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Introduction 
 

The Regulatory Instability Hypothesis 
 

 
 
 
 
 
 
 
 
 

We move through the economic and social wreckage of the global financial 

crisis. Sifting through the debris field, we encounter the once shiny and still 

strange detritus of financial market failure: option adjustable rate mortgages 

(ARMs), synthetic collateralized debt obligations, credit default swaps, trust pre- 

ferred securities. All this devastation, examined at great length in other books, 

seems hypermodern, bewildering, and even alien. 

Unless our eyes shift their focus. We have been here before. With a changed 

focus and on a different level of abstraction, contours begin to emerge of a land- 

scape that would have been familiar to our grandparents and to their grandpar- 

ents as well. After three centuries of financial market history – from stock 

jobbers in London in the 1690s to NASDAQ in the 1990s – we face once again 

the bitter aftermath of a collapsed asset price bubble, the most destructive one 

since the Great Depression. 

The postmortem confronts us with thorny questions. How did this happen? 

Who is to blame? How could this disaster have been averted? Why did the vast 

apparatus of national and international financial regulation, first erected in the 

wake of the Great Depression, fail to prevent the Panic of 2007–2008? (Admit- 

tedly this moniker is a misnomer, as the financial crisis continues to reverberate 

in Europe if it does not threaten to spread to Asia and other continents.) These 

questions are not merely academic; lawmakers face enormous pressure to find 

ways to avert a recurrence of the crisis. After all, less than a decade lapsed from 

the implosion of the U.S. technology stock boom until the first tremors of what 

started as the “subprime crisis.” 

Strangely, even though the landscape should be familiar, financial reform has 

emphasized fixing immediate symptoms, i.e., the particular financial products 

and markets that broke apart in the Panic: central clearing for derivatives, new 

rules for securitizations, and “living wills” for complex financial institutions. 

Legislators have grafted new regulatory structures on top of the existing archi- 

tecture of financial law. Financial regulation has seen no revolutionary change. 

This has led some to wonder if financial reform is preparing only to refight the 

last war. Are policymakers constructing high-tech Maginot lines against an 

enemy that will not wield the same weapons or invade by the same route again? 

We have been here before. The causes of this crisis resemble the causes of many 
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past crises, but only if we examine them with the right lens and proper degree of 

abstraction. 

With the proper historical focus, a disturbing insight emerges, one that should 

gnaw at any faith placed in this round – or perhaps any incarnation – of financial 

reform. In past bubbles throughout three centuries of history, financial laws 

buckled over and again. They failed to prevent bubbles. Moreover, law did too 

little to mitigate the economic destruction after asset price bubbles popped. Most 

troubling, financial law appears, in many cases, to have contributed to the growth 

of bubbles and to the severity of their implosion. 

After each crisis, lawmakers responded with a regulatory backlash, launching 

flotillas of new legal rules. Yet many of these laws ultimately faded or failed 

when the next bubble emerged. Financial regulation has been caught in a series 

of long historical cycles, which were propelled not by iron laws, but by political 

and economic undercurrents that are powerful nonetheless. These currents swirl 

as booming markets and failing financial laws feed one another. 

This book explores the interactions of financial regulation and asset price 

bubbles. Scholars have written rich tomes on the economics and history of asset 

price  bubbles.  Yet  the  role  that  law  and  financial regulation  has  played  in 

bubbles and the effects that bubbles have on financial laws has remained largely 

in the background. The chapters that follow examine the interactions among 

bubbles and laws. The book argues that these interactions generated formidable 

and recurrent feedback loops. This feedback damaged financial markets and 

deteriorated the effectiveness of financial regulations, whether in banking, secu- 

rities, or corporate law. This book explains how bubbles trigger the deterioration 

and decay of financial laws by introducing a set of theories called the Regulatory 

Instability Hypothesis.1 This Regulatory Instability Hypothesis posits that strong 

forces act to decay financial regulations at the precise moment when they are 

most needed – when markets boom, investors and financial institutions exercise 

less care and take on more risk and leverage, and financial crisis looms. The 

Regulatory Instability Hypothesis argues that the following five dynamics cause 

the effective deterioration of financial regulation during bubbles: 

 
1 The   regulatory   stimulus   cycle:   bubbles   create   strong   pressure   on 

governments to make regulatory changes to stimulate booming financial 

markets. Regulatory stimuli often take the form of deregulation (i.e., the 

repeal or roll back of legal rules). Yet deregulation is but one example; other 

forms of regulatory stimulus include lower enforcement and looser interpre- 

tations of existing rules by public officials. Furthermore, lawmakers and 

regulators create regulatory subsidies when they grant legal preferences to, 

or direct the government to make investments in, particular financial 

markets. 

2 Compliance rot: bubbles skew the incentives of financial market participants 

against obeying financial laws. Deteriorating legal compliance by some 

players undermines compliance by others in the marketplace and financial 

fraud and other law-breaking can reach epidemic proportions. 



Introduction 3  

Preprint Version 

 

3 Regulatory arbitrage frenzies: asset price bubbles likewise increase the 

incentives of market participants to game financial laws short of breaking 

them altogether. Eager to participate in surging financial markets, investors 

and financial institutions become more aggressive in seeking or devising 

economic substitutes for heavily regulated or prohibited transactions. Again, 

rising levels of regulatory arbitrage can generate cascades and contagion 

effects in the marketplace. 

4 Procyclical regulations: some financial regulations interact with economic 

cycles to exacerbate market booms and busts. This occurs in the normal 

operation of these regulations. It requires neither changes in regulator behav- 

ior nor deteriorating compliance by market participants with financial laws. 

5 Herd-promoting regulations: financial regulation does too little to counter- 

act the herd behavior that drives asset price bubbles. Moreover, many finan- 

cial regulations, by creating preferences for certain asset classes, actively 

encourage this herding. These regulations thus perversely increase the cor- 

relations of risk among financial institutions with destructive marketwide 

consequences. 

 
Together, these five dynamics weaken financial regulations just as the storm 

clouds of a financial crisis gather. 
 

 
What are bubbles, when they matter, and why they matter 

 

To understand this ominous warning, a little context is necessary. It is important 

to understand what asset price bubbles are, when and how they threaten financial 

markets, and which types of bubbles pose the greatest dangers. The answers to 

these questions illuminate the cases in which the dynamics of the Regulatory 

Instability Hypothesis pose the greatest danger. These answers can help identify 

those most crucial financial regulations that, when undermined, would cause the 

most economic damage. 

Bubbles are unfortunately not an alien concept to the public today. The global 

economy still struggles with a massive financial crisis (which this book calls the 

Panic of 2007–2008)2  with roots in real estate investment bubbles. The tale of 

how the crisis began has now been told many times over: subprime and exotic 

mortgages and complex financial instruments based on those mortgages fueled a 

dramatic and prolonged boom in U.S. housing prices.3  However, the U.S. real 

estate bubble of the last decade is not the only story. The financial crisis gathered 

strength in Europe because of severe losses incurred by European financial insti- 

tutions. These firms suffered not only because of their mortgagerelated invest- 

ments in the United States,4  but also from the collapse of a string of European 

real estate bubbles that stretched along an arc from Iceland to Ireland to the 

Iberian peninsula to the Black Sea.5  Now, after financial markets have crashed, 

media stories find financial bubbles in every corner of the global economy – 

Chinese stocks,6   Chinese real estate,7  gold,8  U.S. Treasury Bonds,9   and even 

higher education in the United States funded by student loans.10 Perhaps bubble 
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thinking is experiencing a bubble of its own. Although this intellectual epidemic 

of anxiety over overvalued financial markets would have been far more useful 

while real estate markets were overheating in the years before the Panic of 

2007–2008. 

The Panic of 2007–2008 reawakened interest in a rich lode of scholarship on 

the economic history of financial bubbles.11  One problem with the widespread 

use of the term bubble is that it seems to take on any number of meanings. To 

prevent this intellectual coin from being debased, it is important to turn to econ- 

omists, who have been, as should be expected, more rigorous than the public in 

defining what they mean by an asset price bubble. The most widely used defini- 

tion of a bubble, and the one adopted by this book, is when current market prices 

for a class of assets, such as stocks or real estate, diverge from the fundamental 

value of those assets.12  An asset’s fundamental value is, in turn, defined as the 

present value of all future cash streams from that asset.13  This definition, as 

Chapter 1 of this book discusses in more depth, presents numerous analytic chal- 

lenges. In particular, figuring out whether a bubble exists at the present time 

requires forecasting future cash flows, and determining whether a forecast is 

reasonable is inescapably subjective. Identifying historical bubbles by compar- 

ing past prices to whether the projected cash flows of assets actually materialized 

runs the intellectual risk of hindsight bias. So, indentifying bubbles for either 

descriptive or prescriptive purposes involves a significant degree of uncertainty. 

As this introduction underscores later, this uncertainty poses insurmountable 

obstacles for neither the descriptive nor the prescriptive aims of this book. 

This renewed public interest in bubbles should be welcomed as financial 

history demonstrates that asset price bubbles bear responsibility for some of the 

most profound financial crises in terms of the destruction of national wealth, 

damages to the real economy (unemployment, loss of productivity), extreme 

social dislocation, and even political upheaval and violence. The worst of these 

effects strike after the implosion of a particular kind of bubble, namely one fueled 

by borrowed money and leveraged financial institutions. Alone, an asset price 

bubble or a banking crisis can cause serious economic damage; when coupled 

together, they generate catastrophe.14 Of course, even asset price bubbles not 

financed with borrowed money (sometimes called equity bubbles) can inflict eco- 

nomic devastation by destroying investor wealth, spawning epidemics of financial 

fraud and lawbreaking, and damaging investor confidence in financial markets. 

This book will explore these consequences as well. Yet the most gripping concern 

are those bubbles in which credit and leverage play a central role, for reasons 

which this chapter previews and the book later explains in more detail. 

Renewed public and political concern with bubbles can benefit from over two 

decades of pathbreaking economic research on how bubbles form in financial 

markets and the role that they play in financial crises. Chapter 1 will examine 

some of this research, but several threads are worth unspooling here. First, much 

of this research represents a synthesis of the behavioral finance movement that 

emerged in the last twenty years, on the one hand, and earlier, less quantitative 

economic scholarship that posited that financial markets suffer from cyclical 
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instability, on the other. Behavioral finance itself builds off evidence from psy- 

chological experiments that document how individuals suffer from various beha- 

vioral biases and cognitive limitations. These biases and limitations cause 

individuals to make decisions that deviate from the predictions of economic 

models that assume individuals are rational actors who maximize their self 

interest.15 If asset prices spike, behavioral biases can cause investors to chase 

price trends and engage in herd behavior. 

Behavioral finance connects experimental evidence and theory on the cogni- 

tive limitations of individuals to market phenomena. It argues that these biases 

and cognitive limitations help explain empirical evidence that prices in financial 

markets have at times diverged significantly from what neoclassical economics, 

generally, and the Efficient Markets Hypothesis, in particular, would predict.16
 

The work of behavioral finance scholars has strong affinities with the work of an 

older generation of economists, including Charles Kindleberger and Hyman 

Minsky, who presented historical evidence and theoretical models that explained 

how financial markets suffer from periodic bouts of bubbles and crashes.17
 

Although “irrational behavior” is central to many of the current models of 

how bubbles initially form, it is important to underscore that rational behavior 

also can play a crucial role. Indeed, a great deal of research on individual deci- 

sions made in the crowd of a financial market focuses on how individually 

rational responses can contribute to the folly of the collective destruction of 

wealth. Rationality can drive a decision by an investor to buy stocks in a boom 

even if she thinks prices are unsustainably high.18 Rationality can also undergird 

a decision by a depositor who withdraws money from a bank during a run even 

if he thinks the bank is currently solvent.19 Indeed, it would be often be irra- 

tional for many investors, even those who think market prices are unsustainable, 

to bet against the bubble.20
 

This odd cohabitation of irrational and rational decision-making will be 

explored throughout this book. It will inform the models this book uses to 

explain the behavior of lawmakers, regulators, and market participants (inves- 

tors, company promoters, financial intermediaries) as they create, demolish, 

interpret, enforce, obey, bend, and break legal rules. 

Another strand of economic scholarship looks at the importance of expanding 

credit and increasing leverage in fueling asset price bubbles. This scholarship, 

surveyed in Chapter 9, includes cuttingedge research on the workings of a 

leverage cycle in which the leverage in the economy dramatically expands as 

markets boom and radically contracts when markets crash.21 Consistent with this 

model, other economists have presented empirical evidence that financial institu- 

tions increased their leverage during the boom years preceding the Panic of 

2007–2008  and  then  shed  leverage  once  the  crisis  took  hold  and  financial 

markets plummeted.22 This research sheds more light on why bubbles fueled by 

credit and leverage pose greater dangers. When financial institutions, businesses, 

and households increase leverage during asset booms, they magnify the losses to 

equity holders should markets fall.23  However, collective increases in leverage 

have the pernicious effect of masking this risk, by driving asset prices higher. 
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Increases in financial institution leverage effectively increase the total amount of 

money (or “liquidity”) that can be invested in financial markets.24  When finan- 

cial institutions collectively deleverage (for example, because of losses when 

asset prices fall), the supply of money contracts. A perfect economic storm then 

brews: falling prices generate losses for leveraged financial firms who delever- 

age, causing prices to sink further. This dynamic can cause financial institutions, 

already rendered more fragile by higher leverage, to fail and credit markets to 

seize.25  The widespread failure of financial institutions, in turn, can devastate 

economies.26  As financial institutions deleverage or even fail, credit contracts 

and chokes off economic growth. Systematic bank failure can cause disruption 

of financial intermediation in the economy, as banks lose the capacity (including 

the human capital of loan officers) to distinguish “good” borrowers from “bad.”27
 

It cannot be understated: bubbles fueled by debt and linked to financial institu- 

tions pose the most severe risk. 

The leverage cycle points to a recurrent theme in economic research on 

bubbles – the role that feedback loops play in generating bubbles and crashes 

and in destabilizing financial markets. When leverage increases during an eco- 

nomic boom and decreases during a crash, it also exacerbates the boom and 

crash.28 Furthermore, behavioral finance models claim that bubbles form because 

of positive feedback investment strategies; when investors chase price trends, 

rising prices spur more investors to buy assets, leading to higher prices.29  These 

feedback loops foster the formation of boom/bust cycles in financial markets.30
 

Feedback mechanisms serve as a recurrent theme of this book. Economic 

research focuses on how feedback mechanisms can make markets behave in 

nonlinear ways – suffering spectacular booms, busts, and moments of profound 

disequilibrium. This book argues that feedback mechanisms also cause financial 

laws to experience severe bouts of instability and disequilibrium of their own. 
 

 
Impoverished legal responses to bubbles 

 

Despite the richness of economic research on bubbles, the legal response to eco- 

nomic crises has often been less than fully informed by economic insight. That 

is not to say that law does not react to bubbles. Legal scholars have demonstrated 

quite the opposite: the most profound historical changes in banking and securi- 

ties regulations have tended to emerge from the frothy political wake of col- 

lapsed bubbles.31 Often, however, these regulatory changes bear little connection 

to the causes and effects of financial bubbles. Curiously, for all the media talk 

about bubbles, statutes passed in response to a financial crisis seldom treat 

bubbles as a cause or contributing factor to financial crisis.32
 

Instead, legislation in the wake of crises typically addresses symptoms spe- 

cific to that historical period. For example, in the United States, the DoddFrank 

Act of 201033 tackles a long list of suspected culprits of the Panic of 2007–2008. 

It addresses, among other things, subprime mortgages sold to unsophisticated 

households,34  overthecounter derivatives threatening the solvency of large fin- 

ancial institutions,35 and executive compensation.36
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The problem with this kind of ahistorical and particularized legislative 

response is that it ignores the larger context – historical, economic, and political. 

This context would reveal deep connections between the Panic of 2007–2008 

and past financial crises that struck when financial booms imploded. This lack of 

context explains why legislatures and financial regulators are at risk of preparing 

to refight the last war, which is never a good military strategy. 

Unfortunately, that missing historical context would also reveal that vast legal 

responses in the wake of crises are part of a larger regulatory cycle. Financial 

laws passed in the wake of many historical bubbles have been repealed, 

reinterpreted,   underenforced,   and   ignored   when   financial  markets   later 

boomed again. Ahistorical, highly particularized responses to crises fail to 

provide a sustainable longterm approach to mitigating the effects of asset price 

bubbles. One of the overarching aims of this book is to integrate economic 

research on the causes and effects of asset price bubbles with legal scholarship 

on the fragility of financial regulation. It adds a much needed legal perspective 

on the causes and consequences of bubbles and the policy responses to the crises 

that ensue. 

Another aim of the book is to bring the insights from legal scholarship to bear 

on economic thought on bubbles. Although many cutting edge economists who 

have studied asset price bubbles look at specific legal rules (for example, legal 

constraints on arbitrage), the role of financial regulation in the development of 

bubbles is often not the centerpiece of the inquiry. This book will examine the 

role that both laws and legal change – including change through regulatory stim- 

ulus and regulatory arbitrage – plays in the formation of bubbles. 

However, this book focuses much of its energy on the more novel question 

about the reverse effects: namely, what impacts do the dynamics of asset price 

bubbles have on financial regulation? How do bubbles change the content, inter- 

pretation, and enforcement of legal rules? How do they affect compliance with 

legal rules? A failure to look at how bubbles change the content, application, and 

effectiveness of financial laws can have dire consequences. 

Even reform proposals based on sound economic research and data must 

eventually be translated into concrete legal rules. These rules are subject to 

repeal; as memories of the Panic of 2007–2008 fade, the current round of finan- 

cial reform will be subject to deregulatory pressures. This may strike the con- 

temporary reader as unsurprising. Indeed, there is a widespread, popular, yet 

inchoate notion that deregulation caused the current financial crisis.37  As with 

“bubbles,” popular thought may find the correct target in a very general sense, 

yet fail to achieve a nuanced understanding of what “deregulation” means and 

how it contributes to bubbles and financial crises. Legal thought can help policy- 

makers and the public understand how regulation, deregulation, and legal change 

more generally can take different forms and be measured in different ways. 

Legal scholarship can thus help move the public debate beyond cartoonish, 

binary questions of “more” or “less” regulation. It is not just the quantity or even 

the substance of regulation that should concern us, but also how regulators, 

judges, and market participants interpret, apply, and comply with legal rules. 
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Because legal rules are not selfexecuting computer codes, they are subject to 

heavier or lighter enforcement, as well as to creative interpretation, gamesman- 

ship, and violation by human agents. 
 

 
The Regulatory Instability Hypothesis 

 

The problem is that bubbles radically alter both the content and application of 

legal rules. Market booms can interact with political markets, psychological 

dynamics, ideologies and social norms, and legal institutions to trigger dramatic 

deterioration and decay in the effectiveness of financial regulation. To see how 

this occurs, the five elements of the Regulatory Instability Hypothesis deserve 

further elaboration. Each of these elements is summarized below. 
 
 

The regulatory stimulus cycle: deregulation and beyond 
 

An examination of financial history reveals a clear pattern of governments 

changing legal rules to stimulate markets before or during the inflation of numer- 

ous asset price bubbles. I call these changes “regulatory stimulus.” Then, after 

markets crash, policymakers respond with a regulatory backlash of new rules to 

constrain investment and risktaking in financial markets. This regulatory stimu- 

lus cycle leads to a perverse result. There is less regulation and less effective 

regulation just as markets begin to overheat and the risk of crisis and of financial 

fraud and law-breaking spikes. Then re-regulation takes hold only after the 

bubble  has  burst,  the  economic  damage  has  been  done,  and  investors  and 

markets have been chastened by a crash. 

Regulatory stimulus includes deregulation – i.e., the repeal or substantive 

alteration and dilution of financial rules – that promotes investment in particular 

financial markets. However, regulatory stimulus covers quite a bit more too. It 

would be a mistake to focus on the repeal of statutes and regulations to the 

exclusion of other modes by which governments change legal rules to promote 

investment in particular asset markets. Consider the following analysis. Finan- 

cial regulation can operate as a “tax” on investment or lending, whether in 

general or in a particular market.38 The economic opposite of a government tax 

is of course a government subsidy; a subsidy for a particular investment can 

have the same net economic effect as repealing a tax on that investment. Regula- 

tory subsidies or stimuli can take a wide number of forms, including granting 

business ventures a legal monopoly to encourage them to develop new invest- 

ment markets. Governments can also create various legal preferences for certain 

investments, such as by crafting exemptions to financial regulations. Similarly, 

policymakers can choose not to collect a regulatory tax by lowering enforcement 

efforts or by not applying an existing regulation to emerging, but economically 

equivalent activities. 

The term “regulatory stimulus” as used in this book thus encompasses the fol- 

lowing legal changes to the extent they promote or unleash greater investment or 

lending in particular asset markets: 
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•     the repeal or roll back of statutes, regulations, or legal rules; 

• exemptions  or  waivers  from  particular  rules  granted  by  lawmakers  or 

regulators; 

• looser interpretations of financial laws and regulations either by courts or 

regulatory agencies; 

• reduced  enforcement of  existing  statutes  and  regulations by  regulatory 

authorities; and 

• active government stimulation of financial markets through various legal 

devices, including via 
 

• granting of charters or legal monopolies, 

• government guarantees of, or investments in, particular markets or ven- 

tures, or 

• the creation of other legal preferences for certain investments, such as 

exemptions from rules applicable to a broad range of other financial 

instruments or markets. 

 
If one takes an even broader definition, regulatory stimulus might also include a 

failure to exercise existing legal authority or to adapt existing authority to new, 

but economically equivalent investment contexts. In many historical episodes 

surveyed, regulatory stimulus took the form of creating, authorizing, or facilit- 

ating a particular financial innovation – such as a new financial instrument. 

Indeed, the legal history of bubbles provided in Chapter 1 includes a long list of 

examples of lawmakers endorsing, subsidizing, or even midwifing the birth of 

new financial technologies. 

Moving from deregulation to a broader conception of regulatory stimulus 

runs some risk of looseness in evaluating historical evidence. Yet the risk of 

cherry-picking is outweighed by a broader and more nuanced understanding of 

what “law” means. “Law in action” rather than merely “law in the books” helps 

focus on the concrete effects of legal rules and the actual behavior of legal actors 

rather than simply counting whether there are more or fewer pages in the statute 

books. This book therefore builds on the foundation of the Legal Realism and 

Law and Society movements, which pushed legal scholars to look beyond stat- 

utes and cases.39 Understanding the real world effects of laws requires studying 

how lawmakers interpret and enforce legal rules. It also requires considering a 

broad range of legal actors, including legislators, heads of government, regula- 

tors at various agencies, judges and courts, international organizations, and even 

private actors to whom regulatory functions have been delegated. Moreover, 

understanding the effects and effectiveness of legal rules requires looking at the 

behavior of individuals and firms subject to the law’s command. 

Chapter 3 of this book provides three models to explain the historical pattern 

of regulatory stimulus as markets boom and regulatory backlash after they crash. 

The first model looks at how bubbles radically alter the rational calculus of 

competing interest groups in demanding (or opposing) regulatory stimulus, as 

well as the rational calculus of lawmakers in supplying it. This analysis, heavily 
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influenced by public choice theory, is supplemented with a second model that 

examines how bubbles interact with the behavioral biases of regulators and 

interest groups to promote regulatory stimulus. Again, the interaction of rational 

and “irrational” decisionmaking serves as a recurrent motif in the book. For 

example, central bankers or bank regulators may be unwilling to suffer the career 

ramifications of taking actions that might cause financial markets to drop.40
 

Meanwhile, they may also suffer from “disaster myopia,” that is the tendency to 

underestimate the probability of an economic crisis when one has not occurred 

for  a  long  period.41   Yet,  economic  or  psychological  explanations  may  not 

provide a complete account of the decisions of the regulators and regulated. 

Accordingly, the third model examines how bubbles interact with ideological 

currents and changing social norms to encourage regulatory stimulus. 

No matter the model used, the regulatory stimulus cycle and asset price 

bubbles generate powerful feedback loops; less and looser restrictions on invest- 

ment or borrowing – particularly regulations that govern the provision of credit 

and the leverage of financial institutions – can stimulate financial markets. 

Booming markets, in turn, promote further pruning and slackening of those legal 

restrictions. 
 
 

Compliance rot: deteriorating obedience to financial laws 
 

Even those financial regulations that survive the regulatory stimulus cycle intact 

– i.e., those that are not repealed or more loosely interpreted or enforced – may, 

nonetheless, be rendered ineffective by the dynamics of a bubble. The prospect 

of sustained rising prices in financial markets can undermine obedience with fin- 

ancial laws by investors, financial institutions and intermediaries, and other 

market participants. Laws on the books have less meaning when compliance rot 

sets in. 

Chapter 4 uses the same threepart template described above to create models 

– based on rational calculations, behavioral biases, and ideologies and norms – 

to explain how legal compliance deteriorates radically during boom times. Under 

the rational model, booms provide immediate benefits yet delay legal liability 

and other costs for breaking the law. Those who would engage in financial mis- 

conduct understand that the budgets and capacities of regulatory watchdogs may 

not keep pace with mushrooming volume of transactions during bubble times. If 

compliance deteriorates widely, there can be a jailbreak effect; firms and indi- 

viduals may conclude that, “they can’t catch us all.” Second, bubbles exacerbate 

the behavioral biases of market participants, which can cause them to systemat 

ically underestimate the legal and other consequences to violating the law. Third, 

bubbles often coincide with broader social shifts in which norms of legal com- 

pliance and the perceived legitimacy of laws erodes. 

Chapter 4 focuses much of the analysis on deteriorating compliance with anti- 

fraud rules during bubbles. Yet it also applies these same three models to pru- 

dential  banking  rules,  including  laws  designed  to  protect  the  safety  and 

soundness of financial institutions and mitigate systemic risk. Lower compliance 
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with financial laws causes the deterioration in the effectiveness of those rules. 

Here too feedback loops form. Deteriorating compliance with laws that combat 

fraud or restrain investment and lending can add further fuel to a bubble, which, 

in turn, can further vitiate obedience to financial law. 
 
 

Regulatory arbitrage frenzies 
 

The same dynamics that encourage market participants to break laws also lead 

them to bend laws using techniques of “regulatory arbitrage.” Regulatory arbi- 

trage is a new bottle for old wine. It describes how firms and individuals will 

seek to lower the “regulatory tax” on a transaction (that is, when financial regu- 

lations either prohibit or render a transaction extremely costly). They accomplish 

this by seeking or devising close economic substitutes that are less regulated or 

completely unregulated. Chapter 5 explains how regulatory arbitrage is more 

complex than simple evasion or finding loopholes. Investors and financial insti- 

tutions seek to exploit the “incompleteness” and jurisdictional limitations inher- 

ent in all legal rules by engaging in one or both of two strategies. First, they can 

move capital to less regulated markets subject to other jurisdictions. Chapter 5 

labels this “investment switching.” Alternatively, they can hire lawyers, invest- 

ment bankers, accountants, and other advisors to construct elaborate transac- 

tional structures to provide the same economics as a heavily regulated or 

prohibited investment but subject to a much lower regulatory tax. Chapter 5 

labels this “investment structuring.” 

Just as they cause the deterioration of legal compliance, asset price bubbles 

increase the immediate benefits to regulatory arbitrage and delay the potential 

legal costs; booms increase the incentives to game legal rules that might other- 

wise shut institutions and individuals out of increased profit opportunities. 

Bubbles also can exacerbate behavioral biases that cause market actors to dis- 

count excessively the risks to regulatory arbitrage. Finally, bubbles affect the 

norms in financial and legal communities in ways that make aggressive use of 

regulatory arbitrage more acceptable. 

Regulatory arbitrage can thus become contagious. Widespread use of invest- 

ment switching and structuring encourages more market participants to partake. 

Those investors and institutions that do not will face the marketplace’s punish- 

ment for failing to enjoy the returns of a booming market. Regulatory arbitrage 

frenzies begin. 

To demonstrate the complexity of the techniques of regulatory arbitrage, 

Chapter 5 examines in detail an important species, regulatory capital arbitrage, 

which describes the gaming of bank capital rules. Regulatory capital arbitrage 

allows financial institutions to increase and cloak their leverage. As mentioned 

above, increased financial institution leverage has rippling and reverberating 

effects.  It  renders  financial  institutions  more  vulnerable  to  downturns.  It 

increases the supply of credit to financial markets, which can fuel asset prices 

and the growth of bubbles. By inflating asset prices, increased leverage masks 

the risks it poses both to individual firms and markets as a whole. Once again, 
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particularly insidious feedback loops between bubbles and regulatory dynamics 

can form. 

Regulatory arbitrage can also prevent policymakers from seeing new forms of 

risk that materialize in financial markets. Moreover (as Part IV of the book 

argues) regulatory arbitrage has also obscured the emergence of new channels in 

the economy for providing credit and increasing leverage. As noted above (and 

analyzed further in Chapters 2 and 9), credit and leverage can inflate bubbles. 

Thus, new, by fostering new channels for credit and leverage, regulatory arbi- 

trage enlarges a dangerous regulatory blind spot. 
 
 

Procyclical regulations 
 

Bubbles and financial regulations can have perverse interactions even if regula- 

tions are not rolled back and remain fully enforced and obeyed. Economists have 

pointed to evidence that some financial regulations exacerbate boom and bust 

cycles in the economy in their normal modes, without any misconduct by finan- 

cial firms or regulators. Through their mechanical operation, these procyclical 

regulations interact with market cycles to spur financial firms to make more 

investments and increased lending during booms and to throttle back after a 

crash. 

To explain this, a simple example suffices for now.42  Loan loss reserves 

require banks to set aside money to cover the probability of defaults on their 

mortgages or other loans. If the amount of the reserve required by legal rule is 

based on the previous year’s losses on mortgages or other loans, then a real 

estate or other bubble that lasts several years can lead to troubling results. 

Consider how rising market prices can lead to fewer loan defaults. When real 

estate prices surge for a protracted period, mortgage borrowers can exit loans 

they can no longer afford by selling their homes for a higher price (or by refin 

ancing, if credit is cheap). Under the regulation, lower defaults allow banks to 

lower reserves. This frees a bank to lend more money. More credit can drive 

housing prices higher and a feedback loop develops. 

However, the feedback loop jumps into reverse should real estate prices falter. 

Defaults rise. Lower prices narrow the exit options for borrowers to resell or 

“flip” assets. Higher default rates leads to higher reserve rates, which throttles 

back bank lending. Less bank credit further depresses asset prices, prevents more 

borrowers from reselling or refinancing, and increases the default rate. 

This type of poorly designed (but unfortunately not uncommon) loan loss 

reserve requirements amplifies market cycles. Economists label these regulations 

“procyclical.” Note that this procyclicality has both macroeconomic and microeco- 

nomic dimensions. Procyclical regulations have macroeconomic effects by inflat- 

ing market booms and deepening market crashes. They also have microeconomic 

effects: lower loan loss reserves mean banks are more exposed to market down- 

turns. Procyclical regulations thus run counter to regulations that aim to mitigate 

the risk of individual financial institutions failing. The systematic failure of finan- 

cial institutions, in turn, can have macroeconomic consequences of their own. 
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Herd-promoting regulations 
 

Financial regulations can also promote dangerous collective behavior by finan- 

cial institutions. As noted briefly above (and as analyzed in more detail in 

Chapter 1), bubbles arise because of the herding of investors into particular asset 

classes. The economic logic behind this destructive behavior has a close ana- 

logue in the investor decisionmaking that drives bank runs.43
 

Financial regulation not only does too little to prevent these two forms of 

herding, it can actually promote them. Legal rules, such as bank capital regula- 

tions, encourage financial institutions to invest in asset classes that theoretically 

involve lower risk and seem more liquid. Investment grade assetbacked securi- 

ties and Greek sovereign debt serve as two examples. Collective investment in 

these asset classes can reinforce their apparent safety and liquidity. Even if this 

collective investment does not create an asset price bubble, a bubble can further 

enhance these appearances. 

Yet the herd can turn. The riskiness of these assets can spike and their 

liquidity can evaporate when collapsing bubbles (or even the mere fear of a bub- 

ble’s collapse) trigger a stampede by financial institutions out of these market 

segments. Chapter 7 looks at the various facets of this herd behavior during 

crises, including the economics of bank runs and liquidity spirals. 

Regulations can also encourage herding into liquidity – a kind of bankrunin 

reverse – by creating various legal preferences for certain asset classes. Chapter 

7 analyzes how regulations, including exemptions to the U.S. Bankruptcy Code, 

fostered liquidity in the markets for novel financial instruments. By promoting 

herding into liquidity, these regulatory changes set the stage for post-modern 

bank runs. Chapter 7 also looks at how government bailouts – or even market 

wide expectations of government bailouts – encourage herding by financial insti- 

tutions. These firms understand that if they congregate into certain asset classes, 

the government may be unwilling to let them fail collectively because of the 

severe economic fallout that would result. The government may have few or no 

legally, politically, or economically principled ways to bail out only part of the 

herd and leave the rest to their fate. 

This “toocorrelatedtofail” problem highlights the severe consequences of 

herd-promoting regulations. These regulations can exacerbate asset price bubbles 

and set the stage for bank runs and liquidity crises. Moreover, by prompting fin- 

ancial institutions to take correlated risks, they increase the susceptibility of 

these firms to common economic shocks and thus elevate systemic risk.44
 

 
In outlining and examining these five elements of the Regulatory Instability 

Hypothesis, the book relies heavily on models, economic and otherwise. This 

runs some risk of presenting the messiness of politics, markets, and laws as oper- 

ating in too mechanical a manner. This risk is worth running to the extent that 

creating those models and stripping out some of the details leads to either test- 

able hypotheses or at least a clearer understanding of the tectonic forces that 

stress financial regulation during crucial market periods. 
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Creating models and theories should not, however, minimize the importance 

of context, nuance, and deep institutional knowledge. Indeed, regulatory changes 

during various historical bubble periods are alike, but only when viewed at a suf- 

ficient degree of abstraction. The forms of regulatory stimulus and backlash, the 

problems of deteriorating legal compliance (“compliance rot”), and the strategies 

of regulatory arbitrage were not the same in early nineteenth century Britain and 

late twentieth century Japan. Rather the legal dynamics of a bubble in a given 

country at a given historical moment are shaped by the nature of laws, the struc- 

ture of legal institutions, the roles of lawyers, and the sociopolitical and cultural 

environment. These contextual factors provide form to the abstract forces at 

work behind regulatory subsidies, regulatory backlash, non-compliance with 

legal rules, regulatory arbitrage . . . 
 

 
The consequences of regulatory instability 

 

Together and apart, the five elements of the Regulatory Instability Hypothesis 

paint a bleak and unnerving picture for regulating financial markets. They suggest 

that the risk of financial regulation failure increases at precisely the moment those 

regulations are most needed. These four dynamics may not be present to an equal 

extent in every booming market, and this book does not argue that there are iron 

laws to financial history. Nevertheless, the dynamics of asset booms and bubbles 

create powerful undercurrents with which financial regulation must contend. 

The dynamics may affect legal rules in different domains of financial law: 

banking  regulation,  securities  regulation,  and  even  corporate  law.  However, 

when the Regulatory Instability Hypothesis applies to certain categories of fin- 

ancial regulation, concerns should be elevated. When these dynamics undermine 

regulations that govern the credit extended by, and the leverage of, financial reg- 

ulations, they attack two critical regulatory functions. As noted above, these reg- 

ulations both mitigate the magnitude of bubbles and promote the resiliency of 

financial institutions and markets to popped bubbles. When these regulations 

weaken and leverage increases, asset prices climb, as does the fragility of finan- 

cial institutions and entire markets. Bubbles fed by credit and marked by highly 

leveraged financial institutions generate the worst crises. 

Many of these same credit and leverage regulations also have a role in pro- 

tecting the “safety and soundness” of financial institutions. These regulations 

serve a heightened purpose of mitigating systemic risk – or the risk of losses to 

entire markets, from which investment diversification offers little shelter.45 Reg- 

ulations governing bank liquidity and deposit insurance are also intended to miti- 

gate systemic risk, by protecting financial institutions from liquidity shocks and 

the classic problem of bank runs.46 Policymakers should then be concerned when 

any of the elements of the Regulatory Instability Hypothesis – regulatory sub- 

sidies (particularly deregulation and underenforcement), compliance rot, fren- 

zies of regulatory arbitrage, and procyclical or herdpromoting regulations – threaten 

to subvert systemic risk regulations. When these regulations buckle, bursting 

bubbles threaten to create economic chaos. 
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The Regulatory Instability Hypothesis therefore provides a framing device for 

a series of recurrent and even cyclical threats to what should be considered the 

overriding ur-purpose of financial laws: mitigating the damage to financial 

markets and to the “real” economy from financial crises. Asset price bubbles, 

which have been a persistent feature of financial history, can both spawn finan- 

cial crises and subvert financial laws. The collapse of bubbles has tended to 

generate the most significant changes in financial laws.47  It is not that large a 

leap then to say that the animating purpose of financial regulation born of crisis 

and bubble is – or should be – to ensure that future crises do not become severe 

enough to melt down capital markets and the economy, if not to prevent crises 

altogether. 

However, lawmakers can lose sight of the forest in the trees. Attempts to 

address what are perceived to be the immediate causes of the last crisis or to 

solve particular market failures may distract from the original and overarching 

objective: reducing the likelihood that a financial crisis will generate widespread 

economic and social devastation. This ur-purpose of financial regulation tends to 

be forgotten slowly during long intermissions between financial crises. Efforts to 

finetune various securities and banking laws may lead focus to shift towards 

subsidiary policy goals. This change in focus, together with a tendency to exult 

in the ability of markets to govern themselves during prosperous economic 

periods, obscures the most important purpose of regulation: to protect markets 

and societies from the worst-of-the-worst market meltdowns. These factors may 

also obscure the recurrent dynamics that cause the deterioration and decay of fin- 

ancial laws and undermine their ability to serve this fundamental objective. 
 

 
The descriptive tools and aims of this book: a preview of 
shadow banking 

 

The primary objective of this book is not to generate a simple list of policy pro- 

posals. Instead, the boom aims to describe in broad brush and fine grain the chal- 

lenges to financial regulation during bubbles. It looks to elaborate on the 

Regulatory Instability Hypothesis as a construct to organize and understand 

those problems. Although the focus is on law, the book looks heavily to insights 

from history and economics. The longest chapter of the book, Chapter 2, pro- 

vides a historical background to financial regulation and fraud before, during, 

and after over a dozen bubble periods. The book also surveys economic research 

(both microeconomic and macroeconomic) on asset price bubbles and financial 

regulation. Still the overall focus remains on describing and examining the 

Regulatory Instability Hypothesis. Thus the book does not seek to match a 

historian’s thick or comprehensive description of financial history or the 

econometrician’s intense quantitative analysis. 

In setting forth the Regulatory Instability Hypothesis, this book of course dis- 

cusses the Panic of 2007–2008. However, it does not seek to provide a soupto 

nuts  account of  that  crisis;  bookstores  are  already crowded with  texts  that 

attempt to do just that.48  Rather it situates the Panic in a larger historical and 
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economic context and uses elements of the current crisis to illustrate the com- 

ponents of the Regulatory Instability Hypothesis. 

One facet of the current crisis bears particular mention now. In various places, 

the book analyzes the growth over the last two decades of the socalled “shadow 

banking system” and how that system contributed to the Panic of 2007–2008. 

Part IV of the book describes the shadow banking system in great detail. 

However, a simple definition should suffice for this introduction: the shadow 

banking system describes a web of complex financial instruments that connected 

household and corporate borrowers to investors in capital markets.49  These 

instruments included assetbacked securities (securitization), assetbacked com- 

mercial paper, money market mutual funds, repurchase agreements, and credit 

derivatives. 

Securitization created one of the most important arteries in this system. It fun- 

neled credit from capital markets to households and businesses and transferred 

credit risk in the opposite direction. Securitization describes a transaction in 

which mortgages or other loans are pooled together and sold to an investment 

vehicle. The vehicle purchases these assets with the proceeds of securities it 

issues to investors (called “assetbacked securities”). The future cash payments 

on the underlying mortgages and loans fund (and provide collateral for) the pay- 

ments to investors on those securities.50
 

This system or network of financial instruments is called “shadow banking” 

because it constructs a bypass around the traditional banking system, in which 

banks borrow money from depositors and lend to consumers and businesses. 

Like banks, the shadow banking system provided an important source of credit 

in the economy, but it offered some theoretical advantages to the model of tradi- 

tional deposittaking banks. Traditional banks face the problem of having highly 

illiquid and longterm assets (mortgages and loans with maturities far in the 

future), but shortterm liabilities (given that depositors often have the right to 

withdraw their funds on demand). This mismatch, combined with the fact that 

banks earn profits by lending out most of the money they take in from deposi- 

tors, leaves banks vulnerable to bank runs. In a run, depositors flock to withdraw 

their funds, fearing either that the bank will suffer huge losses or that other 

depositors will withdraw first and leave the cupboard bare.51   Highly illiquid 

assets like loans means that banks also can suffer from heavy and longlasting 

concentrations of risk to certain types of borrowers or certain geographic areas.52
 

Securitization offered to solve these problems for banks and other lenders by 

allowing them to make loans and then sell them to an investment vehicle in a 

securitization.  Banks  thus  offload illiquid  assets  and  risk,  and  receive  cash, 

which they can redeploy in making new loans. Investors purchasing assetbacked 

securities gain because they can participate, indirectly, in lucrative loan markets, 

while limiting their exposure to just a sliver of the risk from a pool of loans. The 

pooling of loans provides further diversification. Moreover, the investment 

vehicle often issues multiple classes or categories of securities to customize the 

level of risk and reward for individual investors. Different classes of securities 

would have different rights (or priorities on payment) to the cash streams from 
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the underlying assets.53 By linking capital markets to borrowers, shadow banking 

allowed the credit risk of loans to be spread widely and efficiently (at least theo- 

retically). This lowered the borrowing costs for households and businesses.54
 

Note how often the paragraph above makes the “theoretically” qualification. 

As this book will sketch out in Part IV, the shadow banking system broke down 

in the Panic of 2007–2008. Its failure demonstrated that this system was actually 

subject to many of the same economic risks as traditional banking, while subject 

to far fewer regulatory safeguards. Perversely, a system designed to solve 

banking risks and evade banking laws came to suffer from a banking crisis. Even 

more perversely, the crisis prompted the government to use many of the same 

tools it uses to address banking crises to save the shadow banking system. 

Shadow markets thus enjoyed the cake – being free from bank regulations – and 

got to eat it too – enjoying the benefits of bankstyle government rescue. 

The analysis of the shadow banking system in Part IV provides a master class 

in the Regulatory Instability Hypothesis. This system has its origins in deregula- 

tion and regulatory subsidies granted to particular financial markets and institu- 

tions.55  It flourished and its individual constituent financial markets fused 

together because of regulatory arbitrage.56 Indeed, in the later years of the U.S. 

real estate bubble, just before the Panic of 2007–2008 struck, some economists 

argue that the explosive growth of shadow banking markets was propelled prim- 

arily by financial institutions purchasing financial instruments to game bank 

capital regulations and dramatically increase and camouflage their leverage.57
 

In these late stages, an epidemic of lawbending and lawbreaking erupted 

throughout the system – from abuses by subprime mortgage lenders to the 

aggressive masking of leverage by financial institutions such as Lehman Broth- 

ers.58 During this period, regulators failed to aggressively enforce consumer 

laws.59  Moreover, policymakers actively encouraged institutions to invest more 

in the riskiest sectors of the shadow banking system. For example, legislators 

and regulators pushed mortgage giants Freddie Mac and Fannie Mae (and those 

giants lobbied hard to be allowed) to purchase subprime mortgages and 

subprime-related mortgage-backed securities.60 Regulations encouraged U.S. and 

European financial institutions to herd into the same supposedly safe and liquid 

financial markets, including investment grade assetbacked securities and asset 

backed commercial paper, repos, and money market mutual funds.61  Moreover, 

economic studies indicate that financial institutions used the shadow banking 

system to increase their leverage at the same time, putting in motion a danger- 

ously procyclical leverage cycle.62
 

All the dynamics of the Regulatory Instability Hypothesis were thus at work 

in the shadow banking system. Ominously, these dynamics worked against the 

most crucial kinds of financial regulations: legal rules governing financial insti- 

tution lending, leverage, and systemic risk. These dynamics fueled the growth of 

shadow banking and the inflation of the real estate bubble. They also set the 

stage for economic catastrophe. 

Disconcertingly, in the years leading up to the Panic of 2007–2008, regulators 

and the Federal Reserve seem to have missed the larger implications of the rise 
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of the shadow banking system. They realized that individual markets for shadow 

instruments were flourishing, but they failed to see how the pieces fit together to 

create a system that rivaled the size of the traditional banking sector. They 

missed the monetary effects of shadow banking. In fact, the Federal Reserve 

chose to stop monitoring a broader measure of the money supply just when it 

would have signaled the alarm (perhaps not coincidentally this was approxi- 

mately the same moment when economists believe regulatory arbitrage via 

shadow banking skyrocketed).63
 

They of course, also failed to perceive the way financial laws governing fin- 

ancial institutions and markets were deteriorating. They paid little heed to the 

dangers framed by the Regulatory Instability Hypothesis: cycles of regulatory 

stimulus, compliance rot, regulatory arbitrage, and procyclical and herd- 

promoting regulations. 
 

 
The prescriptive aims: towards robust financial regulation 

 

The bulk of this book is descriptive, on the theory that “a problem well put is 

halfsolved.”64 However, Part IV and the conclusion venture into the realm of 

policy prescription. They consider what architects of financial regulation could 

and should do in light of bubbles and the Regulatory Instability Hypothesis. Rec- 

ommending regulatory changes after arguing that very ancient, powerful, and 

recurrent phenomena undermine regulation is, to understate the case massively, 

a daunting task. 

The prescriptive elements of this book attempt to navigate between twin 

myths: a Scylla that law can do nothing about asset price bubbles and the 

Charybdis  that  law  can  abolish  bubbles.  The  first myth  may  have  several 

variants. One version sees bubbles as simple products of irrational investors. 

The moral of this myth is that there is little law can do to remedy human 

folly and that attempts to do after the fact may only provide insurance to 

gamblers.65
 

If it would be error to say there is nothing that law can do about asset price 

bubbles, it would also be a grave mistake to assume they can do too much. Fin- 

ancial regulation can neither abolish nor prevent financial crises altogether; 

history has shown that both bubbles66  and financial crises67  more generally are 

remarkably robust phenomenon. They have formed with regularity throughout 

financial history in countries with different cultures, forms of government, and 

regulatory architectures. Bubbles have also proven remarkably resilient in eco- 

nomic experiments conducted in simulated bond markets.68 Thus the objective of 

financial regulation should not be to eradicate bubbles, let alone to eliminate 

business cycles. 

Instead, the objectives should be more modest: to reduce the incidence and 

severity of bubbles or, moreover, to mitigate their effects of financial markets. A 

regulatory redesign would focus on shoring up financial laws against fraud and 

lawbreaking. It would aim to make households, financial institutions, and 

markets more resilient to the bursting of bubbles. 
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To meet these objectives, the book’s conclusion explores ways to make finan- 

cial regulation more robust in the face of asset price bubbles and to contribute 

less to the development of those speculative booms. This means confronting the 

five elements of the Regulatory Instability Hypothesis headon by designing reg- 

ulations and institutions that: 

 
• withstand political pressures as the regulatory stimulus cycle turns and the 

tide rolls against policymakers preserving and vigorously interpreting and 

enforcing financial laws; 

• promote  and  reinforce compliance in the face of  bubble pressures  that 

undermine obedience by market participants with critical legal rules; 

• manage and adapt to regulatory arbitrage and ensure that policymakers 

keep pace with financial innovations and evolving markets and treat similar 

economic risks similarly; 

•     reduce procyclicality and promote counter cyclicality in regulations; and 

•     reduce incentives for financial institutions to engage in dangerous herding 

and mitigate correlated risktaking among financial institutions. 

 
Economists often debate whether central banks can address potential asset price 

bubbles as they develop by adjusting monetary policy to “lean into” the eco- 

nomic wind.69  The final chapters ask whether legal rules can do the same. Can 

policymakers adjust financial regulations – or create regulations that adjust auto- 

matically – to adapt when the climate for financial law harshens as financial 

markets begin to bubble? A very loose analogy might be drawn between creating 

adaptive regulations that adjust to bubbles and the economic objectives of Key- 

nesianism. The comparison is, however, inexact. This book does not propose 

using financial regulations to smooth business cycles, nor does it examine the 

right and wrong ways to manage financial crises. 

The concluding chapter emphasizes not so much changing the substance of 

financial regulation, as it does rethinking the design of regulatory institutions. 

How can institutions be redesigned to make them resilient to economic and polit- 

ical pressures that thwart effective financial regulation? How can regulators be 

given the capacities and incentives to adapt legal rules to bubble periods? Here 

the  tension  between  the  different  models  that  explain  regulatory  failure  – 

rational, behavioral, and norms/ideologies – comes to the fore. For example, 

rational models may call for increasing carrots and sticks to market participants 

and policymakers. Yet this approach may undermine efforts to cultivate norms 

and the intrinsic motivations of legal actors. 

The concluding chapter also returns to another of the book’s core themes: the 

regulatory problems created by various powerful feedback loops. It examines 

whether this feedback could be dampened by decoupling political, regulatory, 

and economic cycles. The linkages among these cycles pose the greatest dangers 

when they affect regulations that govern the lending and leverage of financial 

institutions. Part IV and the conclusion of this book therefore examine how fin- 

ancial regulation and monetary policy might be better integrated. One of the core 
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lessons of those parts is that simply knowing and communicating the extent to 

which regulations deteriorate during bubbles and the microeconomic and macro- 

economic impact of that deterioration would represent significant advances. 

Achieving simpler and more modest goals may be challenging enough. 

Indeed, the Regulatory Instability Hypothesis may inject the reader with a strong 

dose of fatalism. It may leave her or him skeptical that any laws that attempt to 

ameliorate bubbles or their effects will be counterproductive, rolled back, or ren- 

dered ineffective. If most of the book bears witness to the cyclical failings of fin- 

ancial  regulation,  the  conclusion  looks  to  provide  at  least  some  balm  from 

Gilead. 
 

 
The Regulatory Instability Hypothesis and fundamental 
value 

 

Both the prescriptive and descriptive aims of this book must confront a standard 

objection to scholarship on asset price bubbles, namely that it is difficult to 

identify bubbles in hindsight, let alone to identify them in media res. Indeed, 

several prominent economists have questioned whether some of the more promi- 

nent historical episodes identified as bubbles could in fact be explained by the 

fundamental values of assets.70 Identifying bubbles as they develop requires 

determining that prices cannot be justified by future cash flows. The inherent 

uncertainty of this determination has led many macroeconomists, including Ben 

Bernanke (while he was still an economist at Princeton and before his apotheosis 

to the U.S. Federal Reserve Chairmanship) to argue against using monetary 

policy to curb inflation in financial markets.71
 

As the work of a legal scholar, this book will add little to the ability of econo- 

mists to measure the fundamental value of assets. However, the problem of 

measuring fundamental value with precision poses a serious threat to neither the 

descriptive nor the prescriptive parts of this book for several reasons. First, many 

macroeconomists and central bankers are more comfortable than Chairman Ber- 

nanke that central banks can and should use monetary policy to curb the threat of 

inflation  in  asset  markets  affecting  the  macro  economy.72    The  Panic  of 

2007–2008 may have tipped the scales in the debate towards this more activist, 

antibubble view, as heads of central banks in Europe73 and Canada74 have 

warmed to using monetary policy in this way.75 These economists believe central 

bankers can exercise judgment as to whether prices in a particular market consti- 

tute a bubble or are otherwise justified by economic fundamentals.76
 

To be sure, exercising judgment in determining whether a bubble has formed 

presents its own set of challenges both for central bankers, as well as for the 

banking and securities regulators who are more the focus of this book. Judgment 

as to when markets are overheating – and when the elements of the Financial 

Instability Hypothesis pose particular dangers – requires that regulators have 

considerable capacities. They would need among other things, new training, 

sophisticated economic data and models, and financial resources. Moreover, reg- 

ulators must be able to withstand the political pressure that would work against 
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strenuous regulation during boom times. Modern macroeconomics also provides 

the insight that market expectations of future economic conditions and future 

policy changes matter.77 Regulatory changes may be frustrated when they fly in 

the face of those expectations and markets doubt the resoluteness of policy- 

makers. None of these challenges to the exercise of judgment by regulators are, 

however, insurmountable. 

Second, a lack of certainty as to when bubbles form may not pose the dire 

economic consequences that the Bernanke camp fears should financial regulators 

attempt to adjust to market bubbles. Chairman Bernanke argued that using tradi- 

tional monetary policy to raise or lower overall market interest rates to curb 

potential asset price bubbles created significant spillover costs.78  For example, 

raising interest rates to dampen what may be a bubbly stock market would also 

act to dampen investment in real estate markets that might not be overheating. 

Higher interest rates might also impact labor markets, currency exchange rates, 

foreign trade, and a host of other sectors. Bernanke famously labeled this use of 

monetary policy as “surgery with a sledgehammer.”79
 

However vivid this metaphor may be, it should not obscure that many finan- 

cial regulations can target credit and leverage flowing into asset markets (which 

Bernanke concedes can feed bubbles) more surgically than broad brush monetary 

policy tools. Chapter 9 will explain how various financial regulations can restrict 

credit flowing into particular asset markets. Moreover, even if financial regula- 

tions are not used as monetary policy levers, it is important to understand how 

regulatory changes can have unintended monetary effects. The roll back, under 

enforcement, compliance rot, or other weakening of these regulations may have 

significant macroeconomic consequences and contribute to asset price inflation. 

Chapter 9 and Part IV examine more closely the nexus between regulations gov- 

erning financial institution lending and leverage and monetary conditions. 

Furthermore, this sledgehammer critique does not strike at the prescriptive 

aims of this book. Again, this book is principally engaged with the effectiveness 

of financial regulations. It does not focus on using regulations to eradicate or pop 

bubbles. Accordingly, the spillover effects that rightly trouble Bernanke pose 

less of a concern when policymakers look to fix microeconomic regulations 

rather than to set macroeconomic policy. More modest goals and less dire spill- 

over costs require less certainty as to whether a bubble exists. 

Third, many of the most important dynamics of the Regulatory Instability 

Hypothesis do not strictly depend on whether asset prices have risen above 

fundamental value. Therefore, it is not necessary to determine fundamental value 

to determine when these dynamics are at work in a booming market. Measuring 

fundamental value does not present a prerequisite to developing policies that 

address the Regulatory Instability Hypothesis. Indeed, the models outlined in the 

following chapters explain the dynamics of the Regulatory Instability Hypo- 

thesis not by reference to fundamental values, but rather to other factors at work 

during prolonged market booms. A combination of booming prices, investor 

herding, behavioral biases, and shifting norms and ideologies cause the deterio- 

ration and decay of financial regulation. For example, deteriorating enforcement 



22Introduction  

Preprint Version 

 

by regulatory agencies during booms can stem from regulators becoming over- 

whelmed as transaction volumes rise while their budgets remain flat. Booms may 

change regulator behavior by exacerbating disaster myopia and other behavioral 

biases or  by  reinforcing shifts in social norms,  in each case, regardless  of 

whether or not market prices exceeded fundamental value. 

In many cases, the same causal factors that may contribute to the formation of 

a bubble may also drive regulatory failures. It is more important to draw a causal 

connection between these factors and regulatory failure than to find a causal rela- 

tionship between a bubble (and the relationship between asset prices and funda- 

mental value) and regulation. Consider deregulation and the regulatory stimulus 

cycle during a period of surging prices in the financial markets. Surging markets 

may give financial institutions more resources to lobby for deregulation, con- 

tribute to the disaster myopia of regulators, and overwhelm the resources of even 

vigilant regulators. Similarly, compliance with financial regulations may 

deteriorate, as sustained price booms undermine the deterrent effect of liability 

rules and weaken norms of compliance. All of these regulatory failures can occur 

even if there is a debate among economists on whether a bubble has formed 

according to a strict economic definition. 

Even if it is at times difficult to see the precise mechanisms that subvert fin- 

ancial regulation during booms, it is easier to see many of the troubling con- 

sequences. Policymakers can measure increased financial institution leverage 

(even though financial institutions make efforts to cloak this). Policymakers can 

track (albeit imperfectly) alleged violations of the law and the development of 

regulatory arbitrage structures (although care must be taken in attempting to 

measure lawbreaking and compare it across historical periods). Policymakers 

can use historical market data to see when financial institutions are engaging in 

procyclical behavior and when they are herding into particular asset classes. 

If describing the problem does not require certainty as to fundamental value, 

neither would prescribing and analyzing remedies for the dynamics of the Regu- 

latory Instability Hypothesis. For example, addressing the decreased incentives 

and resources of financial regulators to regulate during prolonged booms would 

not require a determination of fundamental value. Even simple solutions, such as 

increasing regulator budgets during boom times, might advance the cause. 

None of this suggests that rethinking regulatory design in the face of the Reg- 

ulatory Instability Hypothesis does not require empirical data or good economic 

modeling. Yet neither does it suggest that mending and reinvigorating regulatory 

institutions requires answering one of economics’ most contentious questions, 

namely “how do we measure the fundamental value of assets.” 
 

 
A roadmap to the chapters that follow 

 

The following provides a brief overview of the structure of this book. 

Part I provides background for the remainder of the book by discussing the 

economics and legal history of asset price bubbles. Chapter 1 discusses how 

asset  price  bubbles  have  been  defined  in  the  economic  literature  and  the 
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problems with those definitions. The first chapter outlines the most influential 

economic research on how bubbles form. Chapter 2 examines the legal history 

of over a dozen asset price bubbles over 300 years and across several continents. 

This chapter does not aim to provide a comprehensive or colorful history of each 

episode – other books have already done that – but, instead, focus on certain 

aspects in each of these bubbles. The chapter looks at the regulatory stimulus 

cycle at work in each of these historical episodes, i.e., how governments pro- 

vided regulatory stimulus as bubbles inflated, as well as the regulatory backlash 

after they popped. Chapter 2 also describes the prevalence of financial fraud and 

other law-breaking during each bubble studied. 

Part II of the book then unpacks the Regulatory Instability Hypothesis. 

Chapter 3 provides three models – one rational, one behavioral, and one based 

on shifting ideologies and social norms – to explain the political economy of this 

regulatory stimulus cycle. Chapter 4 examines the causes of outbreaks of fraud 

epidemics during bubbles. It uses three similar models to explain first how 

bubbles undermine compliance with antifraud rules and then how they subvert 

obedience by financial institutions with prudential banking regulations. Chapter 

5 extends this analysis to explain increasing regulatory arbitrage during bubbles. 

Chapter 5 also provides a case study of regulatory capital arbitrage. 

If previous chapters attempted to isolate elements of the Regulatory Instab- 

ility Hypothesis, Chapter 6 argues that they can also provide virulent feedback 

for one another. That chapter provides a model of how deregulation/regulatory 

subsidies and regulatory arbitrage can trigger or reinforce one another. It then 

looks at how this model explains the legal dynamics during the real estate 

bubbles in Sweden and Japan in the 1980s. It also considers whether this model 

sheds light on certain aspects of the U.S. subprime bubble, particularly the inter- 

actions between Freddie Mac and Fannie Mae on the one hand, and “private 

label” securitization, on the other. 

Chapter 7 explores the final two elements of the Regulatory Instability Hypo- 

thesis. It analyzes procyclical regulations. It then looks in greater depth at the 

problem of herd behavior during asset price bubbles, and examines the connec- 

tions between the economics of bubbles and bank runs. Chapter 7 then investi- 

gates how certain regulations and government interventions promote herding by 

financial institutions. 

Part III of the book analyzes whether regulations can be used to fight asset 

price bubbles. Chapter 8 examines evidence of the effectiveness of various legal 

rules and policies in preventing or pricking bubbles or dampening their magni- 

tude. This chapter sifts through evidence from experimental economics, particu- 

larly experimental asset markets (a kind of simulated bond market used to 

conduct economic experiments). 

Chapter 9 evaluates one category of antibubble laws that appears to be the 

most effective in preventing, pricking, and dampening bubbles: those that con- 

strict the flow of credit to financial markets. In doing so, this chapter also out- 

lines the deep connections between certain regulations of financial institutions 

and markets, on the one hand, and monetary policy, on the other. Regulations 
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that affect financial institution leverage and regulatory preferences that allow 

certain financial instruments to take on more of the economic characteristics of 

money can have enormous monetary and macroeconomic effects. 

Part IV then fits the pieces of the book together to show how they help 

explain one pivotal factor behind the Panic of 2007–2008, the rise of the shadow 

banking system. Chapter 10 provides a primer on the shadow banking system 

and its component markets for financial instruments. Chapter 11 then describes 

how the Regulatory Instability Hypothesis helps explain the origins and phenom- 

enal growth of shadow banking. It also examines how this burgeoning parallel 

credit sector facilitated regulatory arbitrage, law-breaking, and procyclical and 

herd behavior by financial institutions. 

As there are no precise cookbooks for financial regulation in light of bubbles, 

the concluding chapter examines the cooks. It proposes ways in which to give 

regulators and policymakers the capacities and incentives to resist the political 

pressure of the regulatory cycle to deregulate and dial down enforcement during 

boom times. It recommends measures to ensure that regulators keep pace with 

lawbreaking and regulatory arbitrage. It examines fixes for procyclical and 

herd-promoting regulations. The last chapter thus addresses one of the least- 

explored questions in the wake of the Panic of 2007–2008 – not whether regula- 

tors need new tools, but how should we design legal institutions to ensure that 

regulators appropriately use the powers at their disposal. More broadly: how 

should legal institutions be designed so that law retains its force when it is most 

needed? 
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