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THE FIRST FINANCIAL CRISIS OF THE TWENTY-FIRST
CENTURY: LESSONS FOR AMERICA

1. The Subject and the Problem

I begin by thanking Philip Davies, Director of the Eccles Centre at the British
Library, for his kind invitation to give this plenary lecture, and for his dedicated
leadership of the American Studies community in the UK. We are all much in
Philip’s debt. I am grateful, too, to members of the audience at this year’s British
Association of American Studies (BAAS) conference for braving a plenary address
with so chilling a title.  

Why should scholars of US history, politics, and culture who comprise BAAS
be concerned with banks and banking? Most BAAS members are not, I think,
intellectually absorbed with either of those subjects narrowly-understood. Nor
am I. All, however, are touched by the causes, processes, and consequences
of the recent financial and banking crises. Accordingly, I hope to calm any
anxieties that there might be about the arcane quality of this evening’s
subject. My interest in banks is with the larger questions that their operations
present for the American political system, for American policy-makers, and 
for students of American government and politics. The evidence indicates 
that federal agencies showed in 2007–2009 a remarkable capacity to prevent
systemic financial collapse after the crisis’s emergence, but a radically
insufficient capacity to reduce the risk of either its emergence before 2007 
or its re-emergence after 2009. 

The recent financial and banking crises in America reveal a great deal about banks’
propensity for institutional destruction when they are illiquid, at risk of insolvency,
and suffer balance sheet impairment because of asset price falls. Under such
circumstances, banks have the capacity to do systemic damage. Such damage 
is caused not just to individual institutions but to entire systems of financial
intermediation; not just to individual companies but instead to entire sectors
(including finance itself) and to broad swathes of labour and product markets. 
The damage extends to government, including the federal agencies created by
Congress to regulate banks and banking and, in the longer-term, to a problem
which I will not examine here: the undermining of trust in government and
politicians. 

Further questions suggest themselves. What can the US government do to deter
banks, and non-bank financial institutions such as insurance companies, which
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engage in highly risky forms of securities trading and resist regulation in the public
interest? What can the US government do to deter such behaviour even under
circumstances where majorities of elected politicians and of voters favour such
regulation? The questions that hang over these debates are, first, whether
financial markets can be regulated in the public interest; and, second, whether the
US Congress can do so. The public interest has two expressions in this context: 

first, minimizing the problem of moral hazard in the operation and regulation
of credit markets; 
second, promoting a financial system of deep and liquid credit markets for
the provision to companies and governments of wealth and employment-
generating working capital and investment capital. 

Technical difficulties make securing these two expressions of the public interest
through regulation hard; the politics of such regulation make it even harder. The
2007–2009 case comprises not just an immediate and profound crisis of credit
markets, but consequential crises for labour and product markets and for the US
government’s regulation of financial markets generally. In becoming a crisis for
government, the financial crisis has become a crisis of government: can states
regulate credit markets to minimize moral hazard and the risk of systemic financial
collapse? 

2. The Recurrent Theme of US Banks’ Fragility

Although arguably less immediately damaging than the panic of 1907, the crisis 
of 2007-2009 was nevertheless much the most disruptive such set of events since
1929-33. As Keynes showed was the case in that earlier period, the falls in the 
net worth of borrowers contributed to a freezing of credit markets. Ben Bernanke,
a distinguished student of the Great Depression long before his appointment as
Chairman of the Federal Reserve Board, understood that one of the consequences
of a rise in the costs of intermediation between 1930 and 1933 had been that
many borrowers found credit increasingly difficult to afford or obtain with the
result that bankruptcies rose and a serious recession became a protracted and
deep depression.1 Reducing the risk of recurrence was for Bernanke a supremely
important object of policy. 

Economic crises in the form of recessions are recurrent events in the United States,
as they are elsewhere. But, with the arguable exception of the combination of
high inflation and economic stagnation in the period marked by the two surges 
in oil prices in 1973 and in 1979, American recessions have since the Great
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Depression not been such as to risk deep and persistent loss of output. The latter
condition requires the conjunction of economic and banking crises. Prior to the
creation of the Federal Reserve System as a weak central bank in 1913, the United
States had experienced twelve banking crises, of which three (those of 1814–1817
and 1819, and of December 1861) had been attributable in whole or in part to
the consequences of war and of its financing.2 As American depositors discovered
between 1929 and 1933, the creation of the Federal Reserve System in 1913 did
not eliminate banking crises. And as we have learned since 2007, nor did a
reformed Fed with greatly augmented powers under the Banking Acts of 1933
and 1935, and with the additional reassurance supplied by federally-guaranteed
deposit insurance, succeed in eliminating them. But there can be no doubt that
without a central bank to act as the lender of last resort, in circumstances where
trust has collapsed and money-market interest rates have risen exceptionally fast,
what proved between 2007 and 2009 to be a Great Recession would have been
very much worse. Without functional federal institutions such as the Fed and the
US Treasury, the victims of the banking crisis would have not merely have been
individual banks, but banking itself. 

The banking crisis of 1907 occurred in the absence of a central bank – as had all
such crises in the preceding century. In 1907, the financial system’s survival turned
upon the willingness and capacity of private banks to provide liquidity to those
seventy banks which were illiquid but not insolvent. Without J P Morgan’s and 
his associates’ willingness both to determine which banks were capable of being
saved and which were not, and also in then providing capital to some seventy
banks which they judged salvageable, the costs not just to the financial sector but
more widely to the economy would have been devastating. Reflecting upon what
seemed to him the delicious irony that he and Morgan had shown themselves
essential to preventing general financial collapse despite their poor reputation
among voters, John D Rockefeller posed a rhetorical question of a US Senator: 
“Now, wasn't that a pretty nice thing for two such very, very bad men to do?” 

The devastation of banks’ insolvencies apart, the crises of 1907 and 1929–33 had
profound effects upon American banking, especially in respect of its regulation.
The 1907 crisis had greater and more durable institutional consequences than
previous crises had done not least because the crisis was of such intensity as 
to expose to full public view (at the height of Progressive suspicions of abuses 
of business power) the danger of relying upon private bankers’ capacity and
willingness to prevent financial system destruction. Congress responded in 1908
by passing the Aldrich-Vreeland Act which permitted national banks to issue
national bank notes without their being secured by US Treasury bonds.3 The 
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crisis had, as one observer put it in a contemporary paper, “pricked public feeling
into a demand for additional legislation on banking”, a demand to which, given
the imminence of the 1908 elections, majorities in Congress felt it prudent to
respond.4 After much delay, Congress acceded to the recommendations of the
National Monetary Commission (established by the Aldrich-Vreeland Act) by
creating the Federal Reserve System in the Federal Reserve Act of 1913. 

The 1913 Act created but the germ of a central bank. The establishment of a
central bank with a capital base sufficient to act as a lender of last resort came
about only after the conjunction of financial, banking, and economic crises
between 1929 and 1933 forced the question to the point of political resolution.
The crises in question enabled Franklin Roosevelt to force through Congress two
Banking Acts in 1933 and 1935 which, crucially, separated commercial from
investment banking, and established the Federal Reserve Board of Governors as a
central bank of immense potential authority and power. The 1933 Act established
(and the 1935 Act further strengthened) the decisively important institution of 
the Federal Open Market Committee on which all Governors and a rotating 
sub-group of Federal Reserve Bank Presidents sit. The Committee is the decisive
institutional instrument for buying and selling securities according to the
Committee’s judgments about the relationship between credit conditions and
macroeconomic stability. 

3. The Persistent Theme of Canadian Banks’ Stability

The US banking system’s exceptionalism is most obviously apparent in its extreme
fragmentation. Not until 1995 did federal legislation in the United States permit
inter-state banking.5 No other major banking system among the advanced
economies exhibits a comparably fragmented form: Australian, Canadian, French,
and British commercial banking systems are concentrated. Yet at the end of
December 2010, there were in the US no fewer than 6,471 banks and a further
1,123 savings institutions. Commercial banks are regulated by one of three
agencies (of which the Federal Reserve is one); savings institutions are regulated
by one of two. 

Moreover, many American states imposed legal restrictions upon the
establishment of branch banking leading to a proliferation of ‘unit banks’, 
self-standing banks not part of larger companies.6 The resultant extreme
concentration of deposits and assets in local banks increased the risk that, in a
financial crisis, the bank would fail.7 And fail banks recurrently have: from a peak
total of some 31,000 banks in 1921, the number of banks in the US fell steadily 
in the rest of that decade with between 500 and 1,000 banks failing annually.
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Between 1929 and 1934, between two and four thousand banks collapsed every
year.8 Whilst the number of banks has (partly in consequence, and partly because
of consolidation) fallen considerably since 1934, American banks continue to fail:
the Federal Deposit Insurance Corporation (FDIC) records that between January
and July 15th 2011, no fewer than fifty-five US banks failed.9 The FDIC’s web-
page on failed banks helpfully notes that the data are “updated on Mondays”, 
by which the agency means each Monday.

As all scholars of North American politics and history know, there is rich potential
in comparing United States structures of government, processes of politics, and
public policy with those of Canada. What might a comparison of United States
banks and banking with those of Canada show? 

The first point of comparison is precisely about concentration. There are just
eleven domestic banks in Canada, of which six very large ones account for
approximately 90 per cent of the assets of the Canadian banking industry.10 By
contrast with the experience of the United States, banks and banking in Canada
have shown themselves to be remarkably and durably stable: since passage of the
Banking Act in 1923, only two banks – both of them small regional institutions –
have collapsed. 

The second is about market value. The market value of Canada’s major chartered
banks between 1999 and 2010 (a period in which aggregate market capitalization
of the top 50 international banks declined by 26%) has risen by approximately
85%. Major Canadian banks now account for 6.7% of the value of the world’s
50 top banks, up from 2.5% in 1999. The largest five Canadian chartered banks
have enjoyed a doubling of their market capitalization since 1999, despite
comparatively strict Canadian government regulation (not least a prohibition on
domestic mergers) obliging them to grow organically. All five major Canadian
chartered banks currently rank among the top 50 in the world. Measured by 
Tier-1 capital ratios (a proxy for banks’ financial safety), eight Canadian banks 
rank in the top 28 in North America.11 Two Canadian banks – Toronto-Dominion
Bank and Royal Bank of Canada – figure among the seven large global banks 
with triple-A credit rating.12

How is the stability of Canada’s banking system, both comparatively and
absolutely, to be explained? As Paul Krugman has noted, the explanation cannot
lie with monetary policy because Canadian interest rates have tracked US rates
quite closely.13 The claim advanced by Paul Volcker, the distinguished former Fed
Chairman, that the roots of America’s financial crisis from 2007 lie in the size and
breadth of US banks which were “too big to fail”, is unconvincing: all of Canada’s
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banks meet the criterion of being too big to fail. Canada’s financial sector is much
more concentrated than that of the US. 

Elizabeth Warren, nominated by President Obama as the first head of the United
States Consumer Financial Protection Bureau but not confirmed in the post, has
attributed the blame for the US crisis on failure to protect consumers from
deceptive lending. Her point has significance for comparison of the American and
Canadian cases: Canada has an independent Financial Consumer Agency which
has tightly restricted subprime-type lending. The central purpose of Canadian
regulation is to limit the banks’ freedom to assume risk: that, of course, is what
the strikingly conservative capital ratios of Canada’s banks disclose. Canada’s
public authorities have succeeded in regulating banks because they managed risk
more effectively than banks operating under looser regulatory regimes such as
that in the US have done. The Canadian case shows that intelligent regulation 
in the public interest can be made to work where the structure of banking and 
a culture of prudent risk management facilitate it.

What prospect is there of US banks being regulated with success comparable 
to that of Canada measured by the stark clarity of the comparative bankruptcy
results? There is little or none. First, there is no general agreement in the US upon
either the technical solution to the problem or even upon the definition of the
problem. Even if such an agreement were to emerge, there is no prospect of
assembling and sustaining coalitions in both chambers of Congress not only to
regulate banking but to reconstruct the US banking system in ways which might
permit the establishment of Canadian-style regulation. The ideological and political
obstacles to federal authorities asserting such lawful authority over so large a part
of the US economy are so great as probably to be insurmountable. US banks
would in any case have compelling commercial reasons to prevent such a solution
being seriously contemplated. Partly for that reason, pressures for such thorough
and deep change to the structure of US commercial (and investment) banking and
their regulation are unlikely to prevail. Both Canada’s and the US’s approaches to
organizing and regulating investment and commercial banking are among the
most powerful examples of path-dependency in North American public policy.
Diverting either system from long-established developmental paths would require
a combination of an external shock of extraordinary severity, adept politicians
willing to exploit it to these particular ends, and (at least a temporary) disabling of
the substantial veto powers of major financial institutions. Accordingly, it will take
a crisis significantly more devastating and expensive even than that of 2007–2009
for radical restructuring of US banking along Canadian lines to be contemplated
by bureaucrats or by elected politicians at both ends of Pennsylvania Avenue. 
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4. The Causes and Consequences of the Crisis 

In the context of the intrinsic vulnerabilities of American banks to asset price falls,
and banks’ resistance to regulation moderating risk-taking behaviour, what can 
be said about the causes of the recent (and unfinished) crisis? There are six strands
in the financial fuse linking the behaviour of lenders, borrowers, investors, and
consumers in the first decade of this century: 

First, excess savings in major Asian economies, the recycling of which permitted
excessive US consumption, much of it fuelled by private debt;
Second, sustained rises in asset prices, especially in US residential housing,
borrowing against which intensified US consumers’ excessive consumption and
which fuelled a superfluity of new housing which could find a market only for
so long as credit conditions remained unusually relaxed;
Third, a reduction in real interest rates (negative real rates obtained in some
European states, fuelling heavy borrowing against anticipated capital gains from
the sale of private property, or income from rent); 
Fourth, an intensified search by institutional investors for higher yielding
instruments (and hence for riskier investments) as a result of the steady rise in
prices of sovereign debt in the quarter of a century after 1982; 
Fifth, financial innovation and widespread mispricing of risk attaching to new
forms of assets as well as to conventional assets such as property, equities,
corporate bonds and, in 2010–2011, sovereign debt; 
Sixth, a general weakening of credit conditions.

Ben Bernanke, Chairman of the Federal Reserve Board of Governors during the
crisis, has drawn particular emphasis to the (then unseen) dangers in the sixth
condition, the long credit expansion which came to an abrupt halt in 2007. Whilst
acknowledging that the collapse of the sub-prime mortgage market was the
proximate cause of the crisis, Bernanke rightly notes that such developments in
the U.S. mortgage market were but part of a broader credit expansion whose
impact transcended the mortgage market to affect many other forms of credit.14

Bernanke argues that three elements in the expansion were particularly responsible
for deepening the crisis: 

First, a widespread decline in underwriting standards; 
Second, a failure by investors and rating agencies to subject lending to
sufficiently close scrutiny; 
Third, an increased reliance by banks and non-bank financial concerns upon
complex and opaque credit instruments that proved fragile under stress.15
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Credit (measured as a percentage of GDP) grew rapidly in the decade prior to the
crisis, and was especially apparent in institutions other than commercial banks –
including Government Sponsored Enterprises (GSEs) such as the Federal National
Mortgage Association (Fannie Mae), and the Federal Home Loan Mortgage
Corporation (Freddie Mac). I have more to say about GSEs a little later in this
paper, but for now simply note that they played a major role in the growth of 
US financial sector debt. 

Since the collapse of the Bretton Woods system in 1971, debt in the financial
sector has grown much more rapidly than has debt elsewhere in the US economy.
Richard Duncan has demonstrated that financial sector debt has played the
decisive role in creating economic growth; and that most such debt growth has
two sources – GSEs and the mortgage pools which they guaranteed, and the
issuers of asset-backed securities. GSE debt alone rose from 4% of GDP in 1971
to 58% of GDP in 2009.16 In 1971, debt of issuers of asset-backed securities was
zero; by 2007, it had grown to one-third of US GDP (or $4.6 trillion).17

What ensued from 2007 was a fall in the prices of key assets, not just those of
property (which secured GSE loans) but also those novel asset-backed securities
the risks of which few purchasers understood. Since they did not understand the
risks, they failed to price the securities appropriately. Accordingly, the conditions
were set for a form of banking panic, defined by Calomiris and Gorton as that
point when bank debt holders suddenly and collectively demand that banks
convert their debt claims into cash. The trigger for depositors making such
demands arises from what those authors identify as the second form of banking
panic characterized by asymmetric information “caused by depositor revisions 
in the perceived risk of bank debt when they are uninformed about bank asset
portfolio values.”18

That somewhat antiseptic characterization captures the occurrence from 2007
onwards of market-makers discovering that some “innovative” assets no longer
had a market. Suddenly, no institution wished to buy certain securitized assets at
any price. A wire service report in August 2007 quoted an official statement from
BNP Paribas which expressed the immediacy of the emerging crisis precisely: 
“The complete evaporation of liquidity in certain market segments of the US
securitization market has made it impossible to value certain assets fairly regardless
of their quality or credit rating.”19

As payment arrears on mortgages sold to borrowers with poor credit histories
rose, so the prices of bonds backed by mortgages (and of credit default swaps
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designed to insure investors against defaults on sub-prime mortgages) fell. As 
the prices of underlying assets, especially of residential property, also fell and 
the mortgage market itself contracted, so liquidity evaporated further in credit
markets: interbank lending rates rose sharply, as the appetite for risk collapsed. 

Of the profound consequences of the banking crisis, the Fed identifies five
elements for the banking industry itself:

First, financial institutions saw capital depleted by losses and write-downs;
Second, balance sheets became “clogged by complex credit products and 
other illiquid assets of uncertain value”;
Third, credit risks and risk aversion rose sharply; 
Fourth, markets for securitized assets, except for those mortgage securities 
with government guarantees, shut down;
Fifth, heightened systemic risks, falling asset values, and tightening credit took
a heavy toll on business and consumer confidence, and precipitated a sharp
slowing in global economic activity. 

The Fed’s fifth point implies three wider consequences. The first is to asset market
price collapses both deep and prolonged, involving (on the average in the past
century) real house price falls of 35% over six years, and equity price collapses of
55% over three and a half years. (The actual fall in US house inflation-adjusted
house prices in the five years from 2006–2011 is already 38%; the actual fall in
equity prices from the October 2007 peak to the March 2009 trough was slightly
more than 50%.) The second is to heavy declines in economic output and
employment, comprising an average rise in the unemployment rate of 7% over
four years, and reductions in output of an average of over 9% over two years.
And the third is to an average rise in the real value of government debt of 86% 
– not, as might be thought, primarily because of the cost to the taxpayer of
recapitalizing the banking system but rather because of a collapse in tax
revenues.20

5. The US Government and the Housing Market

Housing lies close to the causes, processes, and consequences of the crisis. It 
is a market studded with the federal government’s presence. The government’s
relationship with the housing market in America is intimate and bureaucratic.
Moreover, it is characterized by a large and extensive network of political support
within government and in society. The most important element in the relationship
is a deeply-rooted taxpayer subsidy. In 1913, Congress took the first steps to



giving fiscal support for the housing market. That support’s most obvious
expression now comes from tax deductions for mortgage interest and (to 
a limited extent) capital gains tax exemptions for residential housing.21

There is a much larger context to the relationship, expressed in Fannie Mae
and Freddie Mac’s ownership of $5,390 billion worth of mortgages. These
GSEs are private companies with board members appointed by the President. 
They are, in other words, hybrid public-private organizations. They present 
an insurmountable problem of moral hazard because, notwithstanding the
disingenuous assertion to the contrary in the Housing and Community
Development Act of 1992, GSEs benefit from an implicit (and unlimited)
guarantee of government support. The risk to the public purse was greatly
heightened by the 1992 Act’s modification of the two agencies’ purposes by
setting objectives “… for purchase of conventional, conforming, single-family,
purchase money mortgages financing owner-occupied housing for each of 
the following categories of families: (A) Low-income families. (B) Families 
that reside in low-income areas. (C) Very low-income families” and thereby
into sub-prime mortgages.22

Both Fannie Mae and Freddie Mac were effectively destroyed by house price 
falls after 2006, saved only by government intervention of a form which both
institutions had denied would be required or given, and on a scale which few
had imagined possible.  The problem and consequences of moral hazard could
not be expressed more plainly, save that what had been an implicit guarantee
was by the GSE bail-out of September 2008 made explicit, and the falsity 
of the claim in the 1992 Act exposed.23 By early 2010, the total cost of
salvaging the two agencies ran to $350 billion. The Federal Reserve Board 
now holds $1.4 trillion of GSE debt on its balance sheet.24

The justification for financial innovation in the form of mortgage-backed
securities and collateralized debt obligations had been that risk would thereby
be more efficiently spread than it would have been in their absence. However,
in conditions of falling asset prices, the effect was to prevent such derivatives
being priced because the risk actually attaching to their components was
unknown. And because of the complex nature of those securities, that risk
was in any case effectively unknowable. Rational though individuals’ and
individual lenders’ flight to safety and sharply increased aversion were, they
had the destructive aggregated effect of increasing the risk of a general
banking panic. 
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6. Banks, Financial Markets, and Regulators

What does the recent (and unfinished) crisis reveal about the regulation of US
financial markets? It exposed the failure of regulatory agencies, the Securities 
and Exchange Commission not least, to protect investors and consumers. It also
revealed the more particular failure of the Fed and the US Treasury to assess
accurately the interactive risks arising from three sources: the organization and
financing of the housing market; the proliferation of mortgage derivatives whose
own risks and values could not be determined either by sellers or buyers; and 
the combination of rising asset prices and the domestic and international financial
contexts discussed earlier. 

Yet establishing systems which do enable such risks to both assessed and
discounted accurately is problematic. The primary reason is clear: neither
politicians, nor central bankers, nor civil servants are typically rewarded by voters,
clients, or ministers for anticipating and avoiding policy failure.25 Many of those
Congressmen and Senators who contributed to the oversight that followed the
banking crisis rightly focussed on the failure of central bankers and Treasury
officials either to anticipate or to avoid the disastrous failure that ensued. Fewer
considered the extent to which Congress was itself complicit in that failure both
for having encouraged the sub-prime market in order to expand middle and 
low-income owner occupation, and for having failed in authorization and
appropriations hearings before 2007 to identify the risks entailed by current
policies of government and practices of lenders. Congress is no better (indeed, 
for reasons which students of Congress understand well, probably worse) than 
are executive agencies at avoiding policy failure. The costs of such failure between
2007 and 2009 were nearly catastrophic; the medium-run consequences might
yet prove to be worse. The implications of the crisis which in 2011 surged
chaotically through sovereign debt markets in the US and Europe might yet
prove disastrous for banks which hold on their balance sheets large quantities 
of peripheral-member sovereign Eurozone debt for which scarcely any market
exists. The implications of such damage to banks for labour markets are difficult 
to estimate, but the probable political and social costs arising from lost production
and employment raise grave doubts about the capacities of representative
democracies to adjust. In late 2011, the American economy has yet to regain
output levels last reached in 2008, a fact which alone reveals that the Great
Recession continues. The fragility of banks, and the weakness of consumer
demand in the face of voters’ needs to shrink household balance sheets, indicate
that the best for which the United States can hope until at least the middle part 
of this decade is a rate of growth below the level necessary to reduce the
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exceptionally high rates of unemployment, especially among the young, the
poorly-trained, ethnic minorities, and women. 

Yet the performance of federal agencies at the inception of the crisis was
altogether more effective than it had been when the crisis was incipient. 
The US Treasury’s and the Federal Reserve System’s responses to the crisis’s
emergence were, at best, rapid and powerful. Both agencies pressed their
authority to the limits of the law:

1. The New York Federal Reserve Bank brokered a deal to sell Bear Stearns, an
investment bank which had invested heavily in mortgage-backed securities,
to JPMorgan Chase in 2007.

2. Following withdrawals by depositors of more than $16 billion in a 
ten-day period, the federal Office of Thrift Supervision seized Washington
Mutual Bank, a savings bank, from its holding company before placing 
it under the receivership of the Federal Deposit Insurance Corporation
(FDIC) which in turn sold it to JPMorgan Chase in September 2008 for 
just $1.9 billion. The company’s receivership was the largest bank failure 
in US history. 

3. Following disclosure of losses arising from its exposure to sub-prime
mortgage losses and a run on deposits in the immediate aftermath of
Lehman’s bankruptcy, the FDIC forced a sale of Wachovia to Citigroup. 

4. Wisely or not, the Fed permitted Lehman Brothers to declare bankruptcy,
after failing to persuade either Barclays or Bank of America to buy the
investment bank’s entire operation (and Lehman’s loan book). Lehman’s
bankruptcy was the largest of any investment bank in US history. 

5. The Federal Reserve Bank of New York, acting under authority granted 
it by the Federal Reserve Board of Governors, created a 24-month credit
facility to enable American International Group (AIG) to draw up to $85
billion to enable it to make collateral payments to its credit default swap
counterparties. The loan was collateralized by the assets of AIG, and gave
the US government nearly 80% of the company’s equity. AIG’s failure
resulted from its having insured $440 billion of securities $60 billion of
which, though rated AAA, were in fact supported by sub-prime mortgages.

6. At the second attempt, the Fed and the Treasury persuaded Congress 
to pass the Emergency Economic Stabilization Act of 2008 which President
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Bush signed into law on October 3rd 2008 authorizing the Treasury 
to spend up to $700 billion (approximately 5% of US GDP) under the
Troubled Assets Relief Program (TARP) to purchase distressed assets,
especially mortgage-backed securities, and inject capital into banks. 
The objects were to restore liquidity to credit markets by re-establishing 
a secondary market in securities whose price had fallen because of
foreclosures on the underlying loans and, thereby, confidence. It is true 
that some of the uses to which TARP funds were put differed from those
which those who voted for it had reasonably anticipated.26

The process of disbursement and the effects of disbursement were,
nevertheless, striking and dramatic. Within nine weeks of the Act’s passage,
the Treasury had provided $335 billion in funds to 87 institutions. By 2010,
it had supplied $387 billion to several hundred banks, to General Motors
(GM) (66% initial stake), Chrysler, and the global insurer AIG (91% stake).
The Systemically Significant and Failing Institution (SSFI) programme,
permitted the use of TARP funds to stabilise large failing institutions with
capital injections in return for equity, warrants or preferred stock. Contrary
to much political opinion, the programmes had impressively beneficial
effects: for example, the Center for Automotive Research estimates that
TARP funding of $80 billion to vehicle manufacturers saved 1.1 million jobs
in 2009 alone. General Motors, one of the major beneficiaries, repaid its
entire loan in 2010, having bought time with TARP funds to rethink,
restructure, and to bring new and competitive products to the market. 

7. The Fed expanded its operations enormously. Its balance sheet doubled in
2008 to $2.2 trillion (approximately16% of US GDP), making it the largest
bank in the US. By itself, such balance sheet expansion does not present a
problem. However, the Fed holds on its balance sheet assets (securitized
mortgages for example) which it has not previously held – including
mortgages with undetermined market value but in the context of falling
house prices. Such assets rose by 4,000% between 2006 and 2008.
Accordingly, some proportion of the Fed’s own capital was placed at risk;
it remains at risk in 2011. The institutional consequence is profound: the
Federal Reserve now manages not just monetary policy but also fiscal risk
because of the forms of assets that it carries on its balance sheet. That is
potentially a deep problem for a central bank and for all those who depend
upon its remaining the wholly reliable lender of last resort, the supplier 
of liquidity when private credit markets freeze. The Fed is an institution
transformed (again) by profound financial crisis. 
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7. Inferences

The extent to which, and the respects in which, TARP worked is a matter of
contention.27 Despite TARP’s unpopularity among American voters, there is some
broad agreement that its implementation probably prevented damage to the
American financial and manufacturing systems being even worse than it has 
been. To that welcome extent, TARP – an emergency measure conceived under
exceptional pressure and executed rapidly – worked well. Public policy does
sometimes work. 

Federal emergency measures have, however, been sufficient neither to stem the
surge in foreclosures on houses, nor to avert the enormous rise in unemployment,
nor to boost aggregate demand. Nor, four years after the rise in foreclosures
precipitated the collapse of major financial institutions, has the narrower financial
crisis disappeared. The number of banks on the FDIC’s “Problem List” rose from
860 to 884 in the fourth quarter of 2010, whilst small banks have continued to
fail. Thirty insured institutions failed during the fourth quarter of 2010, and a
further sixty failed between January and the end of July 2011.28

The broader problem of moral hazard is one which neither TARP nor the Dodd-
Frank regulatory reform of 2010 has solved. In the autumn of 2008, large banks
thought that the US government would not permit them to fail. That knowledge
gave banks every incentive to loosen underwriting standards, through increased
reliance upon on credit instruments whose risks neither their traders nor their
boards understood. Such loosening duly occurred. Indeed, leverage rose to levels
so dangerous that it is remarkable (if only in retrospect) that they were not
recognized as posing the threats that they did. Had partnership structures still
been the norm, whereby partners’ own capital was at risk, partners in banks
would probably not have permitted such leverage to develop. But most banks 
had by the beginning of the twenty-first century abandoned partnership structures
in favour of conventional corporate structures in which those who took risks did
so with other people’s capital with whose protection some appear to have been
less concerned.

With respect to moral hazard, the difference between October 2008 and October
2011  is that, with the knowledge of the damaging consequences of Lehman’s
bankruptcy prominently in the minds both of market-makers and of policy-
makers, large banks now have much greater confidence that the US Government
will not permit them to fail. The problem of moral hazard has, therefore, not
merely persisted but worsened. Banks exploit that moral hazard by paying 
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less for capital than they otherwise would. Under current and foreseeable
circumstances, neither US government agencies nor the US Congress either can 
or will solve this problem. Capital requirements for US banks which enable them
to absorb losses larger than current revenue are no stronger today than they 
were at the point when Lehman filed for bankruptcy in 2008.

Repeated instances of asset bubbles suggest that the propensity for risky
behaviour is intrinsic to financial markets. The three key questions for
governments are whether that propensity can be regulated; if it can be so
regulated, on what terms; and whether risky behaviour in markets for complex
innovative products can be detected and neutered. Experience of the 2007–2009
crisis (and beyond) suggests that, in part because the problem of moral hazard 
has not been overcome, the risk of some such behaviour maturing into full-blown
crises remains high. Such crises are, however, likely to take different forms (and 
to develop at higher speeds) than they did in 2008. It seems probable that,
notwithstanding public reservations, such new crises will be confronted by
immense US government executive authority. The question remains of whether
such authority will suffice to prevent crises becoming destructive of entire systems
of financial intermediation.

Extracting political advantage from investigating policy failures is a vote-rich
strategy – as we have seen since the crisis broke in 2007. By contrast, avoiding or
averting new crises which have little salience precisely because they are avoided 
is not such a strategy. Accordingly, Congressional and public attention to the 
risk of financial crisis is likely to wane as memories of it fade. Coupled with the
inadequacy of banks’ internal governance arrangements (boards with too many
inattentive and, to put it very mildly indeed, inexpert non-executive directors) 
for the reasoned assessment of financial and institutional risk, the probability 
that new and different crises will again overwhelm financial markets is high. With
unemployment persisting in the summer of 2011 at more than 9%, economic
growth remaining weak, and sovereign debt crises touching not just marginal
Eurozone members but even the United States itself, it is voters, not just bond and
equity holders, who are exposed. It is they who bear the economic and financial
risks of institutional malpractice and dysfunction, brutally disclosed in Congress’s
discreditable mishandling in the summer of 2011 of the debt limit extension.

Both as academic students of the United States and as citizens of countries
affected by the consequences of the recent crisis, members of this Association
have powerful stakes in understanding banks and banking. We have such stakes
for two compelling reasons. First, because banks and banking are essential to the
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creativity and welfare of all societies through their provision of working and
investment capital to individuals, firms, societal institutions, and governments.
Secondly, banks and banking have the unwonted capacity to destroy not just
themselves but other institutions vital to social order, progress, and human
welfare. There is, of course, a rich historiography of banks’ capacity to impair
these things even when they are liquid and solvent, and functioning properly –
when, for example, a bank declines to provide working capital to a profitable,
creative, and well-managed company. That behaviour of banks has had
widespread political consequences. However, for the third time in a century, 
we have evidence of the capacity of banks (and, also, of non- or shadow-banks
such as AIG) to risk not just their future but the stability of entire financial systems
when functioning poorly and exposed to depositors’ doubts in the form of falling
asset prices. 

Whether a regulatory framework can be devised that is capable of controlling 
risk-taking in financial markets without suffocating wealth-generating enterprise
and innovation is uncertain. Whether, even if such a framework were devised, 
it could survive the political challenges from the veto-rich environment of a
paralysed and poisoned US Congress, where party membership and ideological
divisions on these questions are now almost perfectly aligned, is doubtful.
Securing the public interest in banking operations is formidably difficult. That
being so, American voters are at risk at an unknown point in the future of having
again to contemplate how to limit the capacity of banks to destroy the financial
system of which they are part and to undermine public confidence in American
political institutions. It is not the least of the ironies of the recent and continuing
crisis that regulatory institutions which have since 2007 shown a remarkable
capacity to mitigate the damage resulting from the collapse of individual banks
had previously shown so little capacity to avert it. 
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