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In The Onion's version of George W. Bush's inauguration speech,
Bush intones: "Our long national nightmare of peace and prosperity is
finally over."' Written on January 17, 2001, the satire is so prescient that
it merits quotation at length, and thus appears below (what are footnotes
for, after all?).2 By the end of his two terms in office, Bush had not only
wrecked the nation, but also wrecked the model of government that had
dominated national politics for twenty-eight years. The purpose of this
essay is to explore the possibility that the Obama Administration will
develop a new model, a new approach to governing America. It focuses
exclusively on regulatory policy, and uses the regulation of financial
derivatives as its example. The essay proceeds as follows: Part I dis-
cusses models of governance generally (Section A) and their application

* University Professor of Law and Political Science, Vanderbilt University.
1. Bush: "Our Long National Nightmare of Peace and Prosperity Is Finally Over," THE

ONION (Jan. 17, 2001), http://www.theonion.com/articles/bush-our-long-national-nightmare-of-
peace-and-pros,464/.

2. Bush swore to do "everything in [his] power" to undo the damage wrought by
Clinton's two terms in office, including . . . going into massive debt to develop
expensive and impractical weapons technologies . . . . Bush also promised to bring
an end to the severe war drought that plagued the nation under Clinton, assuring
citizens that the U.S. will engage in at least one Gulf War-level armed conflict in the
next four years.....

On the economic side, Bush vowed to bring back economic stagnation by
implementing substantial tax cuts, which would lead to a recession ....

Turning to the subject of the environment, Bush said he will do whatever it takes to
undo the tremendous damage not done by the Clinton Administration to the Arctic
National Wildlife Refuge. He assured citizens that he will follow through on his
campaign promise to open the 1.5 million acre refuge's coastal plain to oil drilling.

Id.
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to the regulatory process (Section B). Part II explores a new approach to
governance descriptively, if unimaginatively, named New Public Gov-
ernance (Section A), that might serve as a model for the Obama Admin-
istration, and describes the way that approach applies to regulatory
policy (Section B). Part III uses the example of the 2007-08 financial
crisis, in particular the case of mortgage-backed securities, to assess the
causes of the crisis (Section A) and the cures that the New Public Gov-
ernance suggests (Section B).

I. MODELS OF POLITICS AND GOVERNANCE FROM

ROOSEVELT TO REAGAN

A. Politics: Skowronek's Theory of Presidential Leadership

Stephen Skowronek's theory of presidential leadership provides a
framework that can be used to understand models of governance in gen-
eral, and of the regulatory policy that constitutes such an important part
of modern government.' This will in turn provide insight into the mean-
ing of Barak Obama's election and the possibility that his administration
will develop a new approach to governance and regulation.

Skowronek begins from the somewhat counterintuitive position that
the president's greatest power resides in negation rather than creation.
As the leader of a government with divided powers and of a nation with
a robust, pluralist and interventionist public discourse, he generally can-
not take control of affairs and systematically implement his ideological
vision. What he can do is change direction, altering what has gone
before. The presidency, Skowronek writes, "has functioned best when it
has been directed toward dislodging established elites, destroying the
institutional arrangements that support them, and clearing the way for
something entirely new."4

The principal determinant of a president's ability to achieve some-
thing new by using this "battering ram"' is, according to Skowronek, his
position in history. Skowronek divides American presidents into three
categories, which he labels reconstructive, articulating and disjunctive.
Reconstructive presidents take office as opponents of previously estab-
lished regimes that have "become vulnerable to direct repudiation as
failed or irrelevant responses to the problems of the day."6 As a result,
they have the unusual opportunity to "reformulate the nation's political
agenda altogether, to galvanize support for the release of governmental

3. STEPHEN SKOWRONEK, THE POLITics PRESIDENTS MAKE: LEADERSHIP FROM JOHN ADAMS

To GEORGE BUSH (1993).
4. Id. at 27.
5. Id. at 28.
6. Id. at 36; see generally id. at 36-39.
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AMERICAN REGULATORY POLICY

power on new terms, and to move the nation past the old problems,
eyeing a different set of possibilities altogether."' Skowronek's recon-
structive presidents have come down to us with the reputation of being
great leaders: Jefferson, Jackson, Lincoln and Franklin Roosevelt.8

Skowronek's second category consists of presidents who come to
power when the regime established by a prior reconstruction remains
relevant and resilient, and who strive "to fit the existing parts of the
regime together in a new and more relevant way."9 "[T]hese presidents
shake things up largely by blasting away at the obstacles to completing
the work and exhorting their followers to continue the fight."10 Most
obviously, this group includes direct followers of a reconstructive presi-
dent who are close colleagues of that president and are specifically
elected as his successor: Madison, Van Buren, and Truman.' It also
includes presidents who follow the reconstructive president after a
period of time, but remain committed to the same values and con-
sciously identify themselves as such, regardless of any direct personal
connection. Skowronek provides an extended discussion of four such
presidents-Monroe, Polk, Theodore Roosevelt and Lyndon John-
son l-whom he calls orthodox innovators.

Disjunctive presidents are those who are "affiliated with a set of
established commitments that have in the course of events been called
into question as failed or irrelevant responses to the problems of the
day."" They are not necessarily "do-nothing" leaders, as their historical
reputations sometimes suggest; rather, their efforts possess a desperate
quality as they struggle to meet contemporary demands with an
approach that only alienates their followers, while energizing their oppo-
nents. Skowronek considers four such presidents at length: John Quincy
Adams, Pierce, Hoover and Carter.14 A significant feature of disjunctive
presidencies, as this list indicates, is that they prepare the way for a new

7. Id. at 38.
8. Id. at 36; see id. at 62-85 (Skowronek does not discuss Washington, who is in some sense

sui generis, but it would not be difficult to view him as the ultimate reconstructive President,
coming to power after the Articles of Confederation government that was widely believed to be a
failure in its entirety).

9. Id. at 41; see generally id. at 41-43.

10. Id. at 42.
11. Thus, each of the reconstructive presidents was followed by an articulating president, with

the exception of Lincoln, whose successor, Andrew Johnson, was actually a member of the
opposing party, chosen because of the secession crisis. Lincoln's real successor was Grant; he was
certainly an articulating president although, like Van Buren, not a particularly good one.

12. Id. at 86-109, 155-76, 228-59, 325-60. These are clearly among the most successful
presidents in this category.

13. Id. at 39; see generally id. at 39-41.

14. Id. at 110-27, 177-96, 260-86, 361-406.
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reconstruction.'
Among the interesting aspects of Skowronek's theory is that it

replaces the linear approach typical of Western historical accounts with
a cyclical account more typical of Chinese historiography.' 6 Presidents
are grouped in patterns that resemble Chinese dynasties, each one with
its vigorous youth, its stable maturity, and its decrepit old age after
which it is swept a way by a new, invigorating successor.17 Skowronek
does not entirely abandon the linear approach' 8 that characterizes other
accounts of presidential politics, however;' 9 perhaps a better analogy is
to Vico's theory that history moves in a spiral pattern, with each cycle
building on the prior one.20 Even better, although admittedly overused
these days, may be the analogy with Thomas Kuhn's theory of scientific
revolutions.2 1 A revolution in scientific thought, according to Kuhn, pro-
duces a new paradigm that then serves as a conceptual structure for sub-
sequent research, which Kuhn describes as normal science. After a
while, however, contradictory data begins to accumulate and the para-
digm is placed under increasing stress as its devotees struggle to accom-
modate this data within the confines of the paradigm. The situation
persists until someone develops a new paradigm that more adequately
explains the data and displaces the preceding one.

A truly convincing model of institutions or human behavior is one
that, like the Chinese model of dynastic cycles, predicts future events.2 2

15. Id. at 40.
16. See EDWIN REISCHAUER & JOHN FAIRBANK, EAST ASIA: THE GREAT TRADITION 111-18

(1960). For modem interpretations, see C.Y. Cyrus & Ronald Lee, Famine, Revolt and the
Dynastic Cycle: Population Dynamics in Historic China, 7 J. POPULATION EcON. 351 (1994); Dan
Usher, The Dynastic Cycle and the Stationary State, 79 AM EcON. REV. 1031 (1989). This mode
of thought was also common in Ancient Greece. See HESIoD, THEOGONY & WORKS AND DAYS

(M.L. West, trans., 1988).
17. In the Chinese account, each new dynasty is said to possess the Mandate of Heaven,

which it loses as it declines. I will avoid any effort to analogize this aspect of Chinese
historiography to an account of American presidents.

18. See SKOWRONEK, supra note 3, at 52-58, 409-46.
19. See, e.g., RICHARD E. NEUSTADT, PRESIDENTIAL POWER AND THE MODERN PRESIDENTS:

THE PoLIrrcs OF LEADERSHIP FROM ROOSEVELT To REAGAN (Free Press 1990) (1960) (post-World
War II presidency represents a new phase of leadership); ARTHUR M. SCHLESINGER, JR., THE

IMPERIAL PRESIDENCY (1973) (linear increase in presidential power).
20. GIAMBATTISTA Vico, THE FIRST NEW SCIENCE (Leon Pompa ed., trans., 2002); see

BENEDETTO CROCE, THE PHILOSOPHY OF GIAMBATTISTA VICO 131-32 (R. G. Collingwood trans.,
Transaction Publishers 2002) (1913).

21. THOMAS S. KUHN, THE STRUCTURE OF SCIENTIFIC REVOLUTIONs (2d ed. 1970); see also
IMRE LAKATOS, THE METHODOLOGY OF SCIENTIFIC RESEARCH PROGRAMMES (John Worrall &
Gregory Currie eds., 1978).

22. As Reischauer and Fairbank report, see supra note 16, the model was developed during
the Han Dynasty on the basis of prior regimes that were largely mythological in nature. A period
of warring states that did not conform to the model followed, and the next dynasty did not arise for
another four hundred years. After that, however, came 1300 years of Chinese history that largely

360 [Vol. 65:357



AMERICAN REGULATORY POLICY

Skowronek ends his book with a preliminary discussion of Reagan and
George Bush (henceforth "Bush P'). 2 3 Nearly twenty years later, and
thirty years after Carter's defeat, it is apparent that the intervening
period follows his model quite well. Reagan represented a reconstruc-
tion, a reformulation of the nation's policy agenda and a repudiation of
many of the policies and politics that had dominated the nation, despite
Republican interludes, for nearly fifty years. Bush I was an articulation
of Reagan's policies, a loyal former colleague who followed him-very
much in the mode of Madison, Van Buren and Truman-and strove to
adapt his policies and perspectives to a changing situation. George W.
Bush (henceforth "Bush II") clearly represented a disjunction, an effort
to continue or revive the same policies after they had ceased to be rele-
vant to contemporary conditions or appealing to their former supporters.
The result was a series of severe or catastrophic failures, spanning a
wide range of policy areas: foreign affairs, the economy, disaster relief,
environmental protection and human rights.24

B. Regulatory Policy

Skowronek's theory focuses on political leadership and electoral
success, those being the metrics by which he determines whether a presi-
dent is reconstructive, articulating or disjunctive, but it can be readily
adapted to modes of governance, which are intimately related to politics.
The topic of this essay is regulatory policy, a crucial component of gov-
ernance in a modem administrative state. It was certainly crucial to
Franklin Roosevelt's reconstruction, which centered on the idea that
government could take an active role in solving people's economic
woes. Roosevelt's first attempt to do so, subsequently known as the First
New Deal, was the National Industrial Recovery Act (NRA).25 The
NRA adopted a corporatist strategy, under which the Administration

conformed to that model, with the T'ang, Sung, Ming, and Ch'ing Dynasties following the pattern
that the Han historians had articulated. The so-called Yuan Dynasty, between the Sung and the
Ming, was in fact the Mongols, and was possibly an exception to the pattern.

23, See SKOWRONEK, supra note 3, at 409-46.
24. For general assessments of the Bush II presidency, see JACK GOLDSMITH, THE TERROR

PRESIDENCY: LAW AND JUDGMENT INSIDE THE BUSH ADMINISTRATION (2007); Scorr
MCCLELLAN, WHAT HAPPENED: INSIDE THE BUSH WHITE HOUSE AND WASHINGTON'S CULTURE

OF DECEPTION (2008); CHARLIE SAVAGE, TAKEOVER: THE RETURN OF THE IMPERIAL PRESIDENCY

AND THE SUBVERSION OF AMERICAN DEMOCRACY (2007); CRAIG UNGER, THE FALL OF THE HOUSE
OF BUSH (2007); JACOB WEISBERG, THE BUSH TRAGEDY (2008); BOB WOODWARD, BUSH AT WAR

(2003); BoB WOODWARD, PLAN OF ATACK (2004); BOB WOODWARD, STATE OF DENIAL (2006).
Not every account of George W. Bush's presidency is negative, however. See GEORGE W. BUSH,
A CHARGE KEPT: THE RECORD OF THE BUSH PRESIDENCY 2001-2009 (Marc A. Thiessen ed.,
2009).

25. For general descriptions, see CONRAD BLACK, FRANKLIN DELANO ROOSEVELT: CHAMPION

OF FREEDOM 285-89, 303-06 (2003); DONALD R. BRAND, CORPORATISM AND THE RULE OF LAW:
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attempted to induce businesses, workers and consumers in each industry
to join together in developing industry codes to control prices and stimu-
late consumption. While the immediate motivation for its passage was to
counteract Senator Hugo Black's proposal for a mandatory thirty-hour
work week,2 6 its more general, albeit vaguer, inspiration probably came
from Mussolini,27 who was much admired at the time.28 Within a few
years, however, the NRA turned out to be unmanageable, Hitler had
given fascism a bad name,29 and the Supreme Court was emboldened to
strike down the entire act as an unconstitutional delegation of power, 30 a
rationale that it had never invoked before and has never invoked since.3

1

Roosevelt, ever the pragmatist, then shifted gears and moved for-
ward with a number of statutes which instituted a more adversarial, com-
mand and control model of regulation that focused on disciplining
corporations for specified misbehavior rather than on efforts to obtain
their cooperation.3 2 That model of regulation, sometimes called the
"Second New Deal," became the standard approach and extensive reli-
ance on it was a hallmark of the Democratic administrations that fol-

A STUDY OF THE NATIONAL RECOVERY ADMINISTRATION (1988); JAMES MACGREGOR BURNs,

ROOSEVELT: THE LION AND THE Fox 180-81, 191-93 (1956).

26. BLACK, supra note 25, at 285; SKOWRONEK, supra note 3, at 305-06.
27. See R.J.B. BOSWORTH, MUSSOLINI'S ITALY: LIFE UNDER THE FASCIST DICTATORSHIP

1915-1945 308-12 (2006); ERNST NOLTE, THREE FACES OF FASCISM 261 (Leila Vennewitz trans.,
1965) (1963).

28. BOSWORTH, supra note 27, at 285. Roosevelt corresponded with Mussolini on friendly
terms from the time of his first inauguration until 1936, addressing him as "My Dear Duce."
BLACK, supra note 25, at 273, 423-24.

29. Italy was still an ally of Britain and France in 1932, as it had been in World War I,
BOSWORTH, supra note 27, at 277-306, and Mussolini was neither overtly anti-Semitic, id. at
415-21, nor particularly savage in punishing dissenters, id. at 241-42, until his alliance with
Hitler in the mid-1930s. See also NOLTE, supra note 27, at 228-31. It was this alliance that
generated the first feelings of hostility toward Mussolini in the U.S. BOSWORTH, supra note 27, at
396-414. Both Bosworth and Nolte caution us against adopting too benign a view of Mussolini, a
temptation because of the inevitable comparison with Hitler; but the need for this warning
underscores the rather positive attitude toward Mussolini that prevailed through the early 1930s.

30. A.L.A. Schechter Poultry Corp. v. United States, 295 U.S. 495, 541-42 (1935) (striking
down the NRA in its entirety on delegation grounds); Panama Ref. Co. v. Ryan, 293 U.S. 388, 430
(1935) (striking down one provision of the NRA on delegation grounds).

31. See, e.g., Whitman v. Am. Trucking Ass'n, 531 U.S. 457, 472-76 (2001) (unanimously
reversing a D.C. Circuit decision that struck down EPA regulations on delegation grounds);
Mistretta v. United States, 488 U.S. 361, 371-74 (1989) (upholding broad delegation to U.S.
Sentencing Commission over a single dissent by Justice Scalia); Indus. Union Dep't v. Am.
Petroleum Inst., 448 U.S. 607, 611, 661-62, 683-89 (1980) (upholding broad delegation to the
Secretary of Labor; the Court was unanimous on the delegation issue, with only Justice Rehnquist
expressing reservations).

32. WILLIAM E. LEUCHTENBURG, FRANKLIN ROOSEVELT AND THE NEW DEAL 1932-1940,

163-63 (Henry Steele Commager & Richard B. Morriseds.,1963); ARTHUR M. SCHLESINGER, JR.,

THE AGE OF ROOSEVELT: THE POLITICS OF UPHEAVAL 385-442 (1960). Briefer discussion can be
found in BLACK, supra note 25, at 355-57; BURNS, supra note 25, at 223-26; SKOWRONEK, supra
note 3, at 312-13.
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AMERICAN REGULATORY POLICY

lowed, as well as of the Nixon Administration. The two great bursts of
regulatory activity during this period were in the mid to late 1930s,
when the command and control approach was applied to economic
issues, and in the mid to late 1960s, when it was applied to consumer
issues, environmental issues, and civil rights. As might have been
expected and is now well known, the size of the national government
grew steadily throughout this period.34

The Reagan reconstruction involved a broad attack on the model of
regulation that had prevailed since Franklin Roosevelt. Reagan cam-
paigned in 1980 against the extent of federal regulation and the scope of
the federal government in general. The mood of his campaign was cap-
tured by his subsequent remark that "the nine most terrifying words in
the English language are 'I'm from the government and I'm here to
help.'" 3 This represented a dramatic change; Roosevelt, Truman, Ken-
nedy, Johnson, and Carter all based their campaigns and administrations
on federal initiatives. Eisenhower, as Skowronek notes, "demonstrated
extraordinary sensitivity to the resilience of the previously established
regime . .. [and] refused to take on New Deal liberalism or Fair Deal
foreign policy directly." 36 Nixon was the ultimate Washington insider;
perhaps the only President who had no home state at the time he ran for
office," he signed the far-reaching regulatory statutes written and
passed by a liberal Democratic Congress.38 Reagan's attack on federal
regulation thus represented a genuine reconstruction in Skowronek's
terms.

Once in office, Reagan attempted to advance his reconstruction
along three overlapping lines: deregulation, privatization, and cost-bene-
fit analysis. Deregulation could serve as a general term for Reagan's
entire regulatory policy. If the term is limited to the repeal of regulatory
statutes and the refusal to enact new ones, however, it is distinguishable
from the other two policies and provides more descriptive clarity. Der-
egulation, in this limited sense, was actually an important part of
Carter's administrative program, but it was directed to those industries

33. See Robert L. Rabin, Federal Regulation in Historical Perspective, 38 STAN. L. REV.

1189 (1986).
34. DENNIS C. MUELLER, PUBLIC CHOICE 1H 501-06 (2003).
35. Spoken at a press conference in Chicago on Aug. 2, 1986. JULIA VrruLLO-MARTIN & J.

ROBERT MosIGN, THE EXECUTIVE'S BOOK OF QUOTATIONS 130 (1994).

36. SKOWRONEK, supra note 3, at 46.
37. See CONRAD BLACK, RICHARD M. NIXON: A LWE IN FULL 444-507 (2007). Nixon began

as a California politician, and that was certainly his identity when he was elected Vice President in

1952. Id. at 75-267. When he ran for the presidency in 1968, however, he was a New York lawyer

with no particular political base in any state, and he presented himself as someone with extensive

Washington, D.C. experience.
38. Id. at 642-702.
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where regulation was designed to control and limit competition.3 9 Many
economists rejected regulation of this sort as inefficient,4 0 using a mar-
ket failure model of efficiency, which Carter fully understood. Reagan's
notion of deregulation was not program-specific in this way. He wanted
to reduce the general scale of regulation on the theory that any regula-
tion, whether intended to correct a market failure or not, interfered with
the ability of businesses to create wealth and provide employment.4 In
addition, he had both a political and emotional commitment to federal-
ism and private property and saw national regulation as improperly
intruding on their domains.4 2

Privatization is a separate, although obviously related, policy. It
refers to the process by which a formerly public task is contracted to a
private firm; one famous example is the Reagan Administration's LOG-
CAP contract, in force to this day, through which several private compa-
nies have provided a broad range of logistical services to the U.S.
military.43 Unlike deregulation, privatization is not necessarily designed
to end government regulation of a particular area, but rather to shrink the
number of employees and the amount of funds under direct government
control." From an economic point of view, the purpose is to benefit

39. See MARTHA DERTHICK & PAUL J. QUIRK, THE POLITICS OF DEREGULATION 147-206
(1985); THOMAS K. MCCRAW, PROPHETS OF REGULATION 57-79, 222-99 (1986) (discussing
railroad rate and passenger air travel regulation). Generally, this policy was adopted in order to
achieve either economic planning or non-economic goals. See, e.g., NICK A. KoMONS, BONFIRES

To BEACONS: FEDERAL CIVIL AVIATION POLICY UNDER THE Am COMMERCE ACT, 1926-1938
91-92 (1978) (airline regulation adopted to encourage passenger air travel).

40. See, e.g., ALFRED E. KAHN, THE ECONOMICS OP REGULATION: PRINCIPLES AND
INSTITUTIONS II 173-220 (1988); GORDON TULLOCK, TOWARD A MATHEMATICS OF POLITICS

(1967); W. KIp VISCUSI, ET AL., ECONOMICS OF REGULATION AND ANTITRUST (4th ed. 2005).
41. See Lou CANNON, PRESIDENT REAGAN: THE ROLE OF A LIFETIME 736-40 (1991);

STEPHEN F. HAYWARD, THE AGE OF REAGAN: THE CONSERVATIVE COUNTERREVOLUTION
1980-1989 214-18 (2009).

42. See, e.g., Exec. Order No. 12,612, 3 C.F.R. 252 (1987); Exec. Order No. 12,630, 3 C.F.R.
554 (1988). Executive orders are a particularly good indication of presidential policy because,
unlike legislation or treaties, the President promulgates them unilaterally.

43. The acronym stands for Logistics Civil Augmentation Program. The services provided
include housing, sanitation, food, recreation and burial services to soldiers, and operations,
information, personnel and maintenance services to the Army as a whole. See Logistics Civil
Augmentation Program, Army Regulation 700-137 (Dec. 16, 1985), available at www.aschq.
army.mil/gc/files/AR700-137.pdf. Four successive LOGCAP contracts have been awarded to
three different contractors, KBR, DynCorp, and Fluor Corporation. See PRATAP CHATTERJEE,
HALLIBURTON's ARMY: HOW A WELL-CONNECTED TEXAS OIL COMPANY REVOLUTIONIZED THE

WAY AMERICA MAKES WAR (2009); Nathan Vardi, DynCorp Takes Afghanistan, FORBES.COM,
July 30, 2009, www.forbes.com/2009/07/30/dyncorp-kbr-afghanistan-business-logistics-dyncorp.
html.

44. See JOHN D. DONAHUE, THE PRIVATIZATION DECISION (1989); GOVERNMENT BY
CONTRACT: OUTSOURCING AND AMERICAN DEMOCRACY (Jody Freeman & Martha Minow eds.,
2009); DANIEL GuTrMAN & BARRY WILLNER, THE SHADOW GOVERNMENT: THE GOVERNMENT'S

MULTI-BILLION-DOLLAR GIVEAWAY OF ITS DECISION-MAKING POWERS TO PRIVATE MANAGEMENT

364 [Vol. 65:357







AMERICAN REGULATORY POLICY

In a recent article, Steven Schwarcz attributes the financial crisis of
2007-08 to the complexity of these instruments and the resulting market
failures.' 17 According to Schwarcz, market failures can result from the
complexities of the underlying assets, the complexities of the securities
themselves, and the complexities of the markets for these securities."
With respect to the complexity of the securities, for example, Schwarcz
notes that "[e]ven if all information about a complex structure is dis-
closed, complexity increases the amount of information that must be
analyzed in order to value the investment with a degree of certainty."" 9

Confronted with prospectuses hundreds of pages long, investors regu-
larly resorted to heuristics such as credit ratings. 120 Complexity may
undermine diversification by obscuring the correlations among appar-
ently diverse assets.121 For example, a security that mixes the income
stream from home mortgages in coastal Louisiana, Houston, London,
and Abu Dhabi might not be as diverse as it appears if the downturn in
the Louisiana fishing industry is the result of an oil spill that threatens
the profits of the entire petroleum industry. A credit default swap involv-
ing such securities will be even more difficult to assess.

B. Cures

An appropriate reaction to the financial crisis is the rejection of the
Reagan paradigm of regulation, and this was indeed part of the reason
for Bush II's disjunction. Deregulation of mortgage rates and terms
encouraged the proliferation of subprime mortgages, and failure to regu-
late derivatives encouraged the proliferation of mortgage-backed securi-
ties and other complex derivatives whose over-valuation then led to the
crisis. Any linkage to other aspects of the Reagan paradigm are specula-
tive. However, one might imagine that a proposal for a government rat-
ing system of securities would have been met by the Bush
Administration's confidence that private rating agencies were more effi-
cient, while a proposal to impose new regulations would have been vul-
nerable to OMB cost-benefit analysis that did not take a catastrophic,
comprehensive decline in derivative values into account.

But a return to the Roosevelt paradigm of command and control
regulation, however tempting, may not be appropriate at all. First, that

117. Schwarcz, supra note 105, at 216-35.
118. Id.
119. Id. at 221 (footnotes omitted); see also Henry T.C. Hu, Misunderstood Derivatives: The

Causes of Information Failure and the Promise of Regulatory Incrementalism, 102 YALE L.J.
1457 (1993); Steven Schwarcz, Disclosure's Failure in the Subprime Crisis, 2008 UTAH L. REv.
1109 (2008).

120. Schwarcz, supra note 105, at 222.
121. Id. at 223-24.

2011] 387



UNIVERSITY OF MIAMI LAW REVIEW

paradigm was not particularly effective at combating agency problems,
which, as suggested above, was one major cause of the crisis. Command
and control imposes sanctions on the regulated party as an entity, being
modeled on the traditional prohibitions that governments impose on
individuals. It does not effectively get "inside" the regulated party to
adjust its internal incentive structure. To say that a firm subject to sanc-
tions will adjust its own incentive structure because it must function in a
competitive market assumes the same Darwinian mechanism that free
market advocates espouse, with even less justification.122 Moreover, the
response to a sanction will be affected, and probably blunted, by the
same agency problems.

Second, the command and control paradigm does not appear to be
an effective way of dealing with complexity. It would be possible, of
course, to simply forbid the use of certain instruments or certain provi-
sions that appear in various instruments. This may well be a good way to
eliminate clauses that create specific, identifiable abuses.' 23 But more
general prohibitions would hobble the finance system that is an increas-
ingly important sector of the U.S. economy, and would place us at a
disadvantage in the fast-moving global economy of the twenty-first cen-
tury.'2 4 The bright ideas of the bright people in American finance are no
less admirable than the innovations and inventors that we read about in
elementary school. The fact that the new discoveries emerge from an
invisible world of computer programs and contingent obligations, rather
than from clanging garages or equipment-filled laboratories, reflects the
incorporeality of the modern economy, not some moral defect of its
inhabitants. Without resorting to inappropriately bucolic clich6s about
golden eggs and gooses, we can say that heavy-handed regulation risks
stifling the entrepreneurial creativity upon which much of our prosperity
depends.

In addition, command and control regulation may have paradoxical
effects in the interconnected, finely-tuned world of modern finance. An
investor, like Rodgers and Barer's princess, is a "delicate thing";125 reg-

122. If that mechanism worked, why would there be a need for regulation in the first place?
123. For example, the federal agency that buys home loans for securitization place limits on

the prepayments terms in subprime loans. The Federal Home Loan Mortgage Corporation
(Freddie Mac) will not buy mortgages that impose prepayment penalties more than three years
after initiation. Chomsisengphet & Pennington-Cross, supra note 107, at 52.

124. See Frank Partnoy & Randall Thomas, Gap Filling, Hedge Funds, and Financial
Innovation, in NEW FINANCIAL INSTRUMENTS AND INSTrfUTIONS: OPPORTUNITIES AND POLICY

CHALLENGES 101 (Yasayuki Fuchita & Robert E. Litan eds., 2007).
125. "A princess is a delicate thing

Delicate and dainty as a dragonfly's wing
You can recognize a lady by her elegant air
But a genuine princess is exceedingly rare."
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ulatory controls can undermine confidence in the financial system and
send capital fleeing into cash or Japanese government bonds where it
does the American economy no good. Schwarcz gives the example of a
perfectly reasonable requirement that investments such as mortgage-
backed securities should be "mark[ed] to market."1 26 If these securities
are used as collateral for a margin account, however, a decrease in their
value will trigger a requirement that the investor provide additional col-
lateral. If the investor does so by selling other mortgage-backed securi-
ties, this will further depress the price of these securities, leading to a
further demand for additional collateral and a self-reinforcing downward
spiral. 127

Rather than returning to the Roosevelt command and control model
in response to the disjunction of the Reagan model under Bush II, the
Obama Administration might deal with the financial crisis by employing
the regulatory approach of New Public Governance and thereby contrib-
uting to a reconstruction. Financial regulators could meet with major
investment companies and explore the possibilities of a cooperative,
flexible approach in this arena. The basic idea would be to reach agree-
ments about the sorts of instruments that the institution could offer and
the safeguards that would be attached to each. Instead of attempting to
impose general rules, the process would focus on individualized arrange-
ments that increase safety while leaving room for creativity. Agreement
on the basic goal in this case is relatively easy. The government wants
the financial sector to prosper, not only because it is an important source
of employment and national wealth in itself, but because it is the engine
of the entire American economy. At the same time, no major financial
institution wants, or at least will admit that it wants, to generate or bro-
ker unsafe investments. These attitudes can provide a basis for the kinds
of relationships between regulators and regulated parties that New Pub-
lic Governance recommends.

Negotiated agreements might provide a partial solution to the
agency problem. It is difficult to imagine any general federal law or
regulation that could effectively adjust the incentives of loan officers,
traders, investment analysts, and strategic planners in financial institu-
tions. But these institutions could well agree to redesign their own
incentive structure in return for reduced examinations and other regula-
tory forbearances, as the "TIT for TAT" strategy proposes. 128 Basing
bonuses and rewards on risk assessment as well as sales volume would,

Mary Rodgers & Marshall Barer, Finale, from ONCE UPON A MATERESs (Broadway Opening
1959).

126. Schwarcz, supra note 105, at 233.
127. Id. at 232-33.
128. See supra notes 88-91 and accompanying text.
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at the very least, sensitize employees to these issues and might generate
more realistic assessments. It might also be possible to make each pro-
motion or bonus dependent upon a review of past as well as recent per-
formance; for example, evaluation of a senior employee being
considered for a promotion might be partially based on how many of the
loans she generated ten years earlier as a junior loan officer went into
default. The amount of job mobility in the financial sector is notorious,
but this mode of evaluation might produce its primary effect on today's
junior loan officers, who would need to anticipate such review, even if
that effect was discounted by the possibility that they would switch
firms in less than ten years. Other promotion and bonus schemes are
possible as well. One goal of a New Public Governance approach would
be to harness the financial sector's creativity for the task of finding new
ways to reduce agency problems. Whatever the incentives might be of
doing so now, they would be greater if rewarded by regulatory
forbearance.

With respect to the complexity problem, a regulatory agency might
require specific permission to issue a new type of security, rather than
establishing legal limits in advance on the types of securities that could
be issued. The permission would be provided through negotiation
between the issuer and the regulatory agency. In the negotiation, the
issuer would need to explain the idea of the security, the risks involved,
the disclosures that it would provide, and the safeguards that it would
put in place. Design of the security might then be seen as a cooperative
process between the issuer and the agency, where the expertise and dif-
ferential incentives of each were joined to produce a product that served
the dual goals of attracting money and avoiding danger. This procedure
would not reduce complexity itself, but might well reduce the market
failures that result from this complexity. It would not be used for estab-
lished types of securities, where experience allows a realistic estimation
of risk, but for new ones whose performance is undetermined. The flexi-
bility of the negotiation process would allow for arrangements where the
conditions for issuing the new security would vary over time as informa-
tion about the security's performance became available.

It cannot be said that Title VII of Dodd-Frank encourages a flexible
approach of this sort. The legislation has the form of traditional com-
mand and control regulation, authorizing the relevant federal agencies to
issue regulations designed to control what is clearly viewed as an indus-
try gone wild. Interestingly, however, its specific provisions do not pre-
clude such an approach. While a detailed analysis of Dodd-Frank, or
even of Title VII, would require much more space than this entire Essay,
one example from its voluminous provisions might be illustrative. Sec-

390 [Vol. 65:357



AMERICAN REGULATORY POLICY

tion 716(j) prohibits banks and bank holding companies from engaging
in swaps, including credit default swaps, unless the institution "conducts
its swap or security-based swap activity in compliance with such mini-
mum standards set by its prudential regulator as are reasonably calcu-
lated to pertit the swaps entity to conduct its swap or security-based
swap activities in a safe and sound matter and mitigate systemic risk."l 29

This is followed by a list of the factors that the regulator should consider
in setting these minimum standards, including the expertise and financial
strength of the swaps entity, its "systems for identifying, measuring and
controlling risks," and participation in new and existing markets.130

The list of considerations is introduced by the words: "In prescrib-
ing rules, the prudential regulator for a swaps entity shall con-
sider. "131 It would appear, then, that the statute contemplates the
promulgation of uniform, law-like rules to enforce the prohibition of the
previous sub-section. The standard procedure for promulgating such
rules is for the regulator to publish a "Notice of Proposed Rulemaking"
and then elicit comments from interested parties. 132 Although the Notice
sounds like it would be a sort of announcement that the agency was
planning to develop a rule on a specified topic, it is usually a draft rule
in semi-final form, which means that the comments come rather late in
the process. The Negotiated Rulemaking Act provides an alternative
approach;1 33 it establishes a procedure under which the agency can con-
vene a group of interested parties to design the rule in advance of the
required Notice. This procedure clearly reflects the ideas of New Public
Governance,13 but its value is a matter of controversy. 13 An alternative
might be for the agency to encourage various banking associations to
develop rules binding their members, and then draw upon those rules in
issuing its own.

Alternatively, the regulators might negotiate with banks individu-
ally before authorizing new or potentially risky swaps. These negotia-
tions might produce agreements about the institution's internal structure,

129. Dodd-Frank, supra note 99.
130. Id. § 716(k).
131. Id.
132. Administrative Procedure Act, 5 U.S.C. § 553 (2006).
133. Negotiated Rulemaking Act, 5 U.S.C. §§ 561-70 (2006).
134. See Freeman, supra note 83, at 653-57.
135. For criticisms, see generally Cary Coglianese, Assessing Consensus: The Promise and

Performance of Negotiated Rulemaking 46 DuKE L.J. 1255 (1997); William Funk, When Smoke
Gets in Your Eyes: Regulatory Negotiation and the Public Interest-EPA's Wooffstove Standards,
18 ENVTL. L. 55 (1987); James Rossi, Participation Run Amok: The Costs of Mass Participation

for Deliberative Agency Decisionmaking, 92 Nw. U. L. REV. 173 (1997). Some of the defects that
the critics have found in the process might be mediated if negotiation and cooperation were more
central to the government's general regulatory approach.
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compensation and promotion scheme, risk assessment, or self-imposed
limitations that would be unwise to promulgate as general rules. The rule
adopted by the agency might then allow for such negotiated agreements
as exceptions to its mandatory provisions; that is, the rule could state
that it applies to any bank that has not entered into an individualized
agreement. A more subtle approach would be to promulgate a rule that
established guidelines for such individualized negotiations, and then
require an agreement before the bank could enter the swap market.

An approach of this sort might potentially run afoul of a separate
section of Title VII that requires that the regulators "treat functionally or
economically similar products or entities . . . in a similar manner." But
the language adds the caveat that "[n]othing in this subtitle requires the
[regulators] to adopt joint rules or orders that treat functionally or eco-
nomically similar products or entities . . . in an identical manner.""' The
word "similar" carries almost all the weight of this provision. While it
would be possible to argue that individualized agreements were not
"similar" treatment, the better interpretation, given what we know about
the variability of organizations, is that the degree of similarity would be
sufficient if the individualized agreements were designed to achieve the
same basic purposes, that is, the ones specified in Section 716. In fact,
treating different organizations in different ways that achieve the same
purposes might be more "similar" treatment than imposing a uniform
rule on all of them. In any event, the individualized approach, employing
the more flexible strategies of New Public Governance, would almost
certainly be permitted under the Chevron doctrine. 13 7

IV. CONCLUSION

According to Skowronek, presidential administrations generally
move in cycles, beginning with a reconstruction, followed by one or
several articulations, and ending with an unfortunate disjunction."' Rea-
gan represented a reconstruction, and one of its major elements was a
regulatory policy based on deregulation, privatization and cost-benefit
analysis. Bush I and Clinton were both articulations of that policy, but
by the time of Bush II, it had become a disjunction. The 2007-08 finan-
cial crisis was certainly a major element in that disjunction. Barak
Obama's election signals the possibility of a new reconstruction, one

136. Dodd-Frank, supra note 99, at §§ 712(a)(7)(A)-(B).
137. Chevron U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837 (1984) (holding

that when Congress assigns implementation of a statute to an agency, that agency has broad
discretion to interpret the statute).

138. See supra Section I.A; Skowronek, supra note 3, at 3-58.
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that might carry us through at least the first part of this rather threatening
century.

A potential basis for a new regulatory policy is provided by the
New Public Governance literature. In contrast to the rational actor the-
ory that lay behind Reagan's regulatory policy, it is based on a model of
human behavior that recognizes institutional dynamics and a wide range
of individual motivations. On this basis, it recommends that we replace
the command and control model that prevailed before Reagan with a
flexible, interactive and cooperative approach. That approach might be
particularly beneficial in dealing with the complex problems and com-
plex institutions involved in the financial industry that produced, and
will ultimately be involved in resolving, the current crisis.

Few people would contest the idea that we must allow the U.S.
financial industry to be creative in dealing with our rapidly changing
world. But our system of government must be equally creative. George
W. Bush has brought us to the point of realizing that we cannot avoid
the need for governmental creativity by abandoning the regulatory pro-
ject of the modern administrative state. Perhaps Barak Obama will pro-
vide the needed creativity that will equip us to deal with this challenging
and changing world as we advance into the millennium that has started
out so badly for us.
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