Referee report on MS 394

The Crisis and Beyond: Thinking Outside the Box
By Claude Hillinger

I recommend that Claude Hillinger’s paper “Thinking outside the box™ be published. It is an
interesting paper full of ideas and suggestions how to reform financial markets. To a subset of his
suggestions and reforms I agree, and would therefore like to see them published. To another
subset of his theses I definitely disagree. Once published, the scientific community, including
myself, would be free to comment and object them.

In the following, I first want to give a fundamental comment and a comment on a structural
aspect of the paper. Subsequently, I will comment the text on a more detailed level.

The fundamental comment is that Claude joins the crowd of scholars who know quite a lot of
financial markets and the reasons of the current financial crisis. Far from being agnostic, I am
skeptical about our state of comprehension. I tend to agree with Dani Rodrik who points out that
it is not so clear “Who murdered Wall Street” (Rodrik 2008). So, at one hand, I find Claude’s
paper too confident regarding our comprehension of financial markets; on the other hand, it is a
piece of work that could help inspire some detective work.

The structural comment is that the paper, which comprises 34 pages of text, devotes the 13 pages
of chapter 5 to “Fundamental reforms”, and the 11 pages of chapter 2 to “Why there will be no
fundamental structural reforms”. Given the records of fundamental reform of financial markets, it
is understandable when Claude states, ...that the chances of adoption for these proposals are
quite remote”. Nevertheless, I think that most readers would prefer to first read his proposals, and
then listen to his discussion of what hindrances and obstacles these proposals may meet. At least,
I would. However, there is an alternative to restructuring the paper: Chapter 2 could rather easily
be rescheduled to setting the scene and giving the wider picture (in terms of time and scope).
Most of its content would not be touched by this operation.

Now to the more detailed comments. I give them to rationalize my general conclusion as given
above. Moreover, Claude may find some of them useful when going through his manuscript.

Chapter 2.1:

* My understanding of the theoretical underpinnings of the Anglo-Saxon variety of
democracy is the idea that in parliament, human beings push for the interests of their
constituencies. This is in stark contrast to the French concept of a parliament as a place
where the volonté général is somehow found (“deducted” when Cartesians do it). The
Anglo-Saxon rational for this concept is that its empirical record is satisfycing. No one is
forced to buy into this concept. I myself tend to prefer it as it is at least openly stated and
pragmatic. If you prefer otherwise, feel free to suggest democratic alternatives.
Democratic, however, they should be in a non-cynic sense.

*  When citing Griinewald: “Values are taken to be relative, so often is truth”. I am curious
about the alternative. Provided there are absolute truths, I would be interested in the



means to determine them democratically — or scientifically.

I would also be curious about the yardstick when it comes to measure the “social and
cultural decline”.

“The interests of a society” is an alarming concept to me — in Kantian terms, I would
denounce it as real-hypostasis, i.e. stating a non-existing existence. Quite in line with the
Anglo-Saxon democratic theory, for me societies do not have interests. In contrast,
humans and groups of humans do. You may guess: I am neither French nor an admirer of
Rousseau.

Chapter 2.2:

“Devising incentives which will lead to better social outcomes requires the analysis of
rational, not of irrational behavior.” This statement is a prefect example for why this
paper should be published. I do not yet want to deliver an essay on why I basically agree
with Claude on this subject, but have a long list of qualifications...

Chapter 2.3:

* ,The laws and regulations at issue were formulated by people who were thinking in a

common sense manner about what it takes for institutions to function as intended. It does
not require a genius to understand that allowing banks to speculate with their depositor’s
money is not a contribution to the stability of the banking system. In current debates and
in government actions to deal with the crisis this common sense understanding of how
institutions function is either lacking, or being deliberately ignored.*

Very strong statement. Entails sufficient substance to inspire a scientific debate.

Chapter 2.4:

A good example for inspiring material and theses. Sometimes, it is the figures, as in the
campaign tables of 2.4.1. Sometimes it is these little pieces of information that are so
easily missed in academia. I, at least, was not aware of the fact that Lloyd Blankfein was
in the room when the decisions whether to bail out Lehman Brothers and AIG were made.
And this is a very important information for a social scientist.

Chapter 3:

Chapter 3 is short and crisp, which is good.

Chapter 3.3., however, is a bit too short and not really crisp. What is the ideal from
Claude’s perspective? Who or what is to be empowered? Is it individuals? What would
this mean? Is it groups of individuals? What would be second best when the ideal can’t be
met? Creating new institutions? Reforming existing ones?

Chapter 4:

* “I would have gone one step further: Ideally the principal international monetary authorities



should simply have declared all naked CDSs to be void. At one stroke, and at no cost to
taxpayers, this would have eliminated the largest chunk of toxic assets in the financial
system. The balance sheets of financial institutions would immediately have been greatly
improved, since the CDSs had been marked down as assets on the balance sheets of
buyers, not as liabilities on the balance sheets of sellers.”

Here I have three comments:

1) Would declaring naked CDSs to be void be legally possible? I am not an expert in
Anglo-Saxon law, but there should be something similar to the European continental
principle that contracts are void provided they are against public policy — when the
contract was concluded. As CDSs were not supposed to be against public policy when
they were issued, declaring them void would imply interfering with written contracts,
which would violate basic legal principles. Even if it would be legal by special rules, it
may not be a perfect measure to restore trust in the business world.

i1) It needs quite some exegetic exercise to construct a line of argument why declaring
CDSs to be void would greatly improve the balance sheets of financial institutions. In
which scenario would that hold? At the onset of the financial crisis? Before AIG’s
situation became apparent to the markets? When it had become apparent? The conclusion
is very sensitive to the assumed scenario, I presume.

ii1) My understanding so far has been that one of the main problems of this financial crisis
was that no one was able to quantify the net positions of the companies, due to the
complex network of contracts. Given this understanding, no one could have told how
specific companies would have been affected by declaring CDSs to be void.

* “T had proposed that the values of subprime mortgages as well as the payments on them
should be drastically cut, for example by 40 or 50 percent. This would have greatly
reduced the burden on the affected home owners and the loss to the issuers would be
moderate, since they would still receive half or more of the payments on mortgages that
would otherwise default completely.”

I am curious about the actual figures. Assuming that I am the CFO of a firm holding
subprime mortgages or CDOs, I would maybe not agree that halving their values is a
moderate measure. It may be better than total loss, but kill me anyway.

Chapter 4.3.1:

* “A special program initiated specifically to deal with the current crisis provides financial
incentives to firms that keep employees on a part time basis rather than laying them off.”

Yes and no. Basically, it is not a special program initiated specifically to deal with the
current crisis. “Kurzarbeit”, i.e. publicly paying for keeping employees on a part time
basis is a traditional measure in Germany. Only prolonging the duration an individual is
allowed to receive this payment is a specific reaction to the current crisis.



Chapter 4.4. Financing Deficits
* [ would love to see this published — very inspiring, much to disagree...

Chapter 5.1:

* The financial markets’ “primary function is to channel savings to investments. This
function is served when firms issue new equity or debt obligations or when consumers
borrow.*

This is the Anglo-Saxon perspective. In continental Europe, financial markets give loans
to firms. This is in the midst of the current crisis in continental Europe. And even in the
US, local banks give loans to SMEs.

* On page 23, Claude asks what the social benefit of running huge trading computers is. The
mainstream answer would be: Accomplishing the arbitrage business. I find it useful to ask
for the reasonable scale and scope, and for the possible limits of arbitrage. But Claude
denies any benefit of running these computers. Taking this radical position is a possibility.
I would, nevertheless, like to learn more on why Claude takes this position.

* “I suggest that the deepest level cause of this dysfunction is the separation of ownership
from management. The shareholder owners no longer decide on hiring, firing and
remuneration of ‘their’ managers and they have only a partial control over the allocation
of their capital among alternative investment opportunities. The most fundamental reform
would therefore be to restore owner control of corporations.”

Fundamental, indeed, it would be — but also beneficial? As far as I understand, it was their
owners who managed Sal. Oppenheim. Is this an exception from Claude’s rule? If so,
why?

Chapter 5.2:

* “Regulation of the real economy has much to do with genuine science. For example, the
approval of drugs is essentially a question of pharmacology.”

The approval of drugs may not be the best subject for exemplifying the regulation thesis. I
am aware that this is a controversial issue, but I am member of the crowd that claims that
the way western societies deal with drugs is a perfect example of the construction of
reality by social interactions. My understanding is that there is convincing scientific
evidence that alcohol is a much more dangerous drug than most of the prohibited ones —
and it is legal in the west.

Chapter 5.3 Are there simple solutions?

* After heaving read this chapter, I still do not know the author’s answer. But I am curious
about his conclusions.



Chapter 5.5

In a first draft of this chapter, Claude wrote about the banking sector. He rewrote the
chapter, now using the term payments sector. However, I read parts of the chapter as if the
headline would not have been changed, i.e., they lucidly refer to banks, but not to
payment systems.

Chapter 5.5.2 Full reserve banking

The text passage on how fractional banking evolved should be reconsidered. It perfectly
resonates with the myths of Anglo-Saxon mainstream monetary theory. Unfortunately, it
is not in line with mainstream textbooks of economic history. Cipolla condensed in his
textbooks written in the 70ies the state of research of the 60ies, including the pioneering
work of de Roover on banking in medieval and renaissance Italy. This is still telling and,
to my understanding, not challenged by more recent research. It was all there: Credit,
paper money, fractional banking — all the financial goodies of our days. This is not to
blame Claude. It is telling about our state of economics.

Full reserve banking is my favourite issue in this paper — I totally disagree with the
conclusions. But this is not crucial. I am, however, puzzled when Claude states that he
would not know of any arguments in favour of fractional banking. What about the money
multiplier? The ability of banks to expand business and finance commercial operations of
the real economy that otherwise would not take place? The leverage central banks have by
using fractional banking? It is fair to challenge these arguments — but denying their
existence? I think that this kind of arguments were the rational why our ancestors
invented fractional banking.

“Suppose that industry and technology are pretty much as today, but that deposit banking
as well as central banking had not been invented, payments being effected by means of
paper money or coins.”

Here I disagree about the presumption. To folks like me, this is a contradictio in adjecto.
If central banking had not been invented, we would not have industry and technology
pretty much as today. Once again: I want to see this published so that I can object!

Claude should nail down what he touches in footnote 2, page 31: The problem is that the
reserve obligations had been watered down.

Chapter 5.5.3

I would love to see how banks could make a business case with FRB. Maybe, it is just a
lack of imagination that plagues me, but I can’t help it: I do not see possible business
cases.

Chapter 5.6.1

* “It is by now common place that the financial crisis was to a large extent caused by the

proliferation of complex financial derivatives that were understood by no one.”



This is an example for my general remark regarding the overconfidence of analyst when it
comes to explaining the crisis. It may be commonplace, but is it also true? It was
commonplace in the early 30ies that cutting wages and prices would be necessary to
restore economic prosperity.

Chapter 5.6.4
* [ really like the idea of investment cooperatives. I have my doubts that they would

flourish. But I would join forces with the author to experiment with them. Who knows?
Maybe, they would be one remedy.

Trivia: Complete references will help enjoy the reading.
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