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Paul Volcker: Think More Boldly
The former Fed chairman says the conference proposals don't go nearly far enough to accomplish
what needs to be accomplished

Does financial innovation contribute to economic growth?

That became a hot debate at the Future of Finance Initiative after former Federal Reserve Board
Chairman Paul Volcker chastised the largely private-sector group for the timidity of its proposals,
and said the ATM was the only financial innovation he can think of that has improved society.

What follows are edited excerpts of Mr. Volcker's discussion with The Wall Street Journal's Alan
Murray.

ALAN MURRAY: Mr. Volcker, you have heard the reports from all four of these groups and you
have heard the priorities that they have agreed on. We would love to hear your responses.

PAUL VOLCKER: Well, you are not going to be very happy with my response. I heard an awful lot
of particulars here that I agree with to some degree, but my overall impression is that you have not
come anywhere near close enough to responding with necessary vigor or structural changes to the
crisis that we have had.

If it is really true that financial weaknesses brought us to the brink of a great depression that would
have ended your livelihood and destroyed a lot of the global economy, then let me explain.

You concluded with financial-services executives showing cultural sensitivity and responsible
leadership. Well, I have been around the financial markets for 60 years, and how many responsible
financial leaders have we heard speaking against the huge compensation practices?

Every day I hear financial leaders saying that they are necessary and desirable, they are wonderful
and they are God's work. Has there been one financial leader to stand out and say that maybe this is
excessive and that maybe we should get together privately to think about some restraint?

I hear about these wonderful innovations in the financial markets, and they sure as hell need a lot of
innovation. I can tell you of two—credit-default swaps and collateralized debt obligations—which
took us right to the brink of disaster. Were they wonderful innovations that we want to create more
of?

You want boards of directors to be informed about all of these innovative new products and to
understand them, but I do not know what boards of directors you are talking about. I have been on
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understand them, but I do not know what boards of directors you are talking about. I have been on
boards of directors, and the chance that they are going to understand these products that you are
dishing out, or that you are going to want to explain it to them, quite frankly, is nil.

I mean: Wake up, gentlemen. I can only say that your response is inadequate. I wish that somebody
would give me some shred of neutral evidence about the relationship between financial innovation
recently and the growth of the economy, just one shred of information. I am getting a bit wound up
here.

MR. MURRAY: We are happy to have you. You are here to be wound up.

Do Innovations Do Much Good?
MR. VOLCKER: A few years ago I happened to be at a conference of business people, not financial
people, and I was making a presentation. The conference was being addressed by a very vigorous
young investment banker from London who was explaining to all these older executives how their
companies would be dust if they did not realize the joys of financial innovation and financial
engineering, and that they had better get with it.

I was listening to this, and I found myself sitting next to one of the inventors of financial engineering.
I didn't know him, but I knew who he was and that he had won a Nobel Prize, and I nudged him and
asked what all the financial engineering does for the economy and what it does for productivity.

Much to my surprise, he leaned over and whispered in my ear that it does nothing—and this was
from a leader in the world of financial engineering. I asked him what it did do, and he said that it
moves around the rents in the financial system—and besides, it's a lot of intellectual fun.

Now, I have no doubts that it moves around the rents in the financial system, but not only this, as it
seems to have vastly increased them.

How do I respond to a congressman who asks if the financial sector in the United States is so
important that it generates 40% of all the profits in the country, 40%, after all of the bonuses and
pay? Is it really a true reflection of the financial sector that it rose from 2½% of value added
according to GNP numbers to 6½% in the last decade all of a sudden? Is that a reflection of all your
financial innovation, or is it just a reflection of how much you pay? What about the effect of
incentives on all our best young talent, particularly of a numerical kind, in the United States?

In Britain, I was just talking to a high-tech company about the immense attraction to go into finance
when both Britain and the United States are suffering from a basic inability to produce things
competitively, to keep up with the new economy. Is this a result of financial innovation that we
should be really worried about?

Let us think about what structural changes are necessary to produce what is the heart of the problem,
about too big to fail, moral hazard and the rest. As I say, I agree with many of your individual
suggestions, but there were no suggestions in the area of moral hazard. It was suggested to improve
regulation, and that may help, but having gone that far, it is better that you talk about some more
serious structural changes.

I made a wiseacre remark that the most important financial innovation that I have seen the past 20
years is the automatic teller machine. That really helps people and prevents visits to the bank and is
a real convenience.
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How many other innovations can you tell me that have been as important to the individual as the
automatic teller machine, which is in fact more of a mechanical innovation than a financial one?

A Banker Responds
MR. MURRAY: The financial-innovation point is the one that you are making most strongly, and
there was a statement that financial innovation is tied to economic growth, which Mr. Volcker is
disputing. Eraj Shirvani [who is managing director of Credit Suisse in the investment-banking
division], do you want to take that on?

ERAJ SHIRVANI: It is never fun to take on Paul Volcker, but maybe I can ask a question for
clarification.

So, is your hypothesis that corporate bonds, the securitization market—none of these financial
innovations have done anything to help the economy? What shocks me about today is the number of
people in this room who have all been architects of the economy as we have it today who have now
decided that all of a sudden everything they have worked on over the past 30 years is all bad and the
pendulum has swung too far.

I worry when we say that nothing good can come from innovation. Have there been excesses?
Absolutely. Have there been inappropriate products? Absolutely. Are there investors who should be
held accountable for buying things they didn't understand? Absolutely. However, that does not make
it right to say that innovation in itself is a bad thing.

Innovate, but...
MR. VOLCKER: I am not sure that I said innovation in itself is a bad thing. I said that I have found
very little evidence that vast amounts of innovation in financial markets in recent years have had a
visible effect on the productivity of the economy. Maybe you can show me that I am wrong. All I
know is that the economy was rising very nicely in the 1950s and 1960s without all of these
innovations. Indeed, it was quite good in the 1980s without credit-default swaps and without
securitization and without CDOs.

I do not know if something happened that suddenly made these innovations essential for growth. In
fact, we had greater speed of growth and particularly did not put the whole economy at risk of
collapse. That is the main concern that I think we all need to have.

If it is really true that the world economy was on the brink of a great depression that was greatly
complicated by financial problems, then we have a rather basic problem that calls for our best
thinking, and structural innovation if necessary. I do not want to stop you all from innovating, but do
it within a structure that will not put the entire world economy at risk.

MR. SHIRVANI: I would suggest that some of the things that led to where we are today were not
innovative products at all. It was funding long-term illiquid assets in short-term repo markets, which
is very boring and old. It was the securitizations of mortgages and things that I think you would
support, so I am not sure that innovations were at the center of what occurred. But did they
potentially hurt it a bit? In some cases, yes. I think we have to be very careful to make sure that we
protect some of the bits that are good, and that in this process where we are trying to cleanse
ourselves that we do not throw out the baby with the bath water.

Framework for the Future
MR. VOLCKER: Let me just suggest, if I may, the way that I would go about this. I am not alone in
this, and in fact I think that I am probably going to win in the end.
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this, and in fact I think that I am probably going to win in the end.

First, let us agree that we have a problem with moral hazard. I do not think that there is any perfect
answer in dealing with it, but I would suggest that we can approach an answer by recognizing that
elements of finance have always been risky and that's certainly true of the commercial-banking
system.

I think we need the commercial banking system for more than automatic teller machines.
Commercial banks are still at the heart of the system.

In a crisis, everybody runs back to the commercial banks. They, after all, run the payment system.
We cannot have this global economy without commercial banks operating an efficient payment
system globally as well as nationally. They provide a depository outlet for individuals and businesses,
and they are still big credit providers for small and medium-size businesses, but they backstop most
of the big borrowers as well. The commercial-paper market is totally dependent on the commercial
banking market. They are an essential financial institution that has historically been protected. It has
been protected on one side and regulated on the other side.

I think that fundamental is going to remain. People are going to think it is important, it is important,
it needs regulation and in extremis it needs protection—deposit insurance, lender of last resort and so
forth.

I think that it is extraneous to that function that they do hedge funds, equity funds and that they trade
in commodities and securities, and a lot of other stuff, which is secondary in terms of direct
responsibilities for lenders, borrowers, depositors and all the rest.

There is nothing wrong with any of those activities, but let you nonbank people do it and you can
provide fluidity in markets and flexibility. If you fail, you're going to fail, and I am not going to help
you, and your stockholders are going to be gone, and your creditors will be at risk, and that is the
way that it should be.

How can I be so blithe about making that statement? We need a new institutional arrangement
which I believe has a lot of support. We need a resolution facility. What can that resolution facility
do? If one of you fails and has systemic risk, then it steps in, takes you over and either liquidates or
merges you, but it does not save you. That ought to be a kind of iron cross.

http://online.wsj.com/public/page/subscriber_agreement.html
http://www.djreprints.com/

