Christen Sgrensen

Reregulation of the
Financial Sector

Professor Sgrensen addressed the conference on July 2;
the full title of his speech was “Lessons to Be Learned
Jfrom the Financial Crisis: Undoing the Deregulation of
the Financial Sector. Suggestions for the New Set-Up.”
He is a professor of economics at the University of
Southern Denmark, and a former chairman of the Eco-
nomic Council of Denmark. His
CV is at http://www.sam.sdu.dk/
~chr/chr_cv.htm. Several times,
Prof. Sprensen addressed the pre-
vious speaker, Eric De Keuleneer,
whose remarks are published in
this issue—ed.

I will mostly review the “An-
gelides Report,” which is also
called the “Financial Crisis In-
quiry Report.” It was a U.S. Con-
gressional report made by ten
members—six Democrats and
four Republicans. It has more
than 600 pages, and more than
6,000 footnotes.

It contains a lot of informa-
tion which I think is very good to
have in mind when we are discussing “What next?” |
have, in fact, written 60 pages about it, so, at least
myself, I will claim that I know quite a lot about it. The
report is a little special, because it is mostly based on
interviews, and not as much on statistical data analysis,
as one would maybe suppose, and it’s also very impor-
tant to notice that it only described how the crisis devel-
oped. There are no exact suggestions about what you
should do next. But, of course, if you read the report,
it’s very difficult not to get some impression about what
to do, and that’s good.

My analysis of this report, I think it’s fair to say, is
from a traditional point of view of an economist, even
though I have a critical view of the financial sector, I
will say, as we have already heard, I think you can learn
a lot from this report. One of the things is that you
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should always pursue a decent public policy, and you
cannot get public services unless you are ready to pay
for them, and I think that is very important. That is the
reality in the U.S., and it has especially been a reality in
Greece, but I'll not give a hint about this now, because
I will specialize on this Angelides Report.

And furthermore, I will only take two things up, es-
pecially the failures, in fact, of the credit rating agen-
cies, which we have already heard about, and also the
failures of the financial supervision institutions.

The Role of the Rating Agencies

I think it’s very important to speculate about why
there were such big failures. As we have already heard,
there are three important credit
rating bureaus in the world:
Moody’s, Standard & Poor’s, and
Fitch; and in the Angelides Report,
Moody’s has been chosen to rep-
resent them, but they claim that it
is also a representative for the two
others, and I will quote from what
they found about the work of the
credit rating bureau:

We conclude the failures of
credit rating agencies were
essential cogs in the wheel of
financial destruction. The
three credit rating agencies
were key enablers of the finan-
cial meltdown. The mortgage-
related securities at the heart of
the crisis could not have been marketed and sold
without their seal of approval. Investors relied
on them, often blindly. In some cases, they were
obligated to use them, or regulatory capital stan-
dards were hinged on them. This crisis could not
have happened without the rating agencies.
Their ratings helped the market soar and their
downgrades through 2007 and 2008 wreaked
havoc across markets and firms [page xxv; bold-
face in original, italic emphasis added].

That’s what they conclude in the Angelides Report.
With the approval of the credit rating agencies, a
huge amount of toxic papers, securities, were put into
circulation. They were mostly based on subprime mort-
gages, or All-A mortgages. They collected a lot of them
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in various entities. Typically, from every entity, about
20 different residential mortgage-based securities were
put on the market. If you had Priority 1, you had first
priority to get your money, and only if number 1 got
their money, would number 2 receive money, etc. What
Moody’s and the others did, was, even though these
were subprime mortgages, they could, by this process,
turn it around so that 80% of the denominations got a
triple-A rating from the bureaus.

How did they do that insane thing? They did it using
very complicated models, and those who should super-
vise those models, didn’t understand them. In Denmark,
we already know that people don’t like to say, “I don’t
understand.” We know from Hans Christian Andersen’s
“The Emperor’s New Clothes,” that it was a child who
said, “He has no clothes on.”

And the way they did it, was essentially based on
two very important—and wrong—assumptions. On the
basis of these assumptions, they simulated a number of
scenarios. On average, in those scenarios, they assumed
that housing prices would increase by 4% a year, and
this was the first very essential assumption. The second
very essential assumption was that they said that if the
price of one house goes down, it would not have serious
implications for the others. But if the housing market
goes down, it is not only one person who would be hit,
but nearly all. To make recommendations on the basis
of such misconceived assumptions, I would nearly say,
seems like a criminal act.

And, therefore, in my opinion, I think it can be very
essential to introduce Glass-Steagall; but we also need
to take a much broader view of what went wrong, and
therefore, I think the Angelides Report is very impor-
tant.

Until recently, as we already heard, credit rating bu-
reaus were not listed companies. In fact, that happened
in 2000 for Moody’s, and after 2000, Moody’s com-
pletely changed its behavior. I again quote from the An-
gelides Report:

Many former employees said that after the public
listing [of Moody’s], the company culture
changed—it went ‘from [a culture] resembling a
university academic department to one which
values revenues at all costs’. ... The former man-
aging director Jerome Fons, who was responsi-
ble forassembling an internal history of Moody’s,
agreed: ‘The main problem was ... that the firm
became so focused, particularly the structured
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area, on revenues, on market share, ... that they
willingly looked the other way, traded the firm’s
reputation for short-term profits’” [page 207].

And it is further elaborated by people from Moody’s
in the report, and I will quote one more, because I think
that is very interesting, from [Andrew] Kimball, who
was the chief credit officer at Moody’s:

Ideally, competition would be primarily on the
basis of ratings quality, with a second compo-
nent of price and a third component of service.

Unfortunately, of the three competitive fac-
tors, rating quality is proving the least powerful,
given the long tail in measuring performance. ...
The real problem is not that the market does un-
derweights [sic] ratings quality, but rather that,
in some sectors, it actually penalizes quality by
awarding rating mandates based on the lowest
creditenhancement needed for the highest rating.
Unchecked, competition on this basis can place
the entire financial system at risk. It turns out
that ratings quality has surprisingly few friends:
issuers want high ratings; investors don’t want
rating downgrades; and bankers game the rating
agencies for a few extra basis points on execu-
tion [page 210-211, Kimball memorandum from
October 2007].

And that is, we have to learn a lesson from this, be-
cause the problem was that they became a listed com-
pany, and if they are depending on profit, and if your
business depends on you giving good ratings, then we
knew that you had moral hazard.

In economics, we also have another expression for
this. It’s “Gresham’s Law,” because Gresham expressed
that bad things eliminate good things. Gresham’s Law
was coined to describe a phenomenon from bimetal-
lism, where money circulation was based on both silver
and gold. Many years ago, Gresham in London taught
that lesson—and that is a very basic thing you have to
notice—that bad things can eliminate good things.

And therefore, I think that it’s very essential to
change—to maybe put the rating agencies under the su-
pervision, or direct authority of the central banks, be-
cause it is the central banks which have to clean up the
mess afterwards. So there should be a very strong reac-
tion against that, and I think the Angelides Report tells
that very clearly. So I think that what I say here is more
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or less in accordance with your presentation, at least
that’s my interpretation.

‘The Sentries Were Not at Their Posts’

The second thing is, why did the regulators also
make very big mistakes? I will again quote from the
Angelides Report:

We conclude widespread failures in financial
regulation and supervision proved devastat-
ing to the stability of the nation’s financial
markets. The sentries were not at their posts, in
no small part due to the widely accepted faith in
the self-correcting nature of the markets and the
ability of financial institutions to effectively
police themselves. More than 30 years of dereg-
ulation and reliance on self-regulation by finan-
cial institutions, championed by former Federal
Reserve chairman Alan Greenspan and others,
supported by successive administrations and
Congress, and actively pushed by the powerful
financial industry at every turn, had stripped
away key safeguards, which could have helped
avoid catastrophe. This approach had opened up
gaps in oversight of critical areas with trillions
of dollars at risk, such as the shadow banking
system and over-the-counter derivatives mar-
kets. In addition, the government permitted fi-
nancial firms to pick their preferred regulators in
what became a race to the weakest supervisor.
[Prof. Sgrensen added: “Gresham’s Law”!]

Yet we do not accept the view that regulators
lacked the power to protect the financial system.
They had ample power in many arenas and they
chose not to use it.... Too often, they lacked the
political will—in a political and ideological en-
vironment that constrained it—as well as the
fortitude to critically challenge the institutions
and the entire system they were entrusted to
oversee [page xviii; boldface in original].

Those are very tough words I suppose. Here, I think,
we can also learn a lesson, and I shall suggest two
things.

One of the big failures in the States was that there are
so many regulatory entities, that nobody really has the
responsibility for doing it well: “It’s not my problem. It’s
the others’ problem.” And they not only have many regu-
latory institutions on one level, but they also have institu-
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tions on the Federal level, and on the state level.

And they changed the law in such a way that the fi-
nancial firms could choose their regulator, and, as they
have to pay for their regulator, they chose those which
offered the lowest cost, and therefore, it’s very danger-
ous to let the financial firms choose their own regula-
tors. They should pay for it by paying into a common
fund, and then society should impose regulation on
them. That is very, very important.

A third thing is mentioned in the Angelides Report
regarding regulators. When you come to a big financial
firm which makes a lot of money, and the CEO makes as
much money as you never can dream about making
during your whole life, you are maybe very impressed by
them. People are normally. Then [the Report] suggests
that you should not take that attitude. Be more trusting in
yourself. Don’t suppress your duty to criticize. I think
that that is also very important for regulators.

I'have taken up those two points here. I think that the
Angelides Report has a lot of sources from which you
can learn: how much money they used in lobbying, etc.,
etc. How silly they were. It’s incredible! What great bo-
nuses they awarded to themselves. You get nearly sick
reading it.

So I will stop my presentation here; we are a little
behind. But I think that you can learn a lot from the An-
gelides Report about how the road to the financial crisis
was paved. And the problem is, as the former speaker
also stressed, how little has been done afterwards; how
little restriction there has been put on the financial
sector, since the biggest crisis, at least since the 1930s,
and maybe even before!

So that is really astonishing—that nothing more has
been done, and, in fact, we have a bigger task to accom-
plish, because, due to the financial crisis, the biggest
firms are growing ever bigger, because there was a risk
that some of them would go bust, so they were bought
up by others. Maybe they were forced into it. At least
two of the investment banks have been bought by the
commercial banks. One went bust—that was Lehman
Brothers. That is another question. But I think that we
have a very big task there.

And in my own country, Denmark, I have asked for a
financial commission to investigate what happened. It is
quite amazing that we don’t even dare to investigate what
happened in Denmark! Could we not learn anything
about it? Our political leaders apparently seem to think
not. That is rather astonishing, after such a big failure!

Thank you.
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