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Preface

The outrage that ordinary Americans feel over the 2008 financial crisis has
not only persisted, it has intensified. Many people are angry because the
U.S. government resolved the immediate threat to the financial system by
issuing massive handouts to the very segment of the private sector that
caused it in the first place. For some both inside and outside the financial
services industry, the government should have let companies that made poor
business decisions go bankrupt. For others, the government should have
assisted individuals and companies caught up in the crisis with different
types of intervention than it did. In July 2010, Congress passed a major
piece of reform legislation attempting to make sure that such a crisis would
never happen again. Yet before the ink on the bill was even dry, some vowed
to work to repeal it. The media labels anti-bank sentiment as “populist,”
yet people’s reactions are far from irrational or exaggerated. In the wake
of the crisis, the benefits and burdens of the U.S. financial system do not
appear to be evenly spread across the American taxpayer base or across
industries. A coherent political reaction did not organize because political
parties and interest groups have not been able to channel popular sentiment
to promote reform in the same way they do in other policy issue areas.
Economic treatments of the American financial system emphasize the
role played by markets and the accumulation of leverage in contributing to
periodic crises. This book questions the role that U.S. political institutions
play in making the system prone to episodes of instability. It does not just
consider past crises, as important as they are, but the players, institutions,
and politics that will surround crises to come. While many simplistic expla-
nations for the political power of Wall Street rest with the size of corporate
contributions to politicians’ campaigns and the overall amounts paid to

X1
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lobbyists in Washington, these explanations are too easy. Many industries,
such as pharmaceuticals and oil and gas, also donate large sums and employ
high-level government relations experts in Washington.

This book takes the view that a comprehensive understanding of how
financial politics operate requires an understanding of finance and eco-
nomics combined with an understanding of the political institutions that
govern the system. American political culture has fostered an institutional
separation between the business of banking and the operations of govern-
ment throughout U.S. history; nonetheless, the work of the two are deeply
connected to each other. Only a combination of changes in the operations
of banks and securities firms, regulatory agencies of the government, and
macroeconomic policy will yield solutions to the problem of economic
governance in a capitalist, democratic environment. Therefore, this book
borrows understandings of the policy process from other issue areas, such
as health care and the environment, that have a rational component, an
organic cultural component, and a bureaucratic component. But to under-
stand the issue area of finance, the book highlights what makes money —
and the politics surrounding it — different.

In a nutshell, history shows that the evolution of institutional arrange-
ments among financial markets and the government have provided both a
source of instability and innovation as each responds to developments in
the other. Therefore, the problems in adequately regulating banking activ-
ities are not limited to the asymmetry of the financial sector relative to the
rest of the economy, or its outsize lobbying budgets and campaign con-
tributions. Political institutions and regulation channel competition in the
banking industry that, in turn, plays a significant role in the structure of
market transactions and interest groups representing market participants.
Groups then approach federal and state legislatures that write the laws
providing statutory justification for the regulation, in most cases seeking
to preserve whatever advantages they hold in the marketplace. The Federal
Reserve holds a special place among political institutions insofar as it plays
a role in management of the macroeconomy through monetary policy and
acts as a regulator. Thus, the Federal Reserve possesses its own internal
cultural and bureaucratic interests with respect to multiple mandates that
can compete with each other. When the Federal Reserve is added to the
picture of political institutions, it is apparent that the three branches of
government distribute power differently in the financial area but do not
eliminate politics from it. The policy process, and thus the rewriting of reg-
ulation, is in constant motion and subject to revision. Moreover, since the
policy process operates at both the state and national levels, opportunities
to circumvent any one obstacle abound.
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Misperceptions persist because few comprehensive studies exist. Aca-
demic departments in universities divide the topic among themselves. Eco-
nomics texts fail to explore the inner workings of the political institutions
that make it possible for markets to function. American politics texts devote
only cursory attention to economic relationships because they are not usu-
ally high on the popular agenda and require some specialized knowledge.
This book fills that gap by looking inside the Congress, presidency, Trea-
sury, and Federal Reserve to see how and by whom they are influenced.
In my view, many political disputes arise within institutions, but they also
occur among agencies concerning the distribution of jurisdiction. Therefore,
this book considers how institutions function internally, how they interact
with each other during the normal course of the business cycle, and how
they act during a crisis. Offering an accessible yet nuanced description of
financial politics in American government, it provides a framework for
understanding the distinct features of the American government’s checks
and balances as they apply to monetary, fiscal, and financial regulatory pol-
icy, as well as their connection to the banking system through the Federal
Reserve.

In outlining this framework, I begin with Graham Allison’s models of
the political process in the American state.” I have augmented Allison’s
understanding with more recent works on American political development
and bureaucratic politics to broaden its scope within the domestic financial
context.> Allison’s work is a good place to start because it is a scholarly
approach that is used widely in graduate schools of government and pub-
lic policy, business, and other professional training programs where the
objective is to prepare for practice, not theory. As with Allison’s original
work, the audience for this book comprises both students and colleagues:
colleagues who have a professional need to understand how the govern-
ment intervenes, or does not, in the financial services sector, and students
who are either political scientists seeking to deepen their knowledge of

* Graham Allison and Philip Zelikow, Essence of Decision: Explaining the Cuban Missile
Crisis, 2nd ed. (New York: Longman, 1999).

* Some major works include Stephen Skowronek, Building a New American State: The
Expansion of National Administrative Capacities 1877-1920 (New York: Cambridge
University Press, 1982); Richard Franklin Bensel, The Political Economy of American
Industrialization 1877-1900 (New York: Cambridge University Press, 2000); Susan Hoff-
man, Politics and Banking: Ideas, Public Policy, and the Creation of Financial Institutions
(Baltimore: Johns Hopkins University Press, 2001); Marc Allen Eisner, Jeffrey Worsham,
and Evan J. Ringquist, Contemporary Regulatory Policy, 2nd ed. (Boulder, CO: Lynne
Rienner, 2006); Marc Allen Eisner, Regulatory Politics in Transition (Baltimore: Johns
Hopkins University Press, 1993).
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economic policy or economics or finance majors seeking to understand the
functioning of the political structures that surround their field.3

As with Allison, the argument of this book is deliberately unfinished; it
offers an invitation for the reader to join the discussion about where the
most significant problems arise in terms of economic and governmental
policy and how they should be resolved.# Moreover, an approach that
offers different conceptual understandings of the political process allows
the reader to observe what is going on from different vantage points, each
with its own strengths and limitations.

My own interest in writing this book derives from the dual worlds of
scholarship and practice. My first academic work was in international polit-
ical economy, particularly the politics of stock markets. Hoping to broaden
my base of inquiry, yet build upon what I had already investigated, I trav-
eled to Washington, DC, as a congressional Fellow in the 11oth Congress
where I worked on the staff of the House Committee on Financial Services.
At the beginning of my assignment in January 2007, the earliest signs of the
2008 financial crisis appeared. My interest grew more pronounced the next
academic year, which I spent teaching at Case Western Reserve University
in Cleveland, Ohio. By the beginning of 2008, the Cleveland Plain Dealer
reported that nearly 24,000 people had lost their homes in Cleveland, and
nearly 10,000 of the city’s houses had been abandoned. Comparatively, in
the New Orleans suburb of St. Bernard Parish, Hurricane Katrina destroyed
about 13,700 homes and displaced 3 5,000 people. But Cleveland did not
receive disaster relief, presidential visits, or public efforts to assist those
devastated by the foreclosure storm.’

In 2008, I returned to Washington as a Fellow at the Woodrow Wil-
son International Center for Scholars. The next week, Lehman Brothers
declared bankruptcy and Congress began to debate the Emergency Eco-
nomic Stabilization Act creating the Troubled Asset Relief Program (TARP)
that provided an unprecedented amount of money to the financial system.
In November, Barack Obama was elected president and a new adminis-
tration assumed control of the apparatus of the executive branch. Early in
2010, [ was a Fulbright Visiting Chair at the Munk Centre of the Univer-
sity of Toronto. While residing in Canada, my understanding of financial
politics was placed in sharp contrast to the different industrial structure,
regulatory framework, and political culture of my host country.

3 Allison and Zelikow, Essence of Decision, xi.

4 See Graham T. Allison, Essence of Decision: Explaining the Cuban Missile Crisis (New
York: Little, Brown, 1971).

5 See John Kroll, “The Foreclosure Crisis,” Cleveland Plain Dealer, January 20, 2008, http://
blog.cleveland.com/metro/2008/o1/the_foreclosure_crisis_how_it.html (accessed April 12,
2012).
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Each of these experiences gave me a deeper understanding of financial
politics and the “inside the beltway” operations of our nation’s capital
because each provided such a different vantage point. Most Washington
“insiders” move among positions on Capitol Hill, to presidential admin-
istrations, to agencies like the Treasury and the Federal Reserve, to think
tanks, and to governmental affairs departments of banks and financial
services firms. As a researcher, I had the opportunity to interact with poli-
cymakers and academic fellows in the Washington think tank community.
This world is separate and distinct from the financial markets in New York
and housing markets in Cleveland, yet politics, financial markets, and ordi-
nary Americans are profoundly dependent on each other. The effects of
what happens in American financial markets are felt in other countries. My
goal for this book is to “connect the dots” from the local, to the national,
to the international banking system and show how the political pieces fit
together.

The first chapter introduces the study of the political process surrounding
finance at the intersection of institutions, regulations, and market innova-
tion. It also introduces the concepts that will be developed later in the
book with respect to the policy process, innovation in the financial sec-
tor, regulatory arbitrage, and the institutions of government in the United
States, relative to other capitalist, industrial democracies. The second chap-
ter presents a brief historical background to the political institutions sur-
rounding the financial system, and the third explains the evolution of the
banking industry. The fourth, fifth, and sixth chapters break down the
monetary, fiscal, and regulatory policy domains as they are situated among
the legislature, presidential administration, executive branch agencies, and
Federal Reserve System. The seventh and eighth chapters consider how
these institutions work in relation to each other, both in the normal course
of the business cycle and in the 2008 crisis. The crisis of 2008 receives
particular attention because its resolution has played a role in constructing
the arrangement of political institutions going forward. The ninth chapter
places the U.S. system into its international context. The tenth, concluding,
chapter returns to the themes of the book and lays out the policy problems
that will be confronted in coming years.

As a result of the crisis in 2008, we learned that a stable financial system
is indispensable to the broader American economy. In the current era, most
American workers’ pension and retirement plans are defined contribution —
not defined benefit — plans. The value of retirement funds is thus directly
tied to the performance of the individual investments in them. The greatest
single individual investment that most Americans will make remains their
home. The reality of these new arrangements is such that the social welfare
of ordinary American people is bound to the complexities of the governance
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of financial institutions in more significant ways than ever before. At the
same time, individuals in the financial services industry have received higher
levels of compensation partly because they have taken higher risks and
devised innovative products that have expanded credit to wider segments
of the public. Speculative activity is a necessary part of that system and also
a danger to it.

The new reality of individual connection to an interconnected financial
system operates within a long-standing political culture forged through civil
and world wars, and across more than two centuries. Hence, this book
does not provide a comprehensive understanding of the policy process that
operates in order to “fix” it. It clearly defies a quick fix. Rather, in providing
an understanding of the process, policymakers, students, and professionals
can begin to see ways that degrees of stability have been achieved among
actors over extended periods of time in American history. Only then can
readers begin to formulate their own ideas for the best mix of market and
regulatory features to come.
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