
O
n Friday, September 12, Viral V.
Acharya sat beside boxes of
belongings in his new Manhattan
apartment. The finance professor
had just moved from London to

take a position at the Leonard N. Stern School
of Business, but he couldn’t even think
about unpacking. Instead, he sat glued to
CNN and CNBC as a fast-moving global
financial emergency unfolded. At the center
was Lehman Brothers, the storied, 158-year-
old investment house, teetering on the verge
of collapse.

For two years, Acharya, a bank regulation
specialist and former academic adviser to the
Bank of England, had followed the simmering
credit crisis, created when risky mortgages,
made to borrowers with poor credit histories,
went into default, taking dozens of so-called
“subprime” lenders down with them. But this
was drama of a different order: If Lehman failed,
with nearly $650 billion in assets, it would be

the biggest bankruptcy in American history.
“I had the instinct that evening: This is really
going to be a disaster,” Acharya says. “It was
like a movie, like something you read about
in books.”

He was right. By Monday, September 15,
Lehman had not only failed but a nearly in-
solvent Merrill Lynch had
sold itself to Bank of Ameri-
ca, and the giants Morgan
Stanley and Goldman Sachs
were floundering near col-
lapse (and would soon con-
vert from high-flying
investment banks into bank
holding companies)—all be-
cause their enormous stashes
of complex, mortgage-
backed derivatives now ap-
peared to be practically
worthless. The next day, the
money-market system un-

derpinning global commerce seized up for the
same reason, and the Federal Reserve mount-
ed an emergency rescue of the world’s largest
insurance company, AIG. A few days later,
Washington Mutual was seized by the FDIC.

At Stern, the conversation in faculty meet-
ings, in the halls, and on blogs went into over-

drive. Dean Thomas F.
Cooley called for an emer-
gency brainstorming session.
The school’s Board of Over-
seers had asked him for a
response to the meltdown—
something big, in writing.
“At a moment like this, at a
business school, with the
wealth of knowledge we have
gathered, one puts it all in
perspective,” Cooley says.
The question he posed to his
faculty was simple: “What do
we really need to do?”
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RUSH TO RESPOND
WITH A PLAN—
AND WASHINGTON
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Wiley recently published their answers in
the new book Restoring Financial Stability: How
to Repair a Failed System. Edited by Acharya
and financial economics professor Matthew
Richardson, and compiling 18 white papers
authored by 33 scholars, the book describes the
growth, and implosion, not only of megabanks
but of the risky shadow banking system they
parked outside the reach of regulators. It doc-
uments how investment banks, insurers, hedge
funds, and others invested long-term, while
funding their holdings short-term—a pre-
scription for runs and instability. Ultimately,
the book lays out a new style of “systemic”
financial regulation, designed to monitor and
defuse emerging dangers in today’s rapidly
shifting, deeply interconnected global
economy.

In February, the book was in the hands of
President Obama’s economic team—Treasury
Secretary Timothy F. Geithner and Lawrence
H. Summers, who heads the White House’s

National Economic Council. Dean Cooley
notes that Stern also sent galleys to “the peo-
ple we know at the Fed,” the Bank of England,
and the most powerful policymakers on Capi-
tol Hill. The House Oversight Committee on
the bailout requested 10 copies. At press time,
when Geithner revealed new plans for the
biggest overhaul of financial regulation since
the Great Depression, the book’s recommen-
dations were much in evidence. “We have
had a role, for sure, in shaping the debate,”
Cooley says.

The book, like the crisis, was significant
for another reason: Academics, accustomed
to spending years on major projects, had to de-
liver it to the publisher in just six weeks. To
get it rolling, professor Ingo Walter, vice dean
of faculty, drew up a blueprint, created a fac-
ulty e-mail list called CrisisFac, and blasted an
announcement soliciting contributions: “This
is probably the most important event of our
lifetime.” Three dozen economists signed on

that day. Richardson, a capital markets ex-
pert who runs Stern’s Salomon Center for the
Study of Financial Institutions, managed the
process.

Contributors gravitated to areas where
they’d done research and in many cases
advised government. Some had worked on
securities and derivatives exchanges, others
with central banks and public agencies, such
as the Federal Home Loan Bank. They’d
testified before Congress on the Savings &
Loan crisis, rating agencies, and the 1999
repeal of the Glass-Steagall Act, the milestone
that tore down the wall among banks,
brokerages, and investment managers —
creating the megabank model that, the econ-
omists would write in the book, had proven
a failure.

Throughout the month that they prepared
the book, the Stern economists circulated
ideas in hundreds of e-mails. In the home
stretch period of comments and revisions,
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The new book
describes the
growth, and
implosion, not
only of megabanks
but of the risky
shadow banking
system they parked
outside the reach
of regulators.
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a single economic question posed on the list-
serv generated 60 e-mails in 45 minutes, and
these online debates, Acharya and Richardson
say, sometimes flourished at 4 AM. Just before
the deadline—while the crisis continued and
the United States doubled the funds com-
mitted to failing insurer AIG and spent $125
billion on equity stakes in major U.S.
banks—the authors presented papers at nine
back-to-back roundtables. Then Acharya
and Richardson pulled six all-nighters to fi-
nalize the manuscript.

The book’s recommendations would end
up representing a collaborative agreement,
reached through weeks of aggressive debate.
The most vociferous disagreements were
over whether bankers’ pay should be
regulated and what role monetary policy
should play during a bubble. While they dif-
fered on these points, they did agree that fi-
nancial institutions that pose systemic risk
should be forced to buy insurance against

catastrophic losses.
The book narrates the years leading up to

the financial crisis, when easy availability of
credit fueled a housing bubble and a boom in
lending during which loan standards plum-
meted. Banks packaged or “securitized” high-
risk mortgages into trillions of dollars of
exotic, little-traded instruments, which were
bought and sold in an unregulated, over-the-
counter market . Unlike with simpler deriva-
tives, such as futures and options, there was
no central clearinghouse where everyone
could see who’s trading what. Now, thanks in
part to the new book, that’s set to change.

As the underlying risky loans’ interest
rates ballooned, homeowners defaulted, and
the widely held, complex securities made from
those loans started weighing down Wall Street.
The mortgage-related derivatives, it turned
out, were now toxic and a gigantic problem
for any bank that held them. Banking and
housing’s declines left Americans feeling

poorer, so that even fewer bought homes,
which sank related industries—from home
electronics to the building trades. Stocks fol-
lowed suit, creating a dangerous recessionary
spiral. The Fed cut interest rates several times
but couldn’t rev the economy.

Part of the problem was that rather than
greasing the wheels of commerce by turning
deposits into loans, the banks had acted
like supersized, risky hedge funds. They ig-
nored their own business models, Richardson
says. They were supposed to transfer risk by
off-loading the complex mortgage securities
onto investors. Instead, the banks kept them
in-house, like time bombs ticking in the base-
ment. Regulators were too weak to stop them
and seemed unable to meet the challenge once
the crisis hit. “You got the feeling the regula-
tors didn’t have it all in control—that they were
caught without sufficient forewarning, were
maybe even in a state of panic,” Acharya says.
“Some very natural responses policymakers
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“This is
probably
the most
important
event
of our
lifetime.”
VICE DEANINGO WALTER

fo
r$

2/
sh

ar
e,

do
w

n
fro

m
$1

72
/s

ha
re

on
ly

m
on

th
s

ea
rli

er
>



NYU / SPRING 2009 / 37

09.16.08
M

ER
RI

LL
LY

N
CH

SE
LL

S
IT

SE
LF

TO
B

A
N

K
O

F
A

M
ER

IC
A

,
am

id
fe

ar
s

th
at

it’
s

in
so

lv
en

t.
Pr

ic
es

of
M

O
RG

A
N

ST
A

N
LE

Y
an

d
G

O
LD

M
A

N
SA

CH
S

st
oc

k
an

d
de

riv
at

iv
e

se
cu

rit
ie

s
re

fle
ct

be
lie

ft
he

y
ar

e

N
EA

R
FA

IL
U

RE
;

th
ei

rc
re

di
to

rs
de

m
an

d
m

or
e

co
lla

te
ra

l.

RE
SE

RV
E

PR
IM

A
RY

FU
N

D
,

O
N

E
O

F
TH

E
LA

RG
ES

T
M

O
N

EY
-M

A
RK

ET
M

U
TU

A
L

FU
N

D
S,

SE
IZ

ES
U

P
as

its
$7

85
m

ill
io

n
of

Le
hm

an
B

ro
th

er
s

sh
or

t-
te

rm
pa

pe
r

be
co

m
es

ne
ar

ly
W

O
RT

H
LE

SS
.

HERE’S A PEEK AT A FEW KEY RECOMMENDATIONS:

• Regulating individual banks is no longer
enough to ensure the safety and soundness of
today’s globally interlinked system of behe-
moth financial institutions. Authors argue that
it’s time for what they call a special, dedicated
regulator, under the auspices of the Federal
Reserve, to constantly monitor the soundness
of these behemoths. That new regulator should
be able to continually measure risk system-
wide and should not only gauge it with the sin-
gle, most commonly used ratio of capital to
risk-weighted assets, but a far more well-
rounded approach that takes into account an
institution’s loans to deposits, insured de-
posits to assets, liquid bonds to assets, etc.

• Now that U.S. taxpayers are out $7 trillion in
guarantees to financial firms, the public will
demand that banks stop rewarding irresponsi-
ble behavior and short-term thinking with
outsized salaries and bonuses. The book sug-
gests long-term compensation contracts
(rather than a salary cap, as President Obama
announced in February) and other financial
incentives to reward long-term thinking.

• About one in 10 U.S. mortgages are delin-
quent or in foreclosure. To prevent this statis-
tic from ballooning even further, the authors
call for modifying more mortgages, but in a
new and improved way—before foreclosure
and bankruptcy sets in. The snag here is that
about 80 percent of troubled home loans have
been sliced and diced thanks to securitization.
To untangle them, the laws that protect
lenders from modification must be repealed.
And lenders need better incentives to modify
loans, such as in exchange for restructuring
loan terms, they would receive a share of any
future appreciation in the property’s value.

• Another concern is the $50-trillion-plus
over-the-counter derivatives market, where no
one knows precisely what the exposure is,
where the danger is concentrated, or the
values of the contracts. For the most widely
traded derivatives, the authors advocate a
centralized clearinghouse—as there is now
for futures and options—to impose volume and
pricing transparency.

• The United States has long guaranteed, im-
plicitly, that it would rescue failing govern-
ment-sponsored enterprises, such as Fannie
Mae and Freddie Mac, as well as troubled
banks. But these guarantees actually became
part of the problem. The comfort level they
created led to a low cost of borrowing and lit-
tle “market discipline” to punish these institu-
tions when they took on increasing risk. In the
future, the authors oppose such “ill-designed
and mispriced guarantees” for both private
and quasi-public banking institutions.

For a complete list of the authors and
to read from the white papers, go to
http://whitepapers.stern.nyu.edu/home

W H I T E PA P E R B R I E F S

M
A

SS
IV

E
U

N
CE

RT
A

IN
TY

CA
U

SE
S

a
ru

n
on

th
e

m
on

ey
-m

ar
ke

ts
ys

te
m

,t
he

pr
im

ar
y

so
ur

ce
of

sh
or

t-t
er

m
fu

nd
in

g.
In

th
e

m
os

ts
er

io
us

ev
en

to
ft

he
cr

is
is

,t
he

Fe
d

st
ep

s
in

to
gu

ar
an

te
e

al
lm

on
ey

-m
ar

ke
tf

un
ds

.



TH
E

$7
00

B
IL

LI
O

N
Tr

ou
bl

ed
A

ss
et

Re
lie

fP
ro

gr
am

(T
A

RP
)

is
un

ve
ile

d.

G
O

LD
M

A
N

SA
CH

S
an

d
M

O
RG

A
N

ST
A

N
LE

Y
co

nv
er

tt
o

ba
nk

ho
ld

in
g

co
m

pa
ni

es
,

EN
D

IN
G

TH
E

ER
A

O
F

TH
E

IN
VE

ST
M

EN
T

B
A

N
K.

W
A

SH
IN

G
TO

N
M

U
TU

A
L

is
se

ize
d

by
FD

IC
,t

he
n

SO
LD

TO
JP

M
O

RG
A

N
CH

A
SE

.

Si
m

ila
rc

ol
la

te
ra

lc
al

ls
on

A
IG

pr
om

pt
th

e
Fe

d
to

in
je

ct
$8

5
bi

lli
on

in
to

th
e

gi
an

ti
ns

ur
er

,
fe

ar
in

g
fa

ilu
re

w
ou

ld
be

ca
ta

st
ro

ph
ic

.
Fe

de
ra

lR
es

er
ve

Ch
ai

rm
an

B
EN

B
ER

N
A

N
KE

an
d

Tr
ea

su
ry

Se
cr

et
ar

y
H

EN
RY

PA
U

LS
O

N
ca

ll
fo

ra

M
A

SS
IV

E
B

A
N

K
B

A
IL

O
U

T.

Rather than
greasing the
wheels of
commerce by
turning deposits
into loans, the
banks acted
like supersized,
risky hedge
funds. They
ignored their
own business
models.
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would have considered, if they’d been
researching these issues for a long time,
weren’t being considered. That lack of pre-
paredness surprised me.”

By contrast, the Stern economists had
spent their careers studying these very mat-
ters. The book’s prescriptions for remedying
the catastrophe share an approach the editors
call “regulation light”— using incentives,
such as taxes and fees, yet relying finally on
the power of markets (see a roundup of rec-
ommendations on page 37). The fixes also
proceed from the recognition that “free mar-
kets” aren’t actually free: Government guar-
antees and subsidies, as the ongoing bailout
makes clear, are inevitable features of mod-
ern finance. “Once you accept that,” Acharya
says, “you can focus on getting the incentives
right.” One key challenge is solving the prob-
lem of “moral hazard,” the danger that a safe-
ty net becomes an invitation to misbehave,
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Brightly colored blobs of swishing, glowing
matter: This is your brain on economics.

Or, more accurately, this is the view of
your brain that interests researchers in the
controversial, infant science of neuroeconom-
ics. It is a field evolving at the intersection of
psychology, neuroscience, biology and econom-
ics— a melding that was little imagined even
five years ago, before the advent of sophisticat-
ed brain-scanning technology. And, along with
behavioral economics, which considers
irrational behaviors that classical economic
theory can’t explain, its practitioners are pursu-
ing novel lines of research that might one day
unravel the decision-making that informs in-
vesting, saving, insuring, and the way govern-
ment regulation works.

MAPPING OUR FINANCIAL DECISIONS

Neuroeconomics, in a nutshell, is the study of
different brain regions that kick into gear when
people make economic decisions, which are
now observable with functional magnetic reso-
nance imaging (fMRI). Blood flow is visibly
greater in one area when we learn under
stress, for example, and in another when we
weigh risk, and in yet another when we assign
value to something. Along with the California
Institute of Technology, NYU is the global cen-
ter of this research, and recent studies here
have found differences in brain response
when a decision involved novelty, ambiguity,
or deep emotion.

Neuroeconomics, of course, has its detrac-
tors. At conferences and in scholarly journals
and books, critics have questioned—some-
times heatedly—the compatibility of the disci-
plines, holding that neural science and
economics have different goals, ask unrelated
questions, and explore different types of evi-
dence. In fairness, it’s still not clear exactly how
much we can extrapolate from images of blood
flow. But while economics departments are yet
to grant degrees in the field, a leader in the dis-
cipline, Paul W. Glimcher, principle investigator
at the Center for Neural Science at NYU (whose
2008 book, Neuroeconomics: Decision Making
and the Brain, was the field’s first), suggests
that this research will one day be as useful to

economists as biologists now find chemistry
and physics.

A step in this process is to understand the
role of emotions in decision-making. Elizabeth
A. Phelps, a professor at the Center for Neuroe-
conomics at NYU, is currently investigating the
relationship among arousal, fear, and economic
choices. Phelps won’t generalize about how
her lab’s findings speak to the current crisis —
“We aren’t even close to mirroring the situation
in the markets,” she cautions— but it seems
neuroeconomics may one day help explain the
underlying emotions that recently drove euphor-
ic speculators, risky borrowers, aggressive
lenders, or timid regulators. The economy’s
implosion has already sparked fresh interest
from academics in joining the center’s cross-
disciplinary collaboration, Phelps notes. People
realize that they need to understand bubbles,
she says, and to learn how policymakers’
emotions “might mediate changes in decision-
making that we see in crisis times.”

These heated emotions are also the issue of
the moment for another NYU neuroeconomist,
Andrew Caplin, an economics professor in the
Faculty of Arts and Science and co-director of
the Center for Experimental Social Science.
Bridging traditional and experimental econom-
ics, he co-authored a chapter on mortgages in
the Stern School’s book and, on the neuroecon
front, he’s working on improving the new disci-
pline’s methods.

Caplin believes getting to the bottom of the
neurological basis of economic decision-mak-
ing matters because, just to cite one applica-
tion, currently much of America’s rapidly aging
population isn’t taking the necessary financial
planning steps to ensure their security in old
age. He also says that there are ways the sci-
ence could be useful to policymakers in Wash-
ington, to help them better understand the
biological roots and impact of stress: “We need
nonemotional analytic clarity to prevent anoth-
er [crisis] event. Policymakers, as human be-
ings, undergo naturally dangerous responses to
stress. Right now they are overwhelmed and
their decision-making facilities are extremely
impaired.”

WHAT WERE THEY THINKING?

(CONTINUED ON PAGE 40)

Two scientific subdisciplines may offer future clues to
the financial collapse
by Jill Hamburg Coplan
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Brightly colored blobs of swishing, glowing
matter: This is your brain on economics.

Or, more accurately, this is the view of
your brain that interests researchers in the
controversial, infant science of neuroeconomics. It
is a field evolving at the intersection of
psychology, neuroscience, biology and econom-
ics— a melding that was little imagined even five
years ago, before the advent of sophisticated
brain-scanning technology. And, along with behav-
ioral economics, which considers
irrational behaviors that classical economic
theory can’t explain, its practitioners are pursuing
novel lines of research that might one day unravel
the decision-making that informs investing, sav-
ing, insuring, and the way government regulation
works.

MAPPING OUR FINANCIAL DECISIONS
Neuroeconomics, in a nutshell, is the study of dif-
ferent brain regions that kick into gear when peo-
ple make economic decisions, which are now

observable with functional magnetic resonance
imaging (fMRI). Blood flow is visibly greater in one
area when we learn under
stress, for example, and in another when we
weigh risk, and in yet another when we assign val-
ue to something. Along with the California Insti-
tute of Technology, NYU is the global center of
this research, and recent studies here have found
differences in brain response
when a decision involved novelty, ambiguity,
or deep emotion.

Neuroeconomics, of course, has its detractors.
At conferences and in scholarly journals and
books, critics have questioned—sometimes heat-
edly—the compatibility of the disciplines, holding
that neural science and economics have different
goals, ask unrelated questions, and explore differ-
ent types of evidence. In fairness, it’s still not
clear exactly how much we can extrapolate from
images of blood flow. But while economics depart-
ments are yet to grant degrees in the field, a
leader in the discipline, Paul W. Glimcher, princi-

(CONTINUED FROM PAGE 39)
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because you know you’ll be rescued. To meet
that, the economists say, the Fed’s lender-of-
last-resort role must stop being ad hoc and un-
conditional. Instead, emergency help should
come with conditions: Banks must hew to
limits on leverage and stiffer capital require-
ments. They should also pay a tax into a guar-
antee fund, commensurate with the risk
they’re adding to the system.

Back at the business school last winter,
while students rushed around the elevator
banks, Cooley headed to lunch with former
Fed Chairman Paul Volcker, now running
Obama’s Economic Recovery Advisory
Board, to discuss the book. The volume and
its authors, Cooley says, “changed the focus
from the present to talking about the way
the world should be. It was the ultimate teach-
able moment for a business school.”
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