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Bailout Hypocrisy

Peripatetics

In response to severe problems in the credit
markets, thanks to years of government intervention,
the Federal Reserve—the government’s counterfeiter
and chief culprit in the current crisis—has opened its
discount window to the investment banks. Interest rate:
2.5 percent. Until recently, only commercial banks
could borrow money from the Fed. But now invest-
ment banks may also—and here’s the kicker: They can
put up shaky mortgage-backed securities as collateral.
That means the American people are potentially on 
the hook for those loans. Should they
go bad, we will pay either in infla-
tion-induced higher prices or in
higher taxes.

Investment banks that may have
invested in bad mortgages are already
taking advantage of the new oppor-
tunity. Is this a great country or what?

The Wall Street Journal says the
banks’ willingness to borrow comes
as a relief to government officials
“who had worried that the stigma of
borrowing from the Fed could keep
firms away.”

Yes, that would have been a shame.Thank goodness
the stigma of high-rolling Wall Street firms’ going on
the dole has disappeared.

The opening of the loan window was the first shoe.
The other shoe is the demand for new regulations on
the investment-banking industry in return for the Fed’s
help. Democrats Representative Barney Frank and Sen-
ator Charles Schumer say that if the investment banks
are going to have the same access as commercial banks
to the Fed’s discount window, they should have to live
by the same, or similar, rules as commercial banks.
Those rules would govern things like reserve require-

ments but would likely go beyond that and include
new oversight by regulators.

“If investment banks are able to borrow from the
Federal Reserve’s discount window, then they must be
subject to greater regulatory scrutiny,” Schumer wrote
in the Wall Street Journal.

“A central bank acting as a lender needs to be able
to evaluate the solvency and liquidity of a borrowing
institution,” said Eric Rosengren, president of the 
Federal Reserve Bank of Boston. “Knowing how 
likely it is that an institution’s sources of funds 
will evaporate during times of financial stress requires 

a significant understanding of the
institution’s liabilities and its counter-
party relationships.”

What can the banks say to Frank,
Schumer, and Rosengren? If one
accepts the principle that the govern-
ment agency ought to be ready to res-
cue these institutions, how can one
also object to the quid pro quo of
regulation? Granted the premise, the
logic is sound.

It’s the bailout premise that has to
be challenged. The Fed should not

have opened the window to the investment banks if for
no other reason than that new regulation would
inevitably follow. (Of course, there should be no Fed in
the first place. But that’s for another column.)

Widening the Fed’s scope for rescue and regulation
only asks for trouble. Government rescues breed 
irresponsibility. This is the moral-hazard principle.
Rescued once, why wouldn’t a lending institution
expect to be rescued again—especially if it saw itself as
too big to fail?
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T hud. That was the sound of the other shoe
dropping.

Rescued once, why
wouldn’t a lending
institution expect to
be rescued again—
especially if it saw
itself as too big 
to fail?



Second, the quid-pro-quo regulations will make
things worse. People prone to blame deregulation and
even laissez faire (!) for the current economic mess
point out that the evolution of complicated investment
instruments occurs so quickly that people in the indus-
try itself have trouble understanding them. Maybe so.
Will the regulators understand them better? No way.
Markets move too quickly for regulators to keep up
with because the participants make spot decisions in
part using tacit knowledge that is never articulated.

The only way for bureaucrats to even attempt to
keep up would be to assert the authority to approve
innovations before they are introduced. But that would
be destructively inhibiting. Wealth creation would 
be stymied, and we’d all be poorer. Why should 
anyone believe that regulators know what they 
would need to know before they could pass judgment
on new ideas?

This is not to deny that reckless—and even shady—
activity can take place and hurt innocent bystanders.
The point is that regulation makes such activity more,
not less, likely. Adam Smith famously wrote in The
Wealth of Nations that “People of the same trade seldom
meet together, even for merriment and diversion, but
the conversation ends in a conspiracy against the pub-
lic, or in some contrivance to raise prices.”

He wasn’t calling for regulation of economic affairs,
because he immediately added,“It is impossible indeed
to prevent such meetings, by any law which either
could be executed, or would be consistent with liberty
and justice.”

Significantly, he continued, “But though the law
cannot hinder people of the same trade from sometimes
assembling together, it ought to do nothing to facilitate
such assemblies; much less to render them necessary”
(emphasis added).

What most critics of free markets overlook is that
the corporatist state in fact does facilitate such assem-
blies. Regulation, which forces standards across an
industry, reduces the vigor of the competitive process
by removing the factors subject to regulation from 
contention. A regulatory regime to some extent
cartelizes industries.

Yet anything that reduces competition is harmful to

the public because competition is what disciplines 
market participants. To the extent the competitive
process is blunted, businesses are licensed to engage in
the activities Adam Smith had in mind.

Deregulation All The Way Down

Here’s the response to those who blame financial
deregulation for the current predicament: Dereg-

ulation has been only partial and therefore rigged.
Remember the S&Ls? They were deregulated too—but
not all the way. Restrictions were removed from the
kind of investments they could make, but deposit insur-
ance guaranteed that the taxpayers would cover the
losses. That’s not real deregulation; that’s corporatist
favor-granting by another name.

Today, establishment voices of “capitalism” (which is
not to say the free market) have little credibility when
they oppose new regulation of investment banking.
That’s because they are all too content with the current
deeply rooted network of subsidies, bailout promises,
and competition-suppressing interventions. If these are
the only voices against new regulation, we will surely
have it. This will mean a greater burden for smaller 
and yet-to-be-formed companies.

Finally, favoring government bailouts for connected
Wall Street players but not for individual homeowners
is a sure path to dismissal for callous hypocrisy.
“Subsidizing these firms is an insult to Main Street.
Many families are losing their homes as part of the
mortgage crisis. If they had access to 2.5 percent
financing that would not be happening,” Thomas Palley
of the Economics for Democratic & Open Societies
Project writes. The only position that is internally 
consistent and consistent with justice is the no-bailout
position. Banks and homeowners should work things
out among themselves, aided if necessary by private
philanthropic institutions.

Bailouts at the expense of unwilling third parties (tax-
payers) are either proper or improper. (I say improper.)
Those embracing the business-subsidy program should
have the courtesy not to call themselves advocates of 
the “free market.” (Listening, Mr. Kudlow?) Some of us
are trying to keep that label clean. They already have 
“capitalism.”Aren’t they happy with it?
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