PAGE  
1

The Financial Model in American Finance Capitalism: The Beginnings of a History

An excerpt from the presentation made at the University of Chicago Knowledge/Value workshop June 3rd-4th 2011 

Kevin R. Brine and Mary Poovey


In the months since the global financial meltdown began in 2007, a veritable avalanche of books and articles has sought to explain the origins of the crisis, its social and economic implications, and the remedies that might prevent a recurrence of the inflated asset pools, bank failures, and stock market swings that nearly pushed the world into a second Great Depression.  In this discussion paper (and the longer work to which it belongs), we offer our thoughts about these issues, but our primary desire is to direct attention away from the superstructure of banks and financial regulations and toward one of the most basic building blocks of the financial system: the financial model. Financial models are so foundational, and now so ubiquitous, that they generally remain unnoticed—even by the experts who are busy analyzing our most recent crisis.  While not every financial crisis is precipitated by a failure of financial models (and excessive leverage), these failures have been responsible for many of the crises of the last twenty-five years: the 1987 market collapse in the U.S. can be traced to the use of models that mispriced portfolio insurance; the 2003 long-term credit crisis was arguably a response to the underestimation of sovereign credit risk factors and correlations; and the 2007-8 subprime crisis, caused by a credit boom and the subsequent collapse of an asset bubble, can be partially  attributed to a failure of the models used to package and price securities and to the shortcomings of the VaR (value at risk) model used to manage the enterprise risk of financial firms.  With the increased capacity for computation that software programs have brought to the financial analyst’s desk, moreover, it seems almost inevitable that both the use of financial models and the opacity of these models will continue to shape the financial landscape in the coming decades.  


We seek to explain why it is so important for us to understand the role that financial models play in our lives.  To do so, we begin what will eventually be a much more comprehensive historical account of the financial model and model-driven decision-making in the U.S., beginning at the turn of the twentieth century. We contend that the use of such models constitutes the defining characteristic of America’s “Century of Finance.”  If the twentieth century was “the American Century,” as Henry Luce famously remarked, then the American Century was also the Century of Finance—the century in which what scholars call “financialization” and all its consequences changed the very texture of everyday life for millions of people.   The paper we gave at the June conference at the University of Chicago focused on the contributions made by one American economist—Irving Fisher—to the economic theory that underwrites financial modeling.  We argued that Fisher reoriented the accountancy practice used by the new corporations, which was based on double entry bookkeeping and computations that actuaries had long used to calculated compound interest rates so as to redefine the basic terms of economics, including property, capital, and value: by making all of these concepts a function of future returns, Fisher laid the basis for what subsequently became the asset-pricing model, which is a cornerstone of modern financial modeling.
