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Abstract

This paper is an endeavor to outline the Federal Reserve System'’s theoretical perspective of the
financial market during the last three decades. It is a glimpse into the regulatory authorities at the Fed
whose designed path of financial growth led the US economy to its present worst state since the Great
Depression.

Up until the Reagan era, financial regulations of the post Great Depression employed rules that would
prevent the reoccurrence of the Great Depression. But, then US economic policy both fiscal and
monetary began to take a new direction: deregulation.

One new phenomenon, which resulted from the deregulation process, was the emergence of
“financialization,” setting the stage for high-risk debt management and innovations in the area of
fictitious capital. The paper explores this long-term process and how it led the economy to finally what
is now known as the Great Recession.
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1. Introduction

The 2007-09 recession was not only the deepest, but also the longest recession in US history
since the Great Depression of 1930 (Figure 1). The recession hit the entire economy, households as
well as the large and small businesses, in ways that were not anticipated by the responsible authorities
in government.

Figure 1: Comparing Recessions
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The Great Recession of 2007-09 has a three-decade historical background of its own. It began
when the declining rate of profit hit its lowest rates at the onset of the 1980s (Shaikh, 2010). The turn
to the right with the new administration in the US government did, however, reverse this trend in
support of capital gains toward the era prior to the Great Depression. Historical data show that the
profit share of GDP was at its peak just before the sudden downturn of the economy in 1929; but the
recovery that began with the New Deal and continued up until late 1970s set the stage for a period in
which productivity gains were shared proportionally between wages and profit.

A glimpse of the decades between the Great Depression and 1979 shows a promising harmony
between productivity growth and the share of its gains in terms of wages and overall compensation for
production and nonsupervisory workers. For example, based on the historical data for the period
between 1947 and 1979 as productivity increased by 119%, the average hourly compensation also kept
pace and changed by 100% (Reich, 2011). But, the prosperous US economy during these three
decades of Great Prosperity, as it is now known for, had cost the capitalist class a falling rate of profit
over the time. Thus, the 1980s saw the beginning of actions by the US government to pursue policies
aimed at increasing financial profits.

2. New Administration and New Policies

The regulated economy of the post Great Depression took a reversing course at the beginning
of 1980s in terms of both fiscal and monetary policies. The leaders of the new administration, the new
regulators, waged an unprecedented campaign against the existing regulations and carefully planned
for its deregulation and privatization. In this process, for example, the new government began to cut
spending on infrastructure, reduce the top income tax rate, shift much of the costs of public higher
education to families, not to mention simultaneously tearing down their safety nets by allowing
companies to bust unions and threaten employees if they tried to organize (Reich, 2011). And above
all, the administration let Wall Street gradually deregulate the financial market which resulted in
soaring financial profits (Figure 2).

Figure 2: Finance industry profits as % of US Corporate total
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2.1. Deregulating Wall Street

The systematic deregulation process of financial institutions began in 1980, and reached its
peak in 1999. It was in 1980 that the Depository Institutions Deregulation and Monetary Control Act
became law and brought the first major financial reform to the US financial system since the Great
Depression. Among other things, the Act lowered the required reserve ratio for banks, allowed banks
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to merge, raised the deposit insurance of US banks and credit unions from $40,000 to $100,000, and
weakened the Glass-Steagall Act by allowing institutions to charge any interest rates they choose. In
1982, another Act of Congress deregulated savings and loan associations by allowing banks to provide
“adjustable-rate mortgage loans” (one of the contributing factors to the housing crisis which led to the
economic crisis of 2007-09), and above all, raised the ceiling on direct investment by savings
institutions in nonresidential real estate from 20% to 40% of assets.

The deregulation process had already been in the fast lane of progress during the first years of
the 1980s, and even though faced with fewer challenges, then Chairman of the Federal Reserve
System, Paul Volcker, had to be removed from his position for his regulatory beliefs. So, he was in
fact fired by President Reagan in 1987 “because the Reagan administration didn't believe he was
an adequate de-regulator” (Stiglitz, 2008). The replacing Chairman, Alan Greenspan, was, on
contrary, a firm believer in deregulation, and turned out to be a charming philosophizer of his
deregulatory ideas. In most of his speeches before the recent economic downturn, Greenspan proved to
be intellectually the best fit to the financial environment nationally as well as globally in the age of
globalization around the world. “Having been a bank regulator for ten years, | need something to
remind me that the world operates just fine with a minimum of us. Fortunately, | have never
lost sight of the fact that government regulation can undermine the effectiveness of private
market regulation and can itself be ineffective in protecting the public interest. It is critically
important to recognize that no market is ever truly unregulated in that the self-interest of market
participants generates private market regulation” (Greenspan, 1997).

Greenspan stood firmly against the regulation of derivatives in particular the OTC (Over-the-
Counter) and CDS (Credit Default Swap). Consequently, the financial products that were supposed to
act as a cushion against the higher risks in the protection of investors turned into toxic assets empty of
any value to do so. Although Greenspan admitted that the derivatives markets should have been
“restrained,” his admission came only after the collapse of the financial market, when the soaring
credit default insurance market had reached $45.5 trillion by 2007. In a report by Andrews (2008) in
the New York Times, Greenspan had to agree that “the multitrillion-dollar market for credit default
swaps, instruments originally created to insure bond investors against the risk of default, needed to be
restrained.”

Greenspan was one of the main voices for the repeal of Glass-Steagall Act to such an extent he
practically disregarded the Act before the Congress repealed it. At the time that the legislation was still
pending, and the Glass-Steagall Act effectively separated investment banking from commercial banks,
he audaciously ignored the Act and agreed with the illegal merger of the three of the largest different
financial institutions. Travelers, one of the largest insurance companies, Salomon Smith Barney, one
of the largest investment banks, and Citibank, the largest commercial bank merged in 1998 while the
Glass-Steagall Act was still in effect. Congress passed the repeal bill of the Glass-Steagall Act only a
year after in 1999 by signing in the Gramm-Leach-Bliley Act.

The rush of Greenspan to repeal the Glass-Steagall contributed to and hastened the onset of the
financial meltdown of 2008 and the ensuing economic crisis, the longest since the Great Depression.
For one reason, among others, the “repeal” extensively encouraged moral hazard in the financial
markets by removing the conflict of interest on behalf of investment bankers. It was then that the law
allowed the investment bankers to also serve as the officers of commercial banks.

In addition, Greenspan resisted the routine examination of non-bank subsidiaries which were,
according to the Financial Crisis Inquiry Committee (2011.a), carrying out the lion’s share of
subprime lending (the main contributor to the housing crisis). Although Greenspan argued he did not
possess the required resources to examine the non-bank subsidiaries, the Financial Crisis Inquiry
Commission (2011.b) reported a different view. “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.”

2.2. The Fed and the Low Interest Rates

Greenspan kept the interest rate too low in response to the dotcom crisis of 2000 and the 9/11
tragedy. Although it is a standard policy of any central bank to bring down the key interest rate at
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critical times, consistently lowering it for too long may even deepen rather than help cure the sick
economy. The Fed sharply decreased the federal funds rates target after the dotcom market crush until
it hit its lowest at 1 percent in June 2003. Then the worst happened when the Fed steadily kept on
increasing it to a peak rate of 5.25 percent by 2006 (Figure 3). Such monetary maneuvering nourished
the already sowed seed of housing bubble by the sub-prime mortgages and related derivatives, a
bubble which finally burst and resulted in the default of millions of mortgages, particularly the
adjustable-rate mortgages (ARM), due to a drastic increase in mortgage payments.

Figure 3: Intended Federal Funds Rate (Historical Review)
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The bear stock market of 2001 on the one hand, and the simultaneous rise of derivatives
markets with the lowering interest rates in the real estate on the other hand, led the financial markets to
concentrate intensively on real estate investment. Thus, in the absence of supervision by the Fed over
the financial institutes involved in this, sub-prime mortgage lending soared and so did fraud. The
result, what was not seen at a time, or rather actually denied by Greenspan and Ben Bernanke, then the
Chairman of the council of Economic Advisers, was the formation of a housing bubble beneath the
unprecedented growth of the real estate industry.

In his speech on economic flexibility before the National Italian American foundation in
Washington, D.C., Greenspan (2005) said: “These increasingly complex financial instruments have
contributed, especially over the recent stressful period, to the development of a far more flexible,
efficient, and hence resilient financial system than existed just a quarter-century ago.” Also, in the
October of the same year Bernanke (2005.a), then the Chairman of President’s Economic Advisors,
said in a testimony before the Joint Economic Advisors: “House prices have risen by nearly 25 percent
over the past two years. Although speculative activity has increased in some areas, at a national level
these price increases largely reflect strong economic fundamentals.” And a month later, in his
Confirmation Hearing before Senate Banking Committee, Bernanke reaffirmed his economic outlook.
This happened when Senator Sarbanes, one of the members of the Hearing Committee, brought up his
serious concern about the existing economy of derivatives with a reference to Warren Buffet who had
called derivatives “time bombs.” In response to this concern Bernanke (2005.b) replied: “I am more
sanguine about derivatives than the position you have just suggested. | think, generally speaking, they
are very valuable. They provide methods by which risks can be shared, sliced, and diced, and given to
those most willing to bear them. They add, | believe, to the flexibility of the financial system in many
different ways. With respect to their safety, derivatives, for the most part, are traded among very
sophisticated financial institutions and individuals who have considerable incentive to understand
them and to use them properly.” But, it didn’t even take a year for Bernanke and, of course, Greenspan
to see how wrong they were in their understanding of the state of economy, in general, and the
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derivatives markets of mortgage-related-backed securities, in particular. The bursting of the housing
bubble (Figure 4) was followed by the meltdown of the three dominant derivative securities, namely,
mortgage-backed securities (MBS), credit default swap (CDS), and collateralized debt obligation
(CDO) which then paralyzed the very “flexible” and “resilient” financial market with its spillover into
the entire economy.

Figure 4: Bursting of the US Housing Bubble
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3. The Fed and the Lame Excuses

It is true that “deregulation” can create, as it did, a set of new opportunities for financial
innovation. However, it is also true that “deregulation” can, as it did, create equally if not even more a
range of new opportunities for fraud, and in the best cases for much riskier financial investments. So,
in a sense, “deregulation” implies an underlying tradeoff between the rise of financial growth for Wall
Street and the fall of the economy for the Main Street down the road. It brings record profits and
bonuses for the very top, but joblessness and poverty for millions of the innocent Americans, not to
mention that the Fed itself made $45 billion in the troubled year of 2009 (Irwin, 2010).

3. 1. Greenspan, the “Maestro” of Crisis

Alan Greenspan as the chairman of the most powerful US financial regulatory institution, the
Federal Reserve System, never truly believed in regulation during his 18-year tenure at the Fed. The
depth of this disbelief comes up most vividly when he comments on the financial crisis. For example,
in response to the question of whether the dotcom-bubble burst of 2000 could have been prevented, he
said: “. ...we could not prevent the bubbles that emerged while I was at the Fed....we tightened the
economy quite significantly at various times during the 1990s. And what we found was that instead of
defusing or incrementally declining the bubble, we enhanced it” (Greenspan, 2007). It is obvious that
such rationalization of crisis is based on the establishment of a false equation between the failures of
the means (i.e., monetary tools) with the validity of the ends (i.e., regulatory policies). In other words,
such rationalization of the crisis means nothing more than to let the deregulated financial markets,
with their hidden chaos, erupt into another crisis which became more severe in the following years.

Greenspan’s ideology meant that he would settle for nothing less than a deregulated financial
market. In his mindset, regulation even enhances bubbles, so he let the free market take care of it.
“You can only break a bubble if you break the underlying basis of the economy.” Basically, it’s not
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possible to defuse a bubble before its time has come” (Greenspan, 2007). And with this conclusion,
Greenspan actually took on the role of being a mess cleaner rather than a mess preventer in the
financial market.

The mess which is created by the deregulation of financial markets in the age of the
supremacy of finance is not easy to clean either. For it comes from a long process of the
financialization of capital. The deregulation of financial markets not only set the stage for the revival
of financial investment in the 1980s, but also led the industry into a spiraling growth through financial
innovations (Figure 5). Consequently, finance was able to gain enough power to master the real
economy instead of remaining at its service. Thus, the real economy which was not at the mercy of
financial markets turned into an economic sector directly vulnerable to the wide range of fraud, greed,
and high risk derivative investments caused by the dominating financial sector. So, unlike the past, in
the age of financialization the economic mess is not easy to clean by any standard.

Figure 5: Compensation in Financial and Nonfinancial Sectors
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3.1.1. Greenspan before the Congress

Greenspan sat before the Congress in October 2008, when the economy was in the grip of a
deep recession; and the main question was how he failed to see its emergence, or if he saw, why then
he didn’t prevent it from spreading into the entire economy. The reality of time in terms of the state of
economy as well as the people to whom Greenspan had to answer put him, however, in a much less
defensive position for the first time. The sinking economy, actually, did not leave him enough room to
go around as in the past and to maneuver using ideological reasoning in defense of his deregulatory
decisions as the chairman of the Federal Reserve System.

Unlike the mild recession of 2000, the severity of the recent recession was indeed a wake-up
call for Greenspan. That is why he had finally to admit that he have been putting “too much faith in
the self-correcting power of free markets.” When Greenspan was asked by Representative Mr.
Waxman of California if it was his ideology that pushed him to make decisions that he would now
wish had not make, the answer was: “Yes, I’ve found a flaw” (Andrews, 2008). But, this “flaw” was
not simply an ignorable flaw; it led Greenspan decisively stand against regulating the OTC market
until 2008 , which, in turn, let the OTC market grow sevenfold, and credit default swaps, one of the
key factors behind the financial crisis, grow one-hundred fold between 2000 and 2008. (Financial
Crisis Inquiry Commission, 2011.c)

It is quite enlightening to quote another part of the report of the Financial Crisis Inquiry
Commission (2011.d), where by the committee believed that the “widespread failures in financial
regulation and supervision proved devastating to the stability of the nation’s financial markets.” In
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addition, the committee stressed that “more than 30 years of deregulation and reliance on self-
regulation by financial institutions, championed by former Federal Reserve chairman Alan Greenspan
and others, supported by successive administrations and Congresses, and actively pushed by the
powerful financial industry at every turn, had stripped away key safeguards, which could have helped
avoid catastrophe.”

3.1.2. Ben Bernanke as the Chairman of the Fed

If Alan Greenspan’s laissez-faire monetary policy boosted a bubble-led economy, his
successor, Ben Bernanke, failed in his turn to detect its last undergoing bubble before the current
financial crisis, namely the housing bubble. He continually denied the growth of such a bubble in the
economy, and thus in this respect he ignored the serious concerns of many economists in the field,
particularly the well-known scholar Robert J. Shiller of Yale University.

On the threshold of the mortgage crisis, throughout the summer of 2007, Chairman Ben
Bernanke assured the public that problems in the subprime mortgage markets were contained. Even
when Bear Stearns’s hedge funds, which were heavily invested in mortgage-related securities,
imploded in June 2007, the Federal Reserve considered the case to be “relatively unique.” But, this
particular event soon proved to be only a tip of iceberg. As the Financial Crisis Inquiry Commission
(2011.d) pointed out, Chairman Ben Bernanke ignored “the fact that so many other funds were
exposed to the same risks” as those of the hedge funds of the collapsed Bear Stearns.

Chairman Ben Bernanke now reaps what had been sown by the Fed leaders including himself.
The fact that the current recessionary crisis is so deep seated and has continued for so long has led him
to turn to unconventional monetary policies such as “quantitative easing” (QE) to stimulate the
economy. But as long as the Fed remains caught in the liquidity trap, the success of any monetary
package will largely depend on a coordinated fiscal policy. This is vividly reflected in the following
comment of Bernanke (2011): “Most of the economic policies that support robust economic growth in
the long run are outside the province of the central bank.”

4. Conclusion

The Great Recession of 2007-09 is the result of the accumulated deregulation policies over the
past three decades by the regulatory authorities in government entities including the Federal Reserve
System. This long period of time witnessed the gradual rebuilding of the US financial markets, in
particular, and the economy, in general, into a very complicated national and international network of
finance.

Financialization of capital, which found its way to the US economy at large, distorted the
routine flow of funds between the financial and the real sectors of the economy. This period has been
the growth of side markets to allow financial instruments to flow within the financial market itself
resulting in higher profit through derivatives markets. Thus, financialization not only created a high-
risk finance industry, but also a finance-led economy, an economy in which real production would be
seriously affected by the tremors in the paper economy of the dominating financial markets.

No matter how much and for how long more the responsible authorities for this financial-
economic meltdown continue to deny or shift their “wrongdoings” to other sources, the reality remains
the same. Although the Fed was not the sole reason for such a long lasting depressed economy, its
crucial role in creating the crisis is an undeniable fact. Even though crises are crafted in the capitalist
system, the Fed’s role in shaping the current crisis was so profound that the Financial Crisis Inquiry
Commission (2011.e) had to make a striking conclusion in their two-page Press Release: “This Crisis
was Avoidable,” and it was the “Result of Human Actions, Inactions and Misjudgments. ”
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