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We are at a “Who Knew” moment in economics:
1. Who knew a recession would begin in late 2006?
2. Who knew how serious it would be?
3. Who knew what kind of policy responses would be needed?

The Short Answer: “Mostly ‘No’”
Prior to 2007, few individuals correctly identified a recession in the
making. Some names come to mind in this regard, e.g. Robert
Shiller, Nouriel Roubini, and Andrew Lo, among others. Yet
cautionary predictions were largely ignored in policy circles, whether
in the Federal Reserve, Congress, or among the States. Moreover,
ratings agencies seemed largely unaware of the rising level of risk,
and investors continued to take on increasingly exotic products such
as collateralized debt obligations (CDO’s) and credit default swaps
(CDS’s). Since traditional warning signs such as consumer inflation
were not on the horizon, few thought that the collapse of asset
bubbles in housing or equities could precipitate a major downturn,
the likes of which the U.S. had not confronted since the 1930’s.
We should note at the outset that even the few who predicted a
recession, perhaps even fewer were able to tell in advance how
serious it would be, or what kind of policy responses would be
needed to bring the economy back to sustainable full-employment
levels.

Signs of Risk in a Changing Economy

Evidence of Asset Bubbles:

Asset bubbles consist of rising prices in such areas as stocks, housing, and primary commodities such as gold and
silver that are unsustainable relative to historical norms. Individuals have underlying time preferences that may be
similar to prevailing interest rates. If not, individuals will seek, and take the corresponding risks, of alternative asset
investments rather than rely on bank time deposits, cd’s or even the stock market. Lacking transparent and
symmetric information, individuals thus help to creating and drive asset bubbles. When one is in a bubble it
becomes obvious all too often only in hindsight after asset values have fallen dramatically in a return to levels more
consistent with historical norms. What is often difficult to reconcile is exactly what is an “historical norm”

Signs of Risk in a Changing Economy
1. Expanding housing subsidies fuel the sub-prime market

The goal of broad-based home ownership. This has been an underlying goal of every US administration since the Great Depression of the
1930s. In the quest fo an “ownership society”, Congress has adopted any number of incentives and rules in support of this goal on the
assumption that a more stable and prosperous society would result. Home ownership rates, which rose from 64 to 68 percent in the past
five years, have been driven not just by low interest rates. They also have been driven by government-sponsored public financing entities
(I.e., GSE’s) such as Fannie Mae (1938), Ginnie Mae (1968), and Freddie Mac (1970). These institutions were pressured by the Clinton
and George W. Bush administrations to promote an “ownership society” in housing. Fannie Mae and Freddie Mac used relaxed accounting
standards to issue mortgage-backed securities to fuel more housing construction and purchases.By 2007, Fannie Mae and Freddie Mac
were becoming insolvent and needed infusions of Federal money to keep issuing mortgage-backed securities, thus feeding further pricing
speculation.

Signs of Risk in a Changing Economy

Signs of Risk in a Changing Economy
2. Derivative Contracts Do Not Address Systemic Risks

Signs of Risk in a Changing Economy
Financial Innovations to Manage Risk:
1. Hedge Funds (1966) - Limited Liability Partnerships exempted from the provisions of the 1933 Securities Act and
the 1940 Investment Company Act, which restrict the operations of mutual funds and investment banks with respect
to leverage and short-selling. Hedge funds have operated outside of any formal regulatory structure, even though
some have been bailed out (e.g., the Federal Reserve bailout of Long Term Capital Management in 1999).
2. Structured Investment Vehicles (SIV’s) (1988) - Created by Citibank, these are funds that borrow money by
issuing short-term securities at low interest and then lend that money by buying long-term securities at higher
interest, making profit from the difference. SIV’s ceased to exist as of October 2008, with the onset of the latest
recession. Also known in Europe as Special Purpose Entity (SPE).
3. Mortgage-Backed Security (MBS) - First used by the Government National Mortgage Association (Ginnie Mae,
est. in 1968), in 1970, these consist of government backed securities issued on the basis of mortgages purchased
from originators. These pass-throughs have been used by the Federal National Mortgage Association (FNMA, of
Fannie Mae, est. in 1938), and by the Federal Home Loan Mortgage Corporation (Freddie Mac, est. 1970). During
the latest recession, these institutions have some $14.6 trillion in U.S. mortgage debt outstanding. Mortgage-Backed
Securities are also known as Collateralized Debt Obligations (CD0’s). When Collateralized Debt Obligations are
segmented into differing risk tranches (e.g., unsecured, mezzanine, senior secured), the groups derived from the
original pool often are referred to as Derivatives, because their value derives from the value originating in the initial
market mortgage pool.
4. Derivatives - Derivatives are financial contracts that derive their value from some other asset, index, event, value,
or condition. Derivatives are considered to be risk-sharing instruments that operate as a form of insurance.
Derivatives have largely been unregulated since their expansion in the United States, which started with the
Chicago Mercantile Exchange in the 18th century and accelerated with the creation of the Chicago Board of Options
Exchange in 1973. Derivative contracts typically are exchanged through two types of markets: 1. Over the Counter
(OTC) contracts that are traded on formal exchanges; 2. Exchange-traded derivatives (ETD) that trade via
specialized derivatives exchanges.

Signs of Risk in a Changing Economy
3. Classic Monetary Stimulus Falls Short

Signs of Risk in a Changing Economy
4. First-Round Fiscal Stimulus Falls Short

Signs of Risk in a Changing Economy
5. Second-Round Fiscal Stimulus Runs Out of Steam

Legislative stumbling over the Troubled Asset Relief Program of 2008 (TARP),
the Economic Stimulus Act of 2008 (ESA) and the Economic Recovery and
Reinvestment Act of 2009 (ARRA) illustrate just how little was known to work
in a climate of deeply divided opinion over the need for monetary or fiscal
policy intervention. It also reflects much academic debate over why markets in
the aggregate seemed to be failing in the first place.

Economic Theory and Its Counter-Factuals
It is reasonable to ask why so few predicted a recession and why weren’t
markets reflecting an imminent downturn? In turn, why were economic models
coming up so short of the task at hand?
Whether in economics or finance, the benchmark reference is the competitive
economy consisting of self-interested utility maximizing consumers and profitmaximizing firms. Competitive markets are characterized as incorporating all
relevant information in the allocation of resources, a process in which both
product and input prices adjust accordingly. The finance counterpart is the
efficient market hypothesis, in which all relevant information is incorporated
into asset prices.

In the real and financial sectors, as long as competitive conditions prevail,
there is no presumptive basis for market failure, and thus for government
intervention. Only a set of simplified rules that address externalities,
distributive justice, and sustainable growth monetary policy are seen as
justified, with the notion that macroeconomic failures are at most an
anomaly. As long as the above conditions were true, the need for
government intervention would be minimal.
The difficulty with the above framework is that government already has
intervened in substantial ways, thus complicating the extent to which one
could reasonably expect some market-driven self-adjusting process in
which prices reach an efficient equilibrium. Moreover, markets may be less
than competitive, the entry barriers to which often reflect some less than
thorough appreciation of the extent of government barriers to entry.
Econometric models rely on past behavior to predict future conditions. They
cover a broad range of detail, but form the basis for most forecasts of future
activity. We have come a long way in recent years in the evolution of
econometric models, with macro models now often dominated initially by
CGE formulations, and more recently by a DSGE framework that spells out
the underlying micro-foundations of agents.

DSGE models enable one to test counter-factual hypotheses such as
whether an alternative policy choice at some moment in the past would
have generated a less extreme outcome than the current subject of one’s
inquiry, as in a recession. Yet if econometric models are to be truly useful,
they need to pass the ex ante test of anticipating more crisis-prone events
before they happen, that is, they need out-of-sample predictive accuracy.

In financial modeling, one can rely in the first instance on economy-wide
macro-models to derive general scenarios, from which one then can obtain
alternative financial portfolio scenarios. These financial portfolios generally
seek to maximize returns subject to some minimum level of risk, that is, to
arrive at an efficient portfolio choice. Thus, financial institutions provide
continuing reviews of investments as new information becomes available,
and at the same time, conduct stress tests to determine how much of a
portfolio is at risk of loss. As Yogi Berra once said, “It’s hard to make
predictions, especially about the future.”
While financial institutions now routinely engage in stress-testing
procedures to estimate how robust a portfolio is when some proportion of
assets are at risk of default, these tools were already in use prior to the
most recent recession, and largely to no avail because off-balance sheet
mechanisms such as structured investment vehicles, or SIV’s often hid the
true level of risk from a firm’s balance sheet. Hence the need for greater

accounting transparency.

Whether one is conducting a stress-test of financial assets, or making
some out-of-sample forecast, in almost all cases, the underlying
econometric assumptions are built around normal distributions. Normal, or
Gaussian, distributions assign low probabilities to extreme events, and rely
on the corresponding expected value estimate of a particular outcome.
One problem with the Gaussian assumption is that a true distribution may
not be normal. That is, we confront “fat tails” for otherwise seemingly low
probability events. This makes seemingly rare events such as a black
swan, more commonplace than our normality assumption would lead us to
believe.

Fat tailed distributions carry a higher level of total risk than a normally
distributed set of choices. We could note just how much in terms of
absolute risk, as measured by a standard deviation, or relative risk, as
measured by the coefficient of variation. In either case, economic agents in
the real and financial sectors can make inefficient choices in the presence
of such higher risk distributions. The question is whether government
agents know any more than market-based information, and as such, could
reduce the level of risk through some form of intervention.
Yet the problem of accurate forecasts is more complex than the problem of
fat-tailed distributions. It is that for any given distribution, perceptions of
risk shift in ways that are not easily captured in an econometric model. By
this, we refer to insights provided from prospect theory.
Prospect theory has been around for thirty years and yet we have yet to
find a way to meaningfully incorporate it into econometric models. One key
premise behind prospect theory is that agents’ perceptions of risk are
anchored in recent events, with the result that informational myopia leads
to choices that are, in hindsight, irrational.

For example, savings decisions are grounded in recent behavior, with more
distant events essentially discounted. Such was the case, for example, with
savings behavior in the 1920’s, and which switched in the 1930’s, and which
was the basis for enacting Social Security in 1935. Had individuals known in the
1920’s that equity valuations could precipitate a contractionary monetary policy
by the Fed in the 1930’s, they might have set aside a higher rate of savings.
But they did not, and as unemployment reached 25 percent in 1933, the
response was the New Deal. In short, even though the DSGE represents a
useful starting point, we do not yet have a way of incorporating changing
attitudes toward risk into useful predictions within macroeconomic models.
As a general proposition, experience tells us that government intervention,
which can take a multitude of forms in terms of tax and spending incentives,
typically does not reflect superior information to the market. Instead, it is
reactive, and driven essentially by an effort to correct past events rather than
ward off some future crisis. And in all too often instances, because it is
informed by past events, it may create conditions of moral hazard in which
future decisions lead agents to take on greater risk than a purely market driven
context would warrant. What this implies is the need for financial and economic
signals that could help agents make more rational decisions than they seem to
do with the kind of herd behavior they so often display.

What Kinds of Reforms Are Needed?
Economic agents need clarity in making rational decisions. Because
no action can eliminate risk, the best we can hope for is a set of tools
that increase transparency, and in so doing, reduce the level of risk
in the economy. Here is a short list for consideration:
1. Create clearinghouses for derivative transactions that can help
markets price more efficiently the level of risk to which a given
individual, firm, or institution is exposed.
2. Avoid “too big to fail” regulatory oversight measures that create
moral hazard in which institutions take on excessive risks on the
assumption that government will bail them out no matter what
happens. This should be done in a coherent fashion in which we do
not have a bailout of firms such as AIG while letting Lehman
Brothers go under. All comparable agent environments should be
subject to the same default probabilities that provide the necessary
discipline for prudential investment choices.

3. Reduce artificial measures to subsidize housing, e.g.
Fannie Mae and Freddie Mac in which they are required to
create collateralized debt obligations that only add to
aggregate risk, all with the seemingly innocent goal of
universal housing ownership.
4. Establish truth-in-lending standards for unsecured debt
that spell out the time frame to liquidate existing debt under
various terms and conditions.
5. Undertake measures to bring the public deficit to
historically manageable norms, consistent with the goal of
sustainable non-inflationary full-employment over time.
Proposals for a balanced budget amendment, pay-go
standards, or various alternatives should be viewed through
this perspective. While deficit spending should be kept as
an option, use super-majorities or other rules to reinforce
fiscal discipline in Congress, much as is the case now for
state and local governments.

6. If ex ante information that is compelling and consistent regarding the
existence of asset bubbles, instead of using interest-rate or openmarket operations in response, have the Federal Reserve use its
historical tools such as Regulation T and W to set credit margins at
rates that are consistent with prudential risk choices and efficient pricing
solutions in such markets as equities and housing.

What Kinds of Financial Reforms Are Under Consideration?
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