Why further
Inancial crises
are inevitable

Martin Wolf Economics

‘Disaster myopia’ allows the forces
ranged against regulation to strengthen
while those in its favour corrode

elearnt this month that

the US Federal Reserve

had decided not to raise

the countercyclical cap-

ital buffer required of
banks above its current level of zero,
even though the US economy is at a
cyclical peak. It also removed “qualita-
tive” grades from its stress tests for
American banks, though not for foreign
ones. Finally, the Financial Stability
Oversight Council, led by Steven
Mnuchin, US Treasury secretary,
removed the last insurer from its list of
“too bigto fail” institutions.

‘These decisions may not endanger the
stability of the financial system. But
they show that financial regulation is
procyclical: it isloosened when it should
be tightened and tightened when it
should be loosened. We do, infact, learn
from history — and then we forget.

Regulation of banks has tightened
since the financial crises of 2007-12.
Capital and liquidity requirements are
stricter, the “stress test” regime is quite
demanding, and efforts have been made
to end “too big to fail” by developing the
idea of orderly “resolution” of large and
complex financial institutions. Daniel
Tarullo, the Fed governor in charge of
financial regulation until early 2017,
recently noted that “the aggregate risk-
weighted common equity ratio of the
largest US banks increased from about 7
per cent in the years preceding the
financial crisis to about 13 per cent as of
the end of 2017”. (See charts.)

Yet complacency is unjustified. Banks

remain highly leveraged institutions.
The public expects them to be safe. But,
with average ratios of assets to core capi-
tal of about 17 to one, their loss-bearing
capacity remains limited. The argu-
ment for this is that these institutions
promote growth. As Stanford’s Anat
Admati insists, this is a doubtful argu-
ment. But, politically, itworks.
Furthermore, as Jihad Dagher of the
International Monetary Fund showsin a
recent paper, history demonstrates the
procyclicality of regulation. Again and
again, regulation is relaxed during a
boom: indeed, the deregulation often
fuels that boom. Then, when the dam-
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age has been done and disill
sets in, it is tightened again. This cycle
can be seen in the UK’s South Sea Bubble
of the early 18th century and, three cen-
turies later, in the run-up to —and after-
math of — recent financial crises. Plenty
of examples can be seen in between.

‘We can see four reasons why this
tends to happen: economic, ideological,
political and merely human.

The big economic reason is that over
time the financial system evolves. There
is a tendency for risk to migrate out of
the best regulated parts of the system to
less well regulated parts. Even if regula-
tors have the power and will to keep up,
the financial innovation that so often
accompanies this makes it hard to doso.
The global financial system is complex
and adaptable. It is also run by highly
motivated people. It is hard for regula-
tors to catch up with the evolution of
what we now call “shadow banking”.

The ideological reason is the tendency
to view this complex system through a
simplistic lens. The more powerful the
ideology of free markets, the more the
authority and power of regulators will
tend to erode. Naturally, public confi-
dence in this ideclogy tends to be strong
inbooms and weak inbusts.

Politics are also important. One rea-
son is that the financial system has con-
trol of vast resources and can exert huge
influence. In the 2018 US electoral cycle,
according to the Center for Responsive

There is a human tendency
to dismiss long-ago events
as irrelevant and ignore
what is under one’s nose

Politics, finance, insurance and real
estate (three intertwined sectors) were
the largest contributors, covering one-
seventh of the total cost. Thisis asuperb
example of Mancur Olson’s Logic of Col-
lective Action: concentrated interests
override the general one. This is much
less true in times of crisis, when the pub-
licis enraged and wants to punish bank-
ers. Butitis true, again, in normal times.

Borderline or even blatant corruption
also emerges: politicians may even
demand a share in the wealth created in
‘booms. Since politicians ultimately con-
trol regulators, the consequences for the
latter, even if they are honest and dili-
gent, are evident. If necessary, they can
be removed. JK Galbraith invented the
“bezzle” — the wealth people think they
have, before theft is revealed. Bubbles
create vast legal bezzles. Everybody

hates officials who try to stop them get-
tinga share of these spoils.

A significant aspect of the politics is
closely linked to regulatory arbitrage:
international competition. One jurisdic-
tion tries to attract financial business
via “light-touch” regulation; others then
follow. This is frequently because their
own financiers and financial centres
complain bitterly. Itis hard to resist the
argument that foreignersare cheating,

Then there is the human tendency to
dismiss long-ago events as irrelevant, to
believe This Time is Different and ignore
what is not under one’s nose. Much of
this can be summarised as “disaster
myopia”. The public gives irresponsible
policymakers the benefit of the doubt
and enjoys the boom. Over time, regula-
tion degrades, as the forces against it
strengthen and those in its favour cor-

rode. The bigger the disaster, the longer
stiff regulation is likely tolast. Butit will
go in the end. The very fact that the
policy response to the latest crisis
successfully prevented another depres-
sion increases the chances of an earlier
repetition. That the private sector
temains heavily indebted makes this
outcome more likely.

The advent of Donald Trump’s
administration should be viewed as a
part of this cycle. Itis possible that parts
of the regulations and tough supervision
itdislikes are unnecessary, or evendam-
aging. But the cumulative effect of its
efforts are quite clear: regulation will
erode and that erosion will be exported.
This has happened before and will do so
again. This time, too, is not different.
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