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Roots of credit crisis laid at Fed's door
Regulatory minimalism allowed risky practices to flourish, expert says

By Greg Robb, MarketWatch
Last update: 3:36 p.m. EDT Oct. 24, 2007 =) B y &

WASHINGTON (MarketWatch) -- In the wake of the financial market turmoil that arose over the summer and even now
threatens to push the U.S. into recession, there has been a remarkable lack of finger-pointing so far over the cause of the

crisis.

But one observer, Tom Schlesinger, the founder and executive director of the Financial

Related
Markets Center, a think tank that has followed the Federal Reserve closely for the past
MarketWatch
decade, believes the blame for the crisis falls squarely on the Fed and accuses the central
news
bank of "regulatory foot-dragging" that has harmed the public.
. Payrolls
Schlesinger maintains the Fed's prevailing regulatory philosophy has shifted from that of 20
data could
or 25 years ago, which in essence was "here is the line between right and wrong, don't be
cross it," to a current underlying policy that "anything and everything that might be called deciding
financial innovation ought to be embraced."
factor for
"This is a very faulty premise that deserves debate and reflection and ultimately, in my Fed
opinion, a changed perspective," Schlesinger said in an interview with MarketWatch. . Inflation
steady,
He points specifically to the opposition to government regulation that flourished at the U.S.
markets
central bank under former Fed chief Alan Greenspan and has continued unabated under his
worse
successor Ben Bernanke. )
since
At the time Bernanke was preparing to succeed Greenspan, Schlesinger predicted his October:
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biggest challenge would be the aftermath of Greenspan's laissez-faire approach to Poole
regulation. .
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The current credit crisis began early in 2007 with rising delinquencies in the subprime billion;
mortgage sector. Like a slow fuse, these difficulties spread throughout the global financial Moody's
system as investors realized that these bad mortgages had been securitized, pooled warns on
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forced to inject billions of dollars to add liquidity to maintain the workings of the credit Recommend this story
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adopt new rules to get the financial market turmoil under control. Add Comment

Schlesinger calls this reaction by bankers "misguided, predictable and familiar."

"It is sort of stunning that as the biggest banks prepare to conduct a bailout of
unprecedented scope, they are at the same time warning for excessive caution on the
regulatory side, which is exactly the type of approach that might have spared some of them

the consequence of their own worst excesses," he said.

Early warnings went unheeded

In his recent autobiography, Greenspan said when he accepted the top Fed job, he worried
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and said he planned to allow others at the Fed to take the lead.

Upon joining the Fed, Greenspan said he had a "pleasant surprise" when he found the Fed
staff was not so keen on regulation either. Together, they interpreted congressional

legislation with a view to "letting markets work," he wrote.

Schlesinger says this practice was actually "regulatory foot-dragging" where the Fed had a
clear obligation under law to police markets but went about it "with such reluctance that in

some cases the supervision is difficult to detect."

A perfect illustration of how this "regulatory minimalism" impacted the current market crisis

is the Fed's lack of regulation of SIVs that have been under pressure.

In January 2003, after a review of the collapse of Enron Corp., a Senate investigation found
that some major U.S. financial institutions had "deliberately misused structured finance
techniques" to help Enron engage in deceptive accounting or tax strategies in return for

millions of dollars in fees. Read Senate report.


http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=107_cong_senate_committee_prints&docid=f:83559.pdf
javascript:__doPostBack('StoryContent$BottomPageNavigation$BottomPageLinkNext','')
javascript:__doPostBack('StoryContent$BottomPageNavigation$BottomPageLink2','')
http://www.marketwatch.com/news/story/analysis-if-economy-tanks-even/story.aspx?guid=%7BCDECFCD9%2DCC70%2D4331%2D82CA%2D10AF32543049%7D&dist=morenews
http://www.marketwatch.com/news/story/analysis-if-economy-tanks-even/story.aspx?guid=%7BCDECFCD9%2DCC70%2D4331%2D82CA%2D10AF32543049%7D&dist=morenews
http://www.marketwatch.com/news/story/credit-rating-agencies-return-crosshairs/story.aspx?guid=%7BAFB9C89A%2D9AE3%2D4718%2D8817%2D39918E371C23%7D&dist=morenews
http://www.marketwatch.com/news/story/mining-redux----nevada-gold/story.aspx?guid=%7B0E636E6D%2D55F0%2D481F%2D9E43%2D9E3CB5BB7C51%7D&dist=morenews
http://www.marketwatch.com/news/story/mining-redux----nevada-gold/story.aspx?guid=%7B0E636E6D%2D55F0%2D481F%2D9E43%2D9E3CB5BB7C51%7D&dist=morenews
http://www.marketwatch.com/news/story/democratic-split-remains-trade/story.aspx?guid=%7B7F217B3D%2D9BD8%2D4D85%2D8A10%2D6311CC6CA8E2%7D&dist=morenews
http://www.marketwatch.com/news/story/preemptive-strike-states-vs-feds/story.aspx?guid=%7BDE729D05%2D9F35%2D4A61%2DAAC0%2DDF38E5928F12%7D&dist=morenews

Roots of credit crisis found at the Fed's door, says expert - MarketWatch

Market ) atch

Weekend Edition Fru: DOWOMES

Front Page News & Commentary

IEconomy & Politics  *

Advanced Search >
[ererSmboi0) o ko) JLeSy

. Fed ° . The Election

Roadors' Choloo

CEO

OF THE

YEA

Vote
Now »

[ATVI] Vivendi to merge video game unit with Activision

Roots of credit crisis laid at Fed's door
=) B4

The staff report recommended that the Fed and the Securities and Exchange Commission
review how banks use complex structured financial products and issue guidance on

acceptable and unacceptable practices by the end of 2003.

But the Fed and the SEC opted against coming out with a list of new guidelines, stating that
they favored a principles-based approach rather than a more prescriptive approach to
regulation. Schlesinger contends this resulted in the agencies issuing final guidance in 2006

"that in essence said do whatever you want -- anything goes."

"This is a perfect example of the unwillingness of the Fed to take a strict approach to

policing structured finance products has come back to haunt the entire system," he said.
Could frenzy have been prevented?

In addition, the Fed also could have dampened the Wild West market conditions for

subprime mortgages that resulted in so many poor loans due to fraud, says Schlesinger.

In an interview on the CBS News' program "60 Minutes," Greenspan said the Fed couldn't

stop subprime mortgage originators.

Schlesinger disagrees. Although the abuses came from independent originators and not
banks, Schlesinger said the Fed had "all or most" of the authority it needed to police the

market under two laws passed by Congress.

"The Fed's unwillingness to flex the muscle that those statues granted is a real black mark
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on the central bank," he said. Moody's
warns on
Schlesinger detects no change in the Fed's regulatory stance in the 20 months since ratings
Bernanke took the reins at the Fed, saying if there is any re-examination of policy underway
Community

the Fed isn't talking about it in public.
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other direction, but cautions it won't be an easy shift.
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passive on these issues. | think it will also take some real dissent, debate and new thinking

in academia and the economics profession as well," he said.

Greg Robb is a senior reporter for MarketWatch in Washington. Add Comment
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