation is sufficient.



Financial entities are building entirely new risk systems in

response to the crisis. Innovation risks are being

incorporated into decision making from the outset.

Measurement technologies are being built to provide senior

management with the information they need to make

informed decisions about product lines and their controls. In

the past, risk management had been a reporting and a

regulatory requirement within a bank. That is changing as

risks and returns are being evaluated as part of the

optimization process. That banks relied on the Bank for

International Settlements to set risk rules is inappropriate.

For example, their value at risk metrics, which rely on

portfolio theory, did not allow for the possibility that liquidity

shocks could result in asset prices around the world

becoming highly correlated. The book goes to great length

to model and discuss appropriate regulatory capital rules

and their consequences that address some of these pitfalls

of current rules.

We don't yet have a deep understanding of the

intermediation process. Markets work because

intermediaries are willing to step in and buy when sellers

want to sell before buyers want to buy, and vice versa.

Financial intermediaries provide liquidity or risk transfer

services in mostly nontraded markets, and service the

idiosyncratic needs of consumers, students, commercial or

residential mortgage holders, corporations, pension funds,

insurance companies, and others. The demand for

intermediation services is not constant. The price of liquidity

changes—increasing with lack of synchronicity in demand

and supply, and becoming extreme at times of shock when

intermediaries no longer have confidence in the value of the

underlying assets and rationally withdraw from the provision

of intermediation services as a result of an inability to

determine new valuations quickly. With a shock, liquidity

prices and valuations change simultaneously; sometimes



liquidity prices change much more than valuation changes

or vice versa.

Central bankers have always operated under the

assumption that they provide collateral for good value to

smooth out liquidity crises until markets work again. But, if

this were true, no liquidity crisis would occur. Every

intermediary would know of valuations, and as prices

deviated from equilibrium values they would step in to

reduce spreads and make large returns on capital. The

uncertainty about what proportion of the price decline or

increase was caused by changes in liquidity or fundamental

value is extremely difficult to parse out quickly. Sometimes

it takes a short time; sometimes it takes much longer. If it

takes a long time, however, markets are chaotic; and as

time expands, fundamental values continue to change.

I believe the economics of innovation and intermediation

are key reasons why financial crises have such broad

effects. Shocks affect intermediation across unrelated

segments of the financial markets as shocks in one market

are transmitted by intermediaries that reduce risk in one

market in light of losses to other intermediaries, who in turn

reduce risk in other markets.

The book discusses the consequences of rapid innovation

and breakdowns in the intermediation process. Innovation

affects compensation, for without measurement or

adequate risk controls, senior management has difficulty

discerning skill from risk taking. Innovation leads to seeming

moral hazard issues. Lenders often don't spend resources in

the short run to monitor instances in which others will step

in to protect them. (For example, since AIG posted collateral

to each of its counterparties and bankruptcy laws allowed

them to seize the collateral in the event of AIG's default, the

counterparties did not have to monitor the credit or the size

of AIG's business. This was obviously true of government

foreign debt holders, for example.) The true moral hazard in



the system is that debt holders suffer little loss during a

financial crisis. If they did, they would monitor or force

management to monitor innovations.

The intermediation process must break down from time to

time. This is the nature of markets. Markets work. In a sense

the market breakdown can be considered a failure, but it is

a failure only in that markets don't operate in times of crisis

as they do when times are calm. The fact that markets work

this way does not mean that regulators can do a better job

of controlling markets. They watch the water from afar. The

picture is far different up close.

As I read through the book's excellent discussion of the

Dodd-Frank Act and its likely good or bad consequences, I

was unable to discern whether regulators had addressed the

innovation questions and whether they understood the

nature of the intermediation business. The book, however,

does discuss moral hazard issues, compensation programs,

and accounting issues—mark-to-market and information

systems within the firm and how they affect other firms. It

tackles the role of government and how the government

leads to bad innovations such as the GSEs or the monopoly

of the rating agencies. In this vein, the book also covers the

new role of central clearing agencies for the over-the-

counter derivatives markets.

The 2008 financial crisis and its aftermath will cause

financial entities to learn on their own. And this learning will

mitigate the consequences of future shocks.

The Dodd-Frank Wall Street Reform and Consumer

Protection Act of 2010 will take years to implement. The

uncertainty about the form of these new rules will impede

growth in our society. I am sure that I will return to this book

regularly for its analysis as events unfold over the next

number of years. Congratulations to the team for such a

commendable accomplishment.



Myron S. Scholes

Frank E. Buck Professor of Finance, Emeritus

Graduate School of Business

Stanford University

1 I will refer to the “book” in my comments because it is a

collaborative effort by so many on the Stern School faculty.

I would worry that I was not giving proper credit or was

incorrectly identifying the sources of the arguments and

analysis.



Preface

In the fall of 2008, at the peak of the crisis, we launched a

project among the New York University Stern School of

Business faculty to understand what had gone wrong, what

the policy options were, and what seemed to be the best

course of action at the time. This resulted in a series of

white papers authored by 33 members of the faculty. These

were widely circulated among politicians and their staff

members, as well as practitioners and academics worldwide.

Taken together, the white papers were guided by a public

interest perspective and intended as an independent and

defensible assessment of the key issues by people who

understand the theoretical concepts and institutional

practice of modern finance and economics. The result was a

book, Restoring Financial Stability: How to Repair a Failed

System, published by John Wiley & Sons in March 2009.

Drawing on the insights gathered in that effort, it seemed

logical to think about a second project that would focus

specifically on the myriad reform proposals under

discussion, provide an objective evaluation of their merits,

add some new ideas to fill in the gaps or improve outcomes,

and suggest their likely impact on the global financial

system and economy as a whole. A total of 40 members of

the Stern School faculty and doctoral students—virtually all

participants in the first project and several new members as

well—stepped up to contribute to this effort. First, we

produced an e-book in December 2009 that addressed the

U.S. House of Representatives financial reform bill. This was

followed by the Senate bill in April 2010, requiring important

modifications in our analysis. This had to be repeated when

the two bills were reconciled in conference and finally

signed by President Obama on July 21, 2010—all the while



keeping a weather eye on developments in Basel, London,

Brussels, and other centers of global financial regulation.

Along the way, we have read the entire Act and its

predecessors in detail, debated it among ourselves and

professional colleagues, and identified strengths and

weaknesses through the lens of modern financial

economics. We like to think our first project helped to shape

some of the debate leading up to the Dodd-Frank legislation

as we commented on various versions of the proposed

reforms in congressional testimony, speeches, workshops,

and other forums around the world.

At the end of the day, the Dodd-Frank Wall Street Reform

and Consumer Protection Act of 2010 is the keystone of the

financial reform structure in the United States and will be

influential worldwide. It is more or less aligned to some

basic principles agreed on in G-20 meetings of heads of

state during and after the crisis, as well as to parallel

developments in the Basel Committee on Banking

Supervision, the European Union, and at the national levels

in the United Kingdom, continental Europe, and elsewhere.

This book presents a comprehensive and objective analysis

of the various initiatives legislated or proposed by the Act,

along with their implications for financial firms, markets, and

end users going forward. There will undoubtedly be a

number of further surprises, as well as unintended

consequences of what has now been legislated. We have

tried to anticipate and face up to as many of them as

possible. We feel confident that we have provided readers

with a coherent and rigorous framework for thinking about

whatever may lie ahead for global finance.

We are grateful for the many comments we received from

readers of our first book. They did much to sharpen our

thinking and inform our effort in this volume to look ahead.

Special thanks are due to Joanne Hvala, Jessica Neville, and
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