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Preface

In response to the Great Financial Crisis of 2007-10, and the perceived
failure of market discipline in the financial sector, government regula-
tion of the financial system was greatly expanded and intensified. This
process culminated in the United States with the enactment of the
Dodd-Frank Wall Street Reform and Consumer Protection Act in July
2010. Many other countries and official international organizations
enacted similar measures. What new or modified government regula-
tions were adopted? For what purpose? What impact have they had to
date or are expected to have in the near and distant future? Were the
regulatory changes ‘just right” or did they overshoot or undershoot the
optimum target and produce suboptimal results? If suboptimal, what
corrective actions may need to be taken in the future?

On November 6-7, 2014, the 17th annual International Banking
Conference was held at the Federal Reserve Bank of Chicago, cospon-
sored by the Chicago Fed and the Bank of England, to analyze and
develop answers to these and similar questions. Nearly 200 financial
policymakers, regulators, and practitioners, as well as financial researchers,
scholars, and academics from some 25 countries attended the two-day
conference and engaged in a lively discussion. As a result, the regulatory
changes and the remaining issues were clarified.
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vi | Preface

The papers presented here, as chapters, focused in turn on the near-term
effects of the new regulations on financial institutions and markets, the
intermediate and mostly transitional effects being observed, and the
longer-term potential steady-state outcomes for both the financial and
real sectors of the economy. The conference concluded with a discussion
of what should be done next.

This volume contains the keynote addresses (in Part 1) and the
papers (subsequent chapters) delivered at the conference. The volume is
intended to bring the analyses and conclusions presented at the confer-
ence to a wider audience in order to clarify and improve understanding
of the issues and to stimulate further discussion aimed at guiding future
financial public policy.
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Financial Entropy and the
Optimality of Over-regulation

— CHAPTER 1

= Alan S. Blinder
Princeton University

Preview

One frequently hears, often as a complaint, about the financial regula-
tory ‘pendulum’ swinging too far in one direction or the other — from
excessively tight regulation to excessively lax, and vice-versa. My con-
cern in this paper is precisely with those swings. I will argue that, in fact,
they may be optimal. Rather than searching for some sort of long-run
equilibrium in which the marginal costs and marginal benefits of finan-
cial regulation are equated, we should expect a never-ending game of
cat-and-mouse between the industry and its regulators in which first one
side and then the other gains the upper hand — in a kind of cyclical
equilibrium.’

Alan Blinder is the Gordon S. Rentschler Memorial Professor of Economics and
Public Affairs at Princeton University and former Vice Chairman of the Board of
Governors of the Federal Reserve System. He is a co-founder and Vice Chairman of
Promontory Interfinancial Network and a Senior Advisor to Promontory Financial
Group. It should be noted that financial regulation affects the businesses of both of
these firms. The views expressed here are his own, however, and are not shared by
any institutions with which he is, or has been, affiliated. Helpful comments from a
number of conference participants are acknowledged and appreciated.

'l am hardly the first person to make such an observation. See, for example,
Aizenman (2011) and, in less detail, Tirole (2014).
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