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Hu emphasizes derivatives have both costs and benefits and that regulators must consider
the net impacts of their regulations. Hu notes a repeated pattern of decision-making errors made
by financial institutions. Cognitive biases, such as the tendency to ignore low probability
catastrophic events, can cause many risks to be taken for granted. Another factor that causes
decision errors is the inability of financial institutions to capture all the benefits of their financial
research and development, which can prevent them from devoting enough resources to
comprehend the risks and returns of these products. Finally, the asymmetric incentive structure
of the innovation process could tempt innovators to emphasize rewards and downplay risks. Hu
also alludes to informational complexities that originate from the financial innovation process,
such as the fact that OTC derivative products and transactions do not have to be disclosed. A
solution to this, which was proposed by Hu in a previous paper, would be an informational
clearinghouse that would centralize and gather product information and transaction-specific data.
This would also require international coordination. Hu also discusses the debt decoupling
process and suggests that the separation of control of corporate debt and economic interest in
debt through CDS’s cause a variety of substantive and disclosure problems. He does not suggest
a specific policy to avoid the problems caused by decoupling. He concludes that the President’s
proposals are a good starting point, but emphasizes that regulators need to consider the unique

nature of financial innovation and the net effects of any regulations they are inclined to

implement.
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