Chapter 17: A Blueprint For Reform
The restoration of a rational and stable financial system inevitably requires major reform on a
number of fronts. History gives much guidance here and also a role model: the period we should
seek to emulate is the nineteenth century. Then money was sound, the dominant currency of the
time, the pound, was literally as good as gold, while financial institutions were conservative and
generally stable, and an altogether healthier financial ethos reigned.
It is very common these days to sneer at the gold standard: after all, it was Keynes who once
dismissed it as “a relic from a barbarous age”.1 We would suggest, on the contrary, that a gold
standard or some suitably 21st Century commodity equivalent2 would be highly desirable, and put
an end to the disastrous century-long experiment with fiat money and its attendant miseries of
inflation and monetary instability. The fact that Keynes opposed the gold standard is a further
reason to support it.
The nineteenth century model would also entail major reforms to financial institutions and the
regulatory system: greater liability and greater responsibility, the repeal of deposit insurance and
investor protection legislation and the abolition of the big financial regulatory bodies such as the
SEC and FSA. And by nineteenth century standards, we really mean early nineteenth century
standards, those that pertained to the period before the Bank Charter Act of 1844 and the
Companies Act of 1862, when liability was very real.
As for the banking system, we would suggest that the role model is Scotland pre-1845, when the
Scottish banking system was virtually free of state control, unhindered by a central bank, and
equally admired and envied across the world - and copied by countries such as Canada and
Australia. In all three countries, free banking systems operated highly successful for very long
periods of time. Indeed, the Canadian system was widely admired in the United States – and many
US reformers in the late nineteenth century saw it as their ideal. The Canadian system was highly
stable – apart from the failures of two small Alberta banks in 1985,3 its last notable bank failure was
that of the Home Bank of Canada back in 1923. There were no Canadian bank failures in the 1930s
and, even after the establishment of the Bank of Canada in 1934, many still regard the Canadian
banking system as the best in the world.
Our first choice environment would be one with a commodity standard, free banking (no central
bank) and financial laissez-faire, restrictions on the use of the “limited liability” corporate form4
and the most limited government. Even if we don’t return all the way to these early nineteenth
century standards (and we can imagine the opposition!) ,we should still move as much as possible
in that direction, though we would not advocate the reintroduction of the notorious debtors’ prisons
immortalized in the fiction of Charles Dickens! However, our proposed reforms herein are adapted
to the “second best world” (if it’s actually that; it may be about thousandth best of all the ‘parallel
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universe’ possibilities) in which we live, with relatively large government, a fiat currency and a
central bank.
The most important institutional policy that must be solved is that of an excessively expansionary
monetary policy. Simply making the monetary authority “independent” does not achieve this if the
monetary authority retains its interactions with politicians and the financial community, both of
which want loose money. The ideal to aim at is a hard money Fed, a Paul Volcker Fed.
Since we cannot expect a new Volcker to arise any time he is needed, and since politicians could
not be trusted to appoint him if he appeared, we must “Volckerize” the Fed by statutory means.
Legislation should change the Fed’s legal structure and mandate so that even without a Volcker
price level stability is maintained, even with the feeblest political appointee at its head. The West
German Bundesbank Act of 1958, pushed through by the disciplinarian Konrad Adenauer in a
country with vivid memories of Germany’s 1923 hyperinflation, provides a good model. The
Bundesbank and the best-designed modern central banks have had a single over-riding objective:
the formulation of monetary policy to achieve and maintain stability in the general price level.
By comparison, the 1913 Federal Reserve Act gave the Fed unitary political control but a structure
including twelve regional banks. It was thus hard to take decisions but easy for politicians to
influence monetary policy. The Bundesbank Act did the opposite; the Bundesbank was nominally
controlled by the German Länder collectively, so political meddling was almost impossible, while
internally it was a single entity, providing for tight management control. A new Fed statute might
borrow this structure of collective control by the states. This would provide Fed independence,
while removing the requirement for the Fed chairman to report personally to Congress, where he
can be browbeaten. Further independence from politicians and Wall Street could if necessary be
achieved by moving the Fed headquarters physically away from Washington or New York – St.
Louis, an agreeably geographically central location and a bastion of monetarism, would be an
excellent choice. Remember, too, that the Germans established the Bundesbank in their
conservative financial centre, Frankfurt, not in the then federal capital Bonn.
Even in our “second best world” we must extend liability for key decision makers, raise fiduciary
standards and reform both personal and corporate bankruptcy codes to reduce incentives to go into
bankruptcy and give greater protection for creditors.5
There should be greater liability for corporate officers and the accounting and financial experts who
advise them. Just as builders and engineers are held accountable if a building or a bridge collapses
and people are hurt, there should some comparable standards of accountability if a firm collapses.
We also need major reform of corporate governance, relying more on the incentives created by
extended liability rather than onerous systems of hard and fast rules with unnecessary and
ineffective criminal penalties for non-compliance, of which the worst example is Sarbanes-Oxley,
which subverts effective corporate governance by turning it into a huge compliance exercise.
Reforming the financial sector is more complicated. As discussed in Chapter 16, we have proposed
changes in the industry that would “zombify” large commercial banks, turning them into low-risk
institutions with a limited range of businesses. Whilst it is, in principle, a bad idea for the
government to be involved in the banking industry, the fact is that the government is already
heavily involved – not least as the major shareholder in many large banks. This raises the question
of how the government should manage this role, and we would suggest that the government should
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use it to push the industry in this direction, focusing in particular on basic functionality and the
interests of the taxpayer – and of course, on getting out of the banking system as soon as is feasible.
If any deposit insurance is retained for those banks, it should introduce some degree of depositor
co-insurance to make depositors responsible, possibly with the exception of a very low ceiling of
100% insurance, say $10,000 and not for each deposit, but for each depositor. This would protect
retail savers with large liquidity needs while preventing the brokered deposit phenomenon, by
which most aggressive banks exploit deposit insurance and can attract money nationwide by
providing marginally higher returns insured by the FDIC.
.
The other major element of state support for banks is the vexing issue of “Too Big to Fail,” the
greatest moral hazard in the financial system. The doctrine of “Too Big to Fail” needs to be
repudiated altogether and safeguards must be taken to prevent bailouts in the future.
Of the major US banks and investment banks, only six now have assets of over $1 trillion – JP
Morgan Chase, Goldman Sachs, Citigroup, Bank of America, Morgan Stanley and Wells Fargo.
Below them there is a huge gap, with the next largest institutions, PNC Corporation and US
Bancorp having total assets of around $300 billion. Institutions of intermediate size – Merrill
Lynch, Lehman Brothers, Wachovia, Bear Stearns, and WaMu – have gone bankrupt or have been
absorbed into the behemoths. This strongly suggests that there is a break point at around $300
billion of assets – say, 2% of US GDP – at which financial institutions in times of stress such as
2007-08 become unstable and either agglomerate into tax-supported behemoths or fail.
Part of the solution is to provide a strong incentive for banks to shrink to a manageable size. We
suggest an asset tax of perhaps 0.2% per annum placed on all agglomerations of financial institution
assets larger than something like 2.5% of US Gross Domestic Product (currently about $360
billion). This would make the tax-supported behemoths uncompetitive in the long run, giving them
a strong incentive to dis-assemble themselves into smaller entities that were not “too big to fail”.
Entities like Goldman Sachs would spin off maybe 3-4 hedge funds or private equity funds, of no
systemic significance, and without the insider information on funds flows that comes with
dominance. In addition a core entity would remain, with assets under $360 billion, which would
function more like a traditional investment bank, although with capital of $20 billion or so (and
lower leverage) it would still have ample firepower to underwrite and trade even the largest
securities distributions.
We can also take measures to discourage the activities that are apt to lead to trouble. Four in
particular stand out:
There is, first, the problem of excessive trading. A partial solution is a “Tobin tax”6 on transactions,
large enough to make much rent-seeking trading (such as high frequency trading) unprofitable, but
not so large as to remove liquidity from the market. A tax rate in the range of 0.05% to 0.1% ad
valorem per trade would seem appropriate, applied to all trades. We are in general reluctant to
recommend taxes, but in a second best system this has to be seen in the context where ‘good’
activities are already heavily taxed.
A Tobin tax would wipe out the profits of much current trading activity, especially leveraged and
high-speed trading: most of the traders’ bonuses would then disappear and so would most of the
traders too. Corporate finance, the creation of value by transactional skill, would once again become
the dominant income stream, and its practitioners would in due course once again occupy the corner
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offices. By this means, financial institutions’ focus would be reoriented towards the longer term and
towards a proper appreciation of the financial services business’s appropriate role in economic life.
Then there is the problem of what to do about credit derivatives, especially credit default swaps.
There are, admittedly, good economic arguments for allowing lenders to lay off or share some
credit risk, thereby managing it more effectively, but there are few good arguments for allowing
short positions on unrelated entities. Bankruptcy is a necessary economic mechanism, albeit with a
heavy social and economic cost to creditors and employees; it should not be artificially encouraged.
Our solution would be to require that any party benefiting from a default should have an insurable
interest in the default, that is, they should have some loss that the transaction is meant to protect
themselves against. There needs to some debate over the precise definition of insurable interest, of
course, and the concept might need modernizing, but it makes no sense to have a system in which a
party with no natural interest in a company can destroy that company using highly leveraged credit
derivatives. If you want to destroy a company, you should have the decency to do it the old
fashioned way in a fair fight, shorting the stock with no leverage and taking your chances, risking
possible ruin yourself if the stock price bounces back. Nor does it make sense to have a situation
where creditors push for a company to be bankrupted, despite their natural interest to the contrary,
because they have also used leveraged themselves to short the company using credit default swaps
In a rational system, the creditors should be trying to avoid bankruptcy, not cause it. An insurable
interest requirement would solve these problems and kill most of the credit derivatives business:
this can only be to the good.
This takes us to a third reform: transparency. Financial institutions should be required to disclose all
relevant interest and positions in their derivatives positions, including any securitizations. By this
we mean, on the one hand, that they should disclose their counterparties and the nature of their
positions with them. So, for example, if a financial institution enters into a credit default swap
position, that position would be disclosed to some central registration body. If a company has a loan
with a bank, it can then find out if its own bank is ‘betting’ against it via a credit default swap or has
sold on its loan via a securitization; it can then, presumably, decide to take its future business
elsewhere. On the other hand, any securitizations should be subject to ‘fingerprinting’, allowing the
investors to ‘drill’ down into securitized positions to determine the precise nature of the underlying
investments and the identities of the borrowers.7
Note, however, that this proposal would still allow banks to protect the confidentiality of their
traditional activities and positions: the disclosures would only come into effect if positions were onsold or incorporated into derivatives.
These changes need to be accompanied by restoration of sound accounting standards based on the
principle that pertained previously, that assets can be written down, but must never be written up
until they are sold. There needs to be an end to Fair Value abuses, most especially the disgraceful
practice of giving positions fictitious “fair values” and paying bonuses on the basis of illusory
profits created in this way.
On risk management, we would suggest financial institutions be required to use “best practice” risk
management systems, to be determined by a committee dominated by people from outside Wall
Street. We would suggest that this committee insist on highly conservative risk management
practices, including high capital adequacy standards and the “litmus tests” proposed in chapter 15.
There would be flexibility in the precise risk management mechanisms chosen, but risk
management that ignored “tails” or failed to take proper account of the various different types of
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pathological risks would not be permitted. There should also be strong risk disclosure requirements
that would apply also to banks’ “litmus test” results. In time, these statutory requirements would be
replaced by a system of self-regulation, but today’s bankers have proven that they can’t be trusted
to manage risks properly and for at least the next generation banks would have to operate under
such constraints until the banks themselves have become much safer and the bankers themselves
much more responsible.
Commercial banks benefiting from the remaining limited deposit insurance would be able to
function perfectly well with simple accrual accounting practices, which would also have the
advantage of making their balance sheets and accounting statements transparent. Investment banks
would have more use for mark-to-market accounting methods, and should be free to use them
provided increases in fair value are not brought through the income statement until the positions
involved have been sold, and that bonuses are paid only on the basis of realized and not notional
fair value profits. As for hedge funds, what they do is between them and their foolish investors, and
is of no importance to society at large.
We would also suggest some tax changes. One is to remove the differentiation between interest and
dividends, whereby interest is tax-deductible at the corporate level, whereas dividends are taxed at
the individual level. Before President George W. Bush’s tax reforms of 2003, dividends were taxed
at total rates above 70%, when corporate and individual tax is taken into account at Federal and
state levels. This differential had the impact of encouraging excessive leverage and reducing
dividend yields in 1998-2000 to little over 1%, well below their appropriate levels.
Being designed by the Bush administration, it is hardly surprising that the dividend tax reform of
2003 was botched. Rather than reduce the dividend tax at the individual level, which does nothing
to remove the over-leverage tendency in corporations (and leaves dividends still tax-disadvantaged
for institutional shareholders), dividends should continue to be taxed as ordinary income to the
investor. However they should be tax-deductible for the corporation, so that only earnings retained
in the corporation would be taxed. This would equalize the tax treatment of dividends and interest,
so killing once and for all both the incentive and the excuse for excessive leverage. Executives and
private equity groups who used leverage for their own enrichment would then have no
encouragement from the tax code. Such reforms would also allow dividend payments to recover to
much healthier levels.
We would suggest comparable reforms for the UK and, in addition, the abolition of the obnoxious
non-dom tax break, which allows wealthy bankers to work in the UK but pretend they live
elsewhere, and so avoid the heavy tax rates that everyone else pays.
Then there are the fiscal issues. There are major improvements that can be made in this area even if
we’re not going to get our much preferred Coolidgean level of government.8
One would be fiscal responsibility legislation at the federal level. New Zealand pioneered such
legislation, with its 1994 Fiscal Responsibility Act. New Zealand’s legislation provides for the
government to report on its fiscal strategy, the current economic and fiscal situation and the outlook
over the medium and long terms. More important, it provides principles of fiscal responsibility
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which the government must consider but (in an unfortunate legislative wimp-out) not necessarily
implement when developing its budgets.
These principles of fiscal responsibility were:
•
•
•
•
•

Reduce total Crown debt to prudent levels by achieving an operating surplus each year until
a prudent level of debt had been attained
Maintain total Crown debt at a prudent level by ensuring that on average operating
expenditures do not exceed operating revenue
Achieve and maintain levels of Crown net worth that provide a buffer against adverse
future events
Manage prudently fiscal risks facing the Crown, and
Pursue policies consistent with a reasonable degree of predictability about the level and
stability of tax rates for future years.9

In spite of the wimp-out clause, the Act has been highly successful. New Zealand’s public debt to
GDP ratio, which peaked at 77% in 1986 and was still 60% in 1994, was down to 24.4% in 2008
and the country has enjoyed solid economic growth with little inflation.
Clearly fiscal responsibility legislation along New Zealand’s lines, or even a Constitutional
amendment, would be helpful for the United States, although implementation would almost
certainly require the additional mechanism of a line-item veto. That veto, implemented by
Congress in 1996, was declared unconstitutional by the Supreme Court in 1998, so a constitutional
amendment would be necessary to restore it. Nevertheless, for the US to preserve economic and
fiscal stability, reform along these lines is essential.
Another reform specifically related to the financial markets is legislation prohibiting the federal
government from guaranteeing housing finance. These guarantees have proved a hugely wasteful
and damaging distortion of the housing finance market. Other countries, by arranging housing
finance without such guarantees, have shown them to be unnecessary. Fannie, Freddie and all the
other members of their unnatural family need to be abolished.
In addition, the Federal government should remove its tax subsidies, particularly the home
mortgage interest deduction. The housing market has an inevitable tendency to descend at regular
intervals into a speculative playground; at the very least this should not be at taxpayer expense.
Citizens should be encouraged to accumulate assets in the banking system and the stock market,
not in unproductive real estate, let alone in the vulgar ostentation represented by McMansions.
Internationally, the best possible reform would be the abolition of the International Monetary Fund
and the World Bank. These have distorted global capital markets for over sixty years. In the postwar years, they prevented the reestablishment of the highly effective and responsible system of
development finance represented by the London merchant banks, with their advisory capabilities.
Today they provide generally bad advice to client countries, and funnel large resources through
those countries’ governments, thereby contributing enormously to their corruption and squalor. In
addition, the existence of the World Bank and IMF provides legitimacy for the international
bureaucrat class, which endlessly lobbies for ever more resources whilst shamelessly feathering its
own nest. The result is that these gigantic institutions grow and grow, even at the best of times,
and as we have seen all too clearly in the last two years, the temptation to turn to them in economic
crises brings a danger of further highly damaging increases in unaccountable government drains on
world resources.
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Finally, there is the supreme task of restoring capitalism and reversing the repulsive cronyism that
has now become all too rampant. This requires tackling the incestuous relationships involved and
revolving doors operating between Wall Street and the regulatory system, and between Wall Street
and the government. In both cases, the key is to introduce rules that stipulate that neither regulators
nor politicians can take Wall Street positions, remunerated or not, for a long period after they leave
their regulatory or political positions. In fact, it wouldn’t be a bad idea to stop the revolving door in
the direction too: too many Wall Streeters have taken up powerful political positions where they
can dish out goodies to their friends; we need more Main Streeters in positions of responsibility.
And, as regards the politicians, we need reform to limit their freedom to take money from Wall
Street.
The restoration of capitalism also requires one further institutional change, seemingly innocuous,
but actually of great long-term importance. Some 50 years ago, institutional shareholdings
represented only about 15% of quoted share capital, with about half held by individuals and the
remainder held by bank trust departments and the like, investing on behalf of single individuals
rather than deploying the capital of an amorphous mass. The estate tax, instituted in its modern
form in 1916, had risen above 20% only in the infamous Herbert Hoover Great Depressionworsening tax increase of 1932. In the 1950s there were still many individual fortunes that had not
been subjected to the tax, and hence held substantial percentage shareholdings in major
corporations. Furthermore even the less wealthy middle class retired to live on the dividends from
their share portfolios; funded pensions were still fairly uncommon. The result was a capitalism in
which the agency problems associated with the separation of ownership and control were held in
tolerable check, because of the substantial individual shareholdings remaining and the power they
exercised.
However, in a series of increases after 1932, the top estate tax rate by the 1950s had been increased
in stages to as high as 77%. These tax changes did much first to corrode and then ultimately destroy
the old shareholder structure; the family fortunes gradually disappeared, either to the taxman or to
various “charitable” trusts that were no longer controlled by their beneficiaries. The percentage of
funds managed on an individual basis shrank further as pension funds and mutual funds expanded,
so that by 1980 institutional shareholders owned over 50% of publicly quoted shares, a percentage
that has trended gently upwards since.
Consequently, by 1980 the era of individual shareholder capitalism was over and managerial
capitalism had replaced it.
This sea change was not obvious at the time. The general assumption in the 1970s was that the new
institutional shareholders would wield their immense power in a suitably shareholder-valuemaximizing way, chastising management when it got out of hand and ensuring that the interests of
all shareholders were adequately protected.
Unfortunately, this didn’t happen, for reasons that are now all too obvious. The money managers at
institutions were not titans of finance, moving markets at the slightest whim. They were instead
middle level bureaucrats, well paid by the standards of the outside world, but wholly reliant on the
career structure within the investment management profession. With money managers needing to
preserve their jobs through providing satisfactory investment performance quarter by quarter, they
certainly weren’t likely to endanger their positions through sticking their neck out in opposition to a
powerful corporate management. Separating themselves from the herd and confronting corporate
big shots, when in any case they spoke for only perhaps 5% of the company’s stock, went entirely
against the instincts of people whose closest equivalent in nature was the sheep.
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Consequently, when institutions own majority shareholdings in most companies, and individuals
(except for the occasional Buffett) are no longer significant, the structure that makes capitalism
work breaks down. Since the managers of institutional money are not motivated to behave like the
powerful shareholders they represent, they don’t do so. As a result, management has a free rein to
indulge in the “negligence and profusion” that Adam Smith famously deplored. Not only can it
overpay itself, dilute the shareholders by excessive stock option grants, and pull the wool over
shareholders’ eyes by dodgy accounting, but it can also indulge in whatever Napoleonic expansion
fantasies it pleases, whatever the damage to shareholders’ interests – unless the company’s results
become so appallingly bad that even the institutional sheep-holders turn feral.
The solution to this problem is relatively straightforward, but it will take a long time. No amount of
“better corporate governance” initiatives will change the incentives for the managers of institutional
money sufficiently to turn them from sheep into watchdogs; any such efforts are essentially
doomed, although if they can instill a little interim fear into corporate management and reduce its
depredations, they will still be helpful.
Instead, we must re-create the world in which the majority of shares were held by individuals. Part
of the answer is to be found in tax reform. Estate duty must be reduced, to a level no higher than 1520%, in order to preserve family fortunes in their original form and prevent their dissipation in
wasteful charitable trusts. Income tax deductions for home mortgage interest and for charitable
donations should therefore be removed to divert the resources of the wealthy away from overpriced
real estate and overdone “charity” and toward productive investment.
The other part of the answer is to make the big institutional investors take more responsibility. This
requires changes along a number of fronts. A greater focus on the long-term would certainly help,
and institutional investors need to be pressured to commit themselves for long periods, so they take
greater interest in their investments. Of course, it might also help that if Wall Street is drained of
income potential, then the brightest minds might again go to the buy side, at which point they would
vote more courageously and intelligently. Investing a multi-billion pension fund ought to be the
work of a superior intellect, but as the Efficient Markets Hypothesis says it might just as well be
done by a drone, debunking such nonsense would no doubt help as well.
Restoration of shareholder capitalism by these means will take time. Only over a few decades will
individual shareholdings rebuild to the point where corporate management has to take seriously the
82-year-old dowager owning 0.7% of their company who constantly nags the management
demanding higher dividends, no stock options and an end to wasteful corporate aggrandizement
schemes. But over time and given the chance, the dowagers will once again take over from the
bureaucrats and, assuming the government or the financiers don’t manage to destroy it in the
meantime, American capitalism will once again function properly.
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