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1 This song, dating from 1918, is popularly associated with West Ham United F.C. 
It was introduced to the club by manager Charlie Paynter in the late 1920s.

“I’m forever blowing bubbles, 
pretty bubbles in the air.

They fly so high, nearly reach the sky,

Then like my dreams, they fade and die”.
James Kendis, James Brockman and Nat Vincent1



•	 	In	the	autumn	of	2008,	massive	
investment	losses,	which	had	
originated	with	American	sub-
prime	mortgages,	brought	the	
global	financial	system	to	the	brink	
of	catastrophe.	The	ripples	from	
the	crisis	continue	to	impact	the	
economy,	most	recently	in	concerns	
over	sovereign	debt.	How did a 
purely financial-market problem 
segue into a global economic crisis?

•	 	In	this	third	report	in	the	Tullett 
Prebon Strategy Insights	series,	we	
look	at	the	issue	of	bubbles	and	how	
to	prevent	them.	We	explain	that,	
whilst	bubbles	are	a	historic	and	
well-understood	phenomenon,	the	
difference	today	is	that	bubbles	
have	become sequential.	We	argue	
that	a	bubble-creating mechanism 
has become inbuilt within the 
financial system.

•	 	Ultimately,	bubbles	are	a	function	
of	irresponsible	lending,	and	we	
advocate	two	mechanisms	whereby	
systemic	risk	can	be	diminished.	The	
first	of	these	involves	reintroducing,	
in	updated	form,	the	Glass-Steagall	
regulations	which,	in	the	aftermath	
of	the	Wall	Street	Crash,	imposed	

•	 	legal	separation	between	the	
commercial	and	investment	
banking	sectors.	In	the	absence	
of	such	separation,	banks	are	free	
to	undertake	risk	activities	in	the	
knowledge	that	they	will	ultimately	
be	bailed	out	by	taxpayers	should	
risks	turn	sour.	

•	 	This	represents	a	potentially	lethal	
transmission	mechanism	whereby	
private	risk	flows	from	the	borrower,	
via	the	banks,	to	government	
balance	sheets.	Recent	worries	over	
sovereign	debt	are	thus,	in	large	part,	
the	long-tail	fall-out	of	past	bubbles.

•	 	Second,	we	contend	that	the	largest	
single	area	of	bubble	risk	lies	in	
real	estate.	Whilst	the	outlawing	of	
the	securitisation	of	mortgages	is	
one	possible	solution,	we	argue	for	
the	simpler	expedient	of	imposing	
formal	rules	on	mortgage	lending.	
We suggest that mortgages should 
be restricted to a multiple of 5½ 
times proved net income within a 
loan-to-value limit of 85%.

•	 	Unfortunately,	we	think	that	the	
chances	of	a	Glass-Steagall-type	
solution	being	implemented	any	
time	soon	are	close	to	nil.	Influenced	
both	by	inertia	and	by	the	lobbying	
of	vested	interests,	the	authorities	
seem	certain	to	attempt	to	patch	
up	the	existing	system	rather	than,	
as	we	believe	is	necessary,	replacing	
it.	In	particular,	reliance	is	likely	to	
be	placed	on	the	one-trick	pony	of	
capital	requirements.

•	 	This,	in	our	judgement,	is unlikely to 
work.	Though	undoubtedly	part	of	
a	solution,	capital	adequacy	alone	is	
not	enough.	Unless	the	advocates	of	
Glass-Steagall	can	win	the	battle	of	
ideas,	the	system	may	need	another	
crisis	before	the	lessons	of	2008	are	
fully	learned	and	the	implications	
of	these	lessons	are	implemented.	
And	another	bubble	may	now	
be	building…
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No-one	could	credibly	accuse	Paul	
Volcker	of	being	an	instinctive	
interventionist.	After	all,	as	chairman	
of	the	Federal	Reserve	between	1979	
and	1987,	Mr.	Volcker	presided	over	a	
period	of	massive	deregulation,	and	
unleashed	a	monetarist	shock	which	
essentially	ended,	albeit	at	a	hefty	
price,	the	grim	stagflation	which	had	
blighted	the	American	(and,	indeed,	
the	global)	economy	in	the	1970s.

More	recently,	however,	Mr.	Volcker	
has	been	vocal	in	his	belief	that	the	US	
should	introduce	legislative	measures	
to	enforce	separation	between	banking	
activities.	Whilst	Mr	Volcker	has	at	
times	appeared	to	retreat	somewhat2	
from	his	earlier	contention	that	
commercial	banks	should	be	prevented	
from	owning	or	trading	securities,	his	
view3,	in	essence,	is	that	the	Glass-
Steagall	Act,	implemented	in	1933	and	
finally	abandoned	in	1999,	should	be	
reinstated,	albeit	in	a	modernised	and	
more	flexible	form.

Passed	in	the	aftermath	of	the	1929	
Wall	Street	Crash,	Glass-Steagall	
enforced	a	separation	between	
commercial	or	‘retail’	banking	(and	
insurance)	on	the	one	hand	and,	

on	the	other,	riskier	investment	
activities.	These	activities	were	a	
major	causal	factor	in	the	crisis	which,	
in	the	autumn	of	2008,	brought	the	
global	financial	system	to	the	brink	
of	collapse.	The	logic	in	favour	of	
renewing	Glass-Steagall	is	that,	had	
this	separation	still	existed,	the	crash	
in	speculative	assets	would	not	have	
spilled	over	in	such	a	way	as	to	have	
imperilled	the	commercial	banking	
system.	Indeed,	under	Glass-Steagall,	
there	might	not	have	been	a	bubble	in	
the	first	place	or,	if	there	had	been,	it	
might	not	have	been	so	huge,	and	so	
ultimately	damaging.

Similar	views	have	been	expressed	by	
Mervyn	King,	governor	of	the	Bank	
of	England.	“Anyone	who	proposed	
giving	government	guarantees	to	
retail	depositors	and	other	creditors,	
and	then	suggested	that	such	funding	
could	be	used	to	finance	highly	risky	
and	speculative	activities,	would	be	
thought	rather	unworldly”,	said	Mr.	
King.	“But	that	is	where	we	now	are”4.

Despite	recent	pronouncements	–	
discussed	later	in	this	report	–	most	
observers	still	reckon	that	the	chances	
of	anything	closely	resembling	

Glass-Steagall	being	adopted	by	the	
Obama	administration	are	close	to	
zero.	The	overwhelming	likelihood	
–	in	the	near-term,	at	least	–	is	that	
the	administration	will	eschew	any	
resurrection	of	separation,	preferring	
tighter	regulation	instead.	Who	is	right?

Our	view	is	an	unequivocal	one.	We	
think	that	those	who	believe	that	a	
modern	version	of	Glass-Steagall	is	
the	only	workable	solution	to	systemic	
risk	are	essentially	correct.	Indeed,	we	
would	go	further	than	this.	We	believe	
that	some form of modernised Glass-
Steagall is the inevitable destination 
of the post-2008 process.	The	critical	
issues	are	how	long	we	will	take	to	get	
there,	and	how	much	damage	and	risk	
must	be	borne	on	the	way.

This	said,	we	do	not	believe	that	the	
reintroduction	of	separation	along	
Glass-Steagall	lines	is	enough.	We	are	
not	convinced	that,	on	its	own,	such	
a	move	can	prevent,	or	necessarily	do	
enough	to	minimise,	the	bubbles	and	
crashes	of	the	future.	Therefore,	
this	analysis	proposes	a	series	of	
directional	reforms.



strategy insights | issue three 5

In	doing	so,	we	argue	from	the	
following	basis:

•	 	Financial	bubbles	–	followed	by	
inevitable	crashes	–	are	a	recurring	
feature	of	business	history.	

•	 	The	essential	difference	today	is	the	
recurrence	of	sequential	bubbles.	
Major	bubbles	are	no	longer	
historically	isolated	events.	In	recent	
years,	bubble	has	followed	bubble	
with	alarming	frequency.	

•	 	The	problem	with	bubbles	is	
essentially	one	of	leverage.	If	
investors	simply	lose	their	equity,	the	
problem	is	containable.	But	leverage	
acts	as	a	multiplier,	worsening	both	
investor	exposure	and	the	scale	of	
subsequent	damage.

•	 	Leverage	creates	contamination,	
acting	as	a	conduit	of	transmission	
whereby	the	bursting	of	a	bubble	in	
one	or	more	asset	classes	endangers	
the	financial	system	as	a	whole	
(and	at	the	same	time	undermines	
economic	performance).

•	 	If	the	situation	is	bad	enough	–	as	
it	has	been	during	the	period	which	
is	likely	to	be	known	as	‘The	Second	
Great	Deleveraging’	–	governments	
inevitably	get	drawn	into	the	process.

where	governments	offer	taxpayer	
guarantees	intended	to	underwrite	the	
economically-vital	commercial	banking	
system.	Therefore,	government-insured 
banks need to be separated from 
investment banks.

Second,	there	is	substantial	reason	
to	believe	that	those	bubbles	which	
have	been	systemically-threatening	
have,	in	very	many	instances,	been	
initiated	by	real	estate	markets.	In	
comparison	with	other	markets	(such	
as	commodities,	bonds	and	equities),	
movements	in	real	estate	prices	have	
a	much	broader	economic	effect,	and	
can	introduce	huge	distortions	and	
imbalances.	Real	estate	risk	far	exceeds	
in	scale	the	dangers	of	other	forms	of	
asset	inflation,	a	factor	exacerbated	
by	the	illiquid	nature	of	real	estate	
markets.	Therefore,	we	propose	
far more prescriptive regulation of 
mortgage markets.

2 Financial Times, 4th November 2009
3 New York Times, 20th October 2009
4 Mervyn King, speech to Scottish business organisations, 20th October 2009, page 6

•	 	National	balance	sheets	have	been	
severely	compromised	by	the	recent	
crisis.	Worse	still,	most	governments’	
obligations	vastly	exceed	their	
reported	indebtedness.

•	 	Because	of	the	long-lasting	damage	
inflicted	by	the	events	of	2008,	it	is	
by	no	means	certain	that	the	system	
could	withstand	another	such	shock.

•	 	Expecting	markets	to	supply	a	
solution	is	a	dangerously	inadequate	
response	and,	in	any	case,	is	part	of	a	
laissez-faire	ideology	which	has	now	
been	seriously	compromised.

•	 	Governments	will,	inevitably,	
play	a	larger-than-hitherto	role	
in	preventing	the	recurrence	
of	such	events.

From	this	starting-point,	this	report	
proposes	two	directional	solutions,	
not	one.	The	first	of	these	is	the 
re-introduction of banking separation 
on modified Glass-Steagall lines.	We	
believe	that	the	efficient	allocation	
of	capital	requires	that	investment	
banks	be	free	to	innovate	and	to	
speculate	as	they	see	fit.	But	this	
freedom	of	action	is	only	acceptable	
so	long	as	it	also	includes	the	freedom	
to	fail.	This	manifestly	is	not	the	case
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The	crisis	which	hit	the	financial	
markets	in	the	autumn	of	2008	was	
the	result	of	the	bursting	of	a	bubble	
principally	in	derivatives	created	
to	package	and	on-sell	sub-prime	
mortgages	in	the	United	States.	But	we	
believe	that	there	was	rather	more	to	
the	crisis	than	the	simple	bursting	of	a	
single	bubble,	however	large.

To	understand	why,	we	need	to	
appreciate	that	bubbles	are	by	no	
means	a	new	phenomenon.	One	of	the	
earliest	recorded	bubbles	concerned	
–	of	all	things	–	tulip	bulbs,	of	which	
the	price	soared	and	then	crashed	in	
Holland	in	the	1630s5.	Next	came	the	
South	Sea	Bubble,	which	occurred	
in	Britain	in	1720	(and	led	Lord	
Molesworth	to	propose	to	Parliament	
that	bankers	should	be	tied	up	in	
sacks	full	of	snakes	and	tossed	into	
the	Thames).	As	a	result	of	this	long	
history,	the	anatomy	of	the	classic	
bubble	is	reasonably	well	understood.

But	the striking feature of the events 
of the last decade has been the rapid 
acceleration of sequential bubbles.	
Historically,	investors	have	learned	
from	bubbles,	such	that	a	lengthy	
period	has	tended	to	elapse	before	
the	next	bubble	takes	shape.	The	tulip	
mania	and	the	South	Sea	Bubble	were	
separated	in	time	by	about	90	years,	
and	more	than	a	century	was	to	elapse	

before	the	next	such	event,	the	railway	
boom	of	the	1840s.	A	similarly	lengthy	
period	was	to	separate	the	railway	
boom	from	the	excesses	the	Roaring	
Twenties.	Of	course,	there	have	always	
been	smaller	bubbles	along	the	way	–	
and	this	phenomenon	has	been	ably	
chronicled	in	a	major	study	recently	
published	by	Carmen	Reinhart	and	
Kenneth	Rogoff6	–	but	it	is	reasonable	
to	say	that	major	bubbles	tended,	in	
the	past,	to	be	singular	events,	well	
spaced	out	in	time.

More	recently,	however,	that	pattern	
seems	to	have	changed	fundamentally.	
The	curtain-raiser	for	modern	bubble	
mania	is	arguably	the	Asian	financial	
crisis	of	1997,	an	event	triggered	by	a	
combination	of	excessive	indebtedness	
and	the	bursting	of	an	asset	price	
bubble.	The	shock	waves	from	Asia	
had	barely	subsided	before	the	dotcom	
bubble	got	under	way.	Even	before	
dotcom	stocks	collapsed,	two	more	
bubbles	were	forming	–	the	real-estate	
and	commodity	price	bubbles.	Where	
the	events	of	2008	are	concerned,	
it	was	the	property	bubble	–	most	
notably	in	US	sub-prime	mortgages	–	
that	was	to	prove	particularly	lethal.

On	one	level,	it	is	possible	to	explain	
each	bubble	in	terms	of	specific	
forms	of	irresponsibility.	Where	the	
US	property	bubble	is	concerned,	for	

example,	the	blame	can	be	put	upon	a	
banking	system	which	allowed	loans	
to	be	made	to	individuals	who	were	
manifestly	incapable	of	servicing	
the	debt,	and	upon	regulators	who	
seemed	asleep	at	the	wheel.	(Contrary	
to	widespread	myth,	it	is	perfectly	
possible	for	some	bubbles,	especially	in	
real	estate,	to	be	identified	well	before	
they	burst).	Where	the	dotcom	boom	
is	concerned,	individual	investors	were	
largely	to	blame,	but	so,	too,	were	
the	investment	banks	which	hawked	
dotcom	IPOs	(and	ended	up	paying	
hefty	fines	to	the	SEC).

But,	where	recent	bubbles	are	
concerned,	it is impossible to escape 
from a sense of acceleration, in terms 
both of sequence and of scale.	For	
example,	investors	–	who	really	
should	have	known	better	–	seem	to	
have	moved	straight	from	dotcom	
to	property	speculation	with	hardly	
a	pause	for	counting	their	losses	in	
between.	Financier	George	Soros	
has	postulated	the	concept	of	a	
“super-bubble”7.	Whilst	his	thesis	
is	persuasive,	we	believe	that	an	
understanding	of	the	roller-coaster	ride	
of	the	last	decade	needs	to	commence	
with	the	very	simplest	of	questions	–	
where	did	the	money	come	from?
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5 Tulip bulbs seem a surreal commodity for a bubble, but most bubbles appear bizarre with hindsight
6 See This Time is Different, by Carmen M. Reinhart and Kenneth S. Rogoff, 2010



This	question	is	critical,	because	there	
is	a	direct	link	between	leverage	and	
bubbles.	If	1630s	tulip-fanciers,	1720s	
share-buyers,	1990s	dotcom	anoraks	or	
2000s	property	speculators	had	been	
using	their	own	funds,	then	their	losses	
would	have	been	containable,	probably	
for	themselves	and	certainly	for	the	
economy	as	a	whole.	If	someone	is	
misguided	enough	to	put	$10,000	
into	something	called,	say,	‘cashburn.
con’,	too	bad,	but	at	least	he	or	she	
is	the	only	loser,	and	the	losses	are	
presumably	manageable.	

But	if	he	or	she	had	put	in,	not	just	
their	own	$10,000,	but	a	further	
$100,000	borrowed	from	elsewhere,	
the	problem	begins	to	escalate.	
Replicate this on a large enough 
scale and the problem spreads from 
individual wipe-out to systemic threat,	
and	this	is	exactly	what	happened	in	
the	run-up	to	2008.	So	the	availability	
of	leverage,	and	its	multiplier	effects,	
are	the	critical	determinants	where	
bubble	management	is	concerned.	

This	in	turn	points	three	fingers	
of	blame.	The	first	is	aimed	at	the	
regulators,	who	really	should	have	
been	better	at	spotting	bubbles,	
and	at	deflating	them	in	good	time.	
Alan	Greenspan	may	have	spoken	of	
“irrational	exuberance”	a	dozen	years	
before	the	crisis8,	but	the	regulators	did	
precious	little	about	it.

The	second	finger	of	blame	is	directed	
at	the	banks,	which	fuelled	the	bubbles	
–	and	most	notably	that	in	property	
–	with	irresponsible	lending.	And	the	
third	finger	points	at	the	regulators	
again,	for	either	not	caring	–	or	
perhaps	not	even	noticing	–	what	the	
bankers	were	up	to.

At	the	interface	between	banking	
and	regulation,	there	were	two	major	
failings.	First,	through	the	slicing	and	
dicing	of	sub-prime	mortgages,	banks	
performed	the	alchemy	of	turning	
dodgy	home	loans	into	investment-
grade	paper.	They	were	aided	in	this	
by	the	rating	agencies,	who	appear	to	
have	been	at	best	incompetent,	and	by	
the	regulators,	who	seem	to	have	been	
wholly	bemused	by	the	proliferation	
of	an	alphabet	soup	of	derivative	
instruments.	

The	second	failing	was	in	the	growth	of	
‘shadow’	banking,	which	took	liabilities	
off-balance-sheet	through	conduits	
and	SIVs.	This	failing	involved	the	
pursuit	of	leverage	within	the	mindset	
that	the	value	of	assets	–	and	hence	
the	benefits	of	leverage	–	were	a	
one-way	street.

7strategy insights | issue three
7 George Soros, The Crash of 2008 And What It Means, 2009
8 Alan Greenspan, speech at the American Enterprise Institute, 5th December 1996
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dachshund logic and notional value

The	belief	in	ever-rising	asset	values	
is	something	that	can	be	likened	to	
the	‘dachshund	fallacy’.	In	this	fallacy,	
the	dog	is	too	clever	for	his	own	good.	
Having	grown	to	30	inches	in	length	
in	the	first	year	of	his	life	–	and	having	
heard	that	the	average	dachshund	
lives	to	the	age	of	fourteen	–	he	
concludes	that	this	will	make	him	
21	feet	long	and,	unable	to	face	the	
prospect,	commits	suicide.	His	fallacy	
is	the	same	as	that	of	the	bankers’	(and	
investors’)	collective	attitude	to	asset	
pricing	over	the	last	decade	–	a	belief	
that	the	future	will	be	a	continuous	
extrapolation	of	the	recent	past.

Where	property	price	escalation	is	
concerned,	an	important	issue	to	note	
–	and	one	seemingly	overlooked	by	
individuals,	bankers	and	governments	
alike	–	is	the	concept	of	notional value.	
Confusion	over	notional	value	was	a	
major	component	of	the	borrowing	
binge	that	led	to	the	crash	of	2008.	

This	is	how	notional	value	works.	If	
a	person’s	house	increases	in	price	
from,	say,	$250,000	to	$500,000,	that	
number	–	and	the	apparent	profit	
which	it	includes	–	are	examples	of	
notional	value.	The	individual	feels	
richer,	but	this	increased	wealth	is	
essentially	theoretical,	and	capable	of	
reversal.	The	same,	of	course,	applies	
to	other	assets	such	as	equities,	bonds,	
race-horses,	works	of	art,	classic	cars	

and	so	on,	but	notional	value	as	it	
affects	property	was	the	key	issue	in	
the	build-up	to	the	crisis	in	the	US,	the	
UK	and	elsewhere.

The	individual	can	convert	notional	
value	into	real	value	by	selling	the	
property.	But	it	is,	of	course,	impossible	
for	the	whole	of	a	country’s	housing	
stock	(or	even	a	material	proportion	
of	it)	to	be	monetised	in	this	way.	
Therefore,	the	overall	value	of	the	
housing	stock	at	any	time	is	a	purely	
notional	sum,	as	is	any	increase	that	
has	taken	place	in	that	value	over	a	
given	period.	Since	house	prices	can	
fall	as	well	as	rise,	notional	values	are	
intrinsically	variable.

In	itself,	notional	value	is	not	harmful.	
But mistaking notional for real value 
can be lethally dangerous,	and	this	
is	what	happened,	on	a	huge	and	
economically-threatening	scale,	in	
the	run-up	to	the	2008	crash.	House	
prices	reached	unsustainable	income	
multiples	but,	whenever	sceptics	
pointed	out	that	multiples	were	far	
ahead	of	historic	trend	averages,	and	
that	lending	criteria	had	become	
dangerously	lax,	self-interested	bulls	
countered	that	there	were	‘unique	
factors’	in	play	(such	as	demographics,	
land	scarcity	and	low	interest	rates)	
which	made	this	multiple-based	
argument	inapplicable.	There	always	
are	‘unique	factors’	in	these	situations,	
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of	course,	and	no	policymaker	really	
wants	to	stop	an	asset	bubble	because	
doing	so	would	reverse	the	‘feel-good	
factor’	which	such	bubbles	induce.

The	danger	with	notional	value	occurs	
when	its	owners	borrow	up	to	it	(or,	in	
absurd	cases,	beyond	it),	via	mortgages,	
equity	release	and	consumer	debt	
in	the	instance	of	individuals,	or	
increased	leverage	in	the	case	of	
corporates.	The	apparently-robust	
performance	of	many	economies	(such	
as	those	of	the	US	and	the	UK)	became	
driven	by	notional	value	in	the	decade	
prior	to	the	crash.	Consumer	spending	
expanded	during	this	period,	but	the	
driver	was	housing	equity	confidence,	
not	earnings.	Meanwhile,	booms	
were	experienced	in	the	gamut	of	
housing-related	businesses	and	trades.	
Ultimately,	property	prices	were	being	
driven	upwards	by	available	liquidity,	
to	which	the	counterpart	was	a	huge	
expansion	in	wholesale	funding,	a	high	
proportion	of	which	was	drawn	in	from	
overseas.	The boom of the 2000-08 
period was, then, borrowed rather than 
earned, and, to this extent at least, 
largely illusory.	When	governments	
compounded	this	by	basing	their	own	
spending	on	the	assumption	that	this	
apparent	boom	would	go	on	forever,	
they	were	acting	in	a	dangerously	
delusional	way.

The	concept	of	notional	value	is	
critical	in	the	bubble	context	because	
it	was	one	of	the	two	factors	that	
undermined	the	core	logic	of	the	
sub-prime	boom.	This	core	logic	can	
be	described	as	follows.	Bankers	were	
well	aware	that	mortgages	were	
being	extended	to	borrowers	who	
might	very	well	be	unable	to	keep	
up	their	repayments,	especially	after	
early	‘teaser’	rates	expired.	But	this,	
it	was	believed,	didn’t	matter	too	
much	because,	if	the	worst	comes	to	
the	worst,	a	property	can	always	be	
sold.	In	small	numbers	of	cases,	this	
is	true,	but	it	manifestly	ceases	to	be	
the	case	beyond	an	extremely	limited	
scale.	By	2006,	the	sheer	scale	of	the	
problem	meant	that	the	property	
market	had	become	essentially	illiquid.	
When	liquidity	went,	so,	too,	did	the	
supposed	asset	backing	of	the	loans.

The	second	factor	which	fatally	
undermined	the	core	logic	of	the	
lending	boom	was	the severance of the 
link between lender and borrower.	In	
the	traditional	model	–	under	which	
the	loan	remains	with	the	initiating	
bank	–	the	lender	is	in	a	position	to	
monitor	the	circumstances	of	the	
borrower.	If	the	borrower	gets	into	
difficulties,	the	two	parties	can	often	
negotiate	an	arrangement	which	
avoids	the	hugely	expensive	‘nuclear	
option’	of	repossession.	

This	link	was	lethally	undermined	
by	the	knowledge	that	the	debt	was	
going	to	be	repackaged	and	sold	on	
anyway,	so	that	the	future	viability	of	
the	borrower	was	of	little	or	no	interest	
to	the	initiating	lender.	This	meant	that	
the	provision	of	mortgages	became	a	
pursuit	of	volume	and	margin,	with	risk	
almost	wholly	disregarded.	This	in	turn	
opened	the	floodgates	to	irresponsible	
lending.	And	the	securitisation	of	
mortgages	was	made	possible	by	
the	fact	that	mortgage	lending	and	
securities	dealing	happened	under	
the	same	roof.	

What	this	means	was	that	repeal	
of	the	Glass-Steagall	restrictions	
helped	light	the	touch-paper	for	the	
irresponsible	lending	which	was	the	
prime	cause	of	the	2008	financial	
crash.	This	is	surely	an	overwhelming	
argument	in	favour	of	reintroducing	
some	form	of	restrictions	along	
Glass-Steagall	lines.	But	this	isn’t	
about	to	happen.
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On	23rd	October	2008,	former	Fed	
chairman	Alan	Greenspan	shocked	
Congress	(and	the	wider	audience)	
by	confessing	that	he	had	“found	a	
flaw”	in	the	assumptions	that	had	
guided	his	thinking	for	more	than	forty	
years.	“I	don’t	know	how	significant	or	
permanent	it	is”,	Mr.	Greenspan	added,	
“[but]	I	have	been	very	distressed	by	
that	fact.”	

Mr.	Greenspan	was	pressed	over	this	
issue	by	Henry	Waxman,	chairman	of	
the	House	Committee	on	Oversight	
and	Government	Reform:	“In	other	
words,	you	found	that	your	view	of	
the	world,	your	ideology,	was	not	
right,	it	was	not	working?”	“Absolutely,	
precisely,”	agreed	Mr.	Greenspan.	
“You	know,	that’s	precisely	the	reason	
I	was	shocked,	because	I	have	been	
going	for	forty	years	or	more	with	
very	considerable	evidence	that	it	was	
working	exceptionally	well.”9

The	ideological	chasm	to	which	
Mr.	Greenspan	was	admitting	was	
his	long-standing	assumption	that	
companies	–	and	banks	in	particular	
–	were	the	best	guardians	of	their	
own	interests.	“Those	of	us	who	have	

looked	to	the	self-interest	of	lending	
institutions	to	protect	shareholders’	
equity	—	myself	especially	—	are	in	a	
state	of	shocked	disbelief”.10

Mr.	Greenspan’s	viewpoint	was	surely	
very	naive,	for	two	main	reasons.	First,	
it is by no means safe to assume that 
the objectives of managers and of 
shareholders are coterminous.	This	
divergence	–	known	as	‘the	divorce	
between	ownership	and	control’	–	
dates	back	to,	at	the	latest,	the	1850s,	
when	a	combination	of	complexity	
and	scale	meant	that	owner-managed	
businesses	could	no	longer	compete.11	
Second,	and	even	if	there	is	an	identity	
of	interests	between	shareholders	and	
managers,	the	latter	cannot	predict	
the	future	with	any	degree	of	certainty.	
Therefore,	assuming	that	companies	–	
and	especially	banks	–	will	at	all	times	
act	in	their	shareholders’	best	interests	
is	extremely	naive.

For	these	reasons,	any	market	
economy	needs	boundaries.	In	the	
banking	sector,	it	is	the	prerogative	
of	businesses	to	push	against	these	
boundaries	through	innovation,	
which	means	that	regulators	are	

always,	to	a	greater	or	lesser	extent,	
playing	catch-up.	One	of	the	salient	
features	of	the	2008	crisis	was	that	
regulators	had	been	left	far	behind	by	
the	alphabet	soup	of	MBSs,	CDOs,	SIVs	
and	other	new	investment	products.	In	
essence,	a	combination	of	innovation	
and	sheer	volume	overwhelmed	a	
regulatory	system	which	had	not,	in	its	
fundamentals,	kept	up.	

Believers	in	Glass-Steagall	separation	
would	further	argue	that	the	repeal	of	
the	commercial/investment	banking	
distinction	in	1999	further	weakened	
the	regulatory	structure.	This	is	part	of	
a	broader	picture	in	which	regulation	
slipped	ever	further	behind	the	curve	
of	innovation	and	volume	expansion.	
This	process	was	by	no	means	confined	
to	the	financial	sector.	The	SEC	is	
rightly	regarded	as	a	tough	regulator	of	
corporate	probity,	but	was	powerless	
to	prevent	Enron	or	WorldCom.	In	the	
financial	sector,	regulation	remains	
far	behind	the	curve.	Where	bank	
regulation	is	concerned,	it	is,	we	
suspect,	going to take another crisis 
to ram this lesson home.
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the fragility of accepted notions

9 http://www.bloomberg.com/apps/news?pid=20601087&sid=ah5qh9Up4rIg
10 In the UK, Hector Sants, chief executive of the FSA, was later to make a very similar point: “I think 

we just have to recognise that both firms and consumers don’t always make the best decisions. 
They don’t always act in their best interest or indeed in the best collective interest of society”. 

See http://news.bbc.co.uk/1/hi/business/8313853.stm
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11  Great Britain passed the first generalised limited liability law in 1855. This was quickly 

emulated by France and by most US States, and was virtually universal in Europe by 1875. 
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what is to be done?

At	this	point	it’s	worth	summing	up	
where	this	analysis	has	taken	us	thus	
far,	and	what	policy	prescriptions	
might	logically	follow	from	this.	

First,	we	have	explained	that	bubbles	
are	by	no	means	a	new	phenomenon.	
Although	we	began	our	survey	of	
major	bubbles	with	Dutch	tulip	bulbs	
(1630s),	Reinhart	and	Rogoff	have	
charted	financial	crises	(many	of	which	
involve	bubbles)	over	a	period	of	eight	
centuries12.	Second,	however,	bubbles 
seem to have become sequential 
over	the	last	decade	or	so,	whilst	the	
flexibility	of	the	global	financial	system	
–	and	the	flow	of	funds	from	east	to	
west	–	has	greatly magnified the scale 
of bubbles and the associated risk.

Whilst	the	sequential	bubbles	of	the	
last	decade	have	covered	the	gamut	
of	asset	classes,	by	far	the	most	
damaging	have	stemmed	from	real	
estate	price	inflation,	be	this	in	the	
US,	the	UK,	Spain	or	in	many	other	
countries.	Expansion	in	property	prices	
has	distorted	economic	behaviour,	

fuelling	indirect	leverage	(such	as	
consumer	credit	and	equity	release)	as	
well	as	direct	(mortgage)	leverage.	The	
securitisation	of	mortgages	has	made	
matters	much	worse,	severing	the	
link	between	borrower	and	initiating	
lender,	inducing	the	latter	to	take	a	lax	
(at	best)	stance	on	the	ability	of	the	
borrower	to	service	the	mortgage.	

For	governments,	property	price	
inflation	has	had	a	least	two	nasty	
stings	in	the	tail.	One	is	distortion	of	
the	economy,	which	has	created	illusory	
economic	booms	fuelled	by	debt-driven	
consumer	spending	and	by	temporary	
expansions	in	housing-related	business	
sectors.	The	second	is	the	process	
of	‘toxic	asset	transference’	(TAT).	
When	loans	become	unserviceable	
for	borrowers,	this	problem	gets	
transferred	to	banks	and	when,	in	
turn,	this	problem	threatens	to	engulf	
the	banking	system,	the	problem	gets	
passed	on	to	governments.	Recent	
concerns	about	excessive	sovereign	
borrowing	in	Greece	–	and	also	in	Spain,	
Ireland,	Italy,	Portugal	and	the	UK	–	are	

part	of	the	fall-out	from	the	real	estate	
boom,	and	could	yet	create	a	re-run	of	
the	2008	crash,	this	time	with	sovereign	
debt	in	the	firing	line.	In	addition,	
unsustainable	increases	in	property	
prices	can	have	adverse	social	effects,	of	
which	perhaps	the	worst	is	the	transfer	
of	wealth	from	the	young	to	the	old.

The	good	news	for	governments	–	
and	there	is	some	–	falls	into	two	
categories.	First,	fixing	the	mechanism	
that	leads	to	house	price	bubbles	
isn’t	exactly	rocket	science.	Second,	
fixing	the	domestic	mortgage	
problem	does	not	materially	affect	
competitiveness.	Tellingly,	houses	are	
known	in	many	European	countries	as	
“immobile”	assets.	Unlike,	say,	banking	
activities,	houses	cannot	decamp	to	
less	regulated	markets.	Therefore,	
governments	can	act	on	mortgage	
lending	without	needing	to	secure	
international	co-ordination.	

Whilst	it	may	not	be	possible	to	
predict	and	prevent	all	types	of	bubble,	
empirical	evidence	suggests	that	
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overheated	property	prices	comprise	
the	single	most	serious	category	
of	bubble,	so	should	be	addressed.	
One	possibility	is	to	outlaw 
the securitisation of mortgages,	
thereby	incentivising	lenders	to	
assure	themselves	of	the	viability	
of	borrowers.	Given	the	very	severe	
contagion	caused	by	US-originated	
subprime	derivatives,	this idea has 
its attractions.	

But	we	believe	that	it	would	be	more	
straightforward	to	take	action	to	
impose	limits	on	mortgage	finance.	
Specifically,	historical	evidence	
suggests	the	need	to	cap	mortgage	
lending	at	5½	times	after-tax	income13,	
with	the	proviso	that	income	must	
be	proved	(either	by	an	employer	or	
by	production	of	a	sequence	of	tax	
returns),	and	that	uncorroborated	
self-certification	should	be	outlawed.	
Secondly,	mortgages	should	be	
limited	to	perhaps	85%	of	the	value	
of	the	property,	the	value	again	to	be	
independently	established.	Though	for	
some	countries	–	such	as	the	US	and	

the	UK	–	this	would	involve	significant	
reversal	of	the	liberalisation	of	the	
last	quarter-century,	these	restrictions	
are	in	line	with	current	practice	in	
countries	such	as	Germany	and	France.	

These	measures	might	not	be	wholly	
sufficient	in	terms	of	preventing	
further	housing	bubbles,	so	a	further	
policy	strand	is	required.	Central	banks	
and	other	authorities	should	factor	
asset	(and	especially	property)	price	
inflation	into	the	overall	yardsticks	by	
which	monetary	policy	is	determined.	
Ratios	of	average	property	prices	to	
average	after-tax	earnings	should	be	
monitored	by	the	authorities.

If	governments	need	further	
persuasion	on	this	point,	they	
should	remember	that	property	
price	escalation	has	significant	social	
costs,	quite	apart	from	distorting	the	
economy	and	creating	illusory	(and	
essentially	borrowed)	booms.	Most	
obviously,	people	who	are	desperate	
to	“get	on	to	the	property	ladder”	
take	on	mortgages	that	they	cannot	

really	afford	to	service.	Those	higher	
up	the	ladder	may	take	an	alternative	
route	into	danger	by	over-extending	
themselves	on	consumer	debt	and/or	
by	using	equity	release.	

Inheritance,	often	cited	as	an	offsetting	
loop,	should	not	be	overestimated.	Life	
expectancy	typically	averages	about	
80	–	78	in	the	US,	for	example,	79	
in	Germany	and	the	UK,	81	in	Spain	
and	Australia,	and	83	in	Japan	–	so	
the	average	person	cannot	expect	to	
inherit	until	they	are	well	into	their	
fifties.	Proposals	to	reduce	tax	levied	
on	inheritance	seem	to	us	less	than	
optimal,	because	reforms	in	two	
other	areas	would	appear	to	be	far	
more	helpful	ways	of	channelling	
any	possible	taxpayer	largesse	to	the	
greatest	social	and	economic	benefit.	
One	of	these	would	be	to	help	people	
on	lower	incomes	through	an	increase	
in	tax-free	allowances,	whilst	another	
would	be	to	provide	fiscal	incentives	
for	saving,	both	directly	and	indirectly.

12 Reinhart & Rogoff, op. cit.
13  Historically, lenders typically worked to a multiple of 3½ times gross income, but we 

believe that a limit based on net income is desirable, since significant increases in the 
burden of taxation seem probable



forever blowing bubbles | can we make it different?

14 strategy insights | issue three

moral hazard

In	this	context,	our	other	strong	belief,	
of	course,	is	that	the	re-imposition	of	
banking	separation	along	modernised	
Glass-Steagall	lines	is	essential.	The	
consensus	view	at	the	moment	–	
though	this,	of	course,	may	change	
–	is	that	the	global	economy	has	‘got	
away	with	it’	so	far,	and	that	a	gradual	
economic	recovery	is	to	be	expected.	
Why,	then,	are	King	and	others	so	
concerned	about	structural	reform?	
And	are	they	right	to	be	concerned?

The	answer	to	the	latter	question	
is,	undoubtedly,	‘yes’.	First,	it	is	far	
from	clear	that	the	very	modest	
economic	recovery	experienced	so	far	is	
sustainable.	(And,	as	we	plan	to	explain	
in	a	future	issue	of	Tullett Prebon 
Strategy Insights,	we	believe	that	
measurement	of	real	economic	growth	
may	itself	be	seriously	flawed).	Second,	
outstanding	structural	problems	
remain	significant	(and	the	IMF	
estimates	that	barely	half	of	all	bank	
losses	have	thus	far	been	crystallised	in	
write-downs).	

Third	–	and	most	important	–	the 
handling of the crisis has greatly 
exacerbated ‘moral hazard’.	Prior	to	
the	autumn	of	2008,	many	major	

14 See http://www.investorsinsight.com/blogs/john_mauldins_outside_the_box/ 
archive/2009/10/26/liquor-before-beer-in-the-clear.aspx 

“Presently, Ben Bernanke and Tim Geithner have become the quintessential short-term decision makers. They explicitly “do whatever 
it takes” to “solve one problem at a time” and deal with the unintended consequences later. It is too soon for history to evaluate their 
work, because there hasn’t been time for the unintended consequences of the “do whatever it takes” decision-making to materialize.
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financial	institutions	may	have	
suspected	that	they	were	‘too	big	to	
fail’,	but	the	critical	difference	now	is	
that	they know that they are.	Banks	
are	now	free	to	take	huge	speculative	
risks	in	the	certain	knowledge	that,	
should	things	go	wrong,	governments	
will	have	no	choice	but	to	ride	to	the	
rescue.	For	as	long	as	this	temptation	
exists,	it	creates	a	virtual	certainty	that	
it	will	be	put	to	the	test.

The	logic	that	informed	the	Glass-
Steagall	Act	was	essentially	simple.	
If	a	pure	investment	institution	fails,	
this	is	bad	news	for	the	shareholders	
and	employees	of	the	company	but	
is	of	little	or	no	consequence	to	the	
broader	economy.	What	matters	
to	policymakers	should	be	the	
interface	between	the	financial	and	
the	‘main	street’	economies,	on	the	
understanding	that	the	failure	of	an	
investment	institution	only	matters	
if	it	also	has	a	direct	or	an	indirect	
interface	with	the	public.	

Unfortunately,	this	is	not	the	way	that	
policymaking	actually	works.	David	
Einhorn,	President	of	hedge	fund	
Greenlight	Capital,	has	explained	that	
politicians	fail	to	grasp	fundamental	

issues	because	of	two	shortcomings	
in	the	political	process.	First,	electoral	
pressures	force	politicians	to	“favor	
policies	with	short-term	impact	over	
those	in	our	long-term	interest”.	
Second,	government	is	at	the	mercy	
of	special	interest	lobbying	(which	
has	been	intensified	by	the	greater	
concentration	of	the	banking	industry	
in	the	aftermath	of	the	2008	rescue	
and	consolidation	process).	Mr.	Einhorn	
says	that,	in	stark	contrast	with	the	
long-term	planning	embraced	by	Paul	
Volcker	during	his	time	at	the	Fed,	
“Ben	Bernanke	and	Tim	Geithner	have	
become	the	quintessential	short-term	
decision	makers”14.

If	Mr.	Einhorn	is	right	about	the	
policymaking	process	–	and	he	surely	
is	–	then	the	implications	are	sobering.	
We	believe	that	the	future	economic	
trajectory	will	look	something	like	this:	

•	 	First,	governments	will	prefer	‘patch-
and-mend’	policies	over	structural	
reforms	of	the	type	advocated	by	
Volcker	and	King.	In	short,	we	expect	
regulatory	tinkering	rather	than	
the	rigid	enforcement	of	separation	
along	Glass-Steagall	lines.	

•	 	Second,	the tinkering approach 
won’t work,	meaning	that	the	
system	will	move	into	another	crisis.	
This	probably	means	–	as	Wolfgang	
Münchau	opined	in	the	Financial 
Times	–	that	the	“countdown	to	the	
next	crisis	[is]	already	under	way”15.

•	 	Only	after	a	renewed	crisis	
will	structural	reform	become	
unavoidable.	

If	this	interpretation	is	correct,	one	
question	should	predominate:	how 
great is the risk of a repetition of 
the events of the autumn of 2008?	
We	believe	that	risk	is	far	greater	
than	is	generally	supposed.	As	we	
explain	in	this	report,	the	economic	
system	has	become	‘bubble-prone’,	
as	is	demonstrated	by	the	successive	
crises	in	South	East	Asia,	in	dotcoms,	
in	commodities,	in	property	and	in	
derivatives.	The effectiveness of policy 
will lie in the extent to which the 
tendency towards sequential bubbles 
has been moderated.	The	test	here	will	
come	with	the	next	bursting	bubble	–	
and	that,	we	think,	might come rather 
sooner than is generally supposed.	

The second weakness in our government is “concentrated benefit versus diffuse harm” also known as the problem of special interests. Decision makers 
help small groups who care about narrow issues and whose “special interests” invest substantial resources to be better heard through lobbying, public 
relations and campaign support. The special interests benefit while the associated costs and consequences are spread broadly through the rest of the 
population. With individuals bearing a comparatively small extra burden, they are less motivated or able to fight in Washington.”

15  http://www.ft.com/cms/s/0/b82d2b96-bc02-11de-9426-00144feab49a.html
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what happens next – ducking the issue?

Although	we	believe	that	the case for 
reintroducing a modernised version of 
Glass-Steagall is a compellingly strong 
one,	there	seems	to	be	virtually	no	
likelihood	that	this	measure	will	be	
adopted	unless	(or,	rather,	until)	
the	system	sustains	a	further	
cathartic	shock.

Quite	properly,	the	principal	concern	
of	policy-makers	is	not	with	the	
banking	system	for	its	own	sake	but,	
rather,	with	the	dangers	of	systemic	
contagion	that	can	spread	to	the	‘real’	
economy	of	jobs,	goods	and	services	
when	the	financial	system	gets	into	
trouble.	Even	with	sovereign	debt	
crises	now	unfolding,	there	remains	
every	reason	to	fear	the	complacency	
that	has	crept	in	as	modest	growth	
returned,	a	complacency	undoubtedly	
compounded	by	the	fact	that,	in	the	
heat	of	the	crisis,	central	banks	acted	
effectively	by	pouring	liquidity	into	
the	system.	In	other	words,	success	
in	fixing	the	immediate	problem	may	
blind	governments	to	continuing	
structural	problems	which,	if	not	
addressed,	could	lead	to	a	repetition	of	
the	events	of	2008.

To	explain	this	view,	we	need	to	look	
at	several	issues,	but	perhaps	the	most	
important	of	these	is	the	concept	of	
‘contagion’.	Contagion	can	be	defined	

as	the	tendency,	or	otherwise,	of	
financial	market	crises	to	infect	the	
‘real’	economy	of	goods	and	services.

Contagion	can	be	both	under-	and	
over-estimated.	In	the	1930s,	the	Wall	
Street	Crash	did	undoubtedly	infect	the	
broader	economy,	unleashing	the	Great	
Depression	of	the	1930s.	The	Asian	
financial	crisis	of	the	late	1990s	was	
a	further	stark	example	of	financial	
market	problems	transiting	to	the	‘real’	
economy	via	contagion.	On	the	other	
hand,	policymakers’	responses	to	the	
1987	equity	market	slump	reflected	
an	over-assumption	of	contagion,	such	
that	cuts	in	interest	rates,	intended	to	
contain	a	contagion	that	in	the	event	
did	not	happen,	served	only	to	stoke	
up	inflation.

In	the	latest	crisis,	our	perception	is	
that	contagion	has,	so far,	been	a	lot	
less	virulent	than	might	have	been	
expected.	Whilst	the	financial	market	
crisis	of	2008	rivalled	1929	in	terms	
of	severity,	the	ensuing	recession	has	
–	thus	far	at	least	–	been	far	less	
severe	than	the	depression	which	
followed	1929.

During	the	1930s,	the	decline	in	
financial	markets	was	sequential	–	
Wall	Street	did	not	bottom	out	until	
July	1932	–	and	was	mirrored	in	a	

slump	in	GDP	which,	in	the	US,	fell	by	
30%.	Non-farm	unemployment	soared	
to	37%,	from	3%	before	the	Crash.

By	contrast,	what	has	happened	
so	far	has	been	pretty	modest.	US	
unemployment	is	now	about	10%16,	
and	the	decline	in	GDP	remains	in	
single	digits.	Though	nasty,	this	pales	
into	insignificance	in	comparison	with	
the	degree	of	real	economy	contagion	
suffered	in	the	1930s.

The	key	caveat	here,	however,	has	to	
be	‘thus	far	at	least’.	In	the	immediate	
aftermath	of	the	2008	crisis	–	which	
reached	its	nadir	with	the	collapse	of	
Lehman	Brothers	on	15th	September	
and	the	Congressional	rejection	of	the	
initial	bailout	two	weeks	later	–	some	
contagion	inevitably	occurred.	The	
seizing-up	of	credit	markets	claimed	
some	real	economy	victims,	but	these	
were	comparatively	few	in	number.	
Indeed,	it	is	arguable	that	more	
corporate	failures	might	have	been	
healthier	for	‘creative	destruction’	in	
the	longer	term.	The	financial	‘virus’	
killed	off	the	corporate	weaklings	
much	in	the	way	that	a	disease	virus	
will	kill	off	the	weakest	members	of	a	
population	group.
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After	a	grim	2008-09	winter,	markets	
staged	a	gradual	recovery,	helped	
both	by	fiscal	stimulus	and	by	the	
expectation	of	a	sustained	period	of	
low	interest	rates.	Most	of	the	world’s	
leading	economies	–	such	as	the	US,	
Germany	and	France	–	have	seen	GDP	
trends	return	to	positive	territory,	
whilst	others	(most	notably	China)	
have	remained	positive	throughout.	
Only	those	economies	which	entered	
the	crisis	in	a	structurally	weakened	
state	remained	in	statistical	recession	
after	mid-2009.	Equity	markets	have	
staged	recoveries	which,	whilst	both	
speculative	in	nature	and	overblown	
in	substance,	have	nevertheless	
contributed	to	a	psychology	of	
recovery.	Unsurprisingly	–	with	interest	
rates	ultra-low,	and	with	newly-created	
liquidity	sloshing	around	the	
system	–	banking	has	returned	to	
healthy	profitability.

In	short,	it	looks	to	many	as	though	the	
global	economy	is	now	recovering	after	
flirting	with	disaster.	This	has	made	
it	easier	for	the	US	administration	to	
regard	Mr	Volcker’s	views	as	“more	a	
provocative	idea	than	a	proposal”17.

16  Based on reported data. The underlying figure is probably 
closer to the 17% reported on the U6 definition

17 New York Times, 26th October 2009
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the one-trick pony

Essentially,	where	banking	regulation	
is	concerned,	policymakers	have	to	
choose	between	two	alternatives	–	
a	tightened	version	of	the	existing	
regulatory	system,	or	structural	
separation	along	Glass-Steagall	lines	–	
and	it	remains	probable	that	they	are	
going	to	favour	the	former.	This	means	
accepting	that	‘moral	hazard’	exists	
–	that	institutions	know	that	they	
are	‘too	big	to	fail’	–	and	toughening	
regulation	in	order	to	minimise	the	
danger	of	this	actually	happening.	
This	has	been	the	US	(and	G20)	plan,	
and	it	is	firmly	based	on	increasing	
capital	requirements.

One	obvious	problem	with	this	
approach	–	even	if	an	effective	sliding	
scale	calibrated	to	risk	is	devised	–	is	
that	one can never really know how 
much capital a bank is going to need 
until a crisis eventuates.	Past	efforts	at	
calculating	capital	requirements	have	
been	less	than	successful.	

More	broadly,	capital	ratios,	though	
essentially	a	one-trick	pony,	are	now	
being	regarded	as	a	universal	panacea.	
As	Paul	Mason	has	put	it,	“pay	big	
bonuses,	you	have	to	hold	more	
capital;	adopt	risky	strategies,	ditto;	
become	too	big,	ditto;	the	economy	
booms	and	there’s	a	bubble,	ditto,	
ditto,	ditto”18.	He	is	equally	right	to	
point	out	that	“policymakers	have	

always	tried	a	semi-market	solution	
first	and	then,	reluctantly,	gone	the	
whole	hog	for	a	state-backed	solution”.

Into	this	uncertainty	–	and	spoiling	
for	a	fight	–	has	ridden	Barack	Obama,	
who	has	proposed	two	initiatives	
which,	whatever	their	other	merits,	
cannot	be	faulted	for	lack	of	boldness.	
First,	the	president	has	proposed	
a	tax	reform	–	the	Financial	Crisis	
Responsibility	Fee	(FCRF)	–	designed	
to	recover	the	$117bn	taxpayer	cost	
of	the	TARP19	by	making	banks	pay	for	
the	implicit	‘insurance’	provided	by	
the	government.	Second,	Mr	Obama	
has	proposed	regulatory	reforms	
which	would	limit	the	overall	size	of	
banks	whilst	preventing	them	from	
using	equity	capital	in	areas	such	as	
hedge	fund	finance,	private	equity	and	
proprietary	trading.	

The	latter	measure,	in	particular,	has	
drawn	a	barrage	of	criticism	from	the	
banking	industry.	Both	the	FCRF	and	
(in	particular)	the	regulatory	proposals	
have	been	lambasted	by	critics	as	
populist	posturing.	Whilst	populism	is,	
by	definition,	what	politicians	do	in	a	
democracy,	the	charge	is	particularly	
resonant	given	the	Democrats’	recent	
shock	loss	of	the	Senate	seat	held	
by	the	late	Edward	Kennedy	since	
November	1962	(and	by	the	party	
since	1953).

‘Bashing	bankers’	is	undoubtedly	seen	
by	politicians	–	and	not	just	in	America	
–	as	a	vote-winner.	As	we	explained	
in	a	previous	report,	the	financial	
crisis	has	demonstrated,	yet	again,	
that	many	politicians	are	instinctive	
blame-shifters.20	Attempting	to	
persuade	voters	that	almost	all	
of	the	responsibility	for	the	2008	
financial	crisis	can	be	laid	at	the	door	
of	bankers	neatly side-steps the role 
played by systemic failures	–	for	which	
politicians	are	ultimately	responsible	
–	in	monetary	and	regulatory	policy.	
For	their	part,	many	bankers	have	
seemed	remarkably	insensitive	where	
public	opinion	is	concerned.	Rightly	or	
wrongly,	the	public	–	for	which	read	
‘the	electorate’	–	believe	that	bankers	
are	making	hay	from	businesses	which,	
but	for	taxpayer	hand-outs,	would	
have	gone	up	in	smoke	during	2008-
09.	If	we	are	to	assess	the	Obama	
proposals	on	their	merits	–	as	we	
surely	should	–	we	need	to	draw	back	
from	this	political	debate	whilst	never	
forgetting	that,	rational	or	not,	it	exists.

Since	the	FCRF	aims	to	recover	$117bn	
over	12	years,	the	annual	impact	
on	individual	banks	may	not	be	too	
onerous	(although	this	calculation	does	
not	apply	equally	to	all	banks).	Though	
in	this	sense	retroactive	–	because	its	
avowed	aim	is	to	recover	past	taxpayer	
outlays	–	the	proposal	does	contain	

18 http://www.bbc.co.uk/blogs/newsnight/paulmason/
19 Troubled Asset Relief Program

20 See issue two – Brave New World?
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measures	aimed	at	risk-reduction.	
First,	banks	with	consolidated	assets	
of	less	than	$50bn	are	exempt.	Second,	
both	equity	capital	and	retail	deposits	
are	deducted	in	the	calculation	of	the	
assets	to	which	the	annual	0.15%	
fee	applies21.

Essentially,	then,	the	FCRF	taxes	banks’	
exposure	to	wholesale	funding.	This	
means	that	the	deterrent	target	of	
the	tax	is	over-expansion	based	on	
wholesale	markets	which,	as	the	
events	of	2008	demonstrated,	can	
seize	up	very	rapidly	once	a	crisis	sets	
in.	In	this	report,	we	have	explained	our	
belief	that	the	central	problem	in	the	
financial	structure	is	the	way	in	which	
the	system	has	become	bubble-prone.	
Whilst	the	FCRF	is	by	no	means	an	
answer	to	this	problem,	it	is	arguably	
a	better	idea	than	a	“Tobin	tax”	on	
financial	transactions.22

Much	more	controversially,	Mr	Obama	
has	followed	his	FCRF	proposal	with	
an	initiative	designed	to	limit	banks’	
size	and	to	cramp	their	range	of	
activities.	This	proposal	seems	
certain	to	encounter	intensive	
lobbying	opposition	and	a	tough	
fight	in	Congress.

We	believe	that	there	are	two	
problems	with	the	Obama	plan.	First,	
it	attempts	to	impose	black-and-white	
rules	on	activities	which,	in	reality,	are	
composed	of	shades	of	grey.	Second,	
and	more	seriously,	the	plan	falls	
a	long	way	short	of	the	complete,	
Glass-Steagall-style	separation	that	
we	regard	both	as	essential	and,	in	
the	longer	term,	as	inevitable.	Rather	
than	artificially	limiting	the	activities	
that	investment	banks	are	permitted	
to	undertake,	our	preference	is	for	
allowing	investment	bankers	free	
rein	whilst	withdrawing	from	them	
a	taxpayer	guarantee	whose	real	
purpose	is	protection	of	the	‘utility’	
commercial	banking	system.	

From	a	free	market	perspective,	it	is	
desirable	that	investment	bankers	
should	be	free	not	only	to	speculate	
and	to	prosper,	but	also	–	if	they	get	it	
wrong	–	to	fail.	This	approach	–	which	
involves	realigning	risk	and	return	
–	seems	to	us	to	be	the only way in 
which ‘moral hazard’ can be managed	
to	the	benefit	alike	both	of	taxpayers	
and	of	capital	market	fluidity.

Unfortunately,	there	seems	at	present	
to	be	little	or	no	legislative	appetite	
for	reintroducing	a	complete	division	
between	‘utility’	and	investment	
banking.	In	part,	this	reflects	industry	
lobbying,	but	it	also	reflects	other,	
more	immediately	pressing	problems.	
To	quote	Paul	Mason	again,	“what	
you’ve	got,	basically	is	an	economy	
on	life	support:	$1.2	trillion	from	
quantitative	easing	and	about	$700bn	
of	fiscal	stimulus.	A	banking	system	
with	a	free	ride	back	to	profitability.	
And	a	stock	market	that	looks	based	on	
over-optimism”.	

In	other	words,	fixing	a	structural	
contradiction	that	Glass-Steagall	
previously	prevented	is	nowhere	near	
the	top	of	the	legislative	agenda.	
We	believe	that	a	more	formal,	less	
ad hoc	commitment	to	preventative	
separation	is	necessary.	Even	in	Europe,	
moves	to	break	up	bailed-out	banks,	
whilst	commendable,	are	driven	by	
considerations	more	of	competition	
than	of	structure.

21 See US Treasury press release, 14th January 2010
22  So called because it was first suggested in 1972 by American economist 

James Tobin (1918-2002) 
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towards the next bubble?

Since	property	prices	remain	fragile	
–	and	there	may	be	good	reasons	to	
anticipate	further	price	corrections	
–	there	is	little	evidence,	so	far,	of	
a	re-emerging	property-related	
notional	value	bubble.	But	there	is	
clear	evidence	that	a	new	bubble	is	
emerging	in	a	broad	range	of	asset	
classes,	most	notably	in	equities	
and	commodities.	

Why	is	this	happening?	Writing	
in	November	2009,	distinguished	
economist	Nouriel	Roubini	described	
this	as	“the	mother	of	all	carry	trades	
and	mother	of	all	highly	leveraged	
global	asset	bubbles”.23	Professor	
Roubini	believes	that	the	rapid	price	
escalation	in	risk	assets	cannot	wholly	
be	explained	by	an	economic	recovery	
which	is	essentially	anaemic.	Neither	
can	cheap	liquidity	–	in	the	form	both	
of	low	policy	rates	and	of	quantitative	
easing	–	offer	a	complete	explanation,	
though	it	has	certainly	been	a	major	
contributory	factor.	

Professor	Roubini	argues	that	a	key	
factor	in	play	is	the	weakness	of	the	
US	dollar.	Investors,	believing	that	the	
Fed	is	likely	to	keep	rates	at	ultra-low	
levels	for	a	long	time	to	come,	also	
think	that	the	value	of	the	dollar	is	
likely	to	remain	weak.	This	means	
that	the	cost	of	borrowing	in	dollars,	
which	is	already	very	low	because	of	
policy	rates,	could	actually	be	negative	

if	the	value	of	the	dollar	continues	to	
weaken.	We	believe	that	the	case	for	
a	weakening	dollar	makes	sense,	not	
just	because	of	quantitative	easing	but	
also	because	the	status	of	the	dollar	as	
the	global	reserve	currency	may	not	be	
tenable	in	the	longer	term.	

Until	very	recently,	of	course,	this	
has	worked	well	for	investors	–	the	
effective	cost	of	borrowing	in	dollars	
has	been	negative,	whilst	a	wide	range	
of	asset	classes	has	posted	very	big	
gains.	But	logic	dictates	that	this	kind	
of	investment	‘one-way	street’	must	
terminate	and	reverse	at	some	point,	
much	as	the	previous	yen	carry	trade	
terminated	before	it.	When	the	reversal	
occurs,	there	will	be	a	stampede	
to	close	out	positions,	leading,	as	
Professor	Roubini	convincingly	argues,	
to	“the	biggest	co-coordinated	asset	
bust	ever”.	This reversal may be  
starting now,	with	a	flight	from	
other	currencies	boosting	the	
value	of	the	dollar.

Professor	Roubini	is	by	no	means	alone	
in	his	interpretation.	Writing	in	the	
Financial Times,	Wolfgang	Münchau	
listed	“some	deep-rooted	causes	of	the	
proliferation	of	bubbles	–	among	
them	the	size	of	the	financial	
sector;	the	too-big-to-fail	problem;	
and	the	banks’	renewed	lust	for	
risk.	Governments	have	not	been	
addressing	these	causes”24.
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In	recent	weeks,	the	focus	has	
switched	decisively	to	sovereign	debt,	
most	notably	in	the	Eurozone	‘PIIGS’	
(Portugal,	Ireland,	Italy,	Greece	and	
Spain)	but	also	in	the	UK.	Longer	
term,	the	US	may	not	be	immune.	
Moreover,	market	participants	are	
looking	principally	at	recorded	national	
debt.	Governments’	real	obligations,	
however,	are	vastly	greater	than	
reported	debt.	Because these off-
balance-sheet liabilities are real and 
forward obligations, they are not 
susceptible to developed countries’ 
typical escape route, which is ‘soft 
default’ through inflation.

Whilst	much	of	the	sovereign	debt	
problem	is	a	simple	function	of	
irresponsible	public	spending	now	
exacerbated	by	fiscal	stimulus,	it	
also	results,	in	large	part,	from	the	
fall-out	from	past	bubbles	(most	
notably	in	property),	since	the	TAT	
(toxic	asset	transference)	process	has	
migrated	excessive	past	lending	from	
the	banking	sector	to	governments’	
balance	sheets.

It	is,	therefore,	imperative	that	
governments	address	the	bubble-
forming	mechanism	that	has	become	
in-built	within	the	financial	system.	
This	report	has	suggested	two	ways	
of	doing	this.	One	is	to	re-introduce	
bank	separation	along	Glass-Steagall	
lines,	creating	a	firewall	between	
private	risk	and	public	exposure.	The	
other	is	to	tackle	the	biggest	bubble-
creating	sector	–	real	estate	prices	–	by	
imposing	limits	on	mortgage	lending.	

23 Financial Times, 2nd November 2009
24 http://www.ft.com/cms/s/0/a1853610-c196-11de-b86b-00144feab49a.html
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Unless	such	action	is	taken,	we	believe	
that	the bursting of the next bubble 
is inevitable, because the essential 
bubble-building dynamic remains in 
place.	We	cannot	know	quite	how	
bad	the	next	bust	is	going	to	be	–	or	
whether	it	will	indeed	be	Professor	
Roubini’s	“biggest	co-coordinated	asset	
bust	ever”	–	but	it	should	be	borne	
in	mind	that,	when	the	next	bubble	
bursts,	it	will	impact	a	system	that	is	
already	severely	weakened	and	over-
stretched	(and	therefore	both	fragile	
and	hypersensitive)	in	the	aftermath	
of	2008.

It	is	likely	that	the	next	crisis	will	
prompt	a	wholesale	revision	of	control	
mechanisms.	This	revision	seems	
certain	to	involve	a	movement	towards	
more	proactive	regulation,	and	a	
recognition	that	capital	ratios	alone	
are	not	enough.	

To	be	effective,	regulation	will	need	to	
be	globally-based,	which	is	why	the	
shift	of	emphasis	from	the	G7	to	the	
G20	is	extremely	positive.	Over	the	
past	twenty	years,	the	G7	countries’	
share	of	the	global	economy	has	fallen	
from	58%	to	42%.	G20,	on	the	other	
hand,	accounts	for	83%	of	world	GDP.	

Even	so,	the need to find global 
agreement should not be allowed 
to paralyse activity,	not	least	
because	there	are	measures	that	
can	be	undertaken	by	individual	
administrations	such	as	the	United	
States	and	the	European	Union.	One	
obvious	such	measure	is	to	introduce	
restrictions	on	mortgage	finance,	
expressed	in	terms	both	of	income	
multiples	and	loan-to-value	(LTV)	
ratios.	Another	useful	measure	might	
be	to	outlaw	the	securitisation	of	
mortgages.	Lenders	would	be	far	
more	prudent	if	they	knew	that	the	
mortgages	that	they	issue	are	not	
going	to	be	sold	on.

But	–	like	capital	adequacy	ratios	–	
such	measures	will	not,	in	themselves,	
be	enough.	One	strand	of	thought	
is	that	the	authorities	should	act	
against	‘speculative’	capital	flows	by	
introducing	a	so-called	‘Tobin	tax’	
on	financial	transactions.	But	such	
proposals	might	be	aimed	at	the	
wrong	target.	The	aim	should	be,	not	
to	diminish	capital	flows	–	which,	
ultimately,	are	vitally	important	for	
the	efficient	allocation	of	capital	–	
but,	rather,	to build a firewall which 
ensures that the consequences of 
failed investment are borne by those 
who undertake it, and not by the 
wider economy.

An	admirable	workable	prototype	for	
such	a	prophylactic	already	exists.	Its	
authors	were	Senator	Carter	Glass	of	
Virginia	and	Congressman	Henry	B.	
Steagall	of	Alabama.	Their	approach	
was	a	vital	component	of	economic	
policy	for	more	than	60	years.	

We	need	it	back.	Without	it,	bubbles	
will	continue	to	develop	and	–	as	
the	West	Ham	song	has	it	–	to	
“fade	and	die”.	

Dr Tim Morgan
Global	Head	of	Research	
March	2010
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