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Preface

It is with great pleasure that the Onassis Foundation set under its aegis this
international conference that was organized by the Onassis Scholars’ Association and
refers to the current economic and financial crisis that the world has been
experiencing since August 2007. The problem is particularly acute for Greece, which,
in addition, has been hit by its longstanding fiscal and structural problems. What is
continuously demanded since then is the return to economic stability and growth.
Both practitioners and academics, countries and organizations, search for ways to
overcome the crisis. We congratulate the Scholars’ Association for taking this
initiative and for working hard to organize a well-structured conference inviting top
academics and practitioners who made significant contributions to this issue. All these
are presented in this volume; we hope that it will prove useful to policy makers and to

those endeavouring to set in order the economic and financial system.

Anthony Papadimitriou
President of the Alexander S. Onassis Public Benefit Foundation



The undertaking of scientific events falls inside the scope and objectives of the
Onassis Scholars’ Association that was created in 1986 and currently counts 1600
members out of the almost 5000 scholars of the Onassis Foundation. Furthermore, the
association’s activities aim at contributing to the main issues that confront our society,
utilizing its human resources. The economic crisis that has been with us for a long
time now, along with the intense economic crisis in Greece, motivated our association
to proceed towards the organization of this international conference. On this, our
association was encouraged by the Onassis Foundation which, in addition, provided
its invaluable support for the realization of this conference. The Association would
like to express its gratitude to the Foundation. We thank all the distinguished speakers
and the participants for their contribution in the form of presented material, questions
and comments, wishing that this volume puts a stone on the issue of overcoming this

crisis.

Panayotis Alexakis
Chairman of the Onassis Scholars’ Association
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Anthony Papadimitriou:

A&otipe kope [pdedpe g BovAng, téwc Tlpdedpe g Boving, kbpie Ymovpyé,
KOpLotL vovpyoi, kupie Aaumpivion, distinguished guests, ladies and gentlemen. It is
with great pleasure that I welcome you to this conference, on behalf of the Board of
Directors of the Alexander S. Onassis Public Benefit Foundation, and in particular on
behalf of the Vice President, John Ioannidis, the Secretary of the Board, Marianna
Moschou and Vice President Emeritus, Paul Ioannidis, who are present here. We have
warmly embraced the initiative of the Onassis Scholars' Association to organize a
conference on the current world economic and financial crisis and the return to
economic stability.

Originally, about a year ago, when this idea was discussed, we were really not
anticipating that this conference would still be topical. We thought of it as a scientific
conference which would discuss the reasons, the causes of the crisis as a past event.
However, as things have it, this crisis did not pass; in fact, it deepened and became
probably one of the worst crises since the Great Depression of the 1930s. Regrettably,
this Conference is now more topical than ever.

I would like to highlight a number of features of why the Onassis Foundation
decided to hold this conference. First of all, it is a scientific conference. The views of
the speakers are their own scientific opinions; and of course, we welcome scientific
dialogue and the free expression of differing views. However, particularly economics,
and, in this case, economic dealing with a crisis which is still in progress, do have
important social and political implications. Any economic theory, which can or may
be discussed by the speakers and participants who are here today, has specific
connotations. And we cannot consider this crisis as a purely economic event. It does
have social implications and it does have political implications; and maybe these are
inseparable from the purely scientific and economic preoccupations of some of the
speakers.

In ancient Greece there was a saying, which I don’t remember who said it
actually,' but I remember it from a poem of Kavafis: «@goi uev pelléviov, copoi de
Tpooioviwv, avlpwmor de yryvouévav [oicbovovrai]», which means that only Gods
know about what is going to happen in the future; wise men know of what is coming,

in the short run; and men, mere human beings, only know what is actually happening

"'L. Flavius Philostratus, (c. 170-247 AD).



to them on this day. We have here a panel of wise men, I hope, and they may tell us
what is going to happen, not just with the aim of saying what were the causes of the
crisis; but in particular I would hope, and I anticipate that this will happen, to discuss
what can be done to stop the crisis, to mitigate its effects today, as well as to find
ways of redressing the economy, of taking things back to where they were, not in
2008, which was a very difficult year in the sense that it was a bubble in every sense
of the word, but prior to that, when things were more stable.

Scientists propose theories and clarify their consequences. And the practitioners,
and by that I mean not just the politicians, but also the bankers, the industrialists, the
entrepreneurs (and we have here a number of entrepreneurs, ship owners amongst
them who have honored us with their presence today), all of us in fact who act in an
economic way wonder “What are the consequences of the things that have
happened?” The Onassis Foundation is, of course, deeply involved in all these things.
We have a business, we run a business in shipping, real estate, and portfolio
management among others. We are exposed to the US markets and our shipping is
affected by developments in China. We have real estate in various parts of the world;
and we are concerned about the consequences of the crisis in Rumania, in the central
European countries and other places.

So we look forward to participating in this conference. We look forward to a
positive outcome from this conference, in the sense that, hopefully, we shall all have a

more clear view, if not actually agree, on what should be done. Thank you very much.

Stavros Labrinidis:

Mr. President of the Onassis Foundation, former President of the Greek Parliament,
distinguished guests, ladies and gentlemen, it is a great honor for me to be here and to
have the opportunity to congratulate the Onassis Foundation for one additional,
exceptional step towards helping us understand and, as Greeks, presumably with some
passion, but mostly with thought and compassion, why we got here and how we can
get out of this. And not just us Greeks, but us Europeans as well, I would add.

Mister President, given your example, I would proclaim to be human, not even
wise. The best I can do is just tell you what I think is happening now and to relay to
you the sense of what we at the European Parliament feel is happening now, and how

we should change it, and how we got here. And I will limit myself to stating, very



schematically I confess, four main reasons why Greece primarily, Europe secondarily,
found itself in this position, and some lessons for the future.

The first reason is very Greek-specific. Our country has structural problems, which
we all know: Corruption, a huge public sector, a health sector that siphoned billions of
euro (more than it needed), a political system that didn’t work well. They have to
change. No matter what happened with in the financial crisis, whether or not there
was a collapse in 2007, we as a country will have to change these, as difficult as that
might be.

The second reason is again Greek-specific and it is what took a very problematic
economy to the brinks. In other countries you hear complains about corruption and
complains about the public sectors, but in Greece, primarily due to governance, these
were augmented in the past five or six years. I think that some facts and figures here
that are particularly well known (I am not sure if they are to our foreign guests) are
very telling. In the past five years, debt increased by 120 billion euro, though it had
only increased by 180 billion since the beginning of the modern Greek state, back in
the 1800s. Our public sector increased in the past five years, by about 200,000
employees, both permanent and temporary. A public sector already over-bloated,
mind you, beforehand. Our competitiveness collapsed in five years, from about 27th
in the world, according to the World Economic Forum figures, to about 74. As I
mentioned, this was again a very Greek-specific reason. This is why we had to take
extremely tough measures to save the country, as it is often said. This is what pushed
the country to the brink of bankruptcy.

But the other two reasons that I want to touch upon very briefly are not Greek-
specific. They are European and world-specific. Indeed, they are the ones that we are
discussing and legislating for at the European Parliament, as we speak. The first one
has to do with the lack of economic governance in Europe. Though many may talk
about economic governance, they may have a different perspective. In my view, when
we collectively adopted the common currency, the euro, about ten years ago, there
was a presumption that the monetary union would bring about a convergence of our
economies, automatically. This was proven to be false. Indeed, what we saw over
the past ten years was a divergence of our economies; especially the South diverging
from the North. Now, one could claim and, unfortunately, if you read the German
press of the past few months, you will see quite a number of those claims, that this is

DNA related, that somehow, the southerners have a problem. L.e., they do not work,



they steal and sleep a lot. However, this, obviously, is not the cause. Instead, I submit
to you, that the southern and the northern economies were structurally very different.
The South relied mostly on services, tourism, agriculture (though Spain, Greece and
Portugal are by no means identical). And the North focused mostly on heavy industry
and exports. For a convergence to occur, the South would have to uproot its economic
structure dramatically in order to get closer to the North in the course of the decade.
This is an extremely difficult undertaking, as even the best politicians or economists
confess. Instead, the South found it much easier to take advantage of environment
created by the euro in order to borrow cheaper, and grow and import more, usually
products from the North. Many times I say to my German friends, “I wish you came
to Greece and saw all the BMWs and Mercedes automobiles in the streets; then you
might feel a little better about those bad Greeks and what they have done to your
economy.” Indeed, it is that kind of cheap lending and cheap borrowing that the euro
brought about, that permitted countries in the South to grow as they did. So when the
bubble burst, Greece was first to suffer the consequences. For that reason, our
perspective regarding economic governance is quite different compared to the that of
others. We insist that Europe has to invest in growth, not simply in strict measures of
applying the Stability and Growth Pact; because without growth, you are stuck in a
vicious circle. Cutting, cutting, cutting does not by itself get an economy out of a
crisis. Some countries, such as Germany, have up to now seen economic governance
mostly as a whip, not as a carrot. They do not have the vision of investing in a
coordinated economic fashion on the competitive advantages of the South, and Greece
has different advantages than Germany. Instead, they appear to assume that if they
punish more and threaten more, and ensure that countries keep the debt and deficit
ratios inline, that would be good enough. I think they are wrong and what they do is
very dangerous; and I am pleased to tell you that in the European Parliament, this
debate is not going their way, even though it does in the European Council, at this
stage.

Final reason and I close, Mr. President, is the financial markets. There is no
question that in the past few months, Greece with its twin problems, structural
difficulties and five years of collapse, found itself with its back to the wall more than
it ever did in the past. Greece turned out to be the weak link in the eurozone and it
was punished for that. There is no question in my mind that E.U. took a very long

time, though some may say a very short time by European standards, but a very long



time by real economy standards, in order to bring into place the financial mechanism
that supports Greece and then the rest of eurozone. In that time span, the markets hit
and did hit very hard. I think there is a big debate going on about this. People will tell
you, “Well, no, come on! The markets are rational, do not try to find a scapegoat here.
You know, if you were a poor pensioner in the US, where would you invest, in Greece
or in Germany?” And there is, in fact, some truth in this. But if one only looks at what
“Standard & Poor’s” did to Greece and then to Spain, just in the past couple of weeks,
one cannot help but see the irrationality of otherwise “rational” markets. It is, many
would claim, preposterous to downgrade a country because it is not taking tough
enough measures to reign in the deficit; and then, once it takes these tough measures
to downgrade it again on the grounds that these will kill growth. This is crazy. And
this is exactly what the E.U. is coming in to try to legislate. Do not strangle the
markets. Ensure that this kind of game, which may be cause of concern when played
on big companies, for dozens of people may lose their jobs, cannot and should not be
played on countries, where millions of people’s lives are at stake.

Mr. President, thank you for the invitation and this excellent opportunity. I very

much look forward to listening to your wise men. Thanks.

Dimitrios Sioufas:

Kol ocag pépa. Katapyds, ovyyapnmpla yioo v tpmtofovAia tov Idpduozog
Qvaon, vo opyovdcel ovtny T Oebvi] cuvdvinon Yoo TV TOYKOCULO. OKOVOUIKN
kpion. Kat dpdtropon g evkarpiog omd avtd to omoio gine mpv Ayo o [Ipdedpog Tov
[dpOpartog, o koplrog Aviovng Ilamadnuntpiov, 611 povov ot Beoi yvopilovv Tt Ba
vivet. Na cag yopicw Alyo miocw, o€ (o cuvopidio tv omoia €lye ot apyes ™G
dekaetiog Tov “60 o IIpdedpog twv HITA, Kennedy, pe tov tote [Ipdedpo g Ivoiag,
Radhakrishan. 'Htav pa e€oipeticd £vrovn maykoouie cu{ntnon Kot avoueTpnon tov
dvo koouwv, 6tav o Ipdedpog Kennedy tov eime 411 dev pmopodpe va eréyEovpe ta
yeyovota. Kot n amdvinon tov Ivoov Tlpoédpov frav: «Mmopel va unv umopoOue vo
eléyEovpe T yeyovoTta, oAAG umopovue va eAéyEovpe T GTAON HOG OTEVOVTL OTO
yeyovotoy. Kot pe auty v a@opun yio T onuepviy Guvavinorn, kaAwsopilom tovg
OLOKEKPLUEVOVS KOAECUEVOLG LA At TO eEMTEPIKO, TOVG KOONYNTES, OAAG KOL TOLG
Aaumpotg emotnuoves and v EAAGOa mov Ppiokovtor mived 6t0 TAVEA, ULE TOV
KevIpikd tpamelitn ¢ yopag, tov K. [Ipofomovio, kol Tepuévoue vo akoHGOVUE

TIG AMOYELG TOVGS LE TTAPO TOAD LEYAAT TPOGOYN.



& va katabéow tpelg oxéyels. H mpdt okéyn sivor 611 dev givar o Notog
poévov mov €xet mpoPAnuota. Iapte 1o mapdderypo g IpAavoiag. H “tiypng” tov
TPONYOLUEVOV OEKOETIOV €ivar 1 yopo, M omoia PBpébnke va avipetonilel v
00VVNPOTEPT TOV KPIcE®V Kot pHAAMoTa Tapa TOAD vopitepa. Apa 1 Kpion NTav kot
otov Boppd kot pdiicta og po xopa, n onoio ympic va £xel dopkd mpoPinpara,
OT®¢ TOAAEG amd TG owkovopieg Tov Notov, givol Kot ovT) 6T0 EXIKEVTPO KOl TOV
EMEIUPATOV KOt TOV YPEOVS, OALAL KOl TOV OAVEIGHOV. AVTO OC TPADTY TOPATIPTOT).

H oebtepn mapampnon: H yodpa pog €xet mpoPAnpata, aArd dev eivor n povn.
Ed®d 10 arcBavopaote mepiocdtepo éviova amd 6,11 GAAeg y®PEG, OAAGL avAaroyo
npoPAquata €xel n Ioproyoria, €xer m Iomavia, €xer n ItoaAior aAdd yopic xopio
apeiBora, wpofAnpato eAAepdTOV 0AAE Kol ypéovg dve tov 60% g ZuvOnkng
tov Mdaotpry €xet kor  F'oAda ko n Teppovia kot modd meprocodtepo 1 Meydn
Bpetavia. 'EBAena mpwv Alyo kaipd otov ayylkd Tomo, tov kevipikd tpomelitn g
Meyding Bpetaviag va Aéel Tpv T1g ekAoYEG TG 611G Maiov, 6T1 1) KuPBEpvnon 1 onoia
B mpoéABel amd TIc ekhoyég g 6Mg Maiov dev Oa emavexAieyel yuo g yevid. Tt
gvvoovce pe avtd; Ot Bo avaykaotel va mwhpet mdpa TOAD 0dvuvnpd PETPa Yo Vo
QEPEL 6€ AOYOPLOGHO Kot EKEL TOL SNUOGLOL OLKOVOLLKAL.

Evdeyopévarg ot yopa pog éxer omuovpyndel éva kiipa, Ba to éheya eBvikng
KataOlymg, Bao 10 éheya éva kipa eBvikng pelayyoriag. AALG givorl 6TO ¥EPL HOG
0T TNV KATAGTAOT) VA T QEPOVUE G Aoyaplocpo.Aev Ba avapepBd ovte ota AdON
o0te oTIc mapareiyels, aAld Bo otabd povo ota Betikd: Oti Tig Tehevtaies deKaeTies,
aLTH M OPA, UE TN cLVOpOUN OAOV TOV KLPEPVACE®V Kot OAOV TOV TOAMTIKOV
OVVAUE®V, TEPVAEL TNV MPEUOTEPN TOMTIKY 7epiodo, He oTabepn TOAITIKN
onuokpartia, amd TG WPVCEWS TOV EAANVIKOV KpdTovg, mptv amd 200 mepimov ypdvia.
Kot av xavel kaveig po dtadpopng v eEAANVIKNG wotopiag, Oa det 0Tt avti 1 Topeia
dgv Nrov kaBoAov eOkoAn. Ko €yer Ppebel va eivor to 2010, pe Olo avtd to
mpofAnuata, pio amd T 25 Mo TAOVGIEG, O OVETTUYUEVES YOPES GTOV TAUVITY.
Apa &xet TIG dLVATOTNTESG Y1ATL £XEL TO OVOPOTIVO SVVAUIKO, EXEL L0l YEOCTPOTIYIKN
0éon mov pmopel va v a&lomomost. Awerodoé®m. Exeivo 10 omoio mpémer opwg o
TOMTIKOG KOGLOG Kot Kupimg 1 KuPBEpvnomn va Tpocéet givat 0Tl ot TaperPaoelg Kot
ta pétpa oev Ba mpémel va BiEovv Tov Tupnva TS KOW®VIKNG GLVOYNG. AEV Evwod TO
KOWOVIKO KPATOG, OAAG TV KOwmVviky] cuvoyn. Kot avtd 1o omoio yiveton, pumopet pe
po pefovpa (gite g Evpomaikng Eveong, eite g Kevipwng Evpomaikng

Tpanelog, eite kot Tov AteBvoig Nopopatikod Tapeiov) va pHeTpdel To amoTEAEGLOL



e€6dov amd ™V kpion, aAhd kdbe @opd Ba mpémer va PAEToLpE TL epapproleTal, GE
ol Yopo ePapROleTal, KAT® amd moleg cuvOnkeg, pe KOPLO YVOUOVO VO, PNV
dltapagovpe TNV KOWMVIKA oLvoyn. AV ovTd TO TPAYHO HUTOPEGOLUE KOl TO
KatapEépovpe, eipot a1o16d0E0g 6Tt Ba pmopécovpe va Pyodue amd v Kpion Kot va
Byovue mo ypryopa omd 0,tL umopel vo TpoPAémel To omolodnmote Tpdypappa. Kot
emiong, va unv unodeviCoope moté Oca £ytvov TO TPONYOLHEVO YpdVIa, aTo
omotadnmote KuPépvnon. ‘Eywvav cwotd mpdypoato Kot eVOEYOUEVMG VO EYIVOV KOt
AGO1 Kot TopoAeiyElc.

Koiong npbate otnv EALGDa, o1 Kadespévol and to eEmtepikd. Evyapiotovpe moid
TOVG OLOKEKPLUEVOVS EAANVES EMGTNUOVEG Kol €00 KO 0td TO EMTEPIKO, KO ELYOLLON

KoAN emtuyia 6° avTn TN cvvavtnon. Evyapiotd molv.

Dimitrios Avramopoulos:

Mr. Chairman, ladies and gentlemen, first of all, allow me to express my thanks for
giving me the opportunity to share some moments with you. But beyond that, I would
like to tell you that I am here representing the parliaments’ principal opposition party,
one of the mainstream political parties in Greece; and as you understand, we all
greatly interested on the topic of your conference and the “Return to Stability.”

Of course, the return to stability is preceded by another chapter, which we could
entitle “Going into the Crisis,” and it is the one on which I would like to focus by
making a few remarks. Talking on behalf of a part of the political system, and noting
that countries around the world now face problems similar to those faced by Greece
today, we wonder on the main role of the political system. It is to create the necessary
institutions in order to prevent a crisis from taking wider dimensions and especially
touching the very sensitive social fiber?

This is the problem that Greece faces today: Beyond the European mechanisms,
beyond what we must do in order to overcome this crisis, we must analyze how the
political system of Greece functioned during the so-called Metamolirevaig, i.e., since
the last dictatorship. In my view, the political system of Greece, unfortunately,
although we managed to establish democracy, we did not manage to make our county
more productive and we did not manage to enhance our democracy institutionally.
Political parties that governed Greece during the last forty years, approximately, gave
powers that belonged to the Greek people, to what we call “partycracy,” bureaucracy,

and unfortunately unions. Thus, beyond a certain moment, the political system was



not in a position to face all these challenging problems in an efficient way. That is
where we are today. So one of the main lessons to be learned from what we
experience in Greece is how to enhance our democracy and make it more productive.

I personally believe that it also answers another issue concerning our political
habits. We must understand that nothing can be faced in a pragmatic and efficient
way, if we do not create a framework of common logic with regard to facing and
managing crises. The problem is not where the mistakes brought us or when these
mistakes were made; but how to face reality and, through that, come out with a new
political system. All parties are judged today in the eyes of the Greek public opinion,
of the people. What we all want to see is a message for our future: hope, optimism and
concrete measures in financial, in economic, but also in political terms. I believe that
this is the duty of the political system; and I understand that all these prominent
scientists, academicians, politicians who will speak in this forum will also touch on
this dimension, a dimension that has to do with the organization of our society.

If I selected these two remarks to make, it is because I believe that we all — it
doesn’t matter what is the political party or the political ideology we represent in this
gathering — must understand that we have a share on what has happened to our
country. The problem is not the quantity of the contribution in this problem but how
the whole system works. So, one first remark has to do with what I mentioned before,
namely, that we must create a framework of common logic, as far as the internal
function of the system is concerned. The second is to foster and deepen the national
understanding in front of this problem. And the third and most important is to ensure
social cohesion. Because, from the moment this crisis gets out of political control,
unfortunately, and this is my fear, it will be have very dramatic social repercussions.
And that is what we have to prevent from happening.

I don’t want to add anything more to the discussion. Once again, I want to express
my gratitude to the Onassis Foundation for having taken this initiative: An initiative,
my dear friend, President, which should have been taken by all parties, already. Thank

you very much.



10



First Session

Chair

Panagiotis Korliras, Athens University of Economics and Business and Centre of

Planning and Economic Research

Speakers

George A. Provopoulos, Bank of Greece and University of Athens

Malcolm Sawyer, Leeds University Business School

Philip Arestis, University of Cambridge and University of the Basque Country

Michael Faure, University of Maastricht

11



The origins of the present crisis in Europe and lessons for the euro

George A. Provopoulos

Governor of the Bank of Greece

It is a great pleasure to take part in this conference on the “Financial and Economic
Crisis” organised by the Scholars Association of the Onassis Foundation. Aristotle
Onassis, the originator of this foundation, was, among other things, a creative thinker
and a philanthropist. He arrived in Greece in the early 1920s as a refugee and, through
wise decision-making and hard work, became an internationally-prominent
entrepreneur.

However, he never forgot his origins and, as exemplified by this foundation,
passed on to future generations the ability to advance scientific and artistic
knowledge.

My presentation will deal with the origins of the present crisis in Europe and the
lessons of the crisis for Europe’s single currency, the euro. Greece is at the epicentre

of the crisis; my presentation will, therefore, highlight the Greek roots of the crisis.

1. The origins

To provide some perspective to the present situation, let us look back just a year. At
that time, conferences were being held throughout Europe celebrating the tenth
anniversary of the euro. Academic economists were writing articles speculating that
the euro was poised to challenge the U.S. dollar as the leading international currency.
What a difference a year makes! Today, analysts are writing about a possible break-up
of the euro zone, a notion that, as I will explain, is absurd. Meanwhile, the euro has
fallen sharply against the dollar since the beginning of this year, and the speculation
that the euro will soon replace the dollar as the leading international currency has
subsided.

How did we come so far so fast? How could Greece, a country with only about 2 %
per cent of euro-area GDP, cause tremors of such magnitude that they have shaken the
foundations of Europe’s single currency? To answer these questions, we need to
consider the basis upon which monetary union in Europe has been built.

The inception of the euro zone on January 1, 1999 marked a world premiere. For the

first time in history, sovereign states - - eleven at that time - - abandoned their own
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national currencies in favor of a common currency, the euro, and surrendered their

monetary-policy sovereignty to a newly-created, supranational institution, the

European Central Bank. All previous monetary unions among sovereign states

involved at least an element of coercion. For example, the fifteen countries that

comprised the former Soviet Union had no choice but to use the rouble as their
currency. In the case of the euro zone, in contrast, the members willingly gave up
their national currencies for the euro.

The euro was adopted because a monetary union confers a number of important
advantages on participating countries.

* For countries with histories of high inflation, such as Greece, it lowers inflation
expectations and, therefore, nominal interest rates. With lower nominal interest
rates, the cost of servicing public-sector debt is reduced, facilitating fiscal
adjustment and freeing resources for other uses.

» With low inflation, economic horizons lengthen, encouraging borrowing and lending
at longer maturities. The lengthening of horizons and the reduction in interest rates
stimulate private investment and risk-taking, fostering economic growth.

» For all participating countries, it does away with the possibility of competitive

devaluations, thus boosting intra-area trade.

It introduces a common measure of value across countries, increasing price

transparency and, therefore, competition.

It eliminates the costs of converting currencies, thereby facilitating trade and

Investment.

It eliminates exchange-rate fluctuations among participating countries, thereby

reducing risk premia.

It eliminates the need of foreign-exchange reserves for intra-area transactions,
thereby reducing the cost of conducting business.
These advantages of a common currency exist so long as the central bank of the
monetary union delivers price stability and is credible. In the case of the euro zone,
the ECB quickly established its anti-inflation credentials and became credible.

So much for the benefits of the euro. What about the costs? In joining the euro
area, a country gives up two potential tools to adjust the domestic economy in the
event of a country-specific shock. First, it loses the ability to set its own domestic

monetary policy. Second, it loses the ability to change the nominal exchange rate of
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its currency. To compensate for the loss of these two potential tools, a country should

possess the following:

* relatively-low fiscal imbalances, so that fiscal policy can be used counter-cyclically
in case a country-specific shock occurs, and

» flexible labour and product markets, so that the country can be competitive without
having to rely on changes in the exchange rate of a domestic currency to achieve
and/or maintain competitiveness.

The need of low fiscal imbalances and flexible labour and product markets is
especially important in the euro area. Unlike the United States, for example, the euro
area does not have a central fiscal authority that can redistribute fiscal resources from
a low-unemployment region to a high-unemployment region to reduce the effects of
asymmetric shocks. Moreover, because of language and cultural differences among
European countries, labour is less mobile among euro-area countries than it is among
regions of the United States. For these reasons, it is all-the-more important to have
adjustment mechanisms in place at the national level in the euro zone. Low fiscal
imbalances and flexible product and labour markets provide mechanisms to smooth
the adjustment to shocks.

Against the backdrop of these advantages and constraints of a common currency,
let me describe some salient features of the Greek economy since it became the

twelfth member of the euro area on January 1, 2001.

2. The Greek Economy: 2001-2009

Entry into the euro area provided Greece with an improved, stability-oriented
environment. The ECB was - - and is - - the guardian of monetary stability. The
Stability and Growth Pact was supposed to help ensure fiscal discipline. These
changes in the economic environment were crucial benefits for a country that had
experienced persistent budget deficits, and inflation rates that were at double-digit
levels from the early-1980s until the mid-1990s.

Not surprisingly, the new environment, especially the low interest rates,
contributed to robust real growth rates. From 2001 through 2008, real GDP rose by an
average of 3.9 per cent per year - - the second-highest growth rate (after Ireland) in
the euro zone - - underpinned by household spending for consumption, housing
investment, and business investment. Inflation, which averaged almost ten per cent in

the decade prior to euro area entry, averaged only 3.4 per cent over the period 2001
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through 2008.

On the surface, therefore, the Greek economy appeared to have entered a new era
marked by robust growth and low inflation. Beneath the surface, however, long-
standing problems were continuing.

* Fiscal policy was pro-cyclical throughout the period 2001 through 2009, with
deficits consistently exceeding the Stability Pact’s limit of 3 per cent by wide
margins and no durable progress in lowering the public debt-to-GDP ratio.

» Expansionary fiscal policy was mainly expenditure-driven, leading to a rise in the
share of government spending; in the three years, 2006 to 2009, the share of
government spending increased from 43 per cent of GDP to 50 per cent.

* Although inflation in Greece during 2001 through 2009 was low by the country’s
historical standards, inflation was relatively-high by euro-area standards. Inflation
was, on average, more than one percentage point higher per year than in the rest of
the euro area. Wage increases, adjusted for productivity changes, also exceeded the
average increases in the rest of the euro area.

* With both prices and wages growing at relatively high rates, competitiveness
declined. In the period 2001 through 2009, competitiveness, as measured by
consumer prices, declined by almost twenty per cent; as measured by unit labour
costs, competitiveness declined by over 25 per cent.

» With relatively high real growth rates and declining competitiveness, the current-
account deficit, which already had topped 7 per cent of GDP in 2001, rose to about
14 %2 per cent of GDP in both 2007 and 2008.

The large and growing fiscal and external imbalances were not sustainable. On

various occasions, including the publication of our Annual Reports and our bi-annual

Monetary Policy Reports, during the past several years the Bank of Greece has

stressed the unsustainability of these imbalances and the need of urgent policy

adjustments. Unfortunately, our calls for actions were not heeded. The present

financial crisis is the outcome of the lack of policy responses to the imbalances.

3. The Crisis in the Greek Economy
The present financial crisis marks a third stage of the crisis that erupted in August
2007, following the collapse of the US subprime mortgage market, and escalated with

the demise of Lehman’s Brothers thirteen months later. Yet, during the first two years
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of the global financial crisis, the Greek economy escaped relatively unscathed. There

were few, if any, forewarnings that the Greek economy would become the object of

the speculators’ attention. The spread between Greek and German sovereign ten-year
bonds, a key indicator of relative risk as perceived by credit markets, hovered around

130 basis points during the period August through October 2009. Earlier in the year,

at the height of the Lehman’s phase of the crisis, spreads had climbed to over 300

basis points. That earlier widening of spreads occurred despite the fact that markets

were expecting a fiscal deficit of less than 4 per cent of GDP and a debt-to-GDP level
of only about 96 per cent of GDP, figures that would be repeatedly revised upward
during the remainder of the year.

In the fall of 2009, two developments combined to disrupt the relative tranquillity

of Greek financial markets. First, in October the newly-elected Greek government
announced that the 2009 fiscal deficit would be 12.7 per cent of GDP, more than
double the previous government’s projection. In turn, the 12.7 per cent figure would
undergo further upward revisions, bringing it up to 13.6 per cent of GDP. Second, in
November 2009 Dubai World, the conglomerate owned by the government of the
Gulf emirate, asked creditors for a six-month debt standstill. That news rattled
financial markets around the world and led to a sharp increase in risk aversion.
In light of the rapid and sharp worsening of the fiscal situation in Greece, financial
markets and rating agencies turned their attention to the sustainability of Greece’s
fiscal and external imbalances. The previously-held notion that membership in the
euro area would provide an impenetrable barrier against risk was shaken. It became
clear that, while such membership provides protection against exchange-rate risk, it
cannot provide protection against credit risk.

The subsequent course of events has made global headlines, so I do not need to
dwell on details. Allow me, however, to highlight the following.

* First, in contrast to the origins of initial stage of the global crisis in August 2007,
which involved a crisis in the U.S. banking sector that spilled over to the real
economy, in Greece the problems posed by both the fiscal and external imbalances
spilled over to the real economy. The Greek banking sector has had sound
fundamentals as reflected, for example, in high capital-adequacy and Tier 1 ratios.

» Second, the crisis in Greece contributed to widening spreads in other euro-area

countries judged to have large fiscal and/or external imbalances. The spread of the
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crisis to other parts of a geographical area represents a continuation of a process
observed in other recent crises, including those in Latin America in 1994/95 and in
Asia in 1997/98.

¢ Third, the commitment by the Greek government to reduce the fiscal deficit from
last year’s 13.6 per cent of GDP to 8 per cent this year and below 3 per cent in 2013,
and the 110-billion euro support package agreed between the Greek government and
the European Commission, the ECB, and the IMF, are unprecedented in terms of
magnitudes. I have no doubt that the government will take whatever measures are
needed to attain its fiscal objectives to ensure fiscal sustainability. It will, however,
take some time to convince the markets of the government’s determination to
achieve those goals. Decades of fiscal mismanagement and faulty fiscal reporting
have caused the markets to adopt Saint Thomas’s dictum: to see is to believe.

* Fourth, I am also confident that the government will implement the structural
reforms and privatisations that are part of the support package. These are needed to
reduce excessive bureaucracy and rigidities in the labour, product and service
markets that discourage investments in high-value added sectors.

Allow me to say a few words about Greece’s debt situation. Some market analysts
are of the opinion that Greece’s debt dynamics are unsustainable. They are wrong.
They overlook the fact that a crucial element underlying the evolution of the debt-to-
GDP ratio is the denominator of that ratio, which includes the growth of real output.
In this connection, the combination of factors comprising the support program -- that
is, fiscal discipline, the liberalisation of markets, privatisations, and measures to
increase the efficiency of the bureaucracy -- will contribute to confidence, decrease
the size of the public sector, reduce interest-rate spreads, and boost competitiveness
and economic growth. In turn, higher growth, along with declining fiscal deficits, will
cause a reversal of the rise in the debt-to-GDP ratio observed in recent years.
Moreover, fiscal discipline will add to saving, thereby supporting private investment
and growth potential. These effects may not be visible immediately, but they will

materialize and will revitalise the Greek economy.

4. Some Lessons
What, then, are the lessons that can be drawn from the crisis? In my view, some of the
key lessons concern the limits to the use of fiscal policy and are as follows.

* First, the view that fiscal policy can be used in a flexible way to smooth the effects

17



of shocks in a monetary union has been shown to be overly simplistic. As the case
of Greece illustrates, the systematic use of fiscal policy in the past can lead to
problems of debt-sustainability, constraining the current use of fiscal policy. I need
to mention that fiscal expansions in many countries with relatively-low debt levels
in the immediate aftermath of the Lehman crisis were successful in lessening the
impact of the dislocation in their real economies. Even in those countries, however,
there is now a need for decisive actions to achieve a lasting and credible
consolidation of public finances.

* Second, rather than smoothing the adjustment to shocks, in Greece pro-cyclical
fiscal policy has been the major source of shocks. It has led to an increase in the size
of the government sector in the economy, increasing bureaucratic inefficiency and
crowding-out the traded-goods sector of the economy.

* Third, fiscal transfers in the face of permanent shocks can have the perverse effect
of locking resources in place, and, thereby, preventing necessary adjustment. The
remedy for non-competitive areas of the economy is not to channel even-larger
amounts of government spending into those areas but rather to introduce structural
reforms that improve overall competitiveness by allowing the transfer of resources
to the more-dynamic sectors of the economy.

* Fourth, as we have seen, a country with large fiscal imbalances that is in a monetary
union can create negative spillover effects, raising interest rates and increasing the
cost of debt servicing for other members of the union. The credibility of the ECB
provides the potential of a low interest-rate environment, which can foster higher
growth and employment throughout the euro area. However, as recent events have
underlined, monetary policy needs to be complemented by responsible fiscal policy

to maintain such a low-interest-rate environment.

5. Conclusions
As I mentioned at the outset, the euro area has the capacity to deliver enormous
advantages to its members. To benefit fully from those advantages requires fiscal
responsibility and open and flexible markets. It also requires a governance structure
that will ensure that the Stability and Growth Pact fulfils its role as a key pillar of the
euro area.

The support package agreed between the Greek government and the European

Commission, the ECB and the IMF provides the government with a unique
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opportunity to adjust the economy. The package provides a blueprint for sharply
reducing fiscal imbalances and for the undertaking of structural reforms. It will set-off
positive growth dynamics that will, among other things, lower the debt-to-GDP ratio.
The growth potential of the Greek economy is enormous. It is my firm belief that the
present crisis will prove to be the catalyst that will reshape the economy, making
Greece a competitive and prosperous member of the euro zone. It is also my firm
belief that it will not be long before articles again start talking about the euro’s strong
position as an international currency.

Ladies and gentlemen, thank you for your attention.
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Macroeconomic policies for economic recovery and stability

Malcolm Sawyer '

Leeds University Business School

1. Introduction

The financial crises of 2007/09, largely but not wholly emanating from USA and the
UK, developed into the ‘great recession’ on a worldwide basis (with a few countries
exempted from actual falls in output) through various forms of contagion based on the
financial and trade linkages between countries. The ‘great recession’ has not yet
developed into a ‘great depression’ through governments allowing the automatic
fiscal stabilisers to operate along with some discretionary measures on the fiscal side
and very low policy interest rates and forms of ‘quantitative easing’ on the monetary
side. For many countries, recession (defined in terms of falling output on a quarterly
basis) ended in the second half of 2009. In general, the initial macroeconomic policy
responses were largely those which could be described as Keynesian in nature, and as
such stood in some contrast to the previously prevailing policy orthodoxies
(exemplified in the policies embedded in the Stability and Growth Pact of the
Economic and Monetary Union) of limits on the size of budget deficits. But after
around 1 to 1 % years of fiscal policies for stabilisation of the economy, there are now
considerable dangers of a retreat into deflation as countries seek to reduce their budget
deficits. There are now considerable dangers are that the pre-Keynesian notions are
re-asserting themselves — again exemplified by the pressures within EMU for the
reductions in budget deficits without regard for the consequences for employment and
output. There are clear dangers of ‘double dip’ recession and of the ‘great recession’
being the first part of a ‘great depression’.

In this paper we focus on a range of longer term issues with regard to macroeconomic
policies though with some reference to some immediate policy issues.. The
background to this comes from the implications of the ‘great recession’ for the
macroeconomic policy framework, and this is considered in the next section. This is
followed by two sections which make proposals for the development of different

agendas for fiscal policies and then for monetary policies. The remaining two main

"I am grateful to Philip Arestis for comments on an earlier draft and for on-going discussion on the
topics of this paper.
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sections consider briefly some issues relating to current account deficits and to

financial governance.

2. The neo-liberal macroeconomic policy agenda

It would be reasonable to describe the dominant sets of macroeconomic policies
across many countries prior to the onset of the financial crisis as focusing on
monetary policy which in turn was largely using interest rates set by independent
central banks in pursuit of inflation targeting with fiscal policy at most consigned to
the role of automatic stabilisers around a budget position close to balance. A fiscal
policy of constraint and consolidation and a monetary policy to the fore and
conducted by an ‘independent’ central bank focused on a low inflation objective have
been the hall marks of macroeconomic policies around the world for the past two
decades or more. ' This approach to macroeconomic policy was itself based on the
view that the macroeconomy was essentially stable. It could be said that the ‘new
consensus macroeconomics’ (NCM) underpins the dominant approach to
macroeconomic policy (monetary policy directed to inflation, downplaying fiscal
policy to that of, at most, an automatic stabiliser)—or at least that the ‘new consensus’
was formulated (as in, for example, Meyer, 2001) as a reflection of (justification for?)
the prevailing policy orthodoxy. The thrust of the ‘new consensus’ approach (for a
critique, see Arestis and Sawyer, 2008a; Sawyer, 2008) is based on farsighted
optimising individuals interacting through competitive markets where there is an
equilibrium interest rate (‘the natural rate of interest”) at which the inflation rate will
be constant and output will be at the capacity level (associated with full employment).
The invocation of Taylor’s rule (wherein the setting of the interest rate depends on the
deviation of inflation from target and the size of the output gap) would ensures that
the central bank acts in a stabilising rather than destabilising manner. Even if the
Central Bank actually wished to follow Taylor’s Rule, it may not be able to do so
through lack of information on ‘trend’ level of output (and hence the calculation of
output gap) and on the ‘natural rate of interest’; we can go further and argue that the

‘trend’ level of output can only be calculated ex post and that the ‘natural rate of

"'In his paper introducing the term ‘Washington consensus’, John Williamson included ‘fiscal
discipline’ as one (indeed the first mentioned) of the ten propositions for ‘policy reforms that most of
official Washington thought would be good for Latin American countries’ (Williamson, 1990). In the
additions for an “Augmented” Washington Consensus, Rodrik (2006) included independent central
banks and inflation targeting.
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interest’ is a theoretical concept which may not have a real world counterpart. The
actions of the Central Bank may well de-stabilise rather than stabilise an economy.

Blanchard et alia (2010) note (as many others have) that in the past twenty years or
so, ‘fiscal policy took a backseat to monetary policy. The reasons were many: first
was wide scepticism about the effects of fiscal policy, itself largely based on
Ricardian equivalence arguments. Second, if monetary policy could maintain a stable
output gap, there was little reason to use another instrument. ... Third, in advanced
economies, the priority was to stabilize and possibly decrease typically high debt
levels; in emerging market countries, the lack of depth of the domestic bond market
limited the scope for countercyclical policy anyway. Fourth, lags in the design and the
implementation of fiscal policy, together with the short length of recessions, implied
that fiscal measures were likely to come too late. Fifth, fiscal policy, much more than
monetary policy, was likely to be distorted by political constraints. The rejection of
discretionary fiscal policy as a countercyclical tool was particularly strong in
academia. In practice, as for monetary policy, the rhetoric was stronger than the
reality.” (pp.5-6).

The NCM framework, widely accepted not only in the academic sphere but also by
policy makers (for example, Bank of England, 2005; and the economic models used in
many Central Banks, Fagan and Morgan, 2005), underpins central bank independence
and the inflation targeting policy implication. But the NCM is based, notoriously, on
an absence of banks (as often remarked, banks are not mentioned in the index of the
major book on the ‘new consensus’ Woodford, 2003). Yet it is banks that transmit
changes in the policy interest rate through lending and borrowing interest rates, and
more significantly it is banks that create credit bubbles. The NCM has also virtually
eliminated any role for fiscal policy and relies on monetary policy to ensure that the
economy operates close to its supply-side equilibrium. Any hint of instability, arising,
for example, from the cumulative causation processes analysed by Wicksell (1898),
was notable by its absence.

This general policy framework was widely seen as having been a success in
underpinning the relatively low inflation of the past 15 or so years, and a reduction in
the degree of economic fluctuations (the ‘great moderation’). ‘But we now realize that
economists and policymakers alike were lulled into a false sense of security by the
apparent success of economic policy ahead of the crisis—a period known as the

“Great Moderation” when fluctuations in both output and inflation in most advanced
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economies were successfully reduced and living standards rose. The crisis has taught
us a lot and we want to proactively draw lessons from the “Great Recession.””.!

The ‘great recession’, the financial crisis, and, to a much lesser extent, the recent
record on inflation has not only cast considerable doubts on claims of a ‘great
moderation’ but also on the effectiveness and applicability of the ‘consensus’
macroeconomic policies of the past two decades. These doubts arise in (at least) three
ways. First, the financial crisis serves as a vivid reminder that financial crises are a
rather frequent feature of market capitalist economies, albeit not usually on the scale
in terms of countries affected of the financial crisis of 2007/09. Financial crisis bring
substantial costs, and their prevention (or at least mitigation) should be at the front
line of macroeconomic policy. The crisis has also been a reminder of the importance
of credit and credit relations, and of the inherent instabilities of the financial system
(in the spirit of Minsky, 1982) and thereby put into doubt the relevance of a policy
framework and macroeconomic theory which are based on stability. Second,
monetary policy was directed to inflation. We have argued elsewhere that inflation
targeting has not been responsible for the low inflation which has generally been
experienced but in any case we argue that directing monetary policy towards financial
stability is a more important than inflation targeting (Arestis and Sawyer, 2008b).
Third, fiscal policy was limited to at best the role of automatic stabilisers. The ‘great
recession’ has shown the relevance of having effective automatic stabilisers but also
the necessity of discretionary fiscal policies and a willingness by governments to run

substantial deficits in the face of major downturns in demand.

3. Imbalances, savings gluts and fiscal policy

The relationship between savings and investment has been central to much
macroeconomic analysis. It has been one of the key battlegrounds in macroeconomic
theory as to how intentions to save and intentions to invest relate to one other. The
mainstream view has often been based on either a loanable funds approach whereby
the interest rate adjusts to bring them into balance or on a Central Bank interest rate
setting process (such as that formalised in Taylor’s rule) which performs a similar
task. The Keynesian view has been that it is quantity adjustments of output etc which

serve to bring savings and investment into balance. Budget deficits are then seen as a

1 According to Blanchard, as quoted in www.imf.org/external/pubs/ft/survey/so/2010/INT021210A.
htm (accessed May 2010).
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way of absorbing ‘excess’ savings (intended savings over intended investment)
without the deflationary implications.

Mainstream economics has long stressed the role of budget constraints within
which individuals operate, and that the optimisation of utility under assumptions of
non-satiation leads individuals to operate at their budget constraint. The NCM
extended that to include governments and to place individuals facing an intertemporal
budget constraint (so that in effect over a life time, expenditure equals income). But
these intertemporal budget constraints bring in a form of Say’s Law (that is the
essential equality between income and expenditure) and that any individual’s
deficit/surplus positions will even out over time (enforced through the budget
constraint). There is then the sense that the market enforces the sustainability of debt
on each individual, and that adjustments of deficit positions are not problematic. The
manner in which the assumption of an intertemporal budget constraint appears to rule
out any need for fiscal policy and budget deficits is discussed in Arestis and Sawyer
(2009).

The Keynesian approach emphasises not so much that there are budget constraints
but rather that individuals may well operate within their budget constraints (that is
save) and that the financial surpluses plus financial deficits of sectors sum to zero. If
one sector of the economy seeks to accumulate a surplus another must be prepared to
operate with a deficit. It is always debatable whether in such a situation it is the
surplus sector which is ‘forcing’ the deficit sector into deficit, or vice versa. The
deficits of sectors (e.g. countries) appear to continue for many years with the
consequent build-up of debt, which can then be followed by a sharp adjustment
process as the funding of the deficit suddenly dries up.

It has been argued (notably Bernanke, 2005; Greenspan 2010") that there was a
‘savings glut’ (during the 2000s) — presumably relative to investment — which put
downward pressure on interest rates, which enabled the US (amongst others) to run
large current account deficits as the USA drew on these savings coming from the
emerging markets. If that is correct, then lower interest rates may be less an indicator
of monetary ‘loosening’ — in Wicksellian terms if the natural rate of interest had been

lowered, then actual interest rates (as set by the central banks) should follow, and for

! “Whether it was a glut of excess intended saving, or a shortfall of investment intentions, the result was
the same: a fall in global real long-term interest rates and their associated capitalization rates. Asset
prices, particularly house prices, in nearly two dozen countries accordingly moved dramatically
higher.” (Greenspan, 2010)
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demand and inflation it should be the difference between the actual rate and the
natural rate. But (as Patanak, 2010, points out) this line of argument assumes a
translation between a ‘loanable funds’ view of interest rate determination and the
reality of (at least short-term) interest rates as set by the Central Banks. More
significantly Patanak (2010) argues that this overlooks the basic Keynesian point that
‘excess’ savings would have a deflationary impact on the economy — whereas the
period in the mid 2000s was one of unprecedented global growth.

The notion of a possible ‘savings glut’ raises two issues. First, whether the level of
savings which would correspond to a high level of economic activity is broadly in line
with the level of investment. If investment is linked with the growth potential of the
economy, the implication for investment (net) is roughly v (capital output ratio) times
the growth of output; which with growth of around 2 'z per cent, v of around 4 would
imply net investment of around 10 per cent of GDP; depreciation on capital stock
approximately equal to v times GDP, would be v.56 GDP (o rate of depreciation) say
around a further 10 per cent. However, investment demands will change over time.
Some have argued that the era of financialisation has tended to reduce levels of
investment'. Others would see environmental concerns and lower growth rates as also
tending to reduce investment.

Keynes raised the issue from the savings perspective: ‘the richer the community,
the wider will tend to be the gap between its actual and is potential production; and
therefore the more obvious and outrageous the defects of the economy system. For a
poor community will be prone to consume by far the greater part of its output, so that
a very modest measure of investment will be sufficient to provide full employment;
whereas a wealthy community will have to discover much ampler opportunities for
investment if the saving propensities of its wealthier members are to be compatible
with the employment of its poorer members. If in a potentially wealthy community
the inducement to invest is weak, then in spite of its potential wealth, the working of
the principle of effective demand will compel it to reduce its actual output, until, in
spite of its potential wealth, it has become so poor that its surplus over its
consumption is sufficiently diminished to correspond to the weakness of the

inducement to invest.” (Keynes, 1936, p31).

! For review see, for example, Hein (2010).
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Second, savings generally take the form of the acquisition of financial assets, and
the feature of financial assets is that whilst they are assets for the holders they are
liabilities for the issuer of the financial assets. In a monetary production economy,
assets are matched by liabilities, debts by credits. The development of the financial
system tends to have the feature of separation between those who save and those who
undertake investment. In an underdeveloped financial system where an enterprise is
largely reliant on funds supplied by its owner, there is a close link between saver and
investor. This is all to state the rather obvious — but contains the significant point that
there will be build-ups of liabilities and assets, and of debts and credits. There will
inevitably times when the liabilities cannot be repaid.

Another feature of the past decade or so was the degree to which there were
differences between countries in their current account position, and hence in the
inflow or outflow of capital from the countries concerned. The large deficits of USA,
and UK and Spain, and the large surpluses of China, Germany and Japan are well-
known. This is though a more general phenomenon: ‘During the 1990s, the average
absolute current account imbalance for a G20 economy was 2.3% of GDP. In the
three-year period from 2006-08, the average imbalance had risen to 5.4% of GDP.
However, not only has the size of the current account imbalances been unusual, the
pattern of countries running deficits and those running surpluses is also the opposite
of what one would normally expect. Standard economic theory predicts that emerging
economies—with relatively low capital intensity, high rates of return and the prospect
of higher income levels in the future—should save less than they invest and, therefore,
run a current account deficit. Developed economies, meanwhile, with mature capital
stocks and low internal rates of return, would typically be expected to save more than
they invest and, therefore, to run a surplus.’ (Daly and Broadbent, 2010). Many have
argued that the flow of capital from the emerging markets to the USA (and UK) does
not conform to ‘common sense’ or to a capital flow based on differential rates of
profits (under the assumption that capital rich countries have a low rate of profit based
on marginal productivity considerations, and capital poor countries a high rate of
profit). But the capital outflows from Germany and Japan do not fit that pattern. Also
investment tended to rise faster in the OECD area than output and faster than
investment had increased in the previous decade (comparing 1996-2007 with 1985-

1995). OECD area as a whole (OECD Economic Outlook Tables 50 and 51) ran a
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current account deficit — which was broadly speaking equal to the deficit of USA, and
hence the rest of the OECD area were in broad balance).

When it is recognized that fluctuations in economic activity arise largely from
fluctuations in the level of private sector demand, then the need to use offsetting
variations in public sector demand becomes readily apparent. The objections raised
against fiscal policy through appeals to Say’s Law and Ricardian equivalence clearly
do not apply when the very reason for a downturn is a failure of Say’s Law. That is to
say, budget deficits are only required because private demand falls short of supply.

One objection to fiscal policy then remains, namely the issue of lags of
observation, implementation and impact. This objection, it should be remarked, would
also apply to monetary policy, particularly in the form of frequent decisions over
interest rates which has characterised monetary policy in recent years. Automatic
stabilisers of the tradition form (that is tax revenues varying through movements in
the level of output) are rather useful in this regard and depend on the progressivity of
the tax system (and expenditure) and the scale of government. There is a good case
for the enhancement of these automatic stabilisers — whether through a more
progressive system, increased scale of government activities or through changes in tax
rates triggered by prespecified changes in the level of economic activity (Baunsgaard
and Symansky, 2009).

Our view starts from the Keynesian proposition applied at the global level that
there are no forces at work which ensures that at a high level of economic activity
there is a balance between (desired) savings and (desired) investment. At the national
level, a similar argument can be applied with the complication of introducing the
foreign sector. The Keynesian perspective here is threefold. First, much depends on
the propensities to save and invest. If those propensities are not well aligned, there are
potential problems. At the domestic level, when there is a tendency for investment to
run ahead to domestic savings, the gap may be met by borrowing from overseas which
can generate longer term sustainability issues. But at the global level that option is not
available. It would require fiscal surpluses. But when there is a tendency for savings
to run ahead of investment, then significant and sustained budget deficits.

Second, there is little reason to think that the rate of interest would be capable of
balancing savings and investment at high levels of economic activity. At the present

time, very low rates of interest have not been able to say. The key role then of budget
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deficits is in effect to bridge the gap between savings (at a high level of economiuc
activity) and investment.

Third, there are important sectoral/country breakdowns with a pattern of current
account deficits/surpluses which may not be sustainable through build-up of assets
and liabilities and sudden reverses of ‘sentiment’ (there is also the complication of
assets and liabilities denominated in different currencies).

One set of sectoral relationships at the national level can be written as:

(1) (S-D+(T-G)+(M-X~-NI)=0

where S is private savings, [ private investment, T tax revenue, G government
expenditure, M imports, X exports and NI net income from abroad. In the event that
the rate of interest was set at the ‘natural rate’ and the exchange rate where there was
current account balance, then the budget deficit would be zero. The post-Keynesian
perspective (particularly as developed in the stock-flow consistent approach)
recognizes that surpluses and deficits, borrowing and lending are two sides of the
same coin — the ability of one sector to run a deficit relies on another sector being
willing to run a surplus. It is also recognized that deficits imply rising debt (or
diminishing assets) and surpluses rising assets (or declining debt). Changing assets
and liabilities have implications for future flows of interest payments, dividends etc..
It is useful to disaggregate (1) further as follows :

(2) (Sh+DSp) +(Se—DH+(T-G)+(M-X-NI)=0

where Sp is acquisition of financial assets by households (‘savings’) and DS, net
increase in debt by households, and hence the first term in the equation is net
household savings, Sy savings by firms (retained profits). An individual household
may be both saving and dissaving at the same time (e.g. making contributions to
pension funds but also taking out consumer credit).

One system response for a tendency of savings to exceed investment, which may
be relevant to the development of the financial crisis, is the encouragement of debt. It
is evident that household debt rose substantially in many countries, often seemingly
underpinned by rising property prices. Deficit spending by households may provide
an unsustainable ‘push’ to consumer spending — it can be seen as unsustainable
through the implications of rising debt levels.

The broad relationship between the desires to save and the desires to invest can be
seen as of considerable significance. The mainstream view would be that those desires

would be brought into balance (at high levels of economic activity) through variations
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in the rate of interest. That view would not permit of the existence of basic imbalances
between the two sets of desires to save and to invest. There are clearly many cases
(notably in non-industrialised countries) where the needs for investment far exceed
the ability to save. But when the desire to save exceeds the desire to invest, there can
be deflationary consequences. However, those consequences can be mitigated through
overseas lending and through budget deficits. When the savings comes not so much
for ‘desires’ but from the institutional arrangements and pressures (e.g. compulsory
pension contributions) then a response can be extended consumer debt. The argument
here is that often overseas lending (and more its counterpart borrowing by other
countries) and consumer debt may not be sustainable and subject to instability and
‘crashes’.

The basic argument here arises from the centrality of the relationship between
intentions to save and to invest. Since those intentions come from different groups and
since the factors influencing them are rather different, there is little reason to think
they will be aligned. The traditional Keynesian view has been that the intentions can
be brought into line through variations in the level of economic activity, and the
effects on that level can be substantial and detrimental (notably when intentions to
save exceed those to invest). The differences between savings and investment can be
accommodated in a variety of other ways — budget position, current account, pressures
on consumer debt. In each case, deficits and surpluses arise, and those may well be
unsustainable over time, requiring at some stage adjustments.

The global economy is a closed economy; a significant difference between global
economy and a closed national economy is that the latter uses a single currency
whereas in the former there are numerous currencies (though it could be approximated
by three and half major currencies —dollar, euro, yen and pound — with many other
currencies linked to one of the major ones). At the global level S — 1= G — T, and the
effects of the recession is that the balance between savings and investment S — I has
risen, and hence rises in budget deficits G — T have been required. For individual
countries S -1 = G — T + (X + NI —-M). Countries where there had been a current
account deficit were borrowing from overseas ; following the financial crisis, in
general, there was little change in the current account deficits since exports and
imports both fell. There were exchange rate changes but of course in different
directions; exchange rates rather slow to act. Two kinds of problems then arose: (i)

what had been private borrowing from overseas became public borrowing ; since
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there is public focus on budget deficits though not on private borrowing, and there are
constraints on budget deficits (SGP and all that), (ii) some countries which had been
heavily reliant on overseas borrowing (including FDI) (e.g.. Ireland, Latvia) found it
more difficult to borrow, requiring (particularly when in a fixed exchange rate
situation) deflation.

It is now a straightforward matter to apply the basic insights of Keynes and
Kalecki that attempts to reduce budget deficits can only come about if there is a
corresponding reduction in S — I which can be some combination of reduction in
savings and increase in investment. The ‘fiscal consolidation’ approach, drawing on
‘super Ricardian equivalence’, argues that policies to reduce budget deficits stimulates
consumption and investment. The Keynesian perspective is more that the reductions
in public expenditure and increases in tax rates designed to reduce budget deficit will
reduce income, which thereby reduces savings (and perhaps investment). It is clearly
possible that reductions in both savings and investment alongside a reduction in
income would leave the budget position unchanged (or even worsened). The
implications for the present economic situation are then straightforward. Unless there
is a revival in consumption and investment, attempts to reduce budget deficits will be
deflationary and may not even be achieved.

Attempts to reduce budget deficits will have cumulative adverse effects. Under the
SGP, a budget deficit is deemed too large (‘excessive’) if in effect it exceeds 3 per
cent of GDP or if, given the position of the business cycle, it is incompatible with
overall balance (even if that is in conflict with the 60 per cent debt rule). This is part
of a general approach to budget deficits which relies on numerical targets which are
‘plucked’ out of the air. The previous UK government’s ‘golden rule’ of public
finance — balanced current budget over the business cycle, borrowing to invest — was
similar. The other approach to judgement on the scale of the budget deficit is from a
‘functional finance’ perspective — which is that the scale of the budget deficit should
be set to achieve a high level of economic activity. An ‘excessive’ deficit from a
‘functional finance’ perspective would be one which lead to levels of demand in the
economy which could not be met by the supply potential of the economy. Thus
assistance (from e.g. IMF) should be based on that criteria of ‘excessive’ budget
deficit. Thus rather than a mechanical rule (such as balanced budget), fiscal policy

should be judged in terms of its contribution to securing high levels of demand.
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The build up of debt consequent on budget deficit may run ahead of GDP, and

hence interest payments build up. How significant that is depends on the relationship
between the average growth rate and the rates of interest on government bonds. This
approach may involve reductions over time in public expenditure (other than interest
payments).
In the context of the eurozone, rather similar considerations apply in the sense that
trade with the rest of world is relatively small and that the current account position of
the EMU as an entity is close to balance. At the present time, there are in effect co-
ordinated attempts to reduce budget deficits as attention is paid to seeking to enforce
the limits on budget deficits enshrined in the Stability and Growth Pact. But attempts
to reduce budgets deficits will be unsuccessful unless there is some combination of
falls in savings, rise in investment and in export surplus. But what is required at the
level of the eurozone, as at the global level, is a collective agreement to maintain
budget deficits until there is clear evidence of sustained revival of lending, of
investment and of consumer expenditure.

It is self-evident that at the global level, the revival of economic activity has to
come from some combination of increased investment and reduced propensity to save.
Unless and until that happens, budget deficits will be necessary to support the level of
demand. In a similar way, general reductions in wages and prices do not help. A
single country (particularly if in a fixed exchange rate situation) may be able to
stimulate the demand for its exports by lowering its domestic wages and prices, but
this is not an option of the global level. In a closed national economy, it would be a
simple matter of running a budget deficit until private demand revived. The simple
point is that the excess of savings over investment can only be realised if there is a
corresponding budget deficit, and that (in an underemployed economy) increases in
the budget deficit are in effect ‘self funding’. At the national level, the simple
complication is that a budget deficit will be partially funded through borrowing from
overseas (to the degree to which the country is running a current account deficit).

Collectively governments could run sufficient budget deficits to ensure a global
high level of economic activity (subject to caveats on the distribution of demand
relative to capacity). Individually some governments may face constraints arising
from the need for them to borrow in a foreign currency and the degree to which the

current account is in deficit.
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For the individual countries, a high level of economic activity may well require a
substantial budget deficit — indeed we would argue that this has been the typical
position that a country runs a budget deficit, and that it is likely to be generally
required in the future. But for many countries a budget deficit would be combined
with a current account deficit, and the need for borrowing from overseas. For a closed
national economy, and therefore for the global economy (apart from issues arising
from the use of multiple currencies), budget deficits are only required if there is an
excess of savings over investment, and that is precisely the condition needed for a
budget deficit to be funded. The arguments of Kalecki and others (see also Sawyer,
2010) to the effect that budget deficits generate the funds required from private
savings hold. The policy dilemmas are from the limitations which there can be on a
national level in the funding of a budget deficit, and particularly that which arises
from any necessary borrowing in a foreign currency. It can also be the case that a
national government may seek to run an ‘excessive deficit’ where ‘excessive’ is
treated as in the ‘functional finance’ view expressed above — namely that the economy
is being pushed past the supply potential of the economy. But the general thrust is that
there has to be international support to enable each country to make their contribution
to the sustenance of high levels of demand and economic activity. Unless it is clear
that a country is attempting to run what is clearly an ‘excessive’, there needs to be
international co-operation to ensure that funds are available for the budget deficit,
particularly when borrowing from overseas is involved. Thus in contrast to the current
system where a country seeking IMF support and loans is generally required to adopt
deflationary policies, loans should be available to any without an ‘excessive deficit’ as
defined above.

In the present climate there is a considerable danger of semi-co-ordinated
deflation. As each country seeks to reduce its budget deficit through cutting public
expenditure, there is the danger that not only will they have limited success in
reducing their own budget deficit but also their actions would help to make budget

deficits of other countries worse.

4. Current account deficits and their resolution
One of the major concerns over a fixed exchange rate system was how would the
pattern of balance of payments deficits and surpluses be resolved without recourse to

deflation, particularly by the deficit countries. A floating exchange rate regime could
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be seen to avoid that issue — in part by avoiding balance of payments deficits and
surpluses with a country’s exchange rate ensuring balance between demand for and
supply of a currency. Floating exchange rates have though brought volatility of
exchange rates (both nominal and real) and large (and often persistent) current
account imbalances (and correspondingly capital account imbalances). The capital
account may be subject to rapid change through a loss of confidence by lenders in a
country’s economic prospects, with consequent effects on the exchange rate and on
the current account position necessitating sharp adjustments to the level of imports
through domestic deflation (with some adjustments to the level of exports from
exchange rate changes).

A country which is experiencing a large capital inflow could implement some
policies which limit the possibilities for rapid withdrawal of funds, but this does not
address the vulnerability of a country with a large current account deficit requiring
continuing capital inflows. It has to be acknowledged that a country can benefit from
capital inflows particularly where this leads to enhanced investment. Further, in the
absence of capital controls, it is difficult to envisage ways in which the capital inflows
and outflows can be in any way controlled. The crucial questions for a country relate
to the sustainability of capital inflows, and more the uses to which the capital inflows
are put — whether in effect to fund capital formation, to feed into credit and asset price
bubbles or to finance consumer expenditure.

The pattern of current account deficits and surpluses within the EMU lie at the heart
of the current difficulties. The persistent current account deficits of the Mediterranean
countries during the 2000s has meant that they have built up (generally private) debts
with other countries. The ‘great recession’ has in general had little effect on current
account positions as imports and exports both fell, and the rise in budget deficits (and
corresponding rise in net savings by private sector — that is the excess of private
savings over investment) has meant the replacement of private borrowing from
overseas with public borrowing from overseas.

The assistance required relates to the balance of payments position: the difficulties
vary depending on fixed or flexible exchange rate; in the former, adjustments to the
exchange rate appropriate; in the latter some support to limit the speed of fall of
exchange rate may be needed, in the context of a current account deficit where capital

funds become difficult to obtain.
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5. Monetary policy

The consensus monetary policy has been an interest rate policy conducted by a
independent or quasi-independent central bank in pursuit of an inflation objective
(‘inflation targeting’) with fiscal policy demoted to the role of automatic stabilisers.
The inflation of 2008 undermined claims on the long term success of inflation
targeting though the ECB had never been successful in keeping inflation on an annual
basis below 2 per cent.

The evidence from macroeconometric models (reviewed in Arestis and Sawyer,
2004; see also, Arestis and Sawyer, 2008a) is that variations in interest rates have a
rather small effect on the pace of inflation — a typical result is that a 1 percentage
point change in the policy interest rate (held for a year) has an impact of the order of
0.1 to 0.2 per cent on inflation. It is also well-known that interest rate policy is
intended to work through its effects on demand and thereby on inflation, and hence a
policy which is ill-equipped to deal with cost inflation. The ‘caveat’ to this argument
is that these macroeconometric models build in a form of rational expectations which
are that, in effect, there is the belief that the inflation target will be achieved. But the
‘theory’ of monetary policy is built upon the credibility of the central bank and in
their ability to achieve the inflation target. Hence it can be argued that looking at the
effect of interest rate on inflation is to miss the more significant contribution of the
combination of independent Central Bank and inflation targeting, namely the locking
in of low inflation expectations, which thereby helps to ensure the low inflation
outcome. A question is whether the economies are moving into a more inflationary
climate — in the UK following the independence of the Bank of England in May 1997
it was one month short of ten years before the governor had to write a letter of
explanation as to why inflation was outside the target range, but since then has written
seven letters. In the eurozone, inflation has been persistently above the ‘near to 2 per
cent’ target of the ECB, albeit by only small amounts. The OECD (2010, p.39) has
recently warned that ‘There remains a risk that the strong recovery in non-OECD
economies that have a relatively high demand for raw materials could place upward
pressure on commodity prices’, and then ‘a downside risk is that long-term inflation
expectations become unanchored and drift upwards.” Goodhart (2005, p.169), drawing
on his experience on the Monetary Policy Committee and the work done within the
Bank of England, comments that ‘unless the shocks hitting the system were really

quite small, the extent of policy-induced demand management, even if perfectly
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calibrated, could not be responsible for the achievement of the stability and successful
growth that we have enjoyed’

Inflation has been relatively low in most industrialised countries and on a global
scale for much of the past two decades, and proponents of inflation targeting have
claimed the credit for that low inflation. We have argued elsewhere that inflation
targeting itself has not lain behind this low inflation (Arestis and Sawyer, 2008b).
Inflation targeting has in effect sought to return to a crude demand reduction approach
to the control of inflation, albeit that the instrument chosen (interest rate) was not the
most effective one (that is fiscal policy would have been more potent). The cloud on
the horizon is to find an alternative and effective way of maintaining low inflation,
without having to resort to demand deflation and the associated losses of employment
and output. This is particularly urgent in the EMU context. It is not only that inflation
targeting has not been able to perform though the miss in terms of inflation were
rather small and any losses from higher inflation were likely trivial (and hence could
be addressed by a somewhat higher target rate of inflation, Blanchard et alia (2010)
ask ‘are the net costs of inflation much higher at, say, 4 percent than at 2 percent, the
current target range? Is it more difficult to anchor expectations at 4 percent than at 2
percent?’). It is more that a single policy instrument cannot address differential
inflation between countries. Yet it is that differential inflation, as reflected in
movements in unit labour costs and competitiveness, which exacerbate the current
account imbalances plaguing the EMU. It can only be through development of prices
and wages policies at the country level in a co-operative setting that the tendencies of
inflation rates in eurozone member countries be addressed.

It is then argued that there is a need to develop policy instruments to address the
issue of inflation which does not rely on demand deflation and which are effective (as
doubt has been cast on the effectiveness of monetary policy as a tool for the control of
inflation). It has also been argued that interest rates, set in pursuit of inflation
targeting, have an impact on a range of other significant variables, notably the
exchange rate and asset prices. In part, the manner in which interest rates are seen to
influence inflation is through the exchange rate and asset prices : higher interest rates
are viewed as tending to raise value of the exchange rate (having downward impact
on domestic inflation) and to depress asset prices (thereby generating a wealth effect
which tends to lower demand). But those economic variables are clearly important in

their own right (rather than merely as a route to inflation) and more significantly
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interest rates and other changes may feed into price bubbles, whether of the exchange
rate or asset prices. It is not a matter of incorporating (or not) asset prices into the
targeted measure of inflation for that does not adequately reflect the possible
implications of asset price bubbles (and in any event would be limited to assets such
as housing).

Financial stability, rather than inflation targeting, should become the central bank’s
primary objective (and, as argued in Arestis and Sawyer, 2010, with an interest rate
policy which aims to secure a constant real rate of interest). Buiter (2008, p. 10)
points out that ‘financial stability means (1) the absence of asset price bubbles; (2) the
absence of illiquidity of financial institutions and financial markets that may threaten
systemic stability; (3) the absence of insolvency of financial institutions that may
threaten systemic stability’.

The recent Banking Act 2009' in the UK establishes that ‘an objective of the Bank
[of England] shall be to contribute to protecting and enhancing the stability of the
financial systems of the United Kingdom (the “Financial Stability Objective”)’, with
the Bank working with other bodies such as the Treasury and the Financial Services
Authority and with the establishing of a Financial Stability Committee. At present this
is placed alongside the monetary stability objective under the heading of “inflation
targeting”. This could be seen as a significant step away from the operational
independence of the Bank of England and from the single objective of low inflation.
We argue that the financial stability objective should be the prime objective and the
operational independence of the Bank of England should be ended.

Current events and the general record on financial crises (see Laeven and Valencia,
2008, for details of crises and their costs over the past three decades) indicate the
substantial costs associated with a lack of financial stability, which far outweigh any
costs associated with inflation. In terms of the general multiple instruments—multiple
objectives policy framework, it may not be possible to uniquely assign each
instrument to a specific objective. Nevertheless, it may be possible to link an
instrument mainly with a specific objective, recognising that coordination in the use
of instruments can be advantageous. In this context, the argument is that the main link

should be monetary policy—monetary and financial stability.

! Available at www.opsi.gov.uk/acts/acts2009/ukpga 20090001 en 1
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Addressing issues of financial stability (or what may be termed the pursuit of
macro prudential regulation) clearly requires the development of a range of policy
instruments. There are though two other important ingredients in this idea of financial
stability as the key objective of the monetary authorities. First, the many of the
arguments for an independent Central Bank — based on the ‘conservative’ (inflation
averse) central banker with credibility — fall. Further with multiple objectives pursued
by multiple instruments there is a need for co-ordination between the macroeconomic
authorities (e.g. Ministry of Finance, Central Bank), which is precluded by
independence strictly interpreted. Second, (and related) monetary policy under
inflation targeting was intended to not only target inflation but also to reduced the
volatility of output and guide output to its ‘natural’ level. This was summarised in
Taylor’s rule where the interest rate was intended to be set based on deviations of
inflation from target and output from ‘natural’ level. The idea of Phillips’ curve melds
those together — in that constant inflation rate is said to be consistent with zero output
gap and a positive output gap would be associated with rising inflation both of which

would point towards a higher rate of interest.

6. Financial contagion and regulation

It is a rather trite observation that there has been globalisation with vastly increased
financial flows and that financial liberalisation had developed apace with de-
regulation the order of the day, not to mention ‘lack of belief” by the regulators in the
processes of financial regulation. It has been suggested above that issues of financial
stability and what may be termed macro prudential regulation should be the key
objectives of central banks which involves them in the development of a range of
additional policy instruments. The process of financial globalisation has proceeded
apace and outpaced the processes of financial governance. Financial regulation has
largely taken place at the national level. Whilst Basle II went some way in the
allocation of responsibilities for financial regulation with regard to banks and other
financial institutions operating across national borders, more needs to be done.

The Washington consensus could be seen as in effect imposing a common theoretical
and policy framework on economic governance, and above we have highlighted the
nature of the consensus with regard to fiscal and monetary policy. The general thrust
towards de-regulation and financial liberalisation was a further feature. One of the

challenges now across the board is whether a more Keynesian consensus can emerge
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from the ruins of the financial crisis. We have put forward some elements of a more
Keynesian approach but would be rather doubtful as to whether there will be any
acceptance of that.

One key aspect of the policy measures adopted in response to the financial crisis
was the invention of government in a number of ways to prevent financial companies
going bankrupt, with (temporary) public ownership often used. The deposits of the
public with banks were often implicitly or explicitly guaranteed by government.
When a bank or other financial institution can be closely identified with a specific
country it can be seen to be the responsibility of the national government as to
whether a failing financial institution is bailed out and/or given financial support. In
the EU, this is subject to the rules on state aid. One step which is then required is the
development of clear policies within the EU on the obligations of national
governments for provision of aid to failing financial institutions. Financial integration
clearly involves the further development of EU-wide (and beyond) financial
institutions, with the associated implication of the development of clear EU policies
on ‘failing’ financial institutions. This is an element of a more general feature —
namely how to deal with ‘failing’ financial institutions which operate on a
multinational basis, particularly where the institution is genuinely multi- rather than
uni-national, and hence where it is not possible to identify such an institution with a

specific nationality and national government.

7. Concluding remarks

In the past two decades, macroeconomic policy has often conformed to the precepts of
the ‘new consensus in macroeconomics with monetary policy assigned to ‘inflation
targeting’ and fiscal policy to the role of automatic stabiliser generally in the context
of ‘fiscal consolidation’ with drives to reduce public debt. The period of the mid-
2000s was one of apparent economic success (though rather less so for the eurozone
countries) with low inflation and high (by historic standards) economic growth. Some
signs of the undermining of this success came with rising inflation in 2007-08. But
this was completely overshadowed by the financial crisis and the ‘great recession’
which brought to a sharp end ideas of the ‘great moderation’. The mid-2000s were
characterised (even if not widely realised at the time) by credit booms, fragile
financial system and asset price boom. It was also characterised by imbalances —

between countries and between sectors. Some have argued it was a period of a
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‘savings glut’ — leading to lower interest rates which then spurred asset price rises.
Our interpretation is somewhat different — a tendency towards over-savings (in the
sense of savings running ahead of investment) which was initially rather offset by
rising consumer debt (this may sound paradoxical but it should be borne in mind that
only some households and firms wish to be net savers). When the consumer debt
becomes unsustainable and in the midst of the near collapse of the financial sector,
then the excess of savings over investment becomes an issue. Much, though not all by
any means, of the potential excess of savings over investment was absorbed by
government budget deficits, and indeed it is only through governments running
budget deficits that the excess of savings over investment can be realised. Budget
deficits will in general be required unless and until consumer spending and investment
revive, and do so in a manner which is sustainable. A more likely outcome it would
seem is that there will be a tendency of savings to run ahead of investment, in which
case there has to be provision for substantial budget deficits. We have argued that the
concept of ‘excessive’ budget deficits has to be changed from one which plucks some
numerical value out of the air (as under the Stability and Growth Pact) to one which
regards a budget deficit as excessive only if the economy is thereby ‘overheating’.

It has also been argued here that inflation is an re-emerging issue for which current
institutional arrangements are not built to cope with. Insofar as inflation is more a
global rather than a national problem, there is clearly no international mechanism to
address it. At the national level there is again a need to develop non-deflationary
means of damping down inflation, and this is particular so in the context of the
Economic and Monetary Union.

The case has been put for a focus of monetary policy on issues of macro prudential
regulation and financial stability. This requires the develop of a range of monetary
policy tools, but also a recognition that this is the appropriate role for central banks.

The imbalances in current account positions, and the associated capital flows, have
had their part to play in the genesis of the financial crisis. At the present time, the
most serious of these imbalances are those between EMU countries, and it is the near
impossibility of countries within a fixed exchange rate regime correcting those
imbalances which threaten to undermine and perhaps destroy the euro. In the last
section of the paper we have mentioned one further aspect of the need for

international co-operation.
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Discussion

Chair:

Before giving the questions addressed to Professor Sawyer, let me mention two things.

e The confidence expressed by the Governor of the Bank of Greece on the success of the
package, the EU-ECB-IMF package for Greece.

e What Mr. Avramopoulos mentioned: something that at least in our studies about the Greek
case we have stressed more than once, that the current economic crisis is also a political
crisis and a political issue.

Now, for Professor Sawyer, I have, sir, two questions, please, from the audience, from the
floor. In your presentation, you suggested that the difference between saving and
investment should be related to fiscal deficits. Isn't that dangerous vis-a-vis the external
balance? That is the first question. The second question: You suggested financial stability
instead of inflation stability for the Central Bank. A member of the audience asked if you can
elaborate on that, if you could be more explicit.

Malcolm Sawyer:

With regards to the first point, it is not me that is suggesting savings minus investments
should be related to the budget deficit; it is essentially a national income accounting identity.
As I indicate on the overhead, at a national level, one would also have to include the current
account position as well. But if you take it globally, across all nations, then the current
account position cancels out as it were, because they have to sum to zero across all countries,
so that globally the difference between savings and investment would be equal to the budget
deficits, as a matter of accounting identity.

Chair:
But the loans cancel out within the euro zone.

Malcolm Sawyer:

Well, not far off. Because in the euro zone, the current account position is 1% of GDP. I think
that the point I wanted to make is that if we are in a situation globally, where there is a
tendency for savings to exceed investment, or the desire to save exceeds the desire to invest I
should say, then, if we want to have a reasonable level of economic activity, it follows that
there will have to be budget deficits. Well we can, from a traditional point of view, reconcile
savings and investment through the falling income that will reduce the actual savings to inline
with the investment. So I wanted to make two related points. One was that if I am right in
saying there is this tendency towards savings exceeding investment then there has to be
budget deficits. And I was linking that with my observation that traditionally, as it were,
countries have run budget deficits. Maybe at the order of 2%, 3%, 4% of GDP a year, but they
have run budget deficits. There is nothing unusual about that. What is unusual is the Stability
and Growth Pact saying that the budget deficit should average out zero. I would say that at a
national level, there is a link — as you indicated — between the bounce between the savings and
investment, the budget deficit and the current account deficit position. Exactly how they relate
could vary from country to country, but I think in the case of Greece, in orders of magnitude,
there is at the moment a similarity between the budget deficit and the current account deficit.
But I was also making the point that if from where you are right now, where any of us, any
country is right now, with their budget deficit, if that budget deficit is to be reduced, then
there has to be some combination of savings, investment and the current account position
changing. And if they don’t change, then the budget deficit will not change. It is a matter of
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an accounting identity. The other point I was making was that in so far as countries do have
budget deficits and current account deficits, then I treat the current account deficit as a more
serious problem than the budget deficit. And I think they are kind of linked, in the sense that
if a country is running both a budget deficit and a current account deficit, then it is likely to be
the case most of the borrowing to cover the budget deficit will be from overseas and that is
going to make the problem rather more difficult. Elaborating in terms of financial stability, I
think I can only elaborate in the following sense. Firstly, in terms of what should be seen to be
the center of the central bank or the financial authorities’ policy objectives. In a sense, we
have had over the last 15 years or so, inflation targeting as the key objective. But in regard to
that, Phillip and myself have in various stages cast out upon the effectiveness of inflation
targeting. But what [ wanted to argue was that thinking to achieve financial stability through
various forms of macro-credential regulation, that is, elements of perhaps credit controls of
reserve ratios addressed to the development of financial price bubbles, policies to limit the
expansion of credit, those types of policies should become the central focus of the central
banks, rather than inflation targeting. Partly, as I was indicating, on the basis that financial
stability or the lack of financial stability imposes a great deal more cost on us than the high or
moderate inflation would. But [ wouldn’t want to go much further in terms of what should be
the policy instruments, because that is getting aside from my range of expertise. What I want
is to express the idea that financial stability becomes the major objective. And I would also
link that with the idea that there has to be some degree of coordination across macroeconomic
policymakers.

Chair:

Allow me one final question for myself. We read, for example, in publications such as "The
Economist" or even recently “The New York Times” the doubts about the viability, the
sustainability of this fiscal direction of the euro zone. How do you explain that in continental
Europe there is more orthodoxy and economic thinking about this than in the Anglo-Saxon
countries? What is your gut feeling about this?

Malcolm Sawyer:
Given the discussion that has been going on in the UK at the moment, there is going to be an
emergency budget tomorrow. [ think the orthodox thinking on fiscal policies is having

resurgence in the UK. I suppose historically countries like Germany have been less Keynesian
should we say than the Anglo-Saxon. After all, it is the German governors that put in an
institutional amendment to ban fiscal deficits. The UK is at the moment somewhere in
between. The US do seem to be the center of the more Keynesian approaches at the moment
and much of continental Europe rather less, partly lead by the Germans.

Chair:
I finish with that. The agenda of the day in Europe is to set fiscal rules for everyone, even
uniform. Do you think that is dangerous or is it helpful?

Malcolm Sawyer:
If you take the perspective I have, which is that fiscal policy should be used as far as you can
to sustain high levels of demand, then the needs in different countries will be different. Some

countries, particularly those that run a large export surplus or those that have a large volume
of investment, will in some sense will have much less need for budget deficits than others. I
think, if we just look across the countries of the Economic and Monetary Union or the
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European Union more general and their deficit positions — not just since they have joined the
euro, but before — have been very different. I think countries like Sweden, historically have
on the long run surpluses. And that might be quite appropriate in the context of Sweden, if
their investment and export positions are such that they can have a fiscal surplus, without
damaging the level of demand. I think one of the Keynesian economics are also been seen to
always have budget deficits. I think in a sense that is not quite right. I think the Keynesian
view is to use the fiscal policy and budget position to sustain demand. Sometimes, that will
involve having a budget surplus; sometimes it will involve having a budget deficit. My
particular criticism on the Stability and Growth Pact is that it is sought to impose uniformity,
a uniformity that may be appropriate for one or two countries, but is unlikely to be
appropriate across countries.

Philip Arestis:
I think your point about the difference between the United States and Europe is a very

interesting point, actually. And I think that if you look at the history of the United States and
the history of EMU, very short of course, or the European experiment more generally, you
will find that in the United States, from around the 1870s until the new deal of the ’30s, it was
more or less as we know Europe today; a kind of co-federal, rather than federal. And  they
had huge problems in terms of the South, as opposed to the North. And it was only during the
new deal, when positive measures were taken in order to promote the South, in a way that it
wouldn’t have managed by itself. And you know, now we have the United States as we know
them, and there is no much difference, more generally speaking, between the South and the
North. In Europe, by contrast, we haven’t had this federal solution. We haven't had the
United States of Europe. And consequently, two things are very important to say. The first
one is that we don’t have economic integration in Europe. And we don’t have economic
integration in Europe for the very simple reason that we don’t have fiscal transfers and of
course we don’t have labor mobility. In the absence of economic integration, history tells us,
the only way for a monetary union to succeed is that you have to have political integration.
And therefore, the more and the quicker we move towards a federal state in Europe, the
United States of Europe, the better I think we will be able to use fiscal policy the way the
United States have been using it.

Chair:

That is very interesting. I would pursue this question much longer, but we don’t have the
time. So, thank you, Professor Sawyer. [ think now it is Professor Arestis who will present
his paper. But that topic needs a long-long discussion.

Philip Arestis:
Yes, I couldn’t agree more with you, it is very interesting. Before I start my own contribution,

can I just say very many thanks to the Foundation, to the organizers, both the academic and
administrative, who have been wonderful in terms of making our lives much-much more
comfortable than otherwise; and it has been wonderful to come back to Athens, in my case
after a very long time. So, thank you very much and you of course, Chair.
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1. Introduction

The purpose of this contribution is to discuss the origins of the current crisis along
with relevant policy implications. The focus is on the emphasis given to the ‘efficient
market hypothesis’ (EMH), namely that all unfettered markets clear continuously
thereby making disequilibria, such as bubbles, highly unlikely, as the root of the
crisis. Indeed, in terms of the EMH framework, economic policy designed to
eliminate bubbles would lead to ‘financial repression’, a very regrettable outcome in
this view. Ever since the early 1970s, when governments attempted and succeeded in
implementing financial liberalization initiatives, especially in the US and UK, the
focus has been on creating financial markets completely free from any policy
interference. This is based on the belief that liberalised financial markets are very
innovative, and sure enough they were. Over the period prior to the ‘great recession’
and after the intense period of financial liberalisation especially in the US, great
strides were seen in the development and extension of new forms of securitisation and
use of derivatives. This was a financial engineering practice, which led to the growth
of collateralised debt instruments, especially so in the form of collateralised
mortgages.

The experience with financial liberalization is that it caused a number of deep
financial crises and problems unparalleled in world financial history, both in terms of
their depth and frequency. However, most important for the purposes of this
contribution, it was the experience of the US with financial liberalization that is most
telling in terms of the cause of the current crisis. Financial liberalisation alone cannot
fully explain the crisis. The size of the financial sector is also important. In this
respect, it is important to note the enormous redistribution that had taken place in the
countries at the centre of the crisis. This was a significant redistribution from wage

earners to the financial sector had materialized prior to August 2007. That
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redistribution along with the financial liberalisation attempts produced the new
financial engineering rooted in the US as mentioned above, which led to an
extraordinary mispricing of risk, were the main causes of the crisis.' But there were,
we argue, contributory factors. We isolate three of them: the international imbalances,
mainly due to the growth of China, the monetary policy pursued by countries over the
period leading to the crisis, and the role of the credit rating agencies. The ‘great
recession’, in our terminology, led to massive state support along with a subsequent
deterioration of the public finances in most of the affected countries.

There are clear policy implications that emanate from the crisis (see, also, Arestis
and Karakitsos, 2010a). We discuss them to conclude that an important policy that has
not been addressed properly is that of financial stability (see, also, Goodhart, 2009;
King, 2009). In fact, the emergence of Central Bank independence along with the rate
of interest instrument, focusing crucially on maintaining price stability, implied that
the objective of financial stability was downgraded and responsibility over it became
obscure. We, thus, discuss the latter policy at some length emphasising the recent
pronouncements on this front by President Barack Obama that are summarised under
the acronym of the ‘Volcker Rule’.

We proceed as follows. After this short introduction in section 1 we discuss the
origins of the crisis in section 2. The economic policy implications are discussed in

section 3 before we summarize and conclude in section 4.

2. Origins of the current crisis
In discussing the origins of the current crisis we are very much aware of the
limitations of current macroeconomics. Indeed, we agree with Minsky (1982), who
argued about three decades ago that “from the perspective of the standard economic
theory of Keynes’s day and the presently dominant neoclassical theory, both financial
crises and serious fluctuations of output and employment are anomalies: the theory
offers no explanation of these phenomena” (p. 60; see, also, Arestis, 2009).

The ‘the great recession’ has been caused by US financial liberalization attempts
and the financial innovations that followed them. That was greatly helped by

significant income redistribution effects from wages to profits of the financial sector.

! The mispricing of risk should not be surprising in that financial institutions have excessive incentives
for risk-taking. This is associated with the ‘moral hazard’ problem, the result of governments offering
protection to financial institutions against bankruptcy, which protects largely lenders from bad
decisions. The attempt to avoid contagion effects in the economy results in ‘moral hazard’, thereby
encouraging financial firms to take excessive risk.
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An interesting statistic on this score is reported in Philippon and Reshef (2009) in the
case of the US. This is the pronounced above average rise in the salaries of those
employed in finance. Relative wages, the ratio of the wage bill in the financial sector
to its full-time-equivalent employment share, enjoy a steep increase over the period
mid-1980s to 2006. What explains this development is deregulation in a causal way,
followed by financial innovation. The deregulation impact accounts for 83% of the
change in wages. Indeed, wages in the financial sector are higher than in other sectors,
even after controlling for education. Similar but less pronounced financial shares are
relevant in the UK, Canada, Germany and Japan, among others. In China financial
intermediary shares to GDP increased from 1.6% in 1980 to 5.4% in 2008
(Greenspan, 2010, p. 15).

Three other factors, the international financial imbalances, the monetary policy
pursued at the time, and the role played by the credit rating agencies, can be suggested
as factors that promoted, rather than caused, the ‘great recession’. We take the view
that although these factors were important, they were not the original cause of the
‘great recession’. They were accentuating the process of financial liberalization and
financial innovation rather than being part of the cause of the crisis. The rest of this

section will attempt to explain the process just suggested.'

2.1 Income redistribution effects
An important factor that contributed substantially to the ‘great recession’ emerged
from the steady but sharp rise in inequality, especially in the US and the UK but
elsewhere, too. The share of national income taken up by profits had reached close to
a post World War II high before the onset of the recession; while real wages had
fallen even behind productivity. The declining wage and rising profits share were
compounded by another long-term economic term: the increasing concentration of
earnings at the top, especially in the financial sector. Figures 1 to 5 make the case
vividly.

Figures 1 and 2 make the point in the case of the UK (both figures are from
Lansley, 2010). Figure 1 clearly shows the falling share of wages, while Figure 2

shows clearly how wages fell below productivity. Figure 3 makes the case of the

! Reinhart and Rogoff (2009) demonstrate that the class of the bubble of August 2007 differs from
earlier less serious bubbles in terms of their deflationary consequences. The difference is attributed to
the degree of debt leverage in the financial sector, especially so when the maturity of debt is less than
the maturity of the assets it funds.
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increasing shortfall of the real wage rate from productivity since the early 1970s in the
case of the US. The real wage rate fell well behind productivity in the aftermath of the
Second World War (WWII) reaching its maximum shortfall of around 15% during the
Korean War. But the gap closed until the early 1970s when the real wage rate hit an
all time high, increasing faster than productivity by more than 5% in April 1972. In
the aftermath of the first oil shock the real wage rate fell yet again behind
productivity, suggesting that employees bore the brunt of the redistribution of income
from the US to the oil producing countries. Rising and high unemployment forced this
redistribution of income. Unemployment soared from 3.5% of the labour force in
early 1970 to nearly 11% in the midst of the 1980-82 recession (see Figure 3).
However, as the price of oil and unemployment fell in the 1980s the real wage rate
caught up once more with productivity gains. By the spring of 1999, the time of the
repeal of the 1933 Glass-Steagall Act, the gap between the real wage rate and
productivity had once again been eliminated. Fluctuations in unemployment caused
by the early 1990s recession and the subsequent anaemic recovery contributed to an
oscillating real wage rate around productivity, but on an upward trend. Nonetheless,
the real wage rate fell behind productivity following the burst of the internet and
housing bubbles and the resultant increase in unemployment, hitting an all time low of
nearly -20% in the aftermath of the collapse of Lehman Brothers in September 2008.

These unfavourable trends in the real wage rate are partly reflected in the wages
and salaries of private and government employees. Figure 4 shows that wages and
salaries as percent of GDP did not improve as much as the real wage rate in the
golden post- WWII era until the 1970s. The share of wages and salaries to GDP
increased over the period by only 3%, from 50.5% to 53.5%. But from the beginning
of the 1970s until now the share of wages and salaries to GDP fell by an astonishing
9% to 44.5% by the end of 2009. Wages and salaries improved their share only in the
period 1994-2001.

In spite of these unfavourable trends in the real wage rate and wages and salaries,
since the 1970s, the compensation of employees, which includes in addition to wages
and salaries employer contributions for government social security and employee
pension and insurance funds, shows a more complicated picture. The compensation of
employees improved in the post WWII era, increasing from 54.5% to GDP in 1948 to
nearly 70% by the early 1980s (see Figure 4). But since then it has declined to 65.5%.

Hence, the net loss of the compensation of employees since financial liberalisation is
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only 3.5% compared to 9% in wages and salaries and more than 10% shortfall in the
real wage rate to productivity. The smaller deterioration in the compensation of
employees to wages and salaries, though, is partly due to higher employer
contributions for government social security and employee pension and insurance
funds. These contributions have more than quadrupled in the post WWII era from
2.3% of GDP to 10.6% (see Figure 4). Nonetheless, the share of employer
contributions to GDP has increased by only a tiny fraction (i.e. 0.5%) since the
financial liberalisation of the early 1980s, thereby confirming the redistribution of
income from employees to employers.

Figure 5 shows the increasing share of profits in relation to income in the case of
the US and also in the case of the rest of the world, and more precisely in the case of
the financial sector. We note from Figure 5 that the bottom of profitability at the end
of 2001 hit an all-time low. This downtrend may be the result of shifting production
abroad, which gathered pace in the era of globalisation, but also to the increasing
challenge of the US from other industrialised countries, such as Japan, Europe and
recently China. But the bleak picture of non-financial profitability is not shared by
other subcategories. Financial companies, in particular, have seen a sharp uptrend in
their profitability since 1982, which is nearly a six-fold increase (see Figure 5). The
financial deregulation, which had commenced in the 1970s but continued at that time,
especially the repeal of the 1933 Glass-Steagall Act in 1999, both discussed below,
certainly contributed to the long-term improvement of the profitability of financial
companies. These developments are at the heart of the ‘great recession’ as they
enabled the creation of liquidity that financed the housing bubble, but also the internet
and other bubbles of less importance, such as commodities, shipping and private
equity. Now that the house bubble has burst and deleverage is taking place, it is very
likely that the long-term uptrend in the profitability of financial companies will be
reversed. Similar observations can be made in Europe, excluding the UK, where in
2007 Germany’s finance minister encouraged European companies to “give workers a
fairer share of their soaring profits” (Financial Times, 28 February 2007).

The rising profits share aped financial institutions thereby increasing leveraging
(debt to assets ratio) and high risk-taking in financial institutions. In the words of the
Chairman of the UK Financial Services Authority, “There has thus been an
increasingly ‘financialisation’ of the economy, an increasing role for the financial

sector. Financial firms as a result have accounted for an increased share of GDP, of
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corporate profits, and of stock market capitalisation. And there has been a sharp rise
in income differential between many employees in the financial sector and average
incomes across the whole of the economy” (Turner, 2010, p. 6). This promoted the
financial engineering based on the US subprime mortgages as explained in what
follows in this section. These are important distributional effects, which are not
accounted for by the prevailing view of theoretical macroeconomics and the economic
policy implications of this framework, essentially monetary policy in the form of
interest rate manipulation to hit a set inflation target.

This redistribution was greatly helped by attempts at financial liberalisation in
many countries around the world. Of particular importance for our purposes was the
financial liberalisation framework in the US. Both the redistribution just referred to
along with the financial liberalisation policies led to a period of financial engineering
in the US, which spread worldwide to produce the current ‘great recession’. We turn
our discussion to financial liberalisation essentially in the US, and the financial

engineering there, in an attempt to explain the origins of the current crisis.

2.2 US financial liberalization and financial engineering

Financial liberalization in the US began in the 1970s. More precisely in 1977, when
the US started to deregulate its financial system. There was the deregulation of
commissions for stock trading in 1977 to begin with, and subsequently investment
banks were allowed to introduce unsecured current accounts. The removal of
Regulation Q in the 1980s followed, that is removing the placing of ceilings on retail-
deposit interest rates. The repeal of the key regulation Glass-Steagall Act of 1933 in
1999 (promoted by the US financial sector, using as their main argument the Big
Bang of 1986 in the UK) was the most important aspect of US financial liberalization
for the purposes of the question in hand. The final step in the process was the
Commodity Futures Modernisation Act (CFMA) of December 2000, which repealed
the Shad-Johnson jurisdictional accord, which in 1982 had banned single-stock
futures, the financial instrument that allows selling now but delivering in the future.
All these financial liberalization attempts were important in promoting financial

innovations in the US financial markets. We discuss their importance before we turn
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our attention to the financial engineering that emerged directly from them and caused
the financial crisis of August 2009."

When fixed commissions were in place, investment banks would book stock trades
for their customers; deregulation meant greater competition, entry by low-cost brokers
and thinner margins. Then, in the late 1970s, investment banks were allowed to begin
to invade the commercial bank territory, through the creation of ‘money market’
accounts (current accounts that were unsecured). Removing Regulation Q allowed
fluctuation in interest rates, thereby forcing commercial banks to compete for deposits
on price, which led them to pursue new lines of business. Such new business was to
respond to the investment banks’ needs for short-term funding. It created, however, a
financial crisis in the 1970s and 1980s when savings banks could not fund themselves
in view of the narrowing of the margins of lending and borrowing rates. Investment
banks moved into originating and distributing complex derivative securities, like
collateralized bond obligations (normal investment bonds backed by pools of junk
bonds). However, that was not a great success and the move collapsed in the second
half of the 1980s.

However, that originate-and-distribute failure was followed by a new initiative of
asset-backed and mortgage-backed securities, which gained a clientele in the 1990s.
That was partially enabled by the relaxing of the 1933 Glass-Steagall Act in 1987 (see
further details below), when the Federal Reserve Bank (the Fed) allowed 5% of bank
deposits to be used for investment banking, and then further promoted in 1996 when
25% of deposits were allowed for the same purpose. We then had in 1997 the Broad
Index Secured Trust Offering (BISTRO), a bundle of credit derivatives based on pools
of corporate bonds, and later the Collateralised Mortgage Obligations (CMOs) based
on pools of subprime mortgages and Collateralised Debt Obligations (CDOs) based
on other debt. BISTRO was not a great success in view of the corporate sector’s
booms and recessions at that time. However, CMOs and CDOs, which were based on
mortgages and other assets, became a success due to of the steady growth of the
housing market. That was the first cause of the crisis: the originate-and-distribute

model of securitization and the extensive use of leverage.

! Prior to the financial liberalisation period, from around the late 1930s and the early 1970s, there had
been direct controls on bank lending and exchange controls on international flows, which may very
well contained innovation and efficiency in the banking sector. But as Bodo et al. (2001) demonstrate
that period was free from serious banking crises.
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This raises the issue of the difference between originate-and-distribute and originate-
and-hold models. In the originate-and-hold model bank loans are held in the banks’
own portfolios. In the originate-and-distribute (or originate-to-securitize) model bank
loans are re-packaged and sold to other banks, foreign banks and the domestic and
foreign personal sector. The latter model transfers the loan risk from the bank to
whoever buys the Asset Backed Securities (ABS). Then the Commodity Futures
Modernization Act (CFMA) of December 2000 emerged. This Act deregulated single-
stock futures trading, and provided certainty that products offered by banking
institutions would not be regulated as futures contracts. CFMA enabled and
legitimised credit-default swaps (CDSs, credit derivative contracts between two
parties, whereby there is guarantee in case of default), thereby creating a potentially
massive vector for the transmission of financial risk throughout the global system.

The apotheosis of the financial liberalization in the US, however, had already come
about with the repeal of the 1933 Glass-Steagall Act in 1999. The 1933 Act was
designed to avoid the experience of the 1920s and 1930s in terms of the conflict of
interest between the commercial and the investment arms of large financial
conglomerates (whereby the investment branch tolerated high risks)." The ultimate
aim of the 1933 Glass-Steagall Act was to separate the activities of commercial banks
and the risk-taking ‘investment or merchant’ banks along with strict regulation of the
financial services industry. The Act prevented investment banks from taking deposits
and commercial banks from conducting security business, like principal trading,
underwriting and securities lending. The goal was to avoid a repetition of the
speculative, leveraged excesses of the 1920s and 1930s, which produced the stock
market boom of the 1920s and its eventual crash in 1929. The boom had been fuelled
by cheap credit from the banks.

The introduction of the Act in 1933 meant that without access to retail deposits and
with money market instruments tightly regulated, investment banks funded
themselves using their partners’ capital. The repeal of the Act in 1999 changed all
that: it enabled investment banks to branch into new activities, and it allowed
commercial banks to encroach on the investment banks’ other traditional preserves. It

was not just commercial banks that were involved in that encroaching; insurance

" The 1933 US Banking Act was co-sponsored by Senator Carter Glass, member of the Senate, and
Henry Steagall, member of the House of Representatives; thus the Glass-Steagall name. It was
underpinned by legislation, signed by President Roosevelt in 1933.
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companies, like the American International Group (AIG), and hedge funds were also
heavily involved. Haldane (2010, Chart 2) clearly shows that the 1933 Act was
effective from the 1930s to the late 1980s when, as mentioned above, the US
authorities began to relax it at the same time of the redistribution effects and financial
liberalisation attempts. In fact, concentration in the US banking sector remained flat
over that period. The repeal of the 1933 Act in 1999, which allowed commercial and
investment banks to mingle together had the dramatic effect of increasing the share of
the top three largest US banks from 10 percent to 40 percent between 1990 and 2007.
Interestingly enough, that dramatic increase in the size of the US banking is not
mirrored in other industries. Haldane (op. cit.) shows that “The largest banking firms
are far larger, and have grown faster, than the largest firms in other industries”, so that
“the too-big-to-fail problem has not just returned but flourished” (p. 9). Furthermore,
Haldane (op. cit.) shows that “A similar trend is discernible internationally: the share
of the top five largest banks in the assets of the largest 1000 banks has risen from
around 8 percent in 1998 to double that in 2009” (p. 9).

The repeal of the Glass-Steagall Act in 1999 allowed the merging of commercial
and investment banking, thereby enabling financial institutions to separate loan
origination from loan portfolio; thus the originate-and-distribute model.' Indeed,
financial institutions were able to use risk management in their attempt to dispose of
their loan portfolio. Actually, risk aversion fell sharply. This was fostered by a new
financial architecture in the form of securitisation and slicing risk through
repackaging subprime mortgages, which were turned into CMOs and CDOs. This
underpricing of risk came about by low risk spreads whereby the differentials between
risky assets and safe assets declined substantially. It came about particularly over the
long period 2001-2005 of unusually low nominal, and very low real, interest rates.
But even over the longer period of the late 1980s/early 1990s to 2007,
macroeconomic risks were reduced substantially in view of the ‘great moderation’ or

‘great stability’ era of low and stable inflation and steady growth.

" Goodhart (2009) suggests that the originate-and-distribute model should be labelled as ‘originate and
pretend to distribute’ one. This can be so to “the extent to which banks transferred their assets to
vehicles closely related to themselves, conduits and SIVs of various kinds, to which they were bound,
either by legal commitment or by reputational risk, to support whenever funding or other financial
conditions become adverse” (pp. 54-55).
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Furthermore, financial institutions can now provide risky loans without applying
the three Cs: Collateral, Credit history and Character (person or institution able to pay
the loan off even in hard times). This fostered a new activity that relied on interlinked
securities mainly emerging from, and closely related to, the subprime mortgage
market.! Subprime mortgage is a financial innovation designed to extend home
ownership to risky borrowers. The term refers to borrowers who are perceived to be
riskier than the average borrower because of their poor credit history. Rising home
prices encouraged remortgaging, thereby expanding the subprime mortgage market
substantially. The growth of loans in the subprime mortgage market was substantial.
As a percentage of total mortgages we had the following phenomenal increase: 1994:
5%; 1996: 9%; 1999:13%; 2006: 20%; 2007: 47%. Clearly, the world of CMOs and
CDOs exploded at a stunning pace between around 2004 and 2007 with substantial
profits for the relevant financial institutions.” It should also be noted that between
1998 and 2007 mortgage debt as a percentage of disposable income increased by more

than 50% from 61% to 101%.’

" Turner (2010) suggests that the advocates asserted that the securitization discussed in the text,
“delivered efficiency and welfare benefits arising from the fact that investors could select precisely that
combination of risk and return which met their preferences. A combination which they could then
continually and smoothly adjust through time, not only by buying or selling the underlying credit
instruments, but also through use of the credit derivatives markets ..... which developed alongside
complex securitization” (p. 10). They also argued “that securitisation enabled investors to enjoy
precisely the liquidity that they desired, given the marketable nature of credit securities. The long-term
buy and hold investor could hold a credit security for its long-term contractual maturity, but the short-
term investor could sell at any time” (p. 11).

% An interesting recent and relevant example of potentially serious problems with the CDO operation is
the case involving the US Securities and Exchange Commission (SEC) and Goldman Sachs, the
world’s most powerful investment bank. SEC (2010) brought a case against Goldman Sachs, which is a
devastating indictment not merely for the bank but may also be so for the entire financial system. The
SEC accusation is that this bank created CDOs, called Abacus 2007-ACl1, based on subprime mortgage
assets. They were sold to one set of investors, a good number of which were large European banks,
who were told that the CDOs were selected by an independent, objective third party. At the same time,
and not known to investors, a hedge fund, which was choosing the most risky subprime mortgage
assets that were included in the Abacus 2007-AC1, and 99 percent of which were downgraded
subsequently, was betting against the created CDO, in that it would fall. All this crucial information
was completely hidden from the investors. Not only was the product a complex one, but also a simple
fraud. SEC is investigating whether this is an incident of a wider pattern of the investment banks
approach. No wonder that serious criticisms have been launched against this institution’s practice not
merely in the US but also in Europe. The main criticism being that risky and complicated schemes were
promoted at the expense of its own clients and helping the emergence of the ‘great recession’. As
reported in the Financial Times (8/9 May 2010), Goldman Sachs announced at the annual shareholders
meeting (7 May 2010) that a new board committee will undertake a ‘rigorous self-examination’ of the
firm’s business practices. This would include more transparency in their dealings, especially in terms of
the complex CDOs.

3 Furthermore, and according to Inside Mortgage Finance Publications (2009), by the first quarter of
2007 subprime mortgage securities outstanding were over $900 billion, which represented a six-fold
increase since 2001. Virtually all the subprime originations were securitised, when it was only half in
2000 (see, also, Greenspan, 2010).
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Banks proceeded to set up trusts or limited liability companies with small capital
bases, i.e. separate legal entities, known as Structural Investment Vehicles (SIVs).
Parallel banking was thereby created outside the control and the regulatory umbrella
of the authorities. This SIVs operation was financed by borrowing from the short end
of the capital markets at a rate linked to the inter-bank interest rate. The short-term
capital thereby raised, was used by the SIVs to buy the risky segment of the loan
portfolio of the mother company, mainly risky mortgages. The risky loan portfolio
was then repackaged in the form of CMOs and CDOs and sold to other banks and the
personal sector, both to domestic and foreign investors; in terms of the latter it was
mainly to Europeans.' So long as the short-term rate of interest was lower than the
long-term rate, and along with the high commissions charged, big profits were
secured, and the housing market turned into a bubble. It is true that after the internet
bubble collapsed in March 2000 there was considerable fear, especially in the US, that
price deflation might ensue. That fear, especially on the part of monetary policy
makers, along with the apparent world glut of savings (Bernanke, 2005), led to a
period of low nominal policy interest rates as just suggested.

When the yield curve was inverted, that is long-term interest rates became lower
than short-term rates, the subprime mortgage market simply collapsed. It occurred
following a period of a policy of rising interest rates (mid-2004 to mid-August 2007)
after a prolonged period of abnormally low interest rates (initially 1997-1998 but
more aggressively after the internet bubble of March 2000 but more so after
November 2001, until central banks began to raise interest rates in 2005). The
subprime mortgage market began its downward direction soon after; this occurred by
late 2005 but accelerated more dramatically so by early 2007. The collapse of the
subprime mortgage market by mid-2007 also meant the end of the housing boom and
the burst of the housing bubble. Defaults on mortgages spread to investment banks
and commercial banks in the US and across the world via the elaborate network of
CMOs and CDOs. A pertinent question is why regulators appeared to have been
ignorant of banks’ reliance on the parallel banking sector in 2007 and before, when
clearly they should not have been. It surely must be the case that the regulation regime

at the time must have been totally ineffective.

! According to the IMF (2009, Table 1.2, p. 10), for example, the UK, but especially so the euro area
banks, have shown a very high ratio of residential mortgage backed securities writedowns relative to
residential mortgage loans (see, also, Greenspan, 2010).
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The sale of CMOs and CDOs to international investors made the US housing
bubble a global problem and provided the transmission mechanism for the contagion
to the rest of the world. The collapse of the subprime market spilled over into the real
economy through the credit crunch and collapsing equity markets in August 2007.
Although it must be said that the first signs of the problem may be dated as early as
March 2007, when US subprime investors announced major losses. Be that as it may,
a breakdown of trust between the financial sector and households occurred, most
specifically in the case of the subprime mortgage holders. As the losses on these
mortgages and other toxic assets accumulated, banks lost trust between themselves,
which led to the freezing of the interbank lending market in the second half of 2007.
These problems further constrained the ability of the banking sector to lend to the real
economy. Bank failures ensued, and are still taking place, which further eroded the
ability of banks to lend. Then credit conditions in the real economy tightened further
leading to corporate distress due to significant lack of bank credit; trade credit
provided between firms also dried up.

All this emerged during the course of 2008, especially so after the collapse of the
Lehman Brothers in September 2008. The Lehman Brothers incident in particular
turned the liquidity crisis into a confidence crisis, causing panic in capital markets and
a virtual freeze in global trade. There was a widespread collapse of confidence in the
banking systems in the industrialized world, especially so in the interbank market, and
with the money markets becoming dysfunctional. The transmission mechanism of
monetary policy itself was thereby disrupted. That led to an unprecedented and
synchronized downturn in business and consumer confidence around the world; a
significant drop in aggregate demand thereby ensued. A fully-fledged global credit
crunch and stock market crash emerged, as interbank lending was effectively frozen

on the fear that no bank was safe anymore.

Not only did the events just elaborated upon take place within countries, but also

amongst countries; and it was all originated in the US." All in all, a significant and

" The inquest of the Lehman Brothers collapse (published on the 11th of March, 2010 and undertaken
by Anton Valukas and handed to him by a US bankruptcy court) is actually very revealing in terms of
the activities of financial institutions. Lehman Brothers was an organisation prepared to take short cuts
and huge risks to boost earnings; control and accounting procedures were found totally lacking. In the
process the device ‘Repo 105 was invented, which allowed Lehman Brothers to reduce ‘apparent’
leverage. The device allowed Lehman Brothers to pledge assets as collateral worth 105% of the cash
received from the counterparty, to be returned after a specified period. The transaction is treated as a
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synchronous global severe downturn is well with us by now: the ‘great recession’.
The seriousness of the economic situation can be further highlighted by the estimated
$4.1trillion losses in the world financial system, less than half of which has been
formally written off." No wonder central banks around the world have initiated
unconventional monetary policies to help their financial markets to overcome their
financial difficulties (see, for example, Borio and Disyatat, 2009). Not to mention the
attempts by governments around the globe, with different degrees of intervention and
enthusiasm, to contain the depth of the crisis through ‘stimulus packages’, both fiscal
and monetary, and to revive the real economy (see, for example, Arestis and
Karakitsos, 2010a).

We turn our attention next to the contributory factors to the crisis, beginning with

international imbalances.

2.3 International imbalances

The process described so far was also accentuated by the international imbalances,
which were built up over a decade or more prior to the crisis. The rise of China and of
many other parts in Asia in particular, and the strategy they adopted to expand
manufactured exports to create employment, produced high growth rates as a result.
In some cases, that growth rate was more than double that of the developed world.
Consumption was restrained in view of inadequate consumer finance, thereby creating
a great deal of savings. Substantial trade surpluses emerged in these countries, which
helped to keep total demand in line with supply. By contrast, countries importing
these manufactured goods ran trade deficits and required low saving rates to balance
their economies. As a result, high-saving countries created employment and low-

saving countries enjoyed faster consumption growth in view of cheap imports.

The ‘privilege’ enjoyed by the US dollar as the world’s currency encouraged and

enabled that amount of savings to be channelled mainly into the US, helping to put

‘sale’ in which case the assets pledged can be removed from the balance sheet while the cash received
is used to pay off liabilities thereby reducing apparent leverage at critical moments. This was deemed
legal and used widely by Lehman Brothers, although some lawyers question its validity under US law.

! The total cost of the financial crisis is calculated to be anywhere between one and five times the value
of annual GDP. For the global economy this would be a loss of up to $200 trillion (Haldane, 2010, p.
4). IMF (2010a) provides further relevant statistics in terms of output and unemployment across
countries. Output and unemployment responses during the ‘great recession’ differed markedly across
advanced countries. Output dropped by more than 8 percent in Ireland but by only half as much in
Spain. Unemployment increased by 7.5 percent in both countries. By contrast, in Germany output
dropped by 7 percent, while unemployment decreased over the same period.
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downward pressure on US interest rates. Also, the increasing allocation of
manufacturing jobs to the relatively low wage areas of Asia, and China in particular,
where well educated low-cost workforce protected by the rule of law, and combined
with developed world technology, helped to keep down wages and hence low
inflationary pressures in the US and elsewhere. This along with the channelling of
savings into the US also enabled the US low-to-mid-income households to
increasingly rely on credit as a means of survival.

These factors, especially the massive flows of capital into western financial
markets, especially the US, pushed down interest rates, which along with the low
interest rate policy pursued by the Fed over the same period, encouraged risk-taking
on an extraordinary scale, and enabled US households to live well beyond their
means. Low interest rates at the same time helped to push up asset prices, especially
house prices, thereby enabling the financial sector to explode. Banks expanded their
balance sheets substantially; and as King (2010) put it: “In the five years up to 2007,
the balance sheets of the largest UK banks nearly trebled. The build-up of risk came
to threaten the stability of the entire financial system” (p.4). The explosion of the
banking sector enabled lending to households and businesses to expand substantially
along with lending to other banks. All these imbalances created a more buoyant
market for financial institutions thereby feeding the originate-and-distribute culture
and machine (see Arestis and Karakitsos, 2010a for further details).

An important lesson follows from this experience, which is that the interests of the
private financial sector are inconsistent with those of the whole economy.
Consequently, regulation of the financial sector by bodies accountable to the public
should be carefully considered and implemented. Such required reform should, of
course, entail regulation and relevant restructure not merely of the domestic banking
system but also of the international monetary system. We consider domestic
regulation below. It is, though, imperative to consider the possibility of regulating the
international monetary system at this juncture in view of the analysis in this
subsection. Global imbalances contributed to previous crises, and were an important
item on the agenda at the Bretton Woods conference in 1944. Indeed, Keynes (1980)
recognized the asymmetry of the obligations imposed on the countries involved with
the problem of adjusting international imbalances. Keynes (op. cit.) argues, “To begin
with, the social strain of an adjustment downwards is much greater than that of an

adjustment upwards” but also “the process of adjustment is compulsory for the debtor
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and voluntary for the creditor. If the creditor does not choose to make, or allow, his
share of the adjustment, he suffers no inconvenience. For whilst a country’s reserve
cannot fall below zero, there is no ceiling which sets an upper limit. The same is true
for international loans if they are to be the means of adjustment. The debtor must
borrow; the creditor is under no such compulsion” (p. 6). In terms of the current
international imbalances they have been allowed to continue for a long period in view
of the privileged position of the US as the issuer of the world’s reserve currency. The
‘great recession’ experience clearly implies that designing an international monetary
system to avoid the problems alluded to by Keynes (1980) is long overdue.

A way forward is Keynes’s (1980) proposal for an International Currency Union
(ICU) with member central banks holding ‘clearing accounts’ in a new institution, the
International Clearing Bank (ICB). The latter would issue ‘bank money’, the bancor.
Each national currency would have a fixed, but adjustable, relation to the bancor.
Residual international transactions would be settled through these accounts. The
object of the ICB would be to maintain balance-of-payments equilibria between each
of its members and the rest of the world. Persistent overdrafts and credits in the ICB’s
accounts would reflect deficits and surpluses in the balance-of-payments accounts of
the countries involved. The aim of the ICU framework should be to bring
simultaneous pressure on surplus countries to reduce their surpluses, and on deficit
countries to reduce their deficits. This aim was reflected in the rules designed to
govern the quantity and distribution of bancors. An important ingredient of this
proposal is the suggestion “that central control of capital movements, both inward and
outward, should be permanent feature of the post-war system”; and this should be
“part of a uniform multilateral agreement by which movements of capital can be
controlled at both sides” (Keynes, 1980, p. 52). Under current arrangements the best
mechanism whereby this can be achieved is through the IMF in close collaboration
with the G20 (which produces almost 90 percent of global GDP). In April 2009, the
G20 agreed to a new policy coordination framework with the IMF. This could become

the platform for a new initiative along the lines just suggested.

2.4 Monetary policy
The other feature suggested earlier is the particular monetary policy pursued over the
period of the financial innovations as described above. More specifically, this feature

springs from the focus of economic policy, and monetary policy in particular, on price
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stability, and inflation targeting as the main framework of this type of policy, at the
exclusion of any other objectives. Monetary policy is thereby geared to frequent
interest rate changes as a vehicle to controlling inflation. It should be noted, though,
that the US monetary authorities never pursued inflation targeting as the theoretical
framework requires. The constitution of the Fed requires the pursuit of monetary
policy for the achievement of a number of objectives, not merely that of price
stability. The latter objective is required by the inflation targeting theoretical
framework and adopted by the inflation targeting countries. Still, manipulating the
rate of interest has been at the forefront of monetary policy in the US.

The impact of this policy has been the creation of enormous liquidity and
household debt in the major economies, which reached unsustainable magnitudes and
helped to promote the current crisis.' This was particularly so after the burst of the IT
bubble in March 2000 when central banks, led by the Fed, pursued highly
accommodative monetary policies to avoid a deep recession. Looking at debt statistics
(see, BIS, 2008, p. 29), we find the following: between 1998 and 2002 outstanding
household debt, including mortgage debt, in the UK was 72.0 percent of GDP;
between 2003 and 2007 it shot to 94.3 percent of GDP; in the same periods,
outstanding household debt jumped from 76.7 percent to GDP to 97.6 percent of GDP
in the case of the US; and in the Euro Area from 48.5 to 56.6 respectively. This
suggests that while monetary policy did not have a role in causing the crisis it was,
nonetheless, largely responsible for its promotion and continuation.

It should be clear that the dominant argument that increased liquidity is always
beneficial may not be so wide-ranging. Diminishing marginal utility and associated
increased financial activity relative to real economic activity along with speculation
create increasing dangers of destabilizing herd. This implies that an ‘optimal level’ of
liquidity is evident. However, there is a serious complication in that although “an
optimal level of liquidity, with increased liquidity and speculation valuable up to a

point but not beyond that point” there is nonetheless “the complication for practical

" Interestingly enough, Alan Greenspan argued at the 2010 Financial Crisis Inquiry Commission that
the house-price bubble and the subsequent global financial crisis were not caused by the low overnight
interest rates of the central banks but by the low long-term mortgage rates. Nor would an attempt by the
Fed to rein on the subprime mortgage industry have succeeded; this is so simply because, as Alan
Greenspan’s argued, the Congress would have blocked it — given the widely held view that the industry
was bolstering home ownership across the US. In Alan Greenspan’s view higher capital and liquidity
requirements for banks and increased collateral requirements for financial products would restrict
losses to equity holders only; taxpayers will not be at risk. The severity of future crises would thereby
be mitigated.
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policy makers that the point of optimal benefit is impossible to define with any
precision, that it varies by market, and that we have highly imperfect instruments
through which to gain the benefits without the disadvantages™ (Turner, 2010, p. 28).
As alluded to above, the enormous liquidity created over the period in view of the
monetary policy pursued at the time, must have surpassed the ‘optimal level’ to which
we have just referred.

It is also important to note that the credit part of liquidity was particularly
important in promoting the ‘great recession’, as Schularick and Taylor (2009) show. It
is the case, though, that policymakers and proponents of the current macroeconomic
paradigm, the ‘New Consensus’ theoretical framework in Macroeconomics, do not
take credit and money seriously; they have no role to play in monetary policy. Indeed,
the proponents firmly believe that macroeconomic outcomes are independent of any
financial factors. They ignore that “financial factors can have a strong, distinct, and
sometimes even dominant impact on the economy” (Schularick and Taylor, op. cit., p.
1).! The credit system, though, could potentially have a role in producing financial
instability, closely related to the proposition that ‘financial crises are credit booms
gone wrong’, which is often attributed to Minsky (1977). Interestingly enough,
Schularick and Taylor (2009) produce evidence that supports this view. Utilising a
linear probability model, along with a probit model, conclude “that a credit boom over
the previous five years is indicative of a heightened risk of a financial crisis” (p. 20),
and that “the use of credit aggregates, rather than monetary aggregates, is of crucial
importance” a result that leads to the further conclusion that “credit is a superior
predictor, because it better captures important, time-varying features of bank balance
sheets such as leverage and non-monetary liabilities” (p. 22). An important
implication of these results for monetary policy purposes is that to the extent financial
stability is the focus of monetary policy, then a better instrument to focus on is credit
aggregates in view of its superior power to predict incipient crises. Even policymakers
recognise the importance of the ‘credit view’ of financial crises For example the
Chairman of the UK’s Financial Services Authority has exressed a firm interest in this
view along with the suggestion of the importance to regulate credit (see, for example,

Turner, 2009).

! See Arestis (2009) for a comprehensive critique of the ‘New Consensus’ Macroeconomics.
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As a result of these developments, the transmission mechanism of monetary policy
has changed: the build up of household debt and asset holdings has made household
expenditure more sensitive to short-term interest rate changes. Furthermore, the
current high debt levels, combined with the difficulties in the ‘real’ sector, imply that
lenders and equity holders stay away from the market place; not forgetting the
presence and magnitude of toxic assets, which pose real problems that still need to be
sorted out. The dangers with this type of conduct of monetary policy are clear:
frequent changes in interest rates can have serious effects: low interest rates cause
bubbles; high interest rates work through applying economic pressures on vulnerable
social groups. There are, thus, severe distributional effects (see Arestis and
Karakitsos, 2010a, for further details).

It should also be noted that monolithic concentration on price stability does not
guarantee economic stability of the economy (King, 2009; IMF, 2009). In fact, it can
lead to economic instability (see, also, Blanchard et al., 2010 and Karakitsos, 2010).
Indeed, asset bubbles are often preceded by price stability. A few examples make the
point very well: US 1929; Japan 1990s; South East Asia 1997; US again 2007. In all
these cases, price stability was followed by the burst of a bubble. Central Banks
should move beyond price stability. It is also relevant to note at this point that
focusing on interest rate variations to prick a bubble cannot be relied upon. This is so
for the simple reason that since such an attempt would require quite substantial
changes in the rate of interest, the rest of the economy is bound to be seriously and
adversely affected.

We have argued elsewhere that targeting net wealth might be a more appropriate
variable to focus on, rather than inflation, for monetary policy purposes (Arestis and
Karakitsos, 2010a)." A wealth target deals with the consequences of the rise and fall
of asset prices on the economy and is not a target of asset prices per se - equities or
houses. Net wealth is an ideal variable to monitor (and control) bubbles simply
because it is at the heart of the transmission mechanism of asset prices and debt to
consumption. Economic policy should be tightened/loosened as the ratio of net wealth
to disposable income, over a period of time, is above/below a predetermined
threshold. This would allow asset price booms, but it would prevent them from

becoming bubbles that will ultimately burst with huge adverse consequences for the

! Net wealth is defined as the assets (financial and tangible) less the liabilities of the personal sector,
which include mortgage debt and consumer credit.
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economy as a whole. Such an approach will also help regulate financial engineering,
since the central bank will monitor the implications of financial innovations as they
impact net wealth, even if it is ignorant of them (as in the case of SIVs). Financial
engineering is so complex that central banks have a tough time in measuring,
monitoring and controlling the total liquidity in the economy. A net wealth target will
check the consequences of this liquidity, while not impeding the financial engineering

of the banks.

2.5 The role of credit rating institutions

There is sufficient consensus by now that credit rating agencies contributed to the
current financial crisis." The enormous growth of the international financial markets
over the last 20-25 years could not have materialized without the credit rating
agencies. The importance of the availability of internationally acceptable indicators of
the risk of default is beyond doubt. And while the system of credit rating agencies has
provided reliable ratings in terms of corporate and government bonds, the same
cannot be said in terms of the collateralized products discussed above.

The complex structure of the CMO and CDO markets complicated the task of
credit rating institutions, which erroneously assigned AAA-status to many worthless
papers. In fact some 80 percent of the total value of CMOs and CDOs were rated as
having AAA credit rating, thereby treated as completely safe (Goodhart, 2009).
Greenspan (2010) puts it more blantly: “The venerated credit rating agencies
bestowed ratings that implied Aaa smooth-sailing for many a highly toxic derivative
product” (p. 13); and that “despite their decades of experience, the analysts of the
credit rating agencies proved no more adept at anticipating the onset of crisis than the
investment community at large” (p. 12). The overstated credit rating contributed to the
growth of the CMO and CDO markets in the upswing but also to its downfall in the
downswing. In the aftermath of the subprime crisis in the US, credit rating agencies
were blamed for their high initial ratings of structured finance securities in that they
did not reflect the true risks inherent in those securities. This unfortunate episode
emerged in view of the credit rating agencies that rated only the credit default risk and
not market or liquidity risk. For example, government debt with a rating of AAA had

a different and superior overall quality as compared with the AAA of CMOs and

" Accusations of this type directed at credit rating agencies also featured in previous crises, starting
with the South East Asian crisis of 1997 (see, for example, Utzig, 2010).
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CDOs. Many lenders who bought CMOs and CDOs were under the impression that
all three types of risks were included in the rating of these tranches. They were, thus,
confusing the AAA rating of government bonds and CMOs/CDOs.

It may very well be the case, though, that rating agencies got this assessment of the
credit default wrong. Although there is no evidence of this proposition, it may very
well be the case that insufficient competition amongst the credit rating agencies
means that they are not beyond reproach (Goodhart, 2009, chapter 2). In terms of the
US monetary policy makers, Greenspan (2010) admits, “We at the Federal Reserve
were aware as early as 2000 of incidents of some highly irregular subprime mortgage
underwriting practices. But regrettably we viewed it as a localized problem subject to
standard prudential oversight, not the precursor of the securitized subprime mortgage
bubble that was to arise several years later” (p. 7, footnote 13). A policy debate has
been triggered about the need to strengthen the regulatory framework for credit rating
agencies; the G20 London agreement of April 2009 contains relevant regulatory
provisions.

Two further relevant comments are in order. The first is that while credit rating
agencies provide information on the audit quality, namely on the probability of default
of financial products, they say nothing in terms of potential systemic risk. The latter
being the danger of a chain reaction that emanates from a number of financial
institutions faced with serious difficulties. It follows that while it may be rational for
firms and investors to be guided by ratings in their investment decisions, they can
destabilise the financial markets at a systemic level in the process. The second
relevant comment on credit rating agencies concerns their role in the economy. This is
to forecast the probability of default on the repayment period of the issuer of a debt
liability. Their job is, therefore, relevant forecasting. The accuracy of their forecasts is
clearly an important issue, which should be susceptible to ex post accountability. On
this score there is no check on their forecasts since it is left to the credit rating
agencies themselves what precisely to publish. Also, conflict of interests is another
important feature of the credit rating agencies. They have been accused on this score
in terms of their over optimism of their ratings of CMOs and CDOs. In this context it
is important to note that credit rating agencies are paid by the issuers, not by the
investors. In fact, the larger credit rating agencies receive most of their revenues from
the issuers they rate; and these fees were enhancing their revenues and profits

substantially during the boom. Thereby creating potentially a serious conflict-of-
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interest case; this could very well distort upwards their ratings. Although reputation
and competition might protect this upward bias, the super-normal profits earned and
the fact that issuers seek out that credit rating agencies that provide the highest rating,
“indicate(s) a prime facie case for bias” (Goodhart, 2009, p. 121).!

It should be noted with some interest that the Bank of England, and to a lesser
extent the European central bank, signal a clear break away from credit rating
agencies. In a recent consultative document the Bank of England, 2010; see, also,
Bank of England, 2008) proposes to make its own risk assessments for different types
of collateral. According to this consultative document the Bank of England seeks
views on two specific issues: the first, “seeks market participants’ views on further
widening the range of collateral in the Discount Window Facility (DWF): specifically,
a proposal to accept as eligible collateral portfolios of loans”. The second “seeks
views on the Bank’s initiative to require greater transparency in relation to structured
products (asset-backed securities and covered bonds (ABS)) as part of the eligibility
criteria for instruments accepted in all of its operations, including the extended-
collateral long-term repo operations, the Special Liquidity Scheme while it is
outstanding, and the DWF” (Bank of England, 2010, p. 2). It is, of course, the second
issue that is most relevant to our current discussion. The Bank of England began in
December 2007 to accept asset-backed securities and covered bonds. The new
element in the consultative document is to enhance the eligibility criteria of these
securities. In this attempt, enhanced disclosure of information relating to these
securities would be required.

Even more recently, the Bank of England repeated that credit-rating-agencies
downgrades to a government bond would not necessarily perturb it to accept such
security as collateral (10 May 2010).> As for the credit risk of assets, the Bank of
England would decide on its own and pay little attention to what the credit rating
agencies might suggest. The ECB, interestingly enough, also changed its lending rules
(beginning of May) so that it would accept Greek debt as collateral.’ Clearly both

central banks give themselves more flexibility in terms of the collateral they would

' We may note in passing that the number of credit rating agencies is only three: the American-based
Moody’s and Standard & Poor’s and the European-based Fitch. Clearly this is an insufficient number
for healthy competition.

2 The details on the collateral policy of the Bank of England are available at: www.bankofengland.co.
uk/markets/money/eligiblecollateral.htm.

3 In April 2010, Greek debt was substantially downgraded by the credit rating agencies to ‘junk’ status.
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accept in their operations. In doing so they rely less on the judgment of credit rating
agencies; thereby giving themselves a great deal of more discretion.

Further possibilities, in addition to the Bank of England (2010) consultative
document, as potential remedies for the problems discussed above, have been
suggested. Goodhart (2009, p. 121) summarises few of such potential proposals:
issuers to pay for advice/analysis separately from the rating; provide more precise
disclosure of credit rating agencies’ fees; issuers to publish ratings from two or more
credit rating agencies; establish an independent assessment body to check the
accuracy of the probability of default predictions of the credit rating agencies; provide
broad dissemination of the information details used to establish the credit rating.
Further proposals for reform to ensure that credit rating agencies are trustworthy
include (see, for example, Utlig, 2010, for a comprehensive review): leave the
responsibility of repairing the damage credit rating agencies have suffered, and
remedying the problems identified in view of the great ‘recession’, with the credit
rating agencies themselves; involve the government to supervise the process or
provide an additional credit rating agency; make the credit rating agencies legally
liable for their actions; prevent issuers paying credit rating agencies, thereby forcing
the latter to seek payment from investors; and there is, of course, always the
possibility of abolishing them in view of their unacceptable performance and
experience. If on the other hand credit rating agencies are indispensable, and thus vital
to retain them in view of their role in assessing the risk of securities, reform becomes
a very urgent matter.” An important prerequisite of a successful reform of the credit
rating agencies is that it should be globally consistent; different regulatory
requirements would simply destroy the international comparability of ratings thereby
creating the potential of further financial crises.

The analysis so far has been concerned with the causes of the crisis. We turn our

attention now to the economic policy implications of the crisis.

" This is even more urgent in view of the fact that they remain still influential. Witness the enormous
problems that they have caused to Greece. Also, the impression they give of wishing to cause the break
up of the European Union and the European Monetary Union. It is, therefore, at all surprising that the
President of the European Commission made a serious and castigating statement on the role played by
the credit rate agencies in promoting the crisis. He also put forward the proposition of placing them
under the direct supervision of a ‘European Securities Markets’ authority (Financial Times, 6 May
2010). This was reinforced by a letter to Le Monde by The Chancellor of Germany and the President of
France who recommend ‘a clampdown on credit rate agencies’ (7 May 2010).
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3. Economic Policy Implications

3.1 Preliminary Observations
The obvious initial policy implication is that the focus on monetary policy to meet the
single objective of inflation should be abandoned. IMF (2009) is very clear on this
score, “We must learn lessons from the events of the past two years. They cannot be
final conclusions because the present crisis has some way to run. But two stand out.
First, price stability does not guarantee stability of the economy as a whole. Second,
the instruments used to pursue financial stability are in need of sharpening and
refining” (p. 5). The IMF (2009) argues along similar lines, in that Central Banks
should move beyond price stability with the following possibility: “that central bank
mandates be expanded to include concern for financial vulnerabilities” (p. 116; see,
also, Blanchard et al., 2010). King (2009) also suggests that “price stability does not
guarantee stability of the economy as a whole” and that “Inflation targeting is a
necessary but not sufficient condition for stability in the economy as a whole” (p. 5).

Coordination of monetary and fiscal policies is vital, along with discretion in
applying them. Fiscal policy should be used both in the short term and in the long
term to address demand issues. In this respect, relatively frequent adjustments to fiscal
stance in the light of macroeconomic developments are necessary. Monetary policy
should focus on financial stability. Regional and industrial policies should be
employed to create the required capacity. The perception of how one reaches such a
conclusion relies heavily on the belief that the objectives of macroeconomic policy
are sustainable (environmental and otherwise) along with equitable economic
development and growth. Within this general focus, the main objective of
macroeconomic policy is the achievement of full employment of the available labour
force. Achieving such an objective would require, inter alia, the maintenance of a high
level of aggregate demand consistent with full employment of labour. Also, the
provision of sufficient productive capacity to enable the achievement of full
employment; where sufficient is to be interpreted in terms of quantity, quality and
geographical distribution. In this sense, industrial and regional policies are required to
enhance supply. Public expenditure, particularly investment, can also be structured to
ease supply constraints.

In terms of the inflationary process, inflation is viewed as multi-causal and the

sources of inflationary pressure vary over time and economy. The range of factors,
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which impact on the rate of inflation, includes: struggle over income shares; the level
and rate of change of the level of aggregate demand and cost-push factors emanating
notably from the foreign sector (change in import prices and the exchange rate). It is
also the case that the evidence on the relationship between inflation and output
suggests that it is not necessarily negative for at least single figures (Ferguson, 2005
summarises the argument; see, also, Ghosh and Phillips, 1998; Fisher, 1993; Bruno
and Easterly, 1996; Levine and Renelt, 1994; Khan and Senhadji, 2001). The control
of inflation, therefore, should be regarded as a side issue unless inflation is once again
exhibiting tendencies to continue to rise and to exceed double figures. Under such
circumstances, an incomes policy should be developed when inflation reaches high
levels that can cause problems to the real economy.

Interest rate policy should be set so that the real interest rate is in line with the
trend rate of growth, although this may be constrained by world levels of interest rates
and the country’s exchange rate. However, the main operations of any Central Bank
should be directed towards financial stability. The events leading to the ‘great
recession’ testify to this important requirement. Financial stability has attracted
renewed interest and focus as an instrument of monetary policy. As such it requires
further investigation, especially so in view of the recent initiatives by the President of
the US and others. King (2009), for example, argues that “the instruments used to
pursue financial stability are in need of sharpening and refining” (p. 5). This is a very

welcome sign. We turn our attention to this development in what follows.'
3.2 Financial stability

3.2.1 General comments

The focus of financial stability should be on proper control of the financial sector so
that it becomes socially and economically useful to the economy as a whole and to the
productive economy in particular. Banks should serve the needs of their customers
rather than provide short-term gains for shareholders and huge profits for themselves.
In order to achieve these objectives a number of prerequisites should be in place. To
begin with, the core function of banking should be re-stated. This should be to

facilitate the allocation and deployment of economic resources over time and place to

" All the policies discussed in this sub-section should also include ‘green elements’. Especially so since
‘green fiscal measures’ in the form of ‘green investment’ as well as ‘green-efficiency’ measures are
most suitable and feasible under current circumstances.
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socially useful purposes. It should also be to maximise long-term financial and social
returns under conditions of uncertainty. In order to achieve these objectives a number
of reforms should be undertaken. The most important, perhaps, is the separation of
commercial banking from investment banking. Commercial banking sits at the
moment uncomfortably with the risky activities of the investment banking; and most
commercial banks have moved into investment banking in search of quick profits.
Separation then should allow investment banks to go bust thereby instilling greater
discipline and avoiding moral hazard.

A second reform should be the break up of banks that are ‘too big to fail’.
Allowing banks that are big to fail creates moral hazard: banks pursuing high risk
activities confident that the public will have to bail them if and when things go wrong.
Also banks need to be broken up both to reduce costs and risks to the taxpayer, and
also to inprove the quality and range of services. A further reform is to tax the
financial sector and, also, introduce a financial transactions tax. These would need to
take place on a worlwide basis and used to slow financial speculation, one of the main
causes of the credit crunch. Better regulation should be introduced. Banks should hold
more capital, in the form of leverage and liquidity requirements, particularly in booms
when risks are by far greater. '

Proposals that aim to tackle financial stability have been put forward and we
briefly comment on them in what follows below. Probably the most important is the
President Barack Obama’s proposal, known as the ‘Volcker Rule’, and we turn our

attention to this proposal immediately below.

3.2.2 The US case

On Thursday 21% of January 2010, President Barack Obama took an important
initiative in the right direction in terms of his ‘Volcker Rule’, which states that “banks
will no longer be allowed to own, invest, or sponsor hedge funds, private equity
funds, or proprietory trading operations for their own profit, unrelated to serving their
customers”. In short, the proposal “would restrict commercial banking organizations
from certain proprietary and more speculative activities” (Volcker, 2010, p. 1). The

important implication of all this is that reducing speculative activities “would be a

! The proposed requirement discussed in the text by forcing banks to hold more capital could push the
countries concerned into depression. This can come about since stringent capital requirements may
leave the banks with insufficient funds for lending purposes. Due care and attention are, therefore, vital
when constructing the relevant new rules.
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significant measure to reduce risk” (Volcker, op. cit., p. 1). This amounts to curbing
the size and scope of activity of the largest US banks in an attempt to prevent future
financial crises. The plan includes limits to the size of banks and restrictions on riskier
trading. This is a way of reducing the vast US bank balance sheets built over the
years. Also of tackling the contentious issue of the US financial system that is replete
with institutions that are ‘too big to fail’ and have to be rescued by the authorities
when crises emerge.

Volcker (2010) is very explicit about the rational of this proposal. It relies heavily
on the argument that there is “a strong public interest in providing a ‘safety net’ — in
particular, deposit insurance and the provision of liquidity in emergencies — for
commercial banks carrying out essential services. There is not, however, a similar
rationale for public funds - taxpayer funds - protecting and supporting essentially
proprietary and speculative activities. Hedge funds, private equity funds, and trading
activities unrelated to customer needs and continuing banking relationships should
stand on their own, without the subsidies implied by public support for depository
institutions” (p. 1). The non-bank institutions “should be free to trade, to innovate, to
invest — and to fail. Managements, stockholders or partners would be at risk, able to
profit handsomely or to fail entirely, as appropriate in a competitive free enterprise
system” (p. 1). The plan contains three important constituent elements.’

The first is that size matters. No financial firm should be allowed to become ‘too
big to fail’. A financial institution that it is too big to regulate and manage is ‘a
systematically dangerous institution’; such institution should not be allowed to grow.
Indeed, the motto ‘if you are too big to fail, you are too big to exist’, has become a
relevant and recent motto.

The second is essentially to eliminate proprietary investments (namely to prohibit
banks that take insured deposits from running their own trading operations) and also
ownership of hedge funds by banks. This is to avoid the potential for conflicts of
interest when a bank is working on behalf of its customers and making its own
investments. In this way, deposit-taking banks will not be able to engage in leveraged

proprietary trading (i.e. using own funds in investments in search of excess returns), a

! The proposals discussed in the text are broadly similar to those of the former Federal Reserve Bank
Governor, and currently Chairman of the Economic Recovery Advisory Board, Paul Volcker. It is for
this reason that the proposals of President Barack Obama have been labelled as ‘The Volcker Rule’
(see Volcker, 2010). The proposals require legislation and are likely to be modified in the
Congressional negotiations.
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highly profitable, but exceptionally risky form of business.' Nor will they be allowed
to own, invest in or sponsor hedge funds or private equity funds. Institutions, whose
downside risk is publicly insured, either directly or indirectly, and because they can
blackmail the country when they go down, should not undertake this kind of activity.
Financial institutions should be limited to investing their customers’ funds. In other
words, the President’s proposals forbid any bank holding deposits that are guaranteed
by the government to operate hedge funds, private equity funds or trade on its own
account.

The third element is that the financial sector must be restructured. There are viable
small and medium-sized banks that did not fail by the subprime debacle. The big
financial institutions serve no public purpose and they are dangerous. US should
restore the protections that helped to secure safety under the 1933 Glass-Steagall Act.

One might make a couple of comments on these proposals. The obvious point is
that the President’s proposals would in effect restore the principles underlying the
1933 Glass-Steagall Act. It would also limit the size of banks so that their failure
would not put the entire financial system into jeopardy. This is certainly the modern
way forward as Paul Volcker argued in his written testimony to the Senate Banking
committee on the 2" of February 2010. He clarified this particular point and
suggested that “The first line of defence ..... must be authority to regulate certain
characteristics of systematically important non-bank financial institutions. The
essential need is to guard against excessive leverage and to insist upon adequate
capital and liquidity. It is critically important that those (non-financial) institutions
..... do not assume a public rescue that will be forthcoming in time of pressure”
(Volcker, 2010, p. 1). It, thus, appears to be the case that the crude separation of
commercial and investment banks of the 1933 Glass-Steagall Act, is replaced by an
equally crude split of the banking business from proprietary trading, hedge funds and
private equity. And that banning proprietary trading may well prove to be the modern
equivalent of the 1933 Glass-Steagall division. Even so, the ‘Volcker Rule’ does not

insist on complete banning of deposit-taking institutions from every conceivable type

! Proprietary trading refers to the amount of financial investments undertaken by banks with their own
cash (and thus bearing the risk of trading losses), in addition to their traditional ‘acceptance of deposits
and provide loans’ activity. Financial investments are held primarily because they provide more
liquidity than loans since they could be readily sold if needed unlike loans. Over the last twenty years
or so, however, this form of investment has increased substantially primarily because of their higher
expected returns. This form of investment has also been used to create or invest in hedge funds. During
the ‘great recession’ banks have suffered a great deal of losses in their proprietary investment and
trading books.

71



of investment banking. Underwriting, for example, is thought to be an essential part of
a bank’s essential work.

Another point that might be added to these elements is that the US Federal Deposit
Insurance Corporation (FDIC) should take the lead to audit all those bad mortgages
and mortgage-backed securities at their value. And big banks should be made to
shrink under FDIC supervision. It should be noted, though, that the ‘Volcker Rule’ is
narrower than the 1933 Glass-Steagall Act. The latter did not allow retail banks to
underwrite and distribute the securities of private companies. It limited retail banks’
ability to invest in securities on their own account and they were not allowed to own
brokerage houses. The ‘Volcker Rule’ aims to limit risky behaviour by not allowing
retail banks to engage in proprietary trading. Retail banks are also prohibited from
owning or indeed sponsoring hedge funds or private equity funds. It is also the case
that the number of institutions in the ‘Volcker Rule’ is small, four or five have been
suggested, and a couple of dozen worldwide. All these are institutions that generated
significant revenues from proprietary trading.

Interestingly enough, the ban on proprietary trading presents a unique opportunity
for trading revenues to the non-bank sector. Several banks are also active in trading
actual shipments of oil, gas, industrial metals and other physical assets. Part of this
trading is also speculative in terms of current and future prices. Unlike banks,
commodity-trading companies face no rules in their operations. Consequently, the
‘Volcker Rule’ could present a chance for the trading houses to enlarge their market
share in that banks are likely to cut back on this type of trade. However, it is the case
that banks are the main dealers of derivatives used to hedge risks in specialised
commodity markets. Cutbacks of this type are bound to restrict the liquidity provided
by the banks, which is much needed by the trading houses.

The opponents, the Wall Street institutions lobby, are geared up to fight the
President’s plan. The Financial Services Forum (FSF) in particular, which represents
18 US top banks, has argued that the President’s proposals misdiagnose the causes of
the financial crisis; that the proposed separation of commercial banking from
investment banking is too complicated and too costly to achieve; that the proposals
put jobs at risk, damage US competitiveness and might even threaten growth in the
US economy. It has also been proposed that proprietary trading should be limited to a
percentage of overall assets or business. Tackling the ‘too big to fail’ institutions

should be undertaken instead through more effective supervision. Establishing a new
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authority able to wind down failing financial institutions, rather than forcing them to
shrink, can achieve this objective. The most frequently used argument against the
proposals is that they are by far too complicated. Surely though, they cannot be more
complicated than the creation of the CDOs, as described and discussed in section 2.1
above. Indeed, compared to CDOs that caused the crisis, the new proposals are
delightfully simple. No longer would the banks be able to blur the distinction between
commercial and investment banks. In any case, ultimately there does not appear to be
clear reasons why giant banks are important to the US economy.

An interesting and relevant development is that the FDIC and the Bank of England
have signed a memorandum of understanding, a cooperation agreement, on the 22" of
January 2010. The aim is to coordinate the unwinding of troubled financial firms and
in the process to protect members of the public who rely on multinational financial
companies.” This is the beginning of what is actually required, that is international
cooperation to resolve the most complex financial institutions. In this context, the
suggestion by King (2010), the Governor of the Bank of England, to merge the G20
and the IMF in an attempt to stop imbalances developing in the world economy is
very relevant and apt. This could be achieved, according to King (op. cit), if the G20
were to metamorphose into Governing Council for the IMF. The ultimate aim is to
endure coordination of economic policy so as to avoid unsustainable imbalances. The
IMF and the FSF have proposed taxing large companies to create a global insurance
fund. This would be used to rescue relevant institutions in serious difficulties. The
counter argument is that such fund would encourage banks to undertake even riskier
activities in the knowledge that they can be rescued. The Basle Committee on Bank
Supervision has actually raised capital requirements for proprietary trading and is

considering extending it further for the largest institutions.’

! Another objection comes from the Association for Financial Marketrs in Europe and the Securities
Industry and Financial Markets Association in the US. In a letter to the US Treasury Secretary and the
EU Markets Commissioner, they are particularly worried about the ‘Volcker Rule’ and Europe’s
planned curbs on hedge funds (The Observer, 9 May 2010). The worry is that under such plans the
financial sector would not be able to provide the products and services demanded by their customers.
Indeed, such rules might create a new credit crunch if introduced without full consideration of these
possibilities. Requiring banks to hold more capital could actually result in banks providing less lending
than otherwise.

* The US Congress is debating as to whether FDIC should be given the authority to dismantle a wider
range of troubled financial institutions — FDIC currently has the authority over depository banks only.

3 The G20 at its London meeting on the 2™ of April 2009 took a number of relevant decisions worth
summarising. They include: tighten financial regulations; the current Financial Stability Forum, an
international group of regulators, which was launched about 10 years ago by the G7 governments, to be
turned into a more pro-active global banking watchdog; it will be renamed the Financial Stability
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Further and more recent proposals that intend to deal with the size of financial
institutions come from the IMF (2010b). These proposals include more and higher
capital requirements, as well more liquid assets, along with the adoption of legal
regimes that provide for the orderly resolution of failing institutions. Strong and
effective supervision, along with political support, is an essential part of any serious
and lasting reform of the financial sector. A complement to these regulatory reforms
is to tax the financial sector. This would discourage excessive size as well as
wholesale financing, two serious problems in the ‘great recession’. International
agreement on such proposals is paramount. The IMF (2010b) bank tax proposals, for
the G20 finance ministers, are relevant in this context and rely heavily on the need for
a global approach. They are designed to ensure that financial institutions bear the
direct costs of future failures or crises. In this way, future bailouts would be funded by
the banks paying the costs of financial and economic rescue packages. These tax plans
comprise of: (i) a financial stability tax, in the IMF language (Cottarelli, 2010) a
"Financial Stability Contribution® (FSC) tax, would require banks and other financial
institutions to pay a bank levy, initially at a flat rate. This would be later adjusted to
reflect risk so that financial sector activities that pose a greater risk would pay a
higher rate. This type of tax is designed to fund future Government support, and
thereby avoid ‘moral hazard’ problems.' At a later stage, (ii) a financial activity tax
(FAT) is proposed, which is a tax on the sum total of profits and remunerations paid
by financial institutions. The sum would be a kind of Value-Added Tax (VAT), a tax
from which financial institutions are currently exempt. So that imposing such a tax
could make the tax treatment of the financial sector similar to other sectors. This
would deter the financial sector from being too large on purely tax reasons. It would
also contain the tendency of the financial sector for excessive risk-taking.

It might be, though, that neither ‘too big to fail’ nor taxing the financial institutions

should be considered in isolation. They are both necessary and should be treated as

Board (FSB), and its membership will be broadened to include developing countries, such as China,
Brazil and India. The FSB will monitor banks and financial houses, including credit rating agencies, on
excessive risks, and inform national regulators. FSB is to bring large hedge funds and financial
institutions into the global regulatory net; however, FSB lacks explicit powers to damp down
excessively risk-taking institutions.

! The IMF’s preferred way to hold this tax is to create a special fund. In this way, the fund “could
provide more assurance that the agency in charge of resolution has ready access to the resources it
needs” (Cottarelli, 2010, p. 3).

? The Financial Transactions Tax idea has also been considered by the IMF (Cottarelli, 2010, pp. 3-4).
The conclusion reached by the IMF, however, is that although FTT should not be excluded, FSC and
FAT are thought to be more efficient ways of raising tax than FTT.
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such. Objections to this proposal have been raised by the central banks of mainly
Australia, Canada and Japan, the least affected countries by the ‘great recession’, who
argue that taxing banks reduces in effect their capital thereby making them more, not
less, vulnerable to financial crises. No doubt banks would argue, and have argued, that
taxing liabilities and transactions to stave off future financial crises carry their own
problems. Most important of which is that taxes would not reduce risk in the system;
on the contrary, it might increase risk by implicitly building in insurance for the
banks’ risky behaviour. Interestingly enough, the Basel Committee of Banking
Regulation have also argued that the reforms referred to above, especially those for a
banking tax, would stifle bank lending and growth. As such they are ‘premature’.
Adopting instead plans to increase capital requirements and new liquidity rules for
banks around the globe would be a better way forward. This would minimise the need
for funding to rescue banks when necessary, and help to tackle the ‘too big to fail’
problem. Such a reform could lead to a reduction of GDP of about 1 percentage point.
However, to the extent that these measures produce a more resilient banking system,
this is a price worth paying for in the view of the committee (as reported in the
Financial Times, 4 May 2010). The ‘Volcker Rule’ is not in favour of capital and
liquidity rules by themselves. They would simply not be enough to avoid another
serious financial crisis. They would only work if introduced along with the banning of

banks from owning hedge funds and proprietary services.

3.2.2 Experience in Other Countries

Although a 1933 type of Glass-Steagall Act never existed in the UK, and until the
liberalisation of finance in the 1980s, retail banks and building societies had been
operating separately from the merchant banks. After the liberalisation they built up
investment banking divisions. The light-touch style of financial regulation in the UK
has failed its crucial test and everyone now agrees that a more heavy-handed approach
is needed. A similar initiative to that of the US has been suggested in the case of the
UK banking sector (King, 2009; Haldane, 2010). These proposals amount to splitting
up banks into retail wings and the so-called casino banks able to engage in
speculation. The interesting aspect of this proposal is that it emphasises the costs of
‘banking pollution’, “The $100 Billion Question” in Haldane’s (2010, p. 1) words,
closely related to the ‘too-big-to-fail’ conundrum. The evidence, however, on this

score is that “larger banks, if anything, exhibit greater risk due to higher volatility
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assets and activities” (Haldane, 2010, p. 13; see, also, De Nicolo, 2000). Indeed,
“Economies of scale appear to operate among banks with assets less, perhaps much
less, than $100 billion. But above that threshold, there is evidence, if anything, of
diseconomies of scale” (Baldane, op. cit., p. 16).

The Chancellor of the Exchequer, the Governor of the Bank of England and the
Chairman of the Financial Services Authority (FSA), all three of them have formed
the Financial Stability Council (FSC). This grouping has been created to replace the
less formal tripartite meetings, introduced in 1997, which stripped the Bank of
England of its power to supervise banks.' The ‘too-big-to-fail’ agenda is a key focus
for the FSC (Turner, 2010, p. 30). But of equal importance and focus for the FSC is
the creation of a system of both ‘micro- and macro-prudential’ supervision, where the
focus is for the regulators to monitor risks in the entire financial system and to try to
curb lending excesses.? In this sense a more focused approach has been adopted, one
that addresses the problems banks had faced in the period leading to the ‘great
recession’, namely inadequate levels of capital and liquid funding.’ Another relevant
proposal by Tucker (2010) focuses on a debt/equity swap. In view of the banks’ high
leverage, converting debt into equity could improve the balance position of the banks
quite substantially. All these proposals, though, lack the important international
dimension. In this sense, the G20 along with the IMF, including Keynes’s (1980)
International Clearing Union suggestion, have an important role to play in enriching
these proposals with a proper international dimension.

As just suggested, financial stability in the UK proposed framework incorporates
both macroprudential and microprudential instruments. The macroprudential toolkit
should account for the failures of the system: low levels of liquid assets; inadequate
levels of capital with which to absorb losses; too big a financial sector; too leveraged
a sector with high risks to the taxpayer and the economy. Thus, macroprudential
financial instruments should be able to control and “prevent the size, leverage,
fragility and risk of the financial system from becoming too great” (King, 2009, p. 6).

Microprudential instruments relate to the structure and regulation of individual banks.

" In May 1997, the Bank of England was granted independence and assigned the role of setting the rate
of interest to target inflation by the Monetary Policy Committee. The FSA was created at the same time
to take over the role of bank supervision. See Angeriz and Arestis (2007) for further details.

% The European Union is planning a European Systemic Risk Board (ESRB) under the aegis of the
European Central Bank (ECB).

> A similar approach has also been adopted by the international Basel Committee on Banking
Supervision of the Bank for International Settlements.

76



Banks that are ‘too big to fail’ should be cut down in size; guarantees to retail
depositors should be limited to banks with a narrower range of investments; risky
banks to taxpayers and economy should face higher capital requirements; large and
complex financial institutions can be wound down in an orderly manner; and large
banks should not be allowed to combine retail banking with risky investment
business. Possibly, combining all the elements just suggested. An important
requirement of such a policy proposal is that both ‘micro- and macro-prudential’
instruments should be under the banner of the policy makers avoiding rules and
employing judgement and thus discretion.

More generally speaking, most of the advanced nations have had to think seriously
about bailing out their banks and think of the next step to avoid repetition of the
recent experience. There are, however, two important exceptions in the case of
Canada and Australia, whose banking systems are arguably the world’s soundest. No
Canadian or Australian banks were required to be bailed out in 2008 or 2009. In
Canada, this is due to the institutional setup that emphasises capital requirements,
quantity of capital and leverage ratio (debt to equity), and in more general terms
Canada’s uncomplicated and well-coordinated regulatory framework. It is also the
case that Canada has a highly stable, be it restrictive, mortgage market. Banks in
Canada hold the mortgages they originate; they have not adopted the securitised
model that produced so much trouble as elsewhere. It is also the case that government
intervention is extensive on this front. The Canada Mortgage and Housing
Corporation is dominant in the domestic mortgage insurance market. 30 percent of
outstanding mortgages are mortgaged-backed securities issued by Canadian banks and
guaranteed by the government. These are important aspects that seem to be lacking in
other financial environments.

The Australian case is another exception where the banking system remained
strong throughout the current crisis. The Australian banking system is an oligopolistic
entity, essentially dominated by four large banks. The ‘four pillars policy’ maintains
the separation of these banks by disallowing their merger or acquisition. This
legislation limits the size of Australian banks and reduces competition between these
banks. It may be one factor that made Australian banks less inclined to accept larger
risks and thinner margins than their US counterparts. Furthermore, no subprime
mortgage market of the US type discussed earlier even existed in Australia. Australian

banks typically limited direct exposures to securities such as CDOs and CMOs for
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two reasons: (a) there is a relatively small number of rated companies in Australia,
which makes it difficult to put together a pool of Australian credits that will support
the issue of investment-grade securities (RBA, 2003); and (b) by international
standards, the Australian Prudential Regulation Authority has tighter capital
requirements on high-risk loans and stricter requirements for third party originated
loans (e.g. banks must ensure that the originator applies the banks’ own credit
assessment standards). So, Australian banks have less incentive to securitize their debt
than in the US. An important implication is that the Australian government could
concentrate on a fiscal transfer that stimulated personal disposable income, estimated

to be 4%, rather than using government resources to bail out Australian banks.

4. Summary and Conclusions

We have dealt with the origins of the current crisis along with its consequences in
terms of economic policy. In so doing we have highlighted a number of implications.
This analysis suggests that there are economic lessons that emanate from the recent
crisis. We discuss these briefly along with their implications for the future conduct of
economic policy. In doing so, though, we should not forget Minsky’s (1986) dictum:
“instability is determined by mechanisms within the system, not outside it; our
economy is not unstable because it is shocked by oil, wars or monetary surprises, but
because of its nature’ (p. 172). As such, the markets in the system, especially financial
markets from the point of view of our analysis, need supporting infrastructure of
governance, laws and culture. Financial intervention and regulation is a key aspect of
the system. This is an important message, which is the backbone of the analysis of this
contribution.

We have discussed policies that direct attention to the banking sector as in the
recent proposals of the US President, in the form of the ‘Volcker Rule’ as it has been
labelled. Also examples from Australia and Canada are discussed, which clearly
pinpoint to relevant economic policy prescriptions. It is hoped that failures to
appreciate the beginnings of crises, such as the example of the statement by the IMF
in April 2007, would be avoided in the future. The statement admits that “..... this
World Economic Outlook sees global economic risks as having declined since .....
September 2006 ..... we actually see the continuation of strong global growth as the
most likely scenario ..... the overall U.S. economy is holding up well ..... the signs

elsewhere are very encouraging” (IMF, 2007, p. xii). Not merely did the IMF fail to
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appreciate the looming crisis but other monetary authorities now acknowledge the
degree and depth of the problem. Greenspan (2009) readily admits as much very
clearly: “In the growing state of high euphoria, risk managers, the Federal Reserve,
and other regulators failed to fully comprehend the underlying size, length, and
impact of the negative tail of the distribution of risk outcomes that was about to be
revealed as the post-Lehman crisis played out. For decades, with little, to no, data,
most analysts, in my experience, had conjectured a far more limited tail risk. This is
arguably the major source of the critical risk management system failures” (p. 12).
King (2009) puts it even in stronger terms: “The costs of this crisis are not to be
measured simply in terms of its impact on public finances, the destruction of wealth,
and the number of jobs lost. They are also to be seen in the lost trust in the financial
sector among other parts of our economy. For a generation or more, businesses and
families up and down the country were told, not least by the City, that the disciplines
of the market economy were essential, even if painful in the short run, for greater
prosperity in the longer term. That belief in the merits of a market economy was
embraced and for many years was not misplaced. But out of the blue — in this case the
financial sector — came a crisis ..... It has wreaked havoc on those same businesses and
families. Unemployment ..... is rising sharply. And yet it is the banking system that
has received financial support on an almost unimaginable scale. We who work in the
financial sector have much to do to regain the trust of those who work outside it” (p.
8). It is, indeed, high time that banks, and financial institutions more generally, should
operate along the more familiar, and healthy, lines: direct credit as needed and in the
process support enterprise; and be part of the system that generates investment and
innovation for a healthier and more prosperous economy. Big banks should be
brought back to a healthier size and, of equal importance, limit their capacity to
speculate. Of equal importance is the need to curb the power and influence of the

credit rating agencies.
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Appendix

Figure 1: UK Wages as Percentage of GDP
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Figure 2: UK Wages Relative to Productivity
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Figure 3: Percentage Deviation of Real Wage Rate from Productivity (January 1968=100) and
Unemployment
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Figure 4: Compensation of Employees and its Components
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Figure 5: Corporate Profits as % of Nominal GDP
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Environmental policies and their economic implications

Michael Faure

University of Maastricht
1. Introduction
The relationship between environmental protection and economic development is by
definition a difficult one. This is especially so in times of a financial and economic
crisis which Greece (and unfortunately many other countries) is experiencing today.
At first blush, a simple economic logic seems to teach that measures of environmental
protection always cost money to industry and that especially in times of financial and
economic hardship, there would always be a risk that necessary investments in
environmental protection would not be made.

There seems to be some intuitive support for this. The evidence does not so much
prove that firms would stop caring about the environment in times of economic
hardship. There is in fact quite a reverse relationship which is sometimes shown,
being that as a result of economic and financial crisis like we experience today, many
facilities may close down or those that still are in business could reduce their
production. As a result of that, the total pollution in times of economic crisis could be
reduced. This is by the way precisely what is experienced as far as greenhouse gases
are concerned. In 2008, Europe was still struggling how via emissions trading and
other mechanisms it could meet the targets of the Kyoto Protocol." However, when
the economic crisis led to a substantial reduction of productivity in 2009, a (positive)
side-effect was also that emissions were substantially reduced as well. In that sense,
one could cynically argue that a financial crisis is good for the environment since less
economic activity simply leads to less pollution. That would of course be a rather silly
reasoning for the simple reason that from a social welfare perspective, the economic
crisis may lead to larger social losses than the gains in reduced environmental
pollution and this could in total still lead to net losses. Moreover, the current emission
reductions are obviously only a short-term effect that may be undone from the

moment economic activity will (hopefully) start blossoming again.

! For details of the legal and policy measures see inter alia Peeters, M. and Deketelaere, K. (eds), EU
climate change policy. The challenge of new regulatory initiatives, Cheltenham, Edward Elgar, 2006 as
well as the contributions in Faure, M. and Peeters, M. (eds), Climate change in European emissions
trading. Lessons for theory and practice, Cheltenham, Edward Elgar, 2008.
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The more interesting question is therefore whether, also irrespective of crisis
situations, environmental protection measures always necessarily lead to burdens for
industry.

The relationship between environmental policy and economics is of course too
broad to be addressed in one single talk. I will therefore necessarily have to choose
and will focus on a few issues whereby I will try to combine two of my hobbies, being
on the one hand environmental law and on the other hand economic analysis of law,
also referred to as law and economics. This will allow me to focus generally on the
question how law and legal instruments can stimulate an appropriate environmental
policy, also in times of economic and financial crisis. In order to make this
relationship more concrete in the remainder of my talk, I will focus on several aspects:
e First, I would like to mention some theoretical, but more importantly, also empirical

literature on the relationship between economic development and environmental
protection which may have important lessons, also for the current crisis;

e Next, I will say a few words on a simple lesson from economics on how
environmental policy can promote economic efficiency through the use of cost-
benefit analysis in environmental policy and I will discuss to what extent these
economic lessons are followed in European environmental law in practice;

e Third, I think that probably the most important lesson from economics, also in times
of crisis, is that the policy maker should look for what is often referred to as “smart
regulation”.! To some extent, this leads to arguments against the use of rigid
regulatory environmental instruments sometimes referred to as “command and
control” and in favour of more flexible, so-called market based environmental
policy instruments. It has often been argued that the use of those instruments may
promote environmental protection and at the same time economic growth, which
seems an important lesson especially in times of crisis.

My focus will especially be on what economic theory teaches with respect to the

efficiency of various environmental policy instruments. However, probably even more

important than merely the lessons from theory, is what the empirical evidence is with

respect to the effectiveness of those instruments in practice.

" See the well-known book with this title by Gunningham, N. and Grabosky, P., Smart regulation.
Designing environmental policy, Oxford Clarendon Press, 1998.
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2. Environmental quality and economic development

Starting at a very general level, it may be interesting to point at important economic
studies that on the one hand address the question to what extent environmental policy
does play a role in determining environmental quality. This type of research provides
interesting insights on the relative importance of institutions like environmental law
but also on the general ability to steer behaviour of industry.

This literature, which examines the relationship between economic development in
a country and environmental protection may have important lessons, also for the role
of environmental law and policy in the current times of economic crisis. This
empirical research is based on the concept of the “Environmental Kuznets Curve”.
This concept is named after the Nobel prize winner Simon Kuznets on the relationship
between income inequality and income level in a country. Various scholars have
shown empirically that in a first phase, economic development leads to environmental
degradation. However, there is a certain turning point in economic development,
logically related to the point where individual income levels increase and a demand
for higher environmental quality emerges, where increased economic welfare goes
hand in hand with environmental improvements. The interesting question is of course
when a nation reaches that turning point and whether a country has already reached
that point where a demand for environmental protection emerges.

The policy conclusion from these studies seems to be that the best way for a nation
to promote environmental protection is to promote economic growth. Empirical
evidence after all shows that higher income levels go hand in hand with increased
environmental protection.” This leads at first blush to the for environmental lawyers’
somewhat worrying conclusion that environmental law can only to a limited extent
influence environmental quality since it is to a large extent dependent upon other
factors such as economic welfare and income levels.

It has more particularly been the contribution of Dan Esty from Yale Law School
who in many joint papers with Michael Porter examined empirically to what extent
not only income levels, as suggested by the environmental Kuznets curve literature,

but also a nation’s regulatory regime influences environmental quality. The results of

! Kuznets, S., “Economic Growth and Income Inequality”, American Economic Review, 1955, vol. 49,
1-28.

% See for example Esty, D.C. and Porter, M.E., “Industrial Ecology and Competitiveness”, Journal of
Industrial Ecology, 1998, vol. 2, 35-43 and Esty, D.C. and Porter, M.E., “Measuring National
Environmental Performance and its Determinants”, in Porter, M.E. and Sachs, J. (eds.), The Global
Competitiveness Report 2000, New Y ork, Oxford University Press, 2000.
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this powerful research based on an examination of regulatory intensity and
environmental quality in a great number of developed and developing countries is that
economic development and environmental protection go hand in hand with the
improvement of a country’s institutions and more particularly the environmental
regulatory regime.'

This empirical evidence may also have important consequences in the current
times of economic crisis. In a way it provides an important warning against those who
believe that in times of economic crisis environmental protection measures are no
longer necessary. The empirical evidence, providing support for the ‘Porter
hypothesis” can to the contrary be interpreted in such a way that investing in
environmental protection and adopting environmental protection measures may
precisely be instruments to speed up economic growth. There is, in other words, no
reason to retard investments in environmental protection measures in times of

economic recession.

3. Optimal standard setting and cost-benefit analysis

3.1 CBA in environmental law

Especially in times of economic crisis it is important that environmental policy is
shaped in such a way that industry is not forced to invest in an inefficient manner in
environmental abatement techniques. The way this should happen according to
economic analysis is that after society has agreed on the environmental target it
wishes to reach, the regulator will set emission standards in the public interest, taking
into account marginal costs of more stringent environmental standards and balance
these against marginal benefits in additional reduction of environmental harm.
Applying cost-benefit analysis in this way will avoid that firms are forced to a
reduction of environmental damage of which the marginal costs would be higher than

the marginal benefits and which thus would be inefficient.

3.2 IPPC directive and BAT
This idea of using cost-benefit analysis in environmental policy has also been
introduced in European environmental law in the Directive 96/61 concerning

integrated pollution prevention and control, also referred to as the IPPC directive.”

' See Esty, D.C. and Porter, M., “National Environmental Performance: an Empirical Analysis of
Policy Results and Determinants”, Environment and Development Economics, 2005, vol. 10, 391-434.
2 Official Journal 1996, 1.257/27.
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This IPPC directive holds inter alia that emission standards, these are the standards
that determine the quantity and quality of substances that can be brought into the
environment, should be based on the best available techniques (also referred to as
BAT). This is according to article 2(11) of the directive defined as:
"the most effective and advanced stage in the development of activities and
their methods of operation which indicates the practical suitability of
particular techniques for providing in principle the basis for emission limit
values designed to prevent and, where that is not practicable, generally to
reduce emissions and the impact on the environment as a whole".
Reference to some sort of a cost-benefit test is made in the definition of "available":
"available" techniques shall mean those developments on a scale which allows
implementation in the relevant industrial sector, under economically and technically
viable conditions, taking into consideration the costs and advantages, whether or not
the techniques are used or produced inside the Member State in question, as long as
they are reasonably acceptable to the operator".
Here one can find a clear reference to the fact that costs and benefits should be
taken into account where the availability of the technique has to be considered.
This seems to be a positive aspect since it shows that European law makers also
realize that it is important to include economic notions like cost-benefit analysis when

setting environmental standards.

3.3 Optimal differentiation of BAT

There is, however, also one worrisome aspect in this [PPC directive. Economic
literature teaches that since location specific circumstances like hydro-geological
conditions can be different in various Member States the emission standards necessary
to reach a particular target will be different in the various Member States. Hence one
can imagine that a Member State that is historically already heavily polluted will need
more stringent emission standards than for example a Member State that is starting its
industrial development and moreover may have a better regeneration capacity of its
environment. As a result of different local circumstances these emission standards to
reach a similar environmental quality may therefore vary.' As a consequence also the

technology to reach the emission standard, being the best available techniques, we

' See Faure, M. and Lefevere, J., “Protecting drinking water quality against contamination by
pesticides: an alternative regulatory framework™, Review of European Community and International
Environmental Law (RECIEL), 1995, 321-326.
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referred to before (BAT), will depend upon local conditions as well. A technology
which can be “best” in (member) state A, might not be “best” at all in (member) state

B, simply because local environmental conditions differ.

3.4 The North versus the South

The question of course arises how this I[PPC Directive relates to the economic notions
developed above according to which emission standards should be differentiated
taking into account optimal specificity and varying local conditions. This issue has
given rise to a lot of debate between industry from Northern industrialized countries
(like the Nordic countries and Germany) on the one hand and Southern countries, lead
by Spain, on the other hand. It crucially had to do with the difference in approach
between the Nordic countries who were in favour of a strict harmonization of
emission standards at the European level and Southern countries who were strongly
opposing this, holding that they would have to comply with an unreasonably stringent
standard. Northern European countries were in favour of imposing strict emission
standards (based on BAT), with which they presumably could already comply at the
European level in order to create “a level playing field”. At the other end of the
spectrum less developed member states like Spain and Portugal were concerned over
the potential cost to industry of having to use best available techniques (BAT) as a
result of the Directive.' This history of the IPPC directive shows a potential conflict
between environmental reasons for policy making and the “economic” idea of
harmonizing marketing conditions for industry. If, at the policy level one would desire
a harmonized environmental quality this would lead to differentiated emission limit
values (and of course BAT on which these values are based) taking into account
location specific circumstances. A consequence of this idea is that emission limit
values in less polluted member states (Spain, Portugal) can be more lenient than in

states which are more industrialized (and hence already more polluted).

3.5 Influence of lobbying by interest groups

The lesson from the history of the IPPC directive is that interest groups in areas which
are already heavily regulated (and probably heavily polluted) may have incentives to
extend their strict (national) regulations to the European level, thus forcing foreign
competitors to follow the same regulation with which they already comply. The result

is that industry will lobby to erect barriers to entry.

! Environment Watch: Western Europe, 3 March 1995, 8.
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Interest groups in more heavily industrialized, and heavily regulated countries have
generally prevailed at the European level, with the IPPC (and other European)
Directives providing for the harmonisation of emission limit values rather than
ambient environmental quality standards'. This was different for less developed
countries like Spain and Portugal who also heavily opposed the imposition of EU-
wide standards as “levelling the playing field”.

In sum, although the IPPC Directive, regulating standard setting at the European
level, has the advantage of referring to the economic notion of cost-benefit analysis in
standard setting it also has the big problem of forcing uniform emission standards,
based on a uniform notion of BAT upon European industry. For enterprises in the
North, already having to comply with those stringent standards this may be
welcomed, but for industries in the South, like for example in Greece, this may be
highly problematic: they are forced towards compliance with too stringent
environmental standards (in the sense that they do not need those given different
environmental circumstances) and may hence be confronted with barriers to market
entry resulting from these stringent standards. Especially given the fact that Southern
countries are the primary victims of the economic crisis this perverse effect of
European environmental policy should be seriously reconsidered. The current
economic crisis may yet be another reason to pay more serious attention to the
objections of industries in Southern Europe that they should not be exposed to the

same stringent environmental standards as their Northern competitors.

4. Command and control versus market based instruments

So far, when referring to standard setting and the use of cost benefit analysis I was
basically assuming the use of so-called traditional command and control approaches
whereby the government sets ex ante standards via regulation and tells industry
exactly what to do. Especially in times of economic crisis it may be important to look
for so-called “smart regulation”, being instruments that perhaps rely less on precise
instructions by government and allow for more flexibility. These incentive based
mechanisms, often referred to as economic or market based instruments may perhaps
enable the promotion of environmental protection measures even in times of

economic crisis.

' Faure, M. (1998), ‘Harmonisation of Environmental Law and Market Integration: Harmonising for
the WrongReasons?’, European Environmental Law Review, 169-175.
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Of course it would be wrong to sharply distinguish command and control
approaches on the one hand from market based instruments on the other. Indeed, as
long as command and control approaches are designed with at least one eye on cost
saving, incentive based systems are not necessarily superior to command and control.
It may, however, be interesting to point at a few success stories of market based
instruments where empirical evidence exists that these so-called incentive based
mechanisms proved to be effective in practice. A distinction can in that respect be
made between the two probably most known market based instruments, being taxation

on the hand and emission trading on the other.

4.1 Taxation

There is a long tradition with using the so-called pigovian taxes to provide incentives
for emission reduction. Those interested in the details can have a look at recent
literature providing detailed overviews' or can be referred to the global conferences
on environmental taxation which are held on an annual basis as a result of which
impressive volumes are produced, equally providing evidence of successes obtained
with environmental taxation.” Just to mention a few success stories: in the Netherlands
water pollution by 14 industries responsible for 90% of total water pollution
decreased by 50% between 1969 and 1975 and by another 20% by 1980. Half of this
reduction was, so the evidence shows, due to an effluent charge.3 A similar success
story comes from Germany where various scholars provided evidence that a system of
charges on waste water led to a considerable reduction of emissions. Interestingly,
most of these European legal systems had (and still have) a combination of effluent
charges with emission standards.

One should, however, not immediately become overly enthusiastic, since there is
equally evidence that the special interest groups, of which we mentioned before that
they affect the quality of regulation, can also be active when it comes to designing a
taxation system. It is for example remarkable that pollution permits are introduced on

a large scale in the US, but that taxation systems were traditionally more popular in

' See for example the contributions in Harrington, W., Morgenstern, R.D. and Sterner, Th. (eds.),
Chosing environmental policy. Comparing instruments and outcomes in the United States and Europe,
Washington, Resources for the Future, 2004.

2 The most recent volume (containing the papers presented at the 9th Global Conference on
Environmental Taxation in Singapore in 2008 is Lye, L.H., Milne, J.E., Ashiabor, H., Kreiser, L. and
Deketelaere, K. (eds.), Critical issues in environmental taxation. International and comparative
perspectives, Vol. VII, Oxford, Oxford University Press, 2009.

3 See Dewees, D., Duff, D. and Trebilcock, M., Exploring the domain of accident law, 326-327.
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Europe than in the US. Nobel prize winner Buchanan has argued (together with
Tullock) that this should not come as a surprise, since firms will prefer emission
standards or emission trading (especially when emission rights are grandfathered) to
taxes. Standards have the advantage that they can serve as barrier to entry to new
firms, thus raising the profits of existing firms. Taxes on the other hand do not
preclude entry by new firms and represent an additional cost to the existing firms on
the market." It should hence not come as a surprise that interest groups representing
industry will oppose taxation and that as a result charges are rarely introduced “in the
textbook form”.”

As a result there is also a lot of evidence of inefficient environmental taxation and
not surprisingly the likelihood of these inefficiencies increase the larger the power of
the interest group involved is. For example a recent research showed that whereas a
general tax to internalise externalities created by the power generating sector could
create important welfare gains, a Belgian regulation is structured in such a way that
independent power producers escape most of the air pollution regulation imposing the
tax.’ In the Netherlands a regulatory digressive energy tax was introduced in 1996. As
a result the larger the energy use was, the lower the tax would be. This tax therefore
only gives incentives to increase the use of energy rather than decreasing it. The main
concern of the policy-maker was to increase competitiveness of Dutch industry rather
than serving any ecological goal.* Similar problems arose in China. O’Connor reports
on pollution charges on air emissions, waste water discharges, noise, solid waste and
radio-active wastes introduced in China at the end of the last century. Charge rates
were set slightly above average operating costs of pollution control facilities in order
to provide incentives for compliance. However, in practice they were not indexed to
inflation as a result of which their real value eroded over time, resulting of course in

weak incentives for further pollution reduction. Efforts to raise the charge met, not

! See Buchanan, J. and Tullock, G., “Polluters’ profits and political response: direct controls versus
taxes”, American Economic Review, 1975, Vol. 65, 139-147.

% See in that respect especially Hahn, R.W., “Economic prescriptions for environmental problems: how
the patient followed the doctor’s orders”, Journal of Economic Perspectives, 1989, Vol. 3(2), 95-114.

? See Pigano, A., Prost, S. and Van Rompuy, J., “Alternative environmental regulation schemes for the
Belgian power generation sector”, Environmental & Resource Economics, 2000, Vol. 16, 121-160.

4 Faure, M. and Ubachs, S., “Environmental taxation in the Netherlands: a Dutch treat?”, in Kreiser,
L.A. (ed.), Critical issues ininternational environmental taxation. Insights and analyses for achieving
environmental policy goals through tax policy, Chicago, CCH, 2002, 301-329 and Faure, M. and
Ubachs, S., “Harmful tax measures and greying of taxation in the Netherlands: what went wrong?”, in
Ashiabor, H., Deketelaere, K., Kreiser, L. and Milne, J. (eds.), Critical issues in environmental
taxation: international and comparative perspectives, Vol. 1I, Richmond, Richmond Law and Tax,
2005, 521-532.
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surprisingly, with strong opposition from industry.! Considerations of political
acceptability may hence often limit the possibilities to introduce efficient taxation
systems.”

Similar problems arise concerning the introduction of market based instruments
and more particularly pollution charges in developing countries. Some have advocated
that more particularly for developing countries market based instruments like taxation
would be well suited. These would, at least on paper, be perfect instruments since they
could be implemented at lower costs than command and control regulation.* However,
others have argued that implementing market based instruments is only possible in a
context were a decent institutional and administrative structure is available.* These
conditions will often not be met in the case of developing countries. The empirical
evidence largely seems to confirm this point: in those countries where at least some
institutional structure is available e.g. to set and collect environmental taxes in the
public interest they may work effectively. If these institutional conditions are not met
it may become very hard to implement pollution charges. Hence, there is evidence
that institutional inertia in the economic and political system led to a debacle of
pollution charges in Russia.’ However, in cases where a successful collection is
possible and where environmental charges are moreover combined with other
instruments, including traditional standards, they can lead to an overall improvement
of environmental compliance, provided of course there is an effective enforcement.
This was shown in a study by Kathuria with respect to three successful cases of
reducing water pollution (Malaysia, Poland and Columbia).’ A similar result was also
found in a study of environmental policy instruments in eight developing countries by
Jordon and others. They showed that even though many countries moved to the

introduction of market based instruments, regulation still remained the dominant

' O’Connor, D., “Applying economic instruments in developing countries: from theory to

implementation”, Environment and Development Economics, 1998, Vol. 4, 96-97.

2 O’Connor, D., Applying economic instruments in developing countries: from theory to
implementation”, Environment and Development Economics, 1998, Vol. 4, 108.

3 Blackman, A., “Columbia’s discharge fee programme: incentives for polluters or regulators?”,
Journal of Environmental Management, 2009, Vol. 90, 101.

* See e.g. Bell, R. and Russell, C., “Environmental policy for developing countries”, Issues in Science
and Technology, 2002, 63-70.

> See for example Soderholm, P., Environmental policy in transition economies: the effectiveness of
pollution charges, University of Lulea, Sweden.

6 See Kathuria, V., “Controlling water pollution in developing and transition countries — Lessons from
three successful cases”, Journal of Environmental Management, 2006, Vol. 78, 405-426.
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instrument for pollution control.' Also Blackman showed in a study concerning
Columbia’s discharge fee programme that the reason why pollution loads dropped
significantly after the programme was introduced was not so much because of
incentives provided by the discharge fees, but rather as a result of incentives created
through the programme for regulatory authorities to improve permitting, monitoring
and enforcement.” Finally I should mention that although earlier research on
environmental taxation in China was rather sceptical of its effectiveness, especially
due to political pressure not to increase the tax rate, more recent research seems to
indicate that China’s discharge fee programmes have had a positive influence on

pollution levels.’

4.2 Emission trading

4.2.1US

As I mentioned earlier, whereas environmental taxes and charges on emissions were
popular in Europe emission trading started in the US. Hence, already since the 1980s
there is overwhelming American research to show the effectiveness of trading in
pollution rights. Hahn and Hester claim that the trading programmes concerning the
Clean Air Act have led to considerable cost savings.* The SO, cap and trade
programme has recently been qualified as a “living legend” of market effectiveness
and the total annual health benefits associated with the SO, emission reductions under
the programme are estimated to be more than $ 50 million per year in 2010.° The
enthusiasm concerning the trading system in the US Clean Air Act not only comes
from its environmental effectiveness, but also from the cost-saving, at least when

referring to compliance costs for industry.°

! Jordon, A., Wurztl, R K.W. and Zito, A.R., “New instruments of environmental governance? National
experiences and prospects”, Special Issue Environmental Politics, 2003, Vol. 12(1).

? Blackman, A., “Columbia’s discharge fee programme: incentives for polluters or regulators?”,
Journal of Environmental Management, 2009, Vol. 90, 101-119.

3 See more particularly, Wang, H. and Wheeler, D., “Financial incentives and endogenous enforcement
in China’s pollution levy system”, Journal of Environmental Economics and Management, 2005, Vol.
49(1), 174-196.

* Hahn, R.W. and Hester, G.L., “Where did all the markets go? An analysis of EPA’s emissions trading
programme”, Yale Journal on Regulation, 1989, Vol. 6, 109-153.

> So Burtraw, D. and Palmer, K., “SO, cap — and — trade programme in the United States. A “living
legend” of market effectiveness”, in Harrington, W., Morgenstern, R.D. and Sterner, Th. (eds.),
Chosing environmental policy. Comparing instruments and outcomes in the United States and Europe,
Washington, Resources for the Future, 2004, 47.

% Burtraw, D. and Palmer, K., 2004, 59.
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4.2.2 Europe

Recently the attention has for obvious reasons shifted from the US to Europe. The
reason is of course that Europe chose emission trading as instrument to implement the
Kyoto Protocol and the challenges posed by climate change.! Too many studies to be
mentioned here have addressed the effectiveness of the EU emission trading scheme.’
The case of the European ETS is an interesting one simply to show the difficulties in
interpreting the results of empirical research. Europe chose with Directive 2003/87 of
13 October 2003 to give emissions rights basically for free to existing industry as a
result of so-called grandfathering. Again, the private interest theory of regulation
mentioned above can explain why emission trading with grandfathering was chosen
instead of an environmental tax. This should not come as a surprise since
grandfathering of course serves the interests of industry better’ than costly taxation
measures.

Also not surprising, at least at first sight is that grandfathering, in other words
giving away allowances free of any charge, may lead to over-allocation of emission
rights.* As a result of this over-allocation at some moment the price of allowances
dramatically dropped below € 1,-. This low price for allowances obviously provides
evidence of over-allocation by the European Member States.” However, it is more
difficult to answer the question whether this necessarily makes the whole EU ETS
ineffective in providing incentives for emissions reductions. At first sight one may be
tempted to argue that this is the case: why would any company invest in emission
abatement equipment if a ton of CO, emission rights could be purchased at a price of
lower than € 1,-? Marginal cost of pollution abatement are undoubtedly higher.
However, Kuik and Oosterhuis convincingly argue that the over-allocation could be

partly the result of investments in technological and other innovations which precisely

! See as far as the costs of climate change are concerned the interesting recent overview by Tol, R.S.J.,
“The economic effects of climate change”, Journal of Economic Perspective, 2009, Vol. 23(2), 29-51.

2 See for example the contributions in Douma, W.Th., Massai, L. and Montini, M. (eds.), The Kyoto
Protocol and beyond. Legal and policy challenges of climate change, The Hague, TMC Asser Press,
2007.

3 See also Rodi, M., “Legal aspects of the European emission trading scheme”, in Hansjiirgens, B.
(ed.), Emissions trading for climate policy, US and European perspective, Cambridge, Cambridge
University Press, 2005, 199-221.

* See for example Baldwin, R., “Regulation lite: the raise of emissions trading”, Law Society Economy
Working Papers, 3/2008 (<www.lse.ac.uk/collection/law/wps/wps.htm>).

> See for example Woerdman, E., Clo, S. and Arcuri, A., “European emissions trading and the polluter
pays principle: assessing grandfathering and over-allocation”, in Faure, M. and Peeters, M. (eds.),
Climate change and European emissions trading. Lessons for theory and practice, Cheltenham,
Edward Elgar, 2008, 128-150.
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caused the emissions reductions. They show that the EU ETS led to an additional
abatement of between 50 and 200 million tons and equally showed that this emission
trading scheme played a key role in long-term decisions of companies to develop
innovative technologies, with more particularly a strong impact on the steel industry.
Hence, the mere fact that the price of a ton CO, dropped below € 1,- (at the beginning
of 2007) does not necessarily mean that this ETS had no incentive effect on
innovation and would thus be ineffective. Quite the reverse may be true as well, being
that the demand for emissions simply dropped since the introduction of the EU ETS

precisely had the desired effect of reducing those emissions.'

4.3 Combining instruments

If there is one thing clear from some of the empirical studies I discussed then it is
something which is also stressed in theoretical papers, being that there is not just one
optimal instrument of environmental policy, but that the key issue is how one can find
an optimal combination of various instruments to reach environmental goals at the
lowest cost. The strength and weaknesses of particular institutional features of a

particular legal system may play a large role in that respect.

5. Concluding remarks

There is an undeniable link between environmental policy and its economic
implications. More economic development undoubtedly means in principle more
environmental pollution. Hence those who are in favour of reduced emissions for
example of greenhouse gasses should welcome the economic crisis since the reduced
economic activity also reduced emission levels. The same was the case after the fall of
the iron curtain in 1989: economic changes lead to the shut down of many polluting
enterprises, thus reducing emissions.

However, empirical evidence shows that in reality the relationship between
economic development and environmental pollution is slightly more complicated and
nuanced: there seems to be strong empirical evidence for the so-called “Porter
hypothesis” according to which countries that invest in environmental protection
measures also benefit from those investments with increased economic growth.

Taking this empirical research seriously would mean that also the current economic

!'See Kuik, O. and Oosterhuis, F., “Economic impacts of the EU ETS: preliminary evidence”, in Faure,
M. and Peeters, M. (eds.), Climate change and European emissions trading. Lessons for theory and
practice, Cheltenham, Edward Elgar, 2008, 208-222.
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crises should not be a reason to reduce investments in environmental protection
measures, but that to the contrary it may well pay off to invest in environmental
protection since this will in the long term also lead to economic growth.

Economic theory has also important lessons for environmental policy. Using
economic concepts like cost-benefit analysis can prove beneficial to show how for
example through environmental standard setting social welfare can be increased.
European environmental policy is to a large extent following these lessons from
economic theory, prescribing for example that industry should use best available
techniques but only those that do not entail excessive costs. However, other aspects of
economic theory are not always followed at European level as a result of which a total
harmonization of best available techniques and emission standards is strived for, also
when this would not be needed to reach a uniform environmental quality in Europe.
This desire for harmonization seems to be largely to the disadvantage of industry in
Southern countries and merely protects industries in the North against Southern
competition by creating artificial barriers to entry. Now that especially these Southern
countries are strongly suffering from the economic crisis it may be worthwhile to
reconsider the economic lessons concerning differentiation of emission standards
when reforming European environmental policy.

Maybe one conclusion, looking at the many studies I discussed, could be that the
empirical research does not necessarily point in the direction of strongly favouring
either command and control or market-based instruments, but rather shows that the
effectiveness of the instruments chosen depends to a large extent upon the particular
design.

The studies equally showed that it may not be possible to argue that one particular
instrument is “best” or “optimal”, but that in most cases, a combination of various
instruments may be indicated. An important point for further research is hence to look
for these “optimal mixes” of policy instruments, whereby these may also to a large
extent depend upon country specific characteristics. It was therefore not surprising to
notice that important differences exist for example between Europe and the US, but
may be with Asia as well. To some extent, these differences (for example as far as
instruments chosen but also enforcement styles) is concerned may be due to
institutional characteristics or simply differences in environmental problems of the
countries concerned. However, a lot of studies also showed that in practice, one may

often notice that optimal instruments are not introduced simply because of lacking
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political acceptability. Hence, the reason why the US had more emission trading and
Europe more environmental taxation and why initially emission rights in Europe were
allocated through grandfathering is often the result of the relative power of the various
interest groups involved.

Of course this danger of industry lobby groups that affect the quality of legislation
may play a serious role, especially in times of economic crisis. One can expect that
industries in difficulty will call on government with a request not to enforce
environmental policy too stringently in order not to impose additional costs upon an
industry which can currently barely survive. Even though those calls may be
understandable one has to remember the lessons from the “Porter hypothesis”, being
that by designing smart environmental regulation, incentives can be provided to
industry to precisely innovate and gain a competitive advantage in this environmental
market. Hence, investments in environmental abatement should, so the evidence
shows, rather be considered as a way out of the crisis than as an additional burden.

I started this talk with a reference to the important research by Esty and Porter.
They on the one hand showed that environmental quality does to a large extent
depend upon economic growth. The most important lesson for those who want
improvement of environmental quality therefore still remains: fight poverty and
increase income levels. However, at the same time, their (and other) research equally
showed that environmental quality is higher in those legal systems with a decent
regulatory and institutional framework. Therefore it does pay, also in times of
economic crisis, to examine, based on empirical research, which environmental
instruments may in particular contexts be most effective in remedying environmental

pollution. In other words: environmental law does matter!
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Fear of fire sales, illiquidity seeking, and credit freezes '

Douglas W. Diamond and Raghuram G. Rajan

University of Chicago and NBER

A financial crisis, especially one that embeds fears of a potential future liguidity shock, where
highly-levered financial institutions will be forced to sell illiquid assets at fire sale prices, can leadto a
variety of seemingly perverse behaviors, including a halt in the sale of dliqud assets by potentially
impatred institutions, an increased concentration of these institutions in assets exposed to hguidity risk, an
increase in their short-term leverage, and a reduction in lending by healthy financial institutions. Indeed,
owners of the highly-levered institutions could hold on to illiguid assets, causmg such mstitutions to fail
conditional on the liqudity shock, even when early sales could prevent them failling. We argue that
interventions may be helpful in aveiding the worst consequences of the financial crisis, as well as in

increasing the level of lending, and discuss the costs and benefits of altemative methods.

Let us start with a quick description of our model. Let a set of financial institutions with
substantial short-term labilities (heneeforth called “banks™) have a significant quantity of assets that have
2 limited set of potential buyers. One example of such an asset is a mortgage-backed security which, in
an enviromment where some moertgages have defaulted, can be valued accurately only by some specialized
firms. Furthermore, let us assume that with some probabulity, the banks will need to realize cash gquickly
in the future. Such a need for ligquidity may stem from unusual demands of the banks® customers, who
draw on conunitted lines of credit or on their demandable deposits. It may also stem from panic, as
depositers and customers, fearing a bank could fail, pull their deposits and accounts from the bank.
Fegardless of where the demand for liguidity comes from, it would force banks to sell assets or,
equivalently, raise money, quickly. Given that the potential buyers for the bank’s assets have limited
resources, the asset would have to be sold at fire sale prices (a5 mn Shleifer and Vishny (1992) and Allen

and Gale (1994)).

One consequence of the fire sale 1s that it may depress asset values so much that the bank is

msolvent. This may precipitate a run on the bank, which may canse more assets to be unloaded on the

! We thank the Center for Research in Security Prices for research support. Rajan thanks the Initiative
on Global Markets and the Stigler Center for research support. We thank anonymous referees, Viral
Acharya, Franklin Allen, Denis Gromb, Larry Katz (the editor), Amit Seru, Jeremy Stein, and Robert
Vishny for helpful discussions, as well as participants in seminars at the Federal Reserve Banks of
Richmond and New York, Harvard University, Northwestern University, MIT, Princeton University,
the University of Chicago, the University of Minnesota and Washington University for useful

comments.
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market, further depressing the price. Equally important, the retums to those who have liquid cash at such
times can be extraordinarily high.

Folding back to teday, the prospect of a foture fire sale of the bank’s asset can depress its current
value — investors need to be enticed through a discount to buy the asset today, otherwise they have an
mcentive to hold back because of the prospect of buying the asset cheaper in the future. More generally,
the lugh returns potentially available m the foture to those who hold cash can canse them to demand a
high retumn for parting with that cash today.

This 15 simular to standard dynamic asset pricing in financial markets and in markets with
imperfect arbitrage such as Vayanos-Gromb (2002) or Kendor (2009, where future returns influence
current required refurns. But the elevated required rate of refurn now extends to the entire segment of the
financial market that has the expertise to trade the security. If this segment also accounts for a significant
fraction of the funding for potential new loans, the elevated required rate of retum will be contagions and
will depress lending. Moreover, the institntional overhang will affect lending not only by distressed
banks but also by healthy potential lenders, a feature that distingnishes this explanation from these where
the reluctance to lend is based on the poor health of either the bank or its potential borrowers. Note that
the adverse effect of future illiguidity on current lending is absent in models where future asset values are
low for other reasons, such as reduced future payoffs. In such cases, low asset values do not lead to an
elevated rate of return to buyers.

Meore surprising though, the bank’s management. knowing that the bank could fail in some states
1n the foture, do not have sirong incentives to sell the illiquid asset today, even though such saler could
save the bank. The reason is simple. By selling the asset today, the bank will raise cash that will belster
the value of itz outstanding debt by making it safer. But in doing so, the bank will sacrifice the returns
that it would get if the currently depressed value of the asset recovers. Since the states m which the
depressed asset value recovers are precizely the states in which the bank survives, bank management

would nmch rather prefer holding on to the illiquid assets and risking a fire sale and insolvency than
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selling the asset and ensuring s own stability in the future. Indeed, the bank would prefer to spend s
cash to load up more on securities that are exposed to the liquidity risk because its private valuation for
those securities exceeds the market's valuation. Banks become “illiquidity seekers™.

The ngredients of our model are illiquidity and its effects on pricing combined with the
unwillingness of the potentially msolvent owners of equity to take actions equivalent to buying costly
insurance. The intmition here is clearly analogous to the nisk shifting motive in Jensen and Meckling
(1976) and the underinvestment motive in Myers (1977), though the bank “shifts" risk or under invests m
owr mode] by refusing to sell an illiquid asset than by taking on, or not taking on, a projact.

What is particularly interesting, though, is that the price risk of the illiquid asset stems directly
from the bank’s liability structure, where demands for liquidity force a fire sale. This has two
implications. First, unlike in earlier risk-shifting models, the risk is endogenous — different institutions
holding the same asset would have different exposure to the nisk of illigquudity depending on the maturity
of their liabilities. Institutions with only long term liabilities would, for instance, have no risk exposure
even while holding the same 1lhigunid asset. Second. the risk associated with illiguidity 13 partienlarly
attractive for a bank with lugh short-term leverage and limited ligbility, becanse when the adverse shock
hits, the bank is likely to be insclvent. Put differently, illiquidity affects both asset and liability side in a
bank, inducing a correlation that is absent in standard nisk-shiftiing medels. liliquidity seeiing is thus
inherent in bank behavier. In addition, the resulting contagion in required rates of retum. which could
affect all kinds of activities requiring tying up cash, including lending. 15 a feature of the model that is not
present in models of risk shifting stemming from reasons other than illiguidity.

Onr point 15 very general. Any entity with illiguid assets and financed with short-term habilities is
exposed to liquidity nisk. If the probability of an adverse shock to higuidity conditions, significant encugh
to cause it to become insolvent, goes up, limited hability gives it an incentive to expose itself more to the
risk of illiguidity, either on the asset or liability side. Private and public interests diverge if a crisis

becomes more probable. Smee such decisions can alter everall hegnidity conditions, multiple equilibria
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are also possible here. Also, illiguid institutions not only act as an overhang over the market, elevating
reguired rates of return, but will also nsk future insolvency by holding on to the assets, further elevating
reguired returns. Thus, there is an inherent source of adverse feedback in any finaneial crisis, which is
why cleaning up the financial system ex post may be an important contributor to recovery. At the same
time, ex ante regulation to prevent an excessive build up of exposure to liquidity nisk may also be

warranted.

To unfreeze asset and credit markets, the authorities will have to move potentially illiguid assets
held by distressed levered instimtions into safer hands. They could force their fimely sale, which
effectively make the distressed mstitntions purchase msurance against the risk of tliquidity. They conld
also increase the capacity of potential buyers to buy those assets or remove the overhang of distressed
mmstitutions by recapitalizing them. By stabilizing the financial system and eliminating the possibility of
fire sales, the authonties can aveid mefficient runs, and also elimmate the potential for lugh retums to be

made by preserving liquidity for the fature, thus mereasing lending today.

In section I we present the model. In section IT, we examine the sources of illiguidity; in section
1T we explore extensions to the medel to show how the pessibility of a market freeze 15 general. In
section IV we explore the effects of several government mterventions, especially forced sales. In section

W, we relate the paper to the literature. We then conclude.

I. The Model
We will present the model in two steps: First, we will present a smpped down versien which
makes the basic point about the private incentive to retain exposure to liguidity nisk. Later, we will

present a more detatled extension that endogenizes prices.

A set of identical banks at date 0 each owns financial assets (for example, mortzage backed

securities) that will be worth Z at date 2. The bank is financed with demand deposits (or overnight paper)
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of face value D, with Z > D." Therefore, the bank is solvent in the long run. For now assume each bank
has a local menopoly on financing and can raise & fived quantity of deposits if it pavs an interest rate of 0
{(we discuss other motivations for the bank’s fixed cost of ratsing deposits, including depesit insurance or
possible anticipated government bailouts of depositors in section IT). Depositors can demand repayment
atdate 1 or date 2. Ewveryone is risk neutral, m the sense that all evaluate the future payoffs on their
mvestments by their expected value. We ignore discounting of future cash flows. We assume wntil
section IIT that Z 15 a constant, which means that the assets are not risky when held to maturity. The

model’s primary implications are clear in this simple setting.

At date 1, banks face a common liquudity shock with probability g . where a fraction § of their
depositors withdraw. We will be more explicit about the sources of this shoek later. Depositors demand

cash (they cannet trade in the financial asset market and will not accept the asset in lisn of cash®). The

bank will have to sell some of its asset for cash to meet this liquidity demand. The bank can raize meoney

in anticipation of the shock by selling assets at date () for F, per unit of date-2 face value, or it can sell

assets, after the shock has been realized at date 1. for F per unit of date-2 face value. Note that if the

lLiguidity shock does not hat at date 1, the bank will not part with the asset at that date for a per umt price

less than 1.
FPrices that buyers are willing to pay for the illiquid financial asser.

We will describe how the price that buyers are willing to pay at date 0 15 determined, given the

date-1 price. Let us assume there are buyers who are not subject to liquidity shecks (such as banks with

* Calomiris and Eahn (1991) offer a rationals for why firms may be financed with short term demandable debt and
Dhamond and Bzjan (2001} argue why this mav be an especially appropriate form of finanemg for a fimane:ial
mtarmediary like a bank in a world where azgregate liqumidity shocks are low probability (while being less
appropriate for mdustrial Srms).

. Depositors could be thought of as msephisticated and hence unable to accept or trade martzage backed securitias
ar bank loans.
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more ligquid assets or longer term labilities, private equity, or Warren Buffet) who can buy at either date
paving cash. The buyer 13 indifferent betwesn buying at either date if the price gives him the same

expected date 2 pavoff per dollar spent, so long as the retumn is greater than the return on cash (so

F, =land F, =1). If he buys at date 0, he gets 1 at date 2, while if he holds on to the dollar to buy the
]

asset at date 1. he will get %at date 2 if the hguidity shock hits at date 1. and 1 at date 2 if it does not.
1

Therefore, the date-0 bud price of the buyer Ei:tlﬁ;li:sFi = g% +(1—g),or
0 1

R = (1.1)

We will now determune the price that banks are willing to sell for at date 0, given the date-1 price,
first when the bank remains solvent when the hguidity shock hits and second, when it becomes insolvent

upon the shock but bas lmited liability. We will show that trading can dry up at date 0 m the latter case.
Reservation prices when banks are solvent given the shock

Now consider the always solvent bank’s decizion on when to sell. If the bank postpones any sale until

after the shock has hit at date 1, it will have to sell a fraction 5, of the asset such that 5 ZP, = fD. or
m= E Ifit is solvent, s, = 1, and 1t can raise the necessary amounts to pay withdrawing depositors
1

and the depositors whe stay till date 2. The date 0 expected value of the payoff from selling at date 1 with

probability g is g[(1—m)Z — (1- f)D]+(1-g)[Z - D], which on substituting for #, simplifies to

1
Z-D—gD(—-1).
4, (P? )
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In words, the bank foregoes an implieit retum of {% — 1) for every dollar of asset it sells, and it
1

sells /I dollars worth, so its expected “lliguidity™ cost whenever it has to sell at date 1 for a price

1
B <1, which happens with probability g, 1s qu{F— 1) . Alternatively, the bank can sell at date 0 for
1

F, and hold cash from date 0 to 1, to cover the case where it needs liquidity. Ifit sells early at date 0, 1t

must sell a fraction of the asset given by 7, = . The bank’s payoff from selling just enough to meet

the liquidity need is (note that with probability g the proceeds of sale of the fraction ), of the asset

exactly pay off the /D of deposits) g [{1 -l —(1- f}D] +(1- q}[[l —mplZ + R - D] . which en

i 1
substihuting 7, = 7P simplifies to £ -0 — _J'D(F— 1). That is, by selling at date 0, the bank will
0 0

forego the implicit retum of (% —1) on fD dollars of assets with certamty.
]

The bank iz indifferent between selling at date 0 and date 1 when fD(1 —%j =gfl1- %} ar
0 1

P == (1.2)

This is also the bid price (see (1.1)), so both buyers and sellers are willing to trade on both dates so long

as the date O price bears this relationship to the (yet-to-be-determined) date 1 price.

Note that we do not model any idiosyncratic reason for either buyer or seller to trade at date 0 as

opposed to at date 1. If we did, there would be active rading on both dates.
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Limired Liability, Fire sales, and No Trade

We assumed above that the bank was solvent when it had to sell to meet the liquidity shock. What
if the bank becomes mnsolvent conditional on the liquidity shock at date 1, and the banker has lmited
hability? Clearly, the banker would never sell at date 0 if he would fail at date | conditional on the shock,
even after selling. The mtwition is simple. The banker, mn maximizing the value of equity, will want to
nmximize the value of the bank’s assets conditional on survival Since the bank survives only in the state

with no liquidity shock, and because the asset pays off most when the banker holds it to matunity rather
than 1f he sells it prematursly for a discounted price F, <1, the banker prefers to hold the asset rather

than sell it.

Now consider the case where the bank survives conditional on the date-1 heuidity sheck if 1t sells
some assets at date 0 for P, but it fails at date 1 if 1t has not sold assets previously.” The bank is willing
to sell at F;™ at date 0 if the price allows it to avoid failure and

1
P:u')rl:

fZ-D—{( -1/ = (1-gWZ — D), where the right hand is the bank’s expected payoff with no

asset sales, given it fails conditional on the liquidity shock hitting. Simplifying, we get

B = % . We also know that given the price F}, buyers are willing to pay
1+ gi——
q( D )
ad 1
l:i‘]h" =—————_ The bid price is less than the ask, that is, no asset is offered for sale at prevailing
1+g(—-1
4t 3 )
. . 1 . Z-D . . ) o .
prices at date 0 if F_l = N Simplifying, this condition is D> F [2 —(1- _.I'"}D] . which is
1 J

? Wa can allow the bank debt to be bailed out b the deposit insurance corporation, so long as the banker/equuty 15
wiped out (zae latar).
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satisfled if the bank has not sold assets at date 0 and 15 insolvent conditional on the hguidity sheck at date

1. We have

Proposition I1: If the bank is inzolvent at date ] conditional on the liquidity shock and not having sold
assets, it will never sell the asset ar the bid price ar dare 0, even if by doing zo it could remain solvent. No

trade will take place for the asser at date (0

In sum, so leng as the “fire sale™ price of the asset 1s so low at date 1 so as to dnve the bank into
insolvency, and the date 0 price reflects that future fire sale price, there will be no trade at date 0 — the
market will freeze up. Inhutively, even if the banker could aveid failure at date 1 by selling at date 0, he
will be making & transfer to the depositors in the state of the ligudity shock (from value he would have
enjoyed if he held the asset to maturity in the state with no liquidity sheck). Linuted liallity allows him
to aveld having to make this transfer. Since the date-0 ask price when the bank is always solvent is
exactly equal to the bid price, the date-0 ask price, if the bank 15 inselvent condifional on the shock and
enjovs limited lhiability, has to be higher for the selling bank to be indifferent between selling and not.

Hence no trade will occur.

The underlying intwtion is a combimation of an aggregate hguidity shortage leading to fire sale
prices (Allen and Gale (2004), Diamend and Bajan (2003)), and risk shifting (Jensen and Meckling
(1976)) or underinvestment (Myers (1977)). The banker foeuses on the value he will get conditional on
the bank surviving. Father than selling at the date-0 illiquid value, which transfers some of the value of
the proceeds to the depositors (akin to the Myers debt overhang problem), he would rather focus on
preserving value in the survival states by holding the illigquid asset to maturity (gkin to the Jensen and
Meckling nisk shifting problem). The banker is unwilling to sell the assets at date 0 becanse he will be
giving up the option to put the assets to the debt holders at & low price condifional on the liguidity shock —
or put differently, he will be paying for insurance agamst defanlt m illiquid states without benefiting

enormously from surviving in those states.
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Interestingly, the price risk associated with the illiquid asset stems directly from the bank's
liability structure, because demands from depositors for liquidity force a fire sale. Unlike in earlier risk-
shifting medels, therefore, the risk 1s endogenons — different institutions heolding the same asset wounld
have different exposure to risk depending on the maturity of thewr liabilities. Instifutions with enly long
terne liabilities would, for instance, have no risk of tlliquidity even while holding the same lliquid asset.
Mersover, a bank with high short-term leverage and limited liabality will see unlevered institutions in the
market as paying too low a price to take on lguidity risk (or, equivalently, willing to offlead it too
cheaply). because they do not have the put option banks have. Therafore, highly leverad banks will be
unwilling to sell assets exposed to the risk. Put differently, illiquidity affects both asset and lability side
in a bank, inducing a correlation that i3 absent in standard risk-shifting models. Indeed, if any bank is
levered enough. far from selling illigpnid assets, 12 will want to use any cash it has to buy illiguid assets

from unlevered entities, so a3 to “double-up™ on its bets.

Note that from the banker’s perspective, when the bank holds a single asset, a sale of assets is
equivalent to a sale of stock for cash. For the same reason that the bank will not sell assets for cash, it
will net sell stock for cash given the prevailing prices in the market place. This is a form of
underinvestment {(Myers (1977), Ivashina and Scharfstemn (2008)) whereby the bank will not 1ssue stock
becaunse of the wvalue transfer that goes to debt in states of msolvency. but it stems not from uncertain
fundamental values but from the potentially low future (and low current) fire sale prices at which illiguid

assets will have to be sold.?

In sum then. as expectations of date-1 liguidity fall so that the bank 13 insolvent condittonal on the

future shock, date-0 trading spontanecusly dnes up. Our model suggests then that distressed banks hold

* 41 oft mentioned rationale for why banks hold on to 1liquid assets rather than selling them is the notion that their
prices will zo up m expectaton. Indesd, it 15 easily shown that the price of the aszet does rise In expectation so that
.Fi'] < qf? +(1—-g) . However, this is merely an artfact of Jensen’s inequality and the need for retums to equalize

over different horizons.
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on to illiquid assets instead of selling them because they believe the price of the asset will be nmch higher
1n the foture, conditional on their own survival. Indeed, they would want to buy mere of the illigmd asset

from unlevered entities if they had spare cash.

II. The Sources of Illiguidity

Thos far, we have not described how the price F 1= determined Clearly, this 1= critical to our

analysis, for without a low F there would be no illiquidity or petential insolvency at date 1, and no
market freeze at date 0. Let the weight of the potentially “illiguid” banks we have described so far be
normalized to 1. We will now distinguish between securities that can be sold and loans on the bank’s
portfolio that can be recalled but not sold. This will add mere detail to our analysis, and will net

qualitatively affect our previous analysis.

Let fraction & of each bank’s assets be composed of the financial security we have described 30
far. Let fraction (1 - 5 of its assets be loans with face value Z maturing at date 2. We will assume these

loans can be recalled by the bank at date 1 — borrowers will then have to liguidate projects to repay the
bank, so as a short hand, we will say that banks ligudate loans. The bank’s lean portfolio has diffening
ligmidation values, with the range wmiformly distnbuted between 0 and Z, that is, loans can be liquidated
for values ranging from nothing to finll face value. The possibility of ligumidating loans gives the bank an
alternative source of cash, in addition to selling financial assets to buyers. We assume loans cannet be

sold (they have little value in another lender’s hands, because he has little ability to collect repayment).

Ligmd buyers (private equity, hedge funds, and liqud banks) can purchase the financial asset at
either date, and start with & m cash at date 0. Assume for simplicity that they are equity financed Let
these buyers alse have the possibility of making term loans to industrial firms. If R is the date-2 retum on

a dollar lent at date 0, let the available volume of loans returnming greater than or equal to B be J(R), with
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IN=T, I'{R)< 0, I"(R) >0 when R >1. Loans made by liquid banks return nothing at date 1,
though at the cost of additional nnneeded complexity, we could assume a somewhat higher date 1 refurn.

Ligmd buyers can store any excess funds at date 0 at a rate of 1. The timeline i3

Date 0 Date 1 Date 2
Mliguid bank sells secunities | Liguidity shock luts {or not) and Loans and securities pay off.
{or not). Ligmd buyers buy | depositors withdraw from banks. Banks Banker consumes proceeds
securities, make loans, and | decide loans they want to liqudate. Banks | after paying deposits. Buyers
held cash. sell securities and buyers buy with cash. CONSIMmE.
Fire Sales and Lending

Let us now derive prices. If §—T = fD | then liquidity is plentiful All industrial projects are

finded, and no loans are liguidated. The asset will irade for full face value £, 50 F=F=1.

Butif 8-7 = JD | the asset will trade at a discount to face value. At date 0, the implied interest

. . S 1 .
rate on risk free term loans has to match the return from buying the financial asset, that is, —_ This
o

. . 1 " L
means the ameount lent by potential buyers at date 0 is J{—). Intuitively, the long-term effective interest
]

rate, and thus the extent of long-term lending, is determined by the discounted price of illiquid financial
assets in the market — that reflects the opportunity cost of locking up cash in leans. I' also therefore

reflects how the supply eurve of liguudity previded by buyers varies with the effective interest rate.

Similarly, conditional on the ligquidity shock at date 1, the illiquud bank will liquidate any loan at
date 1 with ligmdation value greater than B2 before it sells any securities for F . Provided the bank does

not have to sell all its securities to meet the demand from depeositors (it 15 at an interier), the implied
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. . ) 1 .
interest rate the bank will use to judge whether to confinue loans at date 1 1s B 30 the date-1 price of

securities, through the bank's first order condition, effectively determines the amount of date-1 loans

1- 5)

|
recalled. The total value of cash generated from recalled loans is

Z E o
| m’x=[1—ﬁ]§[1—[ﬁ;]‘_|.

52
If the financial asset trades at a discount to face value conditional on the heuidity shock (so the

interest rate is positive). only withdrawing depositors will hold cash (all whe have expertise in the

financial asset will want to held it instead of cash). Therefore, cash supplhed from loan liguidation and

from buyers will equal cash demanded by depositors so that

Zio oo | 1.
A-8)—(1-(R) |+|¢-I() |=/D (1.3)
= L 5]
Also, we know that m equilibrium, F, = —1 . Substimting in (1.3}, we can solve for the single
e (1-g)

1

unknown, F, which is determuned by the bank’s need to recall enough loans to meet the aggregate

demand for liquidity. The necessary condition for (1.3) to be the equaticn determining F is that the bank
be solvent, that is, 1t have enough value after date-1 withdrawals to pay out depositors who stay till date 2.

This requires that &(1—n,)Z +(1- §)RZ = (1- /D . If withdrawals are met,

f=(1- 3j§| 1-(F ]2 | + @, ZF, . Using this to substitate for #,, the solvency condition is

R[FZ+(1-§)BZ-(1- f)D]+ |1—,ﬁ]§[1—| R ]3]—_@} >0 (L4)

The terms in the first set of square brackets on the left hand side of (1.4) sum up to the difference betwesn

the value of long term assets and un-withdrawn deposits, which are discounted to date 1 at price F, while
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the term in the second set of square brackets is the difference between cash realized from liquidated loans

and cash withdrawn, a liquidity shortfall that will have to be made up by selling financial assets. 5o long

as (1.4} 1z met, the bank will be solvent even if it sells more securities at date 0 (because F, > F).

As R falls, 1t becomes harder to meet the solvency constraint — asset illigquidity leads to
insolvency as in Diamond and Fajan (2003). If the potential liquidity demand f and bank debt D are very

high or the available cash hguidity net of industrial demand, & — 1T low, so that (1.4) 15 not met, then the

bank will be insolvent when the illiquidity shock hits and securities trading will cease at date (.

Lemma 1o (i} An increase in potential ligquidity demand, [, or bank debr, IV, as well as a decrease in the
relative size of liguid entinies, &, will lead to a lower current and furuve expectad price of the long dared
asset Z. (i} An increase in the probability of the liquidity sheek, g, will lead fo a decrense in the date 0
price Fyand an increase in the date 1 price B,. (iii) Ifthere is a f = f* at which all sales of the long
dated asset Z cease at date 0, then ceteris paribus, theve will be no sales for any f = " Ifthereis a

D = D" at which all sales of the long dated asset Z cease at date 0, then ceteris paribus, there will be no
sales for any D> D" Ifthere is a 8 = 8" at which all sales of the long dated asset Z cease at date 0,

then ceteris paribus, there will be no sales for any 8 < &%
Proof: See Appendix.

The memition belund Lemoma 1 (1) 15 straightforward. Turning to lemma 1 (1), an merease in the
probabality of the ligquidity shock will make the returns to holding cash to buy assets at date 1 higher. so
the date 0 price of the asset has to fall. In fum, however, this implies less lending, so more cash will be
available to meet the liquidity demand, and the date 1 price of the asset will rise. Therefore the higher the
probability of the liguidity shock, the greater the precautions the system takes against it, and less the

chance of mdividual farlure conditional on the shock. Lemma 1 (1) suggests that as higuidity demand
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increases or supply decreases, there will eventually be a “sudden stop™ in date 0 trading as banks become

insolvent conditional on the lgquidity shock.

Proposifion 2: An increase in potential liguidity demand, [, the face value of bank deposits, D or the
probability of the liguidity shock, g, as well as a decrease in the relative size of liguid entifies, &, will

lead to a reduction in dare-0 lending.

Progf® Lending increases in F;. F, decreasesin . D, and g and increases in & from lemma 1. Hence

the propositien. Q.E.D.

As the refurns to buying illiquid assets mereases, date-0 lending shrinks. Indeed, if date-0 trading
in the finaneizl asset halts completely, ligmid buyers may have plenty of cash on their balance shest which
they do not lend, in anticipation of buying assets cheaply at a date-1 fire sale (also see Acharya, Shin and
Yomlmazer (20097). To the outsider pelitician, this may seem excessive caution; after all, the liguid
buyers have no fear of liquidity shocks. Peliticians may want to mandate more date-0 lending for the
Liguid buyer. However, the behavior of potential buyers could well be a rational cheice as they demand a

premium for locking up their money in term loans.

Hliguid Banks

We assumed thus far that the price of securities 13 lugh enough that the bank sells only some fraction of

the securities it holds to attract all the available cash in the market, that 1s, §§Z > | 7 - I[Pij |. The
0

demand for liquidity could be so lugh that even if the bank sells all the securities it has for all the cash
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buyers have (so that the security price F" is such that B° 5Z = [E - I(%}:| ). the amount obtained from
2

liquidating loans (down to these with liquidation value F") falls short of the amount demanded by
. . 1 Z 20
depositors, that is, [H—I(Fj}+(1— 'ﬁ:lTl 1-(B°Y | < .
0 2k '

If the bank continued to hold all its securities to date 1, it will now have to recall loans whose
Ligmdation value per umit of face value lignidated 15 lower than _Fi 5o as to meet withdrawals.” If R
solves (1.3), the solvent bank is now better off selling some of its securities at date () rather than waiting
till date 1 and liquidating loans.® Indeed, all banks will have this incentive, until the price of date-1
securities is pushed down to the F that solves (1.3). Note that while individually banks will have the
mcentive to sell earlier, collectively they will not be better off since the cash in the market himits what
they can get for secunties. Indsed, by attempting to sell secunties at date-0 for what the market will pay,
the banks could collectively reduce their value considerably, perhaps even to the point of insclvency. We

will not explore such adverse attempts to comer liquidity in what follows, leaving them to fitture research.

Bank Runs and Ingfficiency

* Ifbanks could accept deposits from lguid buyers at this point, (1.3} weuld contmue to held even without date-0
sales. We assume deposit markets are segmented and such dapesits do not take place only to axplore the situation
where the security price 1z sat purely by the cash available m the market, recogmizing that thers typecally ars other
margins that also admst.

1

¢ Intuitively, the bank's date-0 ask price when no securities are seld at date 0 is .Fi']'“k = 1—: reflecting
g 7 (1-q)
the date-1 oppertmity cost of not havme lqudity, wlile the buver bid price 15 larger at _FI*]”M = 1 ! ,
Ipe +(1-4q)

reflecting the price of date-1 sscunties. So the bank wall sell at date 0 untl prices are equalized.
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Our focus thus far has been on explaining why the market for specizhzed financial assets can
freeze and how this affects other lending. We have ignored any efficiency consequences of bank
msolvencies, fire sales, or credit contractions. Provided there are no externalities from lending (that 1s. no
surplus generated by a borrower that the lender does not intemalize), fire sales when banks are solvent do

net produce inefficient outcomes.” They are simply 2 way quidity 1s obtained from buyers and

transferred to those claimants on the bank who need liquidity.

However, mzolvency will precipitate a run on the bank_ This will canse the bank to sell all it
securities for the avatlable cash in the market (thus reducing their price, as well as date-0 lending), and to

recall all its date-1 loans regardless of their hgnidation value, a source of significant inefficiency.

An Example

HL)
Let the base case be 2=2, §=03, =058, g=0.2, =035, I(}./F‘ 1=0.3%1.2 ! Given these
i

parameters, F,=0.354, F=00988 and the amount of date 0 lending is 0.213. The bank could zell just

24% of its secunities holdings at date 0, not sell any securities at date 1, and be solvent. Early sales
therefore are a way to purchase ligmdity insurance. However, if it does not sell any at date 0, 1t will find it
has to sell 86 percent of its securities portfolic at the depressed price condifional on just selling enough to
meet the liquidity shock. It will become insolvent, be run, and will nead to sell all its assets. Yet 1t prefers
net to sell at date 0 because the expected value of equity 15 higher conditional on ne zale than conditional

on the date-0 sale, for reasons we have explained

In Figure 1, we plot date 0 and date 1 security prices as we vary the amount of available cash with

Liguid buyers, 2. At levels of & below 0.32, the banks will fail conditional on the liguidity shock, and

" Our meedel has no such externalities, but they are present in Diamond and Rajan (2005).
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will be mun. Securities prices are low and lending even lower. Interestingly, an increase in liguidity from
0.20 t2 0.3 makes little difference in prices or lending becanse it dees not alter the fact that the bank wall
be run, and that the date-1 fire sale prices conditional on the shock will be very low, so date-0 prices will
be low. However, if enough liguidity is mfiised into the system so that the bank is not insolvent at datel,

securities prices are considerably higher at date 1 and date 0, and consequently, date-0 lending (see Figure

2) jumps.
Eey Assumprions of the Basic Model

It may be useful to discuss our key assumptions. They include the assumptions that lead to

Uliguidity, the liquidity shock, depesits not re-pricing, and the contagion to term lending.
1} Sources of Nhqudity

The key contractual element that exposes the financial institution to lliguidity 15 that short-term
debt can be withdrawn (or committed lines of credit can be drawn down — see Kashyap, Rajan, and Stein
{2002)) before the assets mature. If there was no possibility of needing to sell assets before date 2, then
the market values of the assets would not be depressed by forced fire sales and a3 a result there would be

ne risk of mselvency. With no inselvency, banks would not seek illiquidity nor would the market freeze.

The assets are illiquid i our model becanse the set of (equally) informed buyers is linited and
they have finite borrowing capacity (as in Shletfer and Vishny (1992)).% Hence buying capacity, rather
than asymmetry of information between buyers and sellers of assets, dnives our results. Inplicit here i3 the
1dea that potential buyers cannot raise funds and inerease scale mstantly. Of course, over fime we would

expect that if there were substantial gquantities of illiquid assets, existing skilled buyers would raise more

® One reason is that any buyers outside the sat of the skilled would find it hard to tell the fow bad securities fom the
majority of good ones, and could well face a substantial lemons problem if they tried to buy. Ancther is that the
asset requires active management that only the shlled can provide.
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fimds and mere entities wonld acquire the neeessary skills. Se illiquidity of this kind would, at best, ke a

medium term phenomencn.

2) The Liguidity Shock

We have referred to the bank's required need at date 1 of /D of cash as a hquidity shock, without
specifing the source. It could be a need by depositors for working capital for their own businesses
during a period of limited liquidity, or represent a fear-based withdrawal by some (uninsurad) depositors
or other short-term creditors who come to doubt the bank's wiability or the government’s ability or
willingness to protect bank creditors. One example is the loss of access to interbank loan markets where
other banks anticipate future problems with the bank and prefer to collect before the bank fails or is
closed (as in Snuth (1991)). Diamond and Rajan (2003) provides a general equilibrium model of this
type of run-based withdrawals stemming from 2 shortage of liquidity, stressing the two-way causality

batween illiquidity and insolvency.

3} Deposits and Re-pricing

We have assumed the bank’s cost of finding does not vary with the market interest rate implied in the
illiguid asset’s price. Underlying this assumption is that bank depositors do not have the expertise to
trade the illiquid asset, and as a result changes in the expected return offered in the illiquid secondary
market do not necessarily fores banks to increase the interest rates offered to depositers. We could relax

this assumption without qualitatively affecting the basic results.

More important, we assume that when a bank subject to ligquidity shocks sells assets early and reduces
the default risk to depositors, the deposit rate dees not fall. We justify this arguing banks have a loeal
monopoly over deposits and depositors inelastically supply a fixed quantity of depeosits at date 0 at the

offered mterest rate (normalized to 0) and do not demand additional compensation for greater defanlt risk.
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A cost of debt capital that 15 relatively msensitive to default risk is an impoertant driving force of the

model.

More concretely, the lack of full adjustment of the bank’s cost of funding to asset sales arises when
one partion of bank debt (such as existing long-term debt as i Myers (1977), insured deposits, or short-
term debt which mught, ex-post, end up being insured) 15 relatively insensitive to bank actions, wlile
another portion of debt (such as overnight borrowing, mninsured demand deposits, and cash in brokerage

accounts) is sensitive to the bank’s health and susceptible to run.® So, for example, if at least fraction f of

the deposits is short term debt, and there is enough value to pay off the short term debt, then the shert
term debt i3 potentially safe. Withdrawing depeositors could obtain full face value when they withdraw at
date 1. However, if liquidity is in short supply (that s, 6 —I < fI1) | the value of the bank’s assets may
be so depleted at date 1 that the remaining short term debt alse withdraws — if it renews, it will have to
share firm value with the long term debt matnwring at date 2, and there may not ke enongh to make it better
off relative to withdrawing. Thus short term debt may be largely risk free at date 0, yet precipitate

insolvency at date 1 through its demand for liquidity. ™

A final related motivation for the incomplete adjustment of a bank’s cost of short-term funding to its
defanlt risk is if lenders think there 1z & possibility, but not the certamty, of & bail out. In this case, the
bank’s upfront cost of funding will not adjust fully to its true nisk, but at a later date, lenders may run for

their meney (the liguidity shock) if they feel the governmen: will not come through with support.

¥ The search for illiquidity and the resulting mwillingness to sell occurs even if all deposits are meured, as long as
the bank s equity value 15 wiped out when the hguidity shock makes 1t insolvent.

" We say “largelv risk free” becanse if short term debt were fully paid off, the bank would never fail at date 1
(though it might be msolvent when long term debt matuwes at date 2). We need some default om the short term dabt
so that payment on long term debt 15 accelerated and the bank 15 run at date 1. The notien that shert term debt could

make 1tself whole through contmpgent actions thus precipitatmg widsr consequences 15 n Diamend (15910 and Bajan
and Wmton (1993), as well as Broonermeter and Oshmke (20097
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4y Tutial conditions

We have assumed that banks start out with no cash In a situation where there is potentially severe
Uliguidity at date 1. banks do want to “double-up™ on their illiqmdity risk by spending all their cash
acquiring illiquid securities. So one could imagine a stage of the game before the one we analyze where,
as anficipation of the seventy of the liguidity shock mereases, banks spend their cash buying potentially
lliguid securities. The more general point is there are “tipping”™ points, where cnce the anticipated price
of the 1lligquid security 1s low enough condittonal on the shock, banks will be willing to pay mare for these
securities than they are worth to unlevered market participants, and will atiract them from the rest of the

market, even while potentially reducing the market price further.

We have assumed a two-period medel, with ng further bank “franchise value™ (value samed by
the bank after date 2, but only 1if it remains selvent). Clearly, future franchise value would increase the
implisd equity stake the banker has, and thus reduce the risk of inselvency and the assoctated incentives,
but it does not change the fiundamental character of the problem. If banks differ sreatly in franchise
value, then other things equal, those with a sufficiently high franchise value would sell assets at date 0 (to
“de-lever”) and these with low franchize values would be willing buyers (and would be willing to pay

more than the unlevered buyers that we describe in the model).

Finally, it i3 not surprising that some banks become 30 levered that they will be insolvent
conditional on a liguidity shock. If liguidity crises are rare, financing with shors-term debt will usoally be
quite safe. If the probability of such a crisis inereases rapidly, banks will find themselves in the overhang
position described n our model, and at such a dme will become illiquidity seekers. Because illiquidity

becomes pervasive across the spectrum of assets with a linuted set of buyers, bank debt overhang due to

“ This depends on whether the cash banks pay leaves the sat of potential buyers into other uses or stays in that set.
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prospective liqudity may be more likely than the more traditional debt everhang caused by heightened

borrower credit rnisk.

5) Contagion to Term Lending

Term lending (a5 opposed to overnight lending) would be curtatled so long as such lending i3
done by either the illiquid banks or the potential buyers of thelr assets. In other words, it 1s because of the
future high potential imphed rate of return on 1lliquid assets that today’s required rate of retum on these
assets is high, as is the required rate of refurn on any other activity such as lending that is undertaken by
any financial firm that has access to this market. The spike in the required rate of return can spread even
to institutions that have no capacity to buy the illiquid asset. For instance, some large banks may cut off
client firms from borrowing, bacanse they see better value in holding illiquid securities. These client firms
may then approach smaller banks that do not operate in the illiqmd asset market. These banks may

nevertheless raise the interest rate they charge because of higher demand for their loans.

) Smoother rade

In our model, banks refiise to sell at date 0 as soon as there is any possibility they might default. If
thers were some frictional reasons for trade (for example, some buyvers are willing to buy at a shightly
higher price than the bid price we calculate), then there would be some selling at date 0 if banks have a
very lew probability of insolveney (the benefits of trade would exceed the small value of the put
foregone), but not 1f the probability becomes higher. Ifthe chance of receiving a ligquidity shock that
canses inselveney varies across otherwise identical banks, we would see the extent of asset trade varving

with the probability of the liguidity shock in & more contimons way. Constder the following extension.

Extension 1: Heterogeneity in Exposure to the Shock

123



Suppose the probability of the aggregate liguidity shock 13 g as before, but conditional on a gquidity

shock, each bank #has a probability &' <1 of getting the shock. Assume further that the fraction of banks
that zet a shock, conditional on the shock occurring, 1s constant — there is ne aggregate uncertainty

conditional on the shock.

One might expect that banks with a lower anticipated exposure to the shock might require a
lugher price to sell at date 0 — after all, they are less likely to need liguidity. Simple algebra suggests (see
web appendix), however, that if banks remain solvent given the shock, the probabality of the shock does
net affect the price they ask for the asset. As before, therefore, the bid and ask prices are identical when
there is no inselvency. The intuition is interesting. The ask price at date 0 that we computed earlier in
(1.2) fully compensated banks for the cost of selling early and having spare liquidity if the aggregate
shock does not hit. In addition, the ability to remnvest spare date-0 cash at the low security price F | if the
agoregate shock hits but the mdividual shock does net, fully compensates a bank for having spare
Liguidity at date 0. Intuitively, they can reverse the date-0 sale at date 1 by buying securities at the

distressed price F at no expected cost. This is why the size of the idiosyneratic shock does not matter if

banks are solvent. But if banks are insolvent if the idiosyneratic shock hits, §° does determine the size of

the put option.

Proposition 3: If banks have differing exposure &' to the aggregate liguidity shock, the ask price does not
vary with &' if banks are solvent conditional on the liguidity shock hitting them, but increases in &'if they

are insolvent condifional en the shock hitting them.

Progf® See appendix.
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If there are reasons to trade at date 0, as mentioned at the end of the previous section, then the
banks with the lowest probability of receiving a liquudity shock will be the moest willing to trade at date 0.

This has implications for government actions to eliminate a market freeze. We discuss this in section I'V.

Extension 2: Risky vs Iliguid Assets

Thus far, we have assumed that the illiguid assets hawve a value Z with certainty. It is hard to imagine
then why the asset 15 illigquid, since anyone with cash could buy the asset and hold it to maturity. In
particular, there would be no cost to the authorities of liquidity intervention, as long as the market price

per unit of face value 13 less than one.

Ome reason why the authorities could be reluctant to intervene is that the asset might require
management (as with a bank lean), and the anthorities may not have the capability. But this is not a
plausible explanation for arm’s length merigage backed securities. Another reason, and one we have
relied on so far, is that only the specialist knows the value of the security or, equivalently, a fraction of the
lliguid assets could be very poor in guality, so any casual buyer will end up with an adversely selected lot
of securities (unless he buys the whele portfolio, which even the government may not have the fimds to
deo). But a third reason, is pessible findamental incertainty about the asset’s value, which overlays (and is

partly responsible) for its illiguidity. Consider now an asset whose value i3 uncertamn, but i3 not lliqgumd.

Suppose the date 2 value is not Z with certainty, but is Z with probability 1— rand FZ < Z
with probably . The uncertainty about Z is resolved on date 1, implying that the date 1 value, RZ s

now low becanse date 2 payments are expected to be low. In other words, we replace the liquidity shock
with a shock to fundamentals. In this case, the asset 1s liquid and the gross rate of return from buying it at
the low value at date 1 is the normal expected rate of return (one each period). Of course, because the

asset 13 risky, a bank that would fail if and only if the lower asset value were realized at date 1 maght still

ask for a price at date 0 that exceeds the fimdamental value of the asset, becanse it values the option to
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shift risk to lenders, as in Allen and Gale (20005). This would cause a similar trading freeze, especially

pronounced for liguid assets with values that are highly correlated with bank solvency.

The ask price required by the risky bank would be the same a3 derived for the base case earlier if the
probability of the low cash flow is the same as that of the liguidity shock. The bid price would be
somewhat higher than the bid price we found earlier (because buyers require a gross rate of return of enly
! 1n the future, implying their bid would be the fundamental value of the asset, thatis 7EZ+(1-7)Z).
Because the hurdle rate for new date-0 lending would not be elevated by expectations of future fire sales,
lending by potential buvers is normal, that is 8 —T (and promises of injecting fiture liquidity would have
ne effect on current or future asset prices). To explain both a general credit freeze, including few new
loans by healthy unlevered buyers, and a freeze in securities markets, the fear of fire sales rather than
fundamental uncertainty s, we believe, a more relevant model. Moreover, a fluctuating demand for
lLiguidity generates a high correlation between an illiquid asset’s value and the bank’s solvency, which
canses both illiquidity seeking and a mading freeze. By contrast, a bank with risky but liquid assets would

net be deterred from selling a risky asset that 1s not very correlated with the value of its total portfolic.

IIT. Interventions

Government authorities (the Treasury, regulators, or central banks) might consider intervening to

eliminate the market freeze and even influence the market price of illiquid assets for several reasons.

L6y An intervention that reduces the fire sale pricing and rnms can mereass the flow of credit from
potential buyers and sellers, both at date 0 (new loans) and at date 1 (reduce unnecessary

Liguidation of old leans).

{11} The autherities may need a market price to help determine if the banks are solvent. When the

long mun value Z of the asset 1s random, banks and expert buyers may know the value but
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regulators may net. In addition, regulators may not know the amount of available liguidity, £.
Therefore, nseful valunation information can be obtained about both fundamental values and

expectad liqudity condittons by unfreezing the market. =

Possible interventions include forcing some distressed institutions to sell, paying enough to
induce voluntary sales to the authorities. increasing the capacity and incentive of potential buyers to buy
distressed assets, providing liguidity directly to banks, or removing the overhang of distressed institutions
by recapitalizing or closing them In any intervention, the authorities may be handicapped by not knowing
the fundamental value of assets themselves. The authornities may be willing to overpay (relative to the
private market) because they internalize the economy-wide positive spillovers from having a healthy,
functioning, financial sector, or because they have offered guarantess to depositors.” In what follows, we
examine various interventions, ranked somewhat loosely on their cost to the authorities. We begin with a
case where it is possible that autherities can save banks without invelving any taxpayer funds by foreing
banks te sell some securities at date 0 (though regulators need legal anthority to compel these sales). We
follow with voluntary purchases and liguidity interventions, both of which require government taxation
antheority to inject liquidity, but which may possibly avoid taxpaver losses. Finally we consider
subsidized injections of capital, which require taxation autherity and invelve expected taxpayer losses.

Diameond and Bajan (2003) analyze the costs of hiquidity and capital interventions, in a related setting.

Forced Date-0 Asser Sales

* Wote that Ulgqudity would deprass the bid price below Simdamentals, while the put option, stemmumg from both
hguidity and risky fundamentals, could elevate the ask price, even above findamental value if the prime driver of
the value of the put option 15 risk about fuindamentals.

 The overpayment could take the form of rents needed to ensure incentive-compatibility for buyers that can acquire

the asset on the regulaters’ behalf subsidiss to mduee banks to sall and partly reveal the value of assats, or lossas
made m buying claims on the dhauid azsets (that the authoritzes do net have preat expertise m).
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The bank may be insolvent conditional on the shock if it holds on to the security and sells only at
date 1. If, however, it sold the secunty at date 0, it would get a higher price and perhaps avoid default. To
the extent that this reduces the number of banks that are run at date 1 and therefore dump all their
securities into the market, it could also push up prices for the secunties, and thus increase lending at both
dates. Smee banks that expect to fail conditional en the liguidity shock do not have an incentive to sell

assets at date 0 at the price buyers are willing to pay, sales will have to be forced by the anthorities.

Proposition 4: Let the bank be insolvent ifit retains all fts securities Gl date 1 so that (1.4} is violated.

L If there is an my with ny = (0,1] such char

(1-B)RZR +[1—ﬁ]§[1—[ﬁ]:]+.ﬁ2[f?uﬁ:+(1-f?c}ﬁ)3U-f)DF[ +/D (1.5)

1
FZmf=|6-1(35)| (1.6)
o

then all the banks can be made fail-safe by requiring them to sell ny of their securities ar date 0.

Now let |I’| be zmall

{11} If there is no my with 1y = (0,1 such thar (1.5) and (1.6) are satisfied, then not all the banks can

be saved through forced dare-0 sales. The maximum fraction of banks thar can be saved is given

by y, where y, F, and n, solve

YEZmE, =

- IE%}:| (1.7)
]
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(-npzR+y| D-0-P2(1-(RF) = e-1), 8
\ J [

. ) i L3y
il-.ﬁJﬁz-ﬁ-'ll-ﬁ]?._l-'lﬁ] 1= BZ(mFy+(1-n)R)=(1-DR+ /M (L3}

i)  Ifno feasible solurion exisis fo (i1}, then the banking system cannot be prevented from failing

through securifies sales at dare 0.

av)  Ifsome banks can be saved from failing through securities salss at date 0, both Fy and F are

higher (relative fo the situation where all banks fail conditional on the shock), ar are date 0 and

date I lending.
Proof® See appendix.

The reason a forced sale at date 0 could contribute to bank solvency conditional on the lgmdity
shock is that the sales price pools the value of the security across future states (buyers essentially provide
the bank insurance). So the bank is worth more conditional on the liquidity sheck if 1t sells at date 0 than
1t would be worth if it did not sell and got hit by the liquidity sheck. Indeed, if banks are forced to sell the
appropriate amount at date 0, the price of the security conditional on the shock will alse be higher
because, with fewer failed banks, fewer securities are dumped on the market (recall that failling banks
dunp all their securities and liquidate all loans). This implies that the sale at date 0 also fetches a higher
price. Of course, forced asset sales will not work 1f securities prices are so low that solvency cannot be
assured or if the probability of the lquidity shock is high (5o selling at date 0 does not add much

inzurance to the value).

Note that once forced sales at date 0 exhaust all the cash buyers have set aside to buy securities,

further forced sales will reduce the price of the security. If |I| 13 small, buyers will not set aside more
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fimds to buy securities at date 0. even when they see the date-0 price of forcibly sold securities fallmg. If
s0, forcing secunity sales at date 0 beyond the point that buyer cash is fully absorbed by secunities, will
reduce the value of banks and hurt ther solvency. In such cases, the authorities will be better advised to
I

foeus on saving a subset of banks as i Proposition 4 (11). Of course, if |I'|1s high, foreing security sales at

date 0 bevend the pomt that buyer cash is fully absorbed by securities will depress the date-0 price of
securities and make the date-0 returns to buying these securities much higher, thereby diverting liquidity

from other parts of the system including term lending. This may help banks but at a cost to lending.

In sum then, the authonties have to tread carefully when forcing sales. If there is plenty of cash &
available with buvers, or if the size of the anticipated liqudity shock fD 1s small, forced date-0 sales can
avert bank runs contingent on the liquidity shock and the asseciated adverse spillovers. If cash is limited
relative to the size of the shock, however, forced date-0 sales can precipitate date-0 bank failures even

when there were none before.

Voluntary Sales to the Authoriries

The authorities can force sales only when they have some legal or regulatory ability to coerce the
bank. If a bank has to sell volhmtanly, it will demand at least the ask price, which i3 above the private
buyer's bid price. The authorities can offer to buy securities through a reverse auction so as to establish
securities prices, keep the securities off market in an entity like the Eesolution Trust Corporation, and

prevent some bank failures. A reverse auction will provide a price, but if autherities are unsure of why
banks do not sell {and do not know g, g, or f), it will not reveal the long-run value of the security, Z. to

them. Four additional features of the reverse auction are clear.

(1 Unlike with a forced sale, the suthorities will have to pay for the put optien banks have, making
this a costlier intervention. In addition to paving a higher price, the autherities mmst have the

resources to make the purchase or subsidize private purchases.
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(1)

(1)

(i)

Az Proposition 3 mdicates, the banks with the lowest value of the put option (that 1s, the lowest
exposure to the liquidity shock, and hence the safest) would agree to sell at the lowest price. Thus
a substantial amount of money could be spent in cleaning up banks that do not provide much
reduction in future fire sales, while the banks most in need of being cleaned up may not sell at the

anction clearing price.

Conditional on agreeing to sell, a bank would want to sell all its securities, since at any price over
the bid price, selling and remvestmg conditional on the lguidity shock beats holdmg to

maturity. " If these selling banks were banned from repurchasing the illiquid security if they did
net receive a liquidity shock on date 1, they would demand a higher price for parting with it at

date 0.

The price at which banks will sell will increase with the amount of money the anthorines puts
imto purchasing assets — becanse the fewer the assets left with the banks after the reverse auction,
the higher the date-1 price conditional on the liquidity shoclk (this 15 assuming that the cash the
authorities put into purchasing is additienal to that in the hands of private buyers). At the same
time, the selling price will also approach the price private buyers will pay because a lugher date-1
price will eliminate the possibility of failure and hence the seller’s put option. Interestingly,
therefore, government purchases can restart an 1lliquid private marke: at a lugher price. Note that
if date-1 illigmidity is not the problem but the problem is low fundamentals, the price will not

move regardless of the amount the government puts .

14 Ta see this, the value of selling at the date 0 bid price and reinvesting conditional on the Bquidity shock at date 1

j2)
15 —’q+F:'{1—q}=1 when P =F:" =
F

1

g
2109
P
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Liguidity infusion 1. Lend to liguid buyers ar date 0 or date 1.

An alternative to the government buying directly 15 for it to lend to liquid buyers at date 0 or date
1, thus augmenting & and boosting prices (ses lemma 1). Buyers certainly have the expertize to value the
assets, the real issue being whether they have the mecentives to use government financing in a reasonable
way. Some rents/subsidies may have to be offered to them to get them to use their expertise on behalf of
the government. To the extent that buyers get these subsidies only if they purchase assets, they may have
an incentive to pay for the put options banks have, and get them to s2ll assets. The cost to the authorities
here is augmented by the rents they have to pay the buyers. Depending on the details, which are beyond

the scope of this paper, this cost could be above or below the costs of the reverse auction discussed above.

Liguidity infusion 2; Lend to the banks at date 1

Wet another alternative 15 for the authorities to lend freely at date 1 to the banks experiencing
Ligmdity withdrawals. If the government could commit to do this on a sufficiently large scale, the date-1
fire zale would be eliminated as would be the date 0 market freeze. The taxpayer costs may well be very
similar to those of purchasing directly in a reverse auction, or to providing loans to private purchasers to
help them buy the illiguid asset. However, if regulators are unsure about the asset values, they would not
know if they were providing liquidity or participating in a bail cut. If the public believed, rightly or
wrongly, that lending was a bail out, it might ke unwillmg to support it. As a result, 1t nught be difficult
for the authorities to conumit to unconditional date-1 liguidity support at date 0, preventing them from
ending the freeze. Alse, uncondifional support conld inerease the incentive to become dliquid in the first

place as in Diamond and Bajan (2009) and Fahri and Tirele (2009).
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Close Some Banks ar Date 0

If there is insufficient hgquidity for all banks to survive the liquidity sheck, then all will be rum and
all will fail if each waits unfil date 1 to sell assets. There might be sufficient hguidity for some to survive

if the others are closed and their assets taken “off market™ (as in Proposition 4 (11))

If banks are insolvent, the authorities can close them (if the banks are not “too big to fail”). To
use selvency as a basis to close banks, the authorities will have to determine the value of assets, for which
they will either need to generate a market price or they will have to hire experts to value the assets.'” They
will also have to hold the illiquid assets m some holding entity (similar to the Fesolution Trost
Corporation) and sell them over time once the likelihood of the ligquidity shock falls. Closure thus allows
the authenties to remove the gverhang of illiquid assets, and bring dewn required rates of return, but it
does not absolve them of the need to value assets or mject subsidized higuidity at the costs described

above (to finance the helding enfity).

Difficulttes arise when the banks appear solvent today and thus cannet be failed. but could
become inselvent in the future — as in our model. Closure may not be an option for the “walking

wounded”. It may also not be an option for the banks that are difficult to fail for 2 variety of reasons.
Recapitalization if the shock eccurs

If the authorities are willing to infuse capital at the time the lguidity shock actually eccurs, they
could help when the problem is primarily one of fire sales leading to insolvency. Indeed, this i3 the

situation in our numerical example. If, for instance, the autherities were committed o use taxpayer funds

*S & market price will ba sufSicient to value assets held on the books so long as there are easily observable and
vertfiable characteristics that put the traded assets in the same squivalence class as the book azsets — ez mortzaze
backed secunties based on sub-prime mortzages originated by developer A innew development B i cxty O IE
howaver, there are still intrmsie differences between assets that require expertise (mortgages ariginated in the south-
side of the development have different defanlt characterisfics than those origmated m the nerth side, and cnly south
side mertzages are traded), then there 13 ne alternative to hiring experts.
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to give the baunk a gift of bonds of value 0.018 at date 1 that would pay off at date 2, they conld save the
bank from being mun. This would increase the date-1 security price above the “run”™ price, and increase

lending at date 0. Such an infusion could be thought of as “capital insurance.™

A commitment to provide capital msurance which would inject just encugh capital to allow the
bank to survive will not mduce the banker to sell securities early (becanse the banker knows his stake wil
be severely diluted even if the bank is bailed out, and thus his down side payoff will be very low, much a
the situation where he is nm). It does keep some assets off the market by preventing a nun, and hence
boosts securities prices, and thns lending. Indeed, the stress tests conducted by the U.S. autherities on 19
large banks in May 2009 might have been interpreted as a signal that the government would stand behind
the banks regardless of ther eventual loss levels. This eliminated the possibility of a large bank failure,

and began the process of raising the prices of illiquid assets.

Capital Requivements and Liguidity Requirements

Thus far, we have examined ex-post interventions. A moderately capitalized bank holding illigui
assets can quickly become an imdercapitalized bank if the risk of a lquidity shock nereases rapidly. Of
course, autherities could prevent leverad illiquidity sesking banks from emerging in the first place by
implementing very strict capital and Neuidity regulations. As Diamend and Rajan (2001) argue, this
could impose serions constramts on financial intermediation if carried too far. The appropriate level of e

ante regulations i3 clearly an important issue for further study.

IV. Related Literature, Alternative Explanations, and Evidence

Some recent work has explained market freezes by appeals to asymmetric information, along the
lines of the original insight of Akerlof (1970). Bolton, Santos and Schemkman (2008) and Heider,

Hoerova and Holthansen { 2009) present interesting models of securities sales based on private
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information of existing banks about the value of their assets. For example, in Bolton, Santos, and
Scheinkman (2008), long horizon investors cannot tell whether short honizon investers sell because they
need hguidity or because they have adverse information about asset guality. This leads to a price discount,
which deepens over time because the potential seller gets to know meore about the asset. The seller thus
has to decide whether to sell now in response to a liquidity need, of to attempt to ride out the crisis with
the pessibility of selling in the future at a much greater discount. There are both immediate trading
equilibria and late trading equilibnia, with the latter resembling our trading freeze. The clear difference in
our maode] is the assumption of no information asymmetry within the set of buvers and sellers (and thus

ne inerease in information asyimetry over time).

Acharya, Gale, and Yorulmazer (2009) show that borrowing freezes can arise when the
mformation structure in the market shifts from one where the ammival of no news is good news (and the
asset price goes up) to one where the arrival of no news is bad news (and the asset price goes down). In
the latter situation, the borrowing capacity of a bank may be very low when it intends to roll over its
borrowing repeatedly. The shift n information structore in the market can, therefore, canse lending to
banks to dry up. Our paper explains, by contrast, why long term lending to mdustry, where there 1s no

rellever risk, can also dry up.

Allen, Carletti and Gale (2009) present a model of freezes without asymmetric information, with
hinuted Lguidity as we assume, but without any risk of default. The market freezes there when there is
ample liguidity but most of the liguidity risk i1s systematic rather than bank specific. The interbank
market freezes because each bank wants to hold lquidity on its balance sheet rather than to borrow or

lend it when nearly all banks will borrow or lend (rather than take offsetting positions).

The model of illiquid asset markets where prices are set by the quantity of liquidity in the market

15 closely related to that used in Bhatacharya and Gale (1987) and Allen and Gale (1998, 2003). Thus is
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related, yet somewhat different from the model of liquidity in Holmstrom and Tirele (1998}, which relies

on collateral value as the limit to liquidity of an asset, rather than limited purchasing power.

Our paper is closely related to Diamond and Fajan (2003), who model contagions bank failures
due to limited aggregate liquidity. In their model, there is both individual bank risk about the propertion
of their loans that generate liqud repayvments quickly and aggregate uncertainty about the supply of
ligmidity. The potential failure of enough banks forces banks to call in bank-specific loans. Banks choose
to increase interest rates to attempt to atiract deposits from other banks, and this can bring down all other
banks when liguidity is too low. The model asswmes that the deposit market is competitive and that all
assets, mcluding bank deposits and short-term debt, nmst offer the same return as the loans that banks
make. The model we present in this paper has simular features, but the limited liguidity influences banks
only through prices of the financial security, rather than through the rates needed to attract scarce
deposits. The effect of limited liquidity on the price of banks™ financial security affects the rate of return

anficipated in the market over time, and thus lending.

Our paper is also related to Shleifer and Vishny (2008}, where banks expand and contract lending
based on their ability to securifize loans in a sentiment-driven market. In their model, parameters are
assumed such that banks would not want to heard cash in order to buy assets when market sentiment falls.
This then drives the pro-cyclicality of lending. However, banks would heard securities and not sell them
at such times, in anticipation of a recovery in prices. Qur raticnale for why banks hoard securities is
different, since there are buvers in our market who are not infected by negative sentiment. The reason in
our model is that banks prefer the higher return they get conditional on survival by helding on to the
asset, to the lower unconditional return they get from selling. While sentiment in their model 15 analogous
to liquidity in ours, the primary difference in implication is that m our framework, the authorities could
make a difference by various forms of hguidity infusion. Of course, to the extent that liguidity infusion

affects sentiment in mn-modeled ways, this difference would dinuinish.
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Finally, our paper is related to Plullipon and Schnabl (2009). Unlike our paper, they treat the
problem of credit contraction in a crisis as primarily due to a tradifional long-term debt overhang caused
by risky bank debt as i Myers (1977). Our focus on the mstitutional overhang of illiqud assets held by
short-term debt financed institutions and implied illiguidity seeking 1s guite different from traditional

overhang.

Our paper has implications for the world financial erisis of 2008-2009. Anecdotal evidence does
seem to suggest that trading slowed in mertgage-backed securities as the possibility of liquidity shocks
mereased. Of course, bank lending also slowed, even to highly rated borrowers (Ivashina and Scharfstein

(20087).

The most obvious alternative explanation 15 one related to bank regulatory capital — that banks
were trying to preserve book capital, and they would have been reluctant to zell secunties that were
heavily discounted in the market relative to what they were carried on the books for. According to the
book capital explanation, the securities that had the greatest divergence between their book value and
their market value would be the ones that banks would be reluctant to sell (and that they wonld move to
the “held-te-maturity” account). Our model, by contrast, would suggest that the securifies most exposed
to liguidity nisk wonld be the ones that the weak banks would be most reluctant to sell. Empirically,
though, the securities whose market value diverges most from ook value in a liguidity erisis may be the

ones most exposed to liguidity risk, so these explanations are not easy to tell apart.

The book capital explanation would, however, suggest weak banks wonld not have strong
mcentives to add to their existing holdings of 1lligmid assets. Our model, by contrast, would suggest they
would have an incentive to “double-up”™, mncluding by increasing leverage. There 13 some anecdotal
evidence consistent with this. The Econonust (Febmary 7 20100 cates an ABN Amro executive who
claims that the giant UK. bank, Foyal Bank of Scotland (RBS), got into trouble after its acquisition of

Dutch bank ABN Anre because “EBS, desperate for profit and capital, msisted ABNs risky credit
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trading positions be kept open—and some be increased “FBS decided to take a massive punt.” he says.”
More systematically, He, Khang, and Krishnamurthy (2010) show that over the period they examine, even
while hedge funds and broker-dealers {typically investment banks) were reducing their holding of
(1lhemd) securitized assets by approximately 3800 billion, insured commercizl banks were ncreasing
their holdings by close to $330 billion. At the same time, even while the rest of the industry appeared to
be reducing leverage, banks increased leverage from 10 to between 20 and 32. He, Khang, and
Enshnamurthy argue that the likely explanation is commercial banks had easier access to funding because
of help from the government — though absent the debt overhang incentives. it 15 less clear why banks
would increase their holdings of illiquid assets rather than inereasing lending substantially. Moreover,
Huizinga and Laewven (2009) suggest mortgage-backed securities as a share of bank assets were increasing
even before the panic-induced expansion in government lending support. Our moedel offers a reason why

Uliguid assets were more atiractive, even without government aid.
Conclusion

Our paper explains why potentially distressed levered instimtions may want to take large bets on
Uliguid assets simply because they see the marginal cost of the additional illiquidity as small. In this, our
paper offers a rational explanation for why some instimtions may largely ignore the probability of a
Ligmidity crisis (see Gennaioli, Shleifer, and Vishny (2010)). Credit is unlikely to flow freely unless the
problem of institational overhang is deals with — unless the selvency of illiquid instimitions is assured, or
the 1lliquid assets they held are moved to entities that will not wmload them quickly. The task of the
authorities is to facihitate such a clean-up at minimnm cost to the taxpayer. We have suggested some
possible interventions that could be effective. Maore work is clearly needed to understand the links

between solvency, liquidity, and lending better.
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Proof of Lemma 1;
We sketch the proof when the change in parameters does not cause a change in whether the bank defaults

or not. Incorpoeratmg such a change is straightforward. (i) Totally differentiating (1.3), we get

dF, D
—= — which 1s negative since the denonunator is negative. Similarly, we
V' -pzmer| |5
AR )eR
can show % < 0 and % =>0.Smce F, = ;: lemma 1 (i)} follows. (11) Ceteris paribus, an

q;__ﬂil-q)

Increase in g leads to a decrease in F . From (1.3), this must mply that F will mcrease in equilibrium,
since liguid buyers will lend less and store more cash. (i) The condition for all sales to cease is that the
bank ceases to be solvent. The solvency condition 15 given by (1.4), which on simplifying 13

rz'

B|-p)| Z|R+pZ-D|> DU-B)-A-F)| 2

| This 15 clearly satisfied if F} =1, so long as

D« Z As fincreases, B falls, from lemma 1 (i). So the right hand side of the nequality increases,

while the left hand side falls. Hence provided the bank fails for some £ it should fail for all £ > 7.

The other conditions follow similarly. Q.E.D.
Proof of Proposition 3

The bank will take prices as given. If the bank is solvent, the expected value it gets from selling

fraction #, of securities at date [ to meet the liguidity demand at date 1 is

gnzp,+0-H)| = ja-F)

b | 1

E

g8’ [B-n,)Z +(1- BIRZ - (1- fID]+q(1-5") — +p8(l-n)Z+(1-FEZ-D

+(1-q)[Em2Fy+ f(1-my)Z +(1-F)2 - D]
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where §r,ZF, +(1- ﬁ:l:l

The term in the first square brackets 1s the value of the bank conditional on the aggregate hiqudity
shock occurring and the bank also getting it, the term in the second set of square brackets is the value of
the bank conditional en the aggregate liquidity shock occurrmg and the bank escaping being hit. —in
which case it reinvests any cash, raised at date 0 from the sale of securities and at date 1 from the

liguidation of loans, i securities at date 1 at the prevailing price, F . The term in the third set of square

brackets 13 the value of the bank if the aggregate liquidity shock does not occur.

Similarly, we can write down the expected value of the bank if it does not sell securities at date

but instead sells securnities at date 1 only if it faces the demand from depositors. This is

a-m(Z)a-By
F

g5'[B(1-n)Z +(1- SYBZ -(1- f)D]+q0-5") +8Z+(1-B)PZ-D

+1-@)[fZ+ (1~ F)Z~ D] where fnZE +~&)| = |a-E) = /D

If the bank 15 indifferent between selling at the two dates, 1t must be the twe expected values are

equal. Equating the two expected values and recognizing that if the demand for hquidity has to be met on
both dates so thats F, = F. we obtain on simplifying that F, = 1; This means the date
—4(1-
17 1-9)

zero price the bank 1s willing to sell for, given an anticipated date 1 price, i3 mdependent of the bank’s

exposure to the shock, 5.
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But if banks are inselvent condifional on the shock hitting (that is, if
BZR +(1- ,.ﬁ}l % ';(1—3’}— fD+[(1-FRZ—(1-7)D]R <0), ' does determine the size of the

put option. Note that mn this case, because its value conditional on experiencing the liguidity shock i3

limited to zero, the bank’s expectad value if it waits to date 1 to sell is

la-[ % |a-p |
40-59| ————+6Z+(- HRZ-D |+(-FZ+ (- F)Z-D]

We want to find the value F;"* such that the bank’s value if it sells enough at date 0 to meet the liquidity

demand equals its value if it waits till date 1 to sell and enjoys the limited liability put. Equating,

substituting §7, 7P = fD —{1—_:3]| % {(1-F"), and simplifying, we get

Ak 1

A (1.10)
47 [PZ+(1=f)RZ-A-/D] ¢0=5) _, -
m-a-p|Zla-gy A

If the bank iz inselvent conditional on the lquidity shock, we know

l:il-,ﬁz +({1-8)RZ —(1—_.I'":ID:|+|:[1—_,{3Igl:l—[ﬁ Iz ]—jD | 0 (zee (1.4)). So the denominater on

the right hand side of (1.10) decreases in &', and B increasesin &', QED.
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Proof of Proposition 4:

{1)The date-1 interest rate, L , 15 determined by the condition that there be enough liguidity, after
1

Ligmidating loans, to meet depositors needs. Provided the bank is solvent. the Ligmdity condition i3

oo [ _ i B
(1—_&)5[1—-._3; ]+ € I[P:.j'_fD (1.11)

Note that there is a unique F that solves this. and R is mdependent of how many securities are sold at

date 0, provided all buyer cash is not exhansted. This alse means that regardless of how many securities

are sold at date 0. the date-1 price of securnties will be F, for that is the value of the marginal loan that the

bank can aveld liguidating if it sells a security at date 1 instead. This means the date-0 price of securities

13 F,’:=1;:solongas
_+ —
g i-aq)

1
BZn,B, < [f? —I{Fj] (1.12)
Q

It is then clear that the bank s solvency can be improved by foreing it to sell more securities at date 0. The
solvency condition i3

(1- 6)RZ.R+(1 —_ﬁ]%[l—[ﬁf |+ BZ(n,B, +(1-n,)B) 2 (1 f)DE, + D (1.13)

and the left hand side clearly increases in 7, (because F, > F). Hence (1).

(11} Once, however, the date-0 sales account for all the cash with buyers, additional sales will come at a

reduced price. We need to see how SZ(5, 5 + (1-#,)F) vanes with #, when
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depositors (net of what selvent banks can raise by liguidating loans) and buy securities from failing
banks. This implies

-n6zR+y| D-0-HZ(1-(B))|= {9—1(%}] (1.15)
\ & - ¢ [
Finally, the solvency condition for the solvent banks i3 inchanged and is
(1-8)BZB +(1- §)Z(1-(B )+ FZ(1,B +A-n)R)=(- DR+ D (11§

Clearly, the maximum number of banks can be saved if the date-0 liguidity is fully and equally divided
amengst the saved banks such that the solvency constraint is just met. Hence conditions (1.13) and (1.16)
are equalities. (i) follows immediately.

{iv)Failed banks sell all their securifies while solvent banks sell only a fraction of their securities.
Therefore, given the fixed supply of buyer cash, increasing the fraction of solvent banks will raise the
date-1 price, and by buyer arbitrage, the date-0 price.
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Discussion

Douglas Diamond:

It is a great honor to be here and I want to express my thanks to the Onassis Foundation, the
organizers, and the Scholars’ Association for letting me share my views on this important
topic. I do the study of private financial crises for a living. Essentially, in all of my career it is
all I have worked on, the role of short-term debt financial crisis; that is largely what the talk is
about. I don’t have much special expertise in sovereign debt crises, which is very much what
the current euro and Greek crisis is about, but I will try to draw some lessons from the study
of private prices to at least the timing of sovereign prices. The world private financial crisis,
the “private” I put to make clear that not all crises are about private firms, had a fairly
standard start. There were some losses, some change in value on some assets, and the losses
turned into a crisis, largely because these assets that went down in value had their location in
some financial intermediaries, some banks and non-banks that were very highly levered with
short-term debt. So, my diagnosis is somewhat similar to Professor Arestis’, but actually I am
not a person who thinks that it is all about the Glass-Steagall Act going away in the United
States; in part because a lot of the assets that got us into such trouble were on the books of
very non-traditional financial institutions: the CDOs, the SIVs, and the investment banks.

I agree that financial regulation was not in a very good shape [...] and has been misguided
in the past. It has been all about avoiding default by a particular institution. It should be
focused on avoiding the excessive use of short-term debt or other activities, which have bad
externalities on others. And in addition, if central banks lower interest rates to provide
liquidity during any financial crisis, that will give the banks the incentives to load up with too
many illiquid assets and finance them with short-term debt. And if you look at this huge run
up of short-term debt that was financing Morgan’s backed securities that I showed you in the
beginning of the asset backed commercial paper, if you try to use monetary policy for
financial stability, you got to get it just right. Because if you just have the Greenspan put in
and come in and clean up after the fact, you will have a lot to clean up after. There will be
way too much illiquidity in the system. So we need to refocus regulation. Let me just briefly
mention a couple of regulations that are part of a group. There is a group called “The Squam
Lake Group on Financial Regulation;” Fourteen financial economists, a couple of macro-
economists mixed in there. We had a conference last Wednesday, on the release of our book,
“The Squam Lake Report” that came out from Princeton Press, and we have a bunch of
regulations. Increased disclosure, to make sure if there is a shadowy financial system
developing somewhere, the regulators can know about it or at least the markets can know
about it. I will talk about capital regulation, reforming the way bank capital is set, and
improved failure mechanisms with a type of debt that conversed equity. If you don’t want to
buy our book, it is fine with me, we don’t get any royalties on it and you can get all our
recommendations from www.squamlakegroup.org.

So let me just talk quickly about our capital regulations. Our capital regulations' proposals
are bank capital requirements that percentage of assets that have to be in capital should be
increased for larger banks. That is a little along the lines of saying “Don’t allow any large
banks,” but we are not so much bright-line saying “The Volcker rule, no big banks; the
Volcker rule, proprietary trading.” We are saying larger banks, even though they are more
diversified and safer, should have much higher capital requirements. They are more likely to
get bailed out if they get into trouble, so you want to internalize that.Banks that have more
illiquid asset should have higher capital requirements. And banks that are financed with a
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higher fraction of short-term debt should have higher capital requirements. So this is not just
having a liquidity requirement for banks, but linking the capital requirement to the liquidity
requirement. If they are not very liquid, then they need extra capital to make sure that if there
is a system-wide drop in prices due to a run that they have enough capital to survive through
it, rather than add to it. So if you are going to be taking an illiquidity risk, you better have a
bigger than average capital buffer. And our version of the Volcker rule is not the bright line,
but activities that have hard-to-measure risks, like proprietary trading or assets that don’t have
a market price, so you can’t figure out if the bank is insolvent; those should have higher
capital requirements. And we also have a security called the “regulatory hybrid security.” It is
a kind of debt that converts to equity and it is a form of contingent capital and it is a way of
dealing with the too big to fail problem; so that the banks, if it is debt converted to equity,
would no longer be over-levered, unless the losses are astronomically big. This has to
obviously be long-term debt and it converts to equity based on two criteria. One, if this bank
becomes undercapitalized on some blend of marketing book measures, and in addition, there
is low aggregate capital in the banking sector. I think bad things happen when your whole
financial sector is undercapitalized. And even if there is not low bank capital, if the regulators
see a systemic crisis occurring, they could announce in addition that there might be a systemic
crisis and that would cause the debt to convert to equity. You need the bank capital as an
automatic trigger, because regulators are going to be reluctant to do that kind of stuff. So you
want the double trigger to avoid a death spiral. It is sort of like a speculative attack, where the
banks are going down, so the debt converts because the banks are going down, and there is a
sort of short attack. So you don’t want to base it just on the stock price; and you also want to
have some limit to regulatory discretion when bank capital is low. So contingent capital, this
stuff has a way of raising capital in good times, when nobody is worrying about anything,
instead of waiting to ask banks to raise capitals in bad times, when everybody thinks things
are about to melt down. It allows a sort of pre-funding of the bailout fund from the private
sector.

So the world financial crisis is like all others. Let me say a little about sovereign debt crisis
and try to relate that to the current situation. I am not really an expert on sovereign debt crises.
There was something very similar to a run risk in the days of fixed exchange rates without a
common currency. So there, if you try to keep a fixed exchange rate, you could have what is
called “speculative attack” and as long as you can keep trying to push down the exchange rate
long enough to have the central bank that was trying to defend the exchange rate run out of
foreign currency, you can then have a speculative attack on the exchange rate. That is almost
exactly the same thing as a bank robbery. So the nice thing about having a common currency,
so you have a fixed exchange rate relative to others in the euro zone, but not trying to fix it
compared to the dollar or the yen or something like that, is that in principle, the European
Central Bank can provide liquidity to prevent a speculative attack on its exchange rate;
because the only thing that is fixed is within the system, not outside the system. But that then
says that adjustment isn’t going to occur because of devaluation, and that is the good thing
about a common currency. The bad thing is the adjustment has to occur either by default on
debt or raising sufficient revenues to not default on debt, and the current crisis in the euro
zone isn’t about short-term rollover risk. The Greek government, the Spanish government
they don’t rollover all of their debt over night. They have three or four years, before they have
significant refinancing risk; so that allows three or four years to try to work out a situation,
either to convince the market that tax revenues and deficits will be such that they will be
enough to pay off the debt, or, if that doesn’t happen, to find some kind of non-default
restructuring, which is sort of a sanitized version of default. But that is about expectations of
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stuff way in the future. So if you get a crisis today, it is because people are concerned that in
the reasonably distant three or four year from now future, there will not be a resolution that
pays off the debt in full; and it's all expectations about stuff in the future.

So then the question is why doesn’t the crisis occur when it does? Why is it occurring
today? So why are the spreads, say, over German bonds, going up today? They could occur at
any time, because there is a lot of time to deal with the deficit. Other  countries  could
increase their deficits. Spain and Greece could reduce their. So obviously, one thing that was
a key trigger was — I guess the politically correct way to say this is — revelations about deficit
measurement. That is like saying that some people, the new government said that they didn't
quite like the accounting treatment of how their deficits were measured in the past. So that is
kind of a trigger; but that doesn’t have to cause a run today, because the debt doesn’t have to
be rolled over today. I think one reason this became such a high risk time to have fears about
whether your deficit numbers are accurate or not is that because — this is a consequence of the
world financial crisis — because the rest of the world is running deficits for macro reasons, for
stimulus reasons, other countries are starting to run up their deficits. And as a result,
everybody is thinking, “Well, maybe the United Kingdom is going to default on their debt.
Well, before the United Kingdom, it will be...” And then you start thinking, ok, it is a very
salient thing and we can start to see fear of fear itself. Thank you very much.

Person in the audience:
What about the United States and China? I think you related very well things that go to us
and in fact, Professor Arestis before you, mentioned a number of issues, main factors and

contributory factors about the current crisis. What about the United States, what about Japan
and what about China? I know you said you are in private crisis, not in sovereign state crisis,
but I would ask your views on the possibility of private financial crisis in these three
countries. I mean, obviously, not about Lehman or Bear Stearns or AIG in the United States.
About forthcoming possibilities.

Douglas Diamond:

I will start with the US, which I know the best. I think the risk for another private crisis in the
US is probably relatively low right now. I think, among the commercial banks we have had
very good success with our stress tests and disclosing the methodology of the stress tests. So I
think there is a general belief that the balance sheets of the large financial institutions in the
United States are in a pretty good state. Most of the small banks in the United States are sort
of insolvent right now, because they own lots of commercial real estate depended transactions

and they are being closed in a too small to be bailed out way. China is a very interesting
question. The separation between the state and the banks there is relatively limited. And I
think their banks are never tremendously well capitalized coming in. So I don’t think that it is
likely to be any financial institution crisis in China. I think the most interesting thing actually
about China is their former exchange rate policy was a piece of the global savings glut that
allowed the central banks around the world to keep interest rates so low in the mid-2000
period. As China seems now to be changing their monetary policy toward more closer to a
balance in payments and equal exchange rate, I think they will tending to push up interest
rates around the world, which will require a period of adjustment to financial institutions. The
Japanese banks, I have never understood the Japanese banks. I was a consultant in the Bank of
Japan for a year, in 1999-2000, and (I think I won't tell that story) and it was a very
illuminating period; and I think the Japanese have bigger deficits than essentially certainly
any euro zone country. And it is a bit interesting that no one is particularly concerned to say
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about sovereign default in Japan. And then, the question is you think in the future would the
Japanese ever default or would they just do a fiscal adjustment? 1 think most people, for
some reason, think the Japanese would do the fiscal adjustment. And I think the goal in the
euro zone is to make credible somehow that the countries that have big deficits right now will
over the relative period make the fiscal adjustment.

Person in the audience:

Until now, the tax payer has paid the cost of the financial sector crisis, both in the US and in
the European Union. Therefore, nowadays, in the European Union there is some talk about
creating funds, which would be funded by the banking sector itself, which would undertake

the cost of bankruptcies of sovereign crises in the future. I wonder what is the thinking on that
question in the US. Thank you.

Douglas Diamond:

I can not speak for the country; I will speak for myself that I think that there is some notion

that there should be a tax right now exposed to recover some of the losses for bailing out the
banks recently. I personally don’t think it is a good idea to set up a fund for bailouts. Because
I think it is better to try to design institutions to resolve insolvencies without bailouts, and
make sure there is a way to impose losses on creditors, without encouraging runs. So 1 think
setting up a fund for bailouts, without doing the later, would be the absolute worst case. It
would sort of be similar to introducing something like federal deposit insurance for the
liabilities of any financial institution could manage to get itself into big enough trouble with
enough other financial institutions at the same time. So I think actually establishing a fund is a
bad idea. I am sympathetic to the notion that we provided exposed deposit insurance to
Goldman Sacks, to Lehman Brothers, and it is too late to collect from, to Morgan Stanley.
Imposing a tax now to recover some of those losses, I think certainly makes sense politically
and I think it is not tremendously a bad idea. Obviously, when you put the tax after the fact,
you can only tax the well behaving firms who have stayed solvent. So doing it in advance is at
least good; you could have collected some of it from Lehman Brothers or some of it from
Bear Stearns. But once you’ve got this pool of money for bailouts around, I think to the extent
the regulators were bailing everybody out anyway without such a pool, I suggest it wouldn’t
be a good idea.

Person in the audience:

I am very interested about your ideas on hybrid securities; and if I understood you properly
well, actually you introduce converted share equities. Does it have to do something with the
Darrell Duffy discussion paper on distress-convertible bond theory? Does it have to do
something? I have read a paper on that topic.

Douglas Diamond:
Ours is a little different than the proposal. The first proposal of this type I am aware of was
from a fellow named Mark Flannery, from the University of Florida. And he had his debt

converting to equity, purely as a function of the stock price of the bank. So if the bank stock
price got below 3 dollars a share, 2 dollars a share, the debt would convert to equity. I see
some technical problems with that. You can sort of do a speculative attack on the bank and
get the stock price down and then the stuff would convert. There are also possibilities, even
without a speculative attack, just of multiple equilibriums. If everybody thinks the stock price
stays high, it is high; if everybody thinks it is low, it is low and they are both right: a certain
amount of indeterminacy. This indeterminacy will happen whenever at the point when the
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debt converts to equity, if there is going to be a discontinuous jump up and down of the stock
price, you have this possibility of indeterminacy.So that is the reason we use a blend of
market and book; you have to have the trigger, it is not just a function of market and if there is
market there, it is lagged to some extent. But I also think it is important that they have this
second trigger, based on the capital in the system as a whole. Because I think debt is an
important discipline device for firms and for banks. So if only one bank is in trouble and their
debt would convert to equity, I think no, no, don’t have it convert; let that single bank that is
in trouble go down, or alternatively, let that single bank that gets in trouble realize that it will
go down and fail, unless it raises more capital on its own. I think that would be good for the
incentives of banks. So that is the individual punishment. The reason we want to consider
aggregate capital as well, so if there is aggregate capital, then if you are undercapitalized all
your debt converts to equity, that is to avoid the group punishment, when everybody is having
a hard time refinancing themselves. So I think ours is a nuance, compared to Mark Flannery’s,
but I think the devil is in the details, as an old saying goes. The getting it right in the details is
very important to make sure it doesn’t make bad matters worse.

Chair:
One little question I had about your Squam Lake proposal. Does that take any position on the
issue of market value, accounting rules, banks?

Douglas Diamond:
I will tell you two seconds on the Squam Lake. There are fourteen of us and all of our

proposals require unanimous consent. The issues on mark-to-market accounting are somewhat
complicated. I think mark-to-market accounting is one of the best inventions ever, in that it
doesn’t have as much discretion in it and the regulators can’t hide losses. So I think mark-to-
market accounting should be used, but it shouldn’t be used in an automatic way that if the
market value goes down, the bank gets closed. So I would like to use mark-to-market
accounting as an indicator, as an input to regulatory policy. For example, if at market value a
bank’s asset is undercapitalized at market value, either looking at the bank’s price or looking
at the value of the loans, that should not trigger bank failure. That should trigger something
like a stress test, to have the regulators not try to use the market to tell them their job for them,
but use the market as a wake-up call to tell regulators they should go in and use their own
expertise to figure out if this bank is in good shape or not. I was sort of skeptical if stress tests
would work in the United States; and I think there is now pretty good belief that they actually
were somewhat accurate and they did find where the areas of potential losses were. So mark-
to-market accounting is a good thing, but not as a hard wire.
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The financial crisis of 2007-2009: Lessons for risk management

George Constantinides

University of Chicago

The 2007-2009 crisis is the most severe financial crisis to have hit the U.S. since the
Great Depression. Early signs of the crisis appeared in February 2007 when several
subprime mortgage lenders began reporting losses. In July of the same year credit
spreads started widening. In August PNB Paribas temporarily halted redemptions
from three of its funds and in September there was a bank run on Northern Rock. By
the end of November the crisis was in full swing, with several financial institutions
reporting large losses.'

The underlying cause of the crisis is the breakdown of the risk management
systems of financial institutions for detecting, assessing, and effectively dealing with
financial risk. The particular risk that triggered the recent crisis is the bursting of the
housing price bubble, the default of subprime mortgages, and the collapse of the
prices of mortgage-related financial products. We analyze the chain of events that
occurred during this crisis and learn invaluable lessons on how to build a sound risk
management system.

Whereas the recent financial crisis stemmed from the housing sector, a future
financial crisis may well stem from a different sector. If we are to be prepared to avert
the next financial crisis, we need to look beyond the housing sector and understand
how to build better risk management systems that cover the entire spectrum of risks.

The events that led to the present financial crisis are fairly well understood.” They
stem from the sub-prime mortgage lending spree and the resulting housing price
bubble. The lending spree and the housing bubble were fueled by the convergence of
several economic conditions during the period 2003-2006: low U.S. interest rates; a
surge of savings, including foreign savings in search of high-yield investments, such
as sub-prime mortgages and their derivatives; the creative but poorly-understood
securitization of mortgages; and the mistaken perception that the risks are low and

diversifiable. The risk management systems employed by financial institutions failed

! Cecchetti (2009) documents the early stages of the crisis and the response of the Federal Reserve.
? Brunnermeier (2009) and Diamond and Rajan (2008) provide insightful analyses of the crisis.
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to anticipate the bursting of the housing bubble and proved totally inadequate to
provide protection from the fallout.'

The bundling of mortgages by the originating banks as Mortgage-Backed
Securities (MBS) and the sale of these securities allowed the originating banks to off-
load the risk and provided them with the capital to originate additional mortgages
which were again securitized and sold off in an unending cycle.

The bundled mortgages were further securitized into tranches with different credit
ratings. The AAA-rated tranches were primarily sold to international investors who
demanded the high credit rating. The lower-rated tranches were bundled and
additional AAA-rated structure finance securities, such as Collateralized Debt
Obligations (CDO), were carved out of these bundled mortgages.” Just like the
proverbial Mulligan stew prepared by hobos from food scraps garnered from trash
cans that far exceeded in taste its humble ingredients... What was left behind was the
lowest-rated tranches or “toxic waste” which was happily bought up by hedge funds
and other institutions chasing high yields. Further complicating the picture, contracts
by the name of Credit Default Swaps (CDS) were introduced that insure against the
default of a particular CDO or corporate bond.

What went wrong with the risk management systems in this chain of events? First,
let us look at the originating banks. These banks were happy to receive the fees as
originators of the mortgages. They had no incentive to closely monitor the credit
worthiness of borrowers whose mortgages they would resell a few days later. This is a
classic “moral hazard” problem and one of the causes of the breakdown of the risk
management system.

The banks faced a second moral hazard problem as well. The bonuses paid to
executives and traders were based on year-end performance and led the banks to adopt
a short-term perspective. Naturally, their risk management systems adopted a short-
term perspective as well and were oblivious to long run risks.

The originating banks’ mistaken belief (or rather hubris) that the mortgages were
reasonably safe and provided an attractive risk-return tradeoff led them to hold on
their books large leveraged positions of the mortgages which they originated. Their

risk management systems failed to properly assess the risk of mortgage default. The

! Mayer, Pence and Sherlund (2009) document the deterioration of the mortgage lending practices as
banks were offering mortgages with small down payments and scant documentation of the borrowers’
income or assets.

% Coval, Jurek and Stafford (2009) describe the securitization process.
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systems employed by banks, insurance companies, such as AIG, and other
institutions, failed to provide for scenarios where the housing prices would drop by
more than 20%. In reality, housing prices dropped on average by 33%, while the low
end of the housing market dropped by 45%. This example illustrates another classic
problem: a risk management system is no more imaginative than its creator.

A related factor that distorted the originating banks’ assessment of the default risk
of borrowers is the gradual elimination of “soft’ information regarding the borrowers
as the degree of securitization increased and investors in MBSs relied primarily on
hard information about the borrowers. This had the effect of underpredicting defaults
by borrowers, leading to lower interest rates on new loans, and further fuelling the
demand for loans.'

The above problems that plagued the originating banks also plagued the risk
management systems of the other intermediaries higher up in the food chain of
mortgage-backed securities and their derivatives.

One factor that exacerbated these problems was another moral hazard problem: the
blind reliance of these intermediaries on credit ratings provided by agencies which
had a conflict of interest with the corporations which hired them to rate their bonds
and other financial claims. The risk management systems failed in part because the
credit-rating agencies provided faulty inputs to appease the firms which hired them to
provide the ratings. They also failed because credit-rating agencies erroneously
viewed structure finance products and corporate bonds as essentially similar financial
instruments.

We can go all the way up in this chain of intermediaries and ask why the hedge
funds that held the toxic waste did not have better risk management systems. Sadly
the answer is the same that we gave for all the other intermediaries: moral hazard,
hubris, and lack of supervision by their investors who blindly trusted them and failed
to demand disclosure of the activities of the hedge-fund managers.

Our description of the financial crisis so far can only be part of the story. The
deterioration of subprime mortgages at the beginning of 2007 cannot explain the
financial crisis which reached panic proportions with a delayed reaction only later on
that year. Furthermore, the total value of subprime mortgages in 2007 was about $1.2

trillion which represents only 6% of the value of the traditional and parallel banking

! Rajan, Seru, and Vig (2008) discuss this issue.
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system. How can subprime mortgages pull down the entire banking system? As we
shall see, the answer boils down to lack of transparency and luck of accurate and
timely information.

Traditionally, banks have relied on short term deposits to fund their long term
liabilities. The mismatch between the maturity of the banks’ liabilities and the banks’
assets exposes them to funding illiquidity and the classic problem of bank runs. With
the introduction of deposit insurance in the US in 1934 it was generally understood
that this problem was effectively addressed.

However, a key structural shift in the banking sector over the last 25 years has
rendered deposit insurance ineffectual in preventing bank runs.' This is the banks’
shift in borrowing through very short-term (typically overnight) repurchase
agreements as opposed to bank deposits which have assumed a secondary role.
Repurchase agreements are not covered by deposit insurance and the lending
institution obtains protection through collateral. This makes the banking system
vulnerable to bank runs and this is what happened in 2007. The deterioration of
subprime mortgages triggered a bank run by lending institutions which demanded
ever increasing protection in the form haircuts from the banks.

Why could the lending institutions not figure out the credit worthiness of banks
and selectively demand higher haircuts from financially troubled banks? Again the
answer boils down to lack of transparency and luck of accurate and timely
information.

From this brief anatomy of the crisis we draw several lessons for designing the risk
management systems of the future.

The first lesson is that a necessary condition for a risk management system to
operate effectively is to have available accurate and timely information.

Banks and other financial institutions should be required to disclose their financial
holdings in a transparent and disaggregated format and do so in a timely fashion. Each
player is better able to assess their own risk if they understand the risks and
vulnerabilities of their counterparties. Furthermore, they can better distinguish
between systemic risks and diversifiable idiosyncratic risks if the exposure of all
players to these risks is understood by all parties. Some regulation along these lines is

already under way.

! Gorton (2010) makes the case about the role of this structural shift on the financial crisis of 2007-
2009.
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Hedge funds should be required to disclose their positions and trades, a procedure
which is currently non-existent. Some regulation along these lines is already under
way.

As I pointed out earlier, Collateralized Debt Obligations (CDO), Credit Default
Swaps (CDS) and other financial instruments proliferated in the years leading up to
the financial crisis. In principle, CDO’s can play a positive role in the financial system
by securitizing and diversifying financial risk amongst many classes of investors; and
Credit Default Swaps can play a positive role by diversifying the risk of insuring
against default of a particular CDO or corporate bond. Their volume of trade and the
concentration of their ownership is opaque because they are currently being traded
over-the-counter and little information is available about them. Further complicating
the picture, as many as 80% of the CDS’s are held naked, meaning that the buyers of
insurance do not hold the underlying CDO or bond but rather hold these CDS’s for
speculation. Regulation is currently being proposed to require the trading of these
securities in organized exchanges with designated clearing houses and also curtail the
naked trading of CDS’s. These proposals may go a long way in facilitating the smooth
operation of risk management systems by providing accurate and timely information.
The CFTC (Commodity Futures Trading Commission), under the direction of its new
head Gary Gensler, is aggressively moving to regulate credit derivatives and all other
over-the-counter derivatives.

However, even if all the above information does become available, we should
recognize our limitations and the limitations of our tools to assess the probabilities of
rare but catastrophic events. The Value at Risk measure (VaR) informs us that there is
a (say) 99% probability that the loss over a certain future period (day or quarter)
cannot exceed a certain value, say, $100 million. What it does not inform us is how
big the loss can be in that 1% case where the loss exceeds the $100 million. It is
unproductive to try to build a forecasting model to predict how big the loss can be in
that 1% case where the loss exceeds the $100 million because these are rare events,
information is sparse, and economic conditions are shifting over time. Therefore, we
should recognize the limitations of our forecasting systems and focus, instead, on
scenario analysis: what will happen if one of these catastrophic events does occur and
how we should best prepare to address such a catastrophe. For example, whereas AIG
could not have forecasted with any degree of precision the probability that the housing

prices would drop by 30% or 40% or 50%, it could have spelled out carefully
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prepared responses to such disasters. Just allowing for the existence of such scenarios
might well have concentrated the mind of the board of directors of AIG and their
response might have been different.

The second lesson is that the current financial system is plagued with moral
hazard problems in every step of the way.

Executive and trader compensation should be based on long-term performance.
This will shift the focus of the currently myopic risk management systems to the long
run. Greater accountability imposed on executives and their boards will induce them
to pay more attention to the design, inputs, and output of risk management systems.

Furthermore, banks should be required to hold a certain fraction of the mortgages
which they originate so that they have the right incentives to screen potential
borrowers, generate hard and soft information about these mortgages, and disseminate
this information.

The third lesson is that credit-rating agencies should recognize that structure
finance products are essentially different than corporate bonds and should develop
the tools to assess their risks accordingly. Furthermore, the method of compensation
of these agencies should be changed to eliminate the current conflict of interest
between the agencies and the firms that originate the rated structure finance products.
Finally, banks and other financial institutions should tighten the risk tolerance of
their risk management systems. This will raise the banks’ capital requirements and
induce them to raise equity and long-term debt and lengthen the maturity of their

short-term debt.
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Discussion

Person in the audience:

I am just wondering. Say, for example, that someone wanted to protect himself against such a
catastrophic event. However, as you say, they cannot assign a probability to that event. So
what he can do? Say he is in the stock market and wants to buy puts. How long-term puts do
you buy? You buy three-month puts? One year puts? How long do you do this for? How
much money can you spend, before this event of very low probability suddenly materializes
or it doesn't? Because, if you keep on paying money, you keep paying this insurance
premium, maybe at some point the speculators definitely will not remain profitable, if this
was the trade. Of course, there are other hedge funds that make a lot of money betting on such
events, because these events actually did happen. But before that, if you were during the good
years of euphoria, then it would be very hard to predict this event and to take the necessary
course of action. The question is how feasible it is to plan against these events and to
realistically think that we should start doing this again? How much money are we going to
spend hedging against these events, if there isn't any probability for them? Because we can do
the expected value ...

George Constantinides:

I agree with you. I will try to answer the easy part of your question, "Would you buy a two-
month put option or a one-year?" Well, ideally that is a trade off, these are long-run risks; you
buy the longer one. Because the problem is only the closest to maturity and the next one that
are liquid. The further out you go, these are more illiquid. The second question about the
pricing, “If we cannot assess the probabilities, what you do about it?” First of all, let me tell
you that I have done a lot of research on the most liquid and the most watched options, the
SNP 500 options. And we find that both the deep part of the money puts, but also the deep
part of the money cost are generally overpriced. So, even for those most highly liquid ones,
there is a difficulty. What would you do about it? Here you would have to recognize that it is
a situation of Knightian uncertainty, there is a question of risk versus uncertainty. Risk is we
can assign probabilities to this event. But this is a situation where you throw your hands up
and say: "I don't quite know.” The point is in 2004-2005, whatever you assessed the
probability of the Greek current situation, you would have made money. Because people were
just assuming that that event was nonexistent. So even if you assigned a very small
probability for that, you could have made some money then. Now, whether you would have
exposed the price correctly, I don’t think you can. As I said, even for these most highly traded
options, you cannot. But I guess the basic lesson I am saying is if you cannot assign a
probability to this rare event, trading in the zero probability you know is definitely wrong. So
you can do better than zero. If you say one per million or one per one thousand, it may not be
correct; but it may be closer to reality than exactly zero.

Person in the audience:

I would like to ask, since we cannot really comprehend uncertainty, the Knightian uncertainty,
is it logical, in terms at least of capital requirements, to always have an uncertainty factor built
in? For example, let’s say we have a mechanism to say how much capital banks need, and
let’s say this is 10%. Shouldn’t the regulators say: “Ok, since this is based on some kind of
model that clearly the past has shown that we cannot really foresee any catastrophic event or
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any other kind of risk, we should put an additional 2%,” for example; just to cover this fact
that we cannot really forecast.

George Constantinides:
Yes, definitely. I am not going to repeat it, because my colleague Doug Diamond talked at

great length about particular requirements for the banks too big to be allowed to fail having
more strict requirements and how this short-term debt turns into equity automatically.These
are all conditions; and these conditions should take into account scenarios which may be too
exotic to be able to assign probabilities, but partly take them into account. Now, I am not
advocating that we should allow for zero risk; because then we will do nothing. There are
some risks that we will be exposed too, we will not be able to cover ourselves from all the
risks. But particularly for AIG, they looked at what was the historic average in the whole
country, the greatest loss of 20%, and maybe it would be very-very hard to envision a drop of
50%. But if 20% happened, it is not that exotic to think that the housing market could drop by
25%. We are carried very much by a current period, which everybody could see that it was
a bubble, it was fueled by the low mortgage rates; because the Chinese at that time, before
they became more sophisticated, could do nothing better than park their surpluses in treasury
bonds, so that fueled the market. So, looking back to it, it was obvious that it was a bubble.
When you are going through this, you are optimistic, but let the real estate agents be fooled by
that; why couldn’t the banks and AIG recognize that if 20% happened, there is some scenario
they had to worry about for the market dropping by 30%? So I think that all the stuff that
Doug talked about should take into account scenarios that may have never been realized in the
last 100 years, but may happen.
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Actions for a less procyclical financial system °

Gikas A. Hardouvelis
University of Piraeus and Eurobank EFG

1. Introduction

When studying an economy, it is often helpful to separate the real from
the financial sector and explore in greater detail their separate behaviors.
et, the two sectors are intimately related with bidirectional feedback
from one to the other. This feedback is clearly displayed in their common
procyclicality. As the Bank for International Settlements puts it in its
2009 annual report, “A procydlical financial system refers to the notion that its

dynamics and the dynamics of the real economy reinforce each other, increasing

the amplitude of booms and busts and undermining stability of both the financial

L

sector and the real economy.” More precisely, in good times, there is
excessive risk taking and excessive financial activity, whereas in bad
times there is insufficient risk taking and very little financial activity. This
behavior can create a vicious cycle, expanding the cyclical fluctuations of
the real economy, which can then feed back negatively to the financial

sector itself, and so forth.

For decades, many economists — perhaps the majority - have argued that
rational agents do forecast the long term, hence, they see through the
cycle: Rational agents cannot be easily confused by the ups and downs of
the business cycle. Yet, in the last ten years some economists have
managed to create equilibrium models in which a strong macroeconomic
cycle and a majority of short-sighted agents may force behavioral
conformity even on other agents who see through the cycle, i.e. even on
the ones who have different expectations from the prevailing majority.
For example, it pays to ride a bubble for a while rather than take a

* T would like to thank Theodosios Sampaniotis and Theodore Stamatiou for their useful comments.

161



position against it (Abreu & Brunnermeier (2003)). Or, regarding the
behavior of bankers, Chuck Prince, the former chairman and chief
executive of Citigroup, one month before the recent financial crisis
erupted, on July 10, 2007, was guoted in the Financial Times, saying:
"When the music stops, in tarms of liquidity, things will be complicated. But as
long as the music is playing, yvou've got to get up and dance. We're still
dancing,...” This conformity in behavior can exacerbate procyclicality and
was apparently a predominant behavior prior to the international crisis of
2007-2009.*

Following the international financizl crisis of 2007-2009, procyclicality has
comea to the attention of policy makers. The crisis has left the global
financial system wulnerable to future adverse shocks as many economies
levered up through drastic fiscal expansions aimed at avoiding the worst
conseguences of the recession and as monetary policies have
correspondingly brought nominal interest rates close to zero and flushed
the system with abundant liquidity. In a fragile financial environment
with private and public sector leverage and abundant central bank
liquidity, procyclicality becomeas an even more important issue, as it can

exacerbate economic fluctuzations and lead to subocptimal behavior.

Since procyclicality characterizes both the real and financial sectors of the
economy and their bidirectional interaction, economic policies intended to
counteract it, cannot be purely financial or economic, but mixed. Those
policies are analyzad in detail in the article. Naturally, there is no clear
unanimity among sconomists on the types of pelicies neaded. Some have
warned not to rush tooc quickly with extra regulations in order to reduce
procyclicality or, at least, try to frame the regulations in a manner which
is not too costly for financizl intermediation (Kashyap, Rajan and Stein
(2008)). Others provide arguments for strong restrictions, which in their
view reduce risk substantially and have a minimum cost on financial
intermediation (Admati, DeMarzo, Hellwig, and Pfleiderer (2010}).

' The literature on the international financial crizis of 2007-2003 is qrowing. See, for
example, Borio (2008), Bordo (2008) Brunnermeier {2009), Gorton (2008, 2009, 2010},
Metrick and Sorton (2010}, Reinhart and Rogoff (20090 or Geanakoplos (2010).
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Cwverall, there is a growing consensus among economists and policy
makers today that new regulations are needed even if they turn out to be

costly,

The article bagins in Section 2 with a brief description of the procyclicality
of the financial sector. Subssguently, in Section 3 it discusses issues of
policy design and analyzes twenty factors that exacerbate procyclicality,
suggesting ways to mitigate them. Section 4 discusses the state of
current regulatory efforts over the issue of procyclicality. Section 5

concludes,

This s=ction describes the main features of procyclicality. In order to
clarify the relationship betwean the ups and downs of the real and the

financial sector of an economy, it begins by examining boom periocds.

2.A Boom periods

During ocutput booms, risk premia decline and the guantity of risk taking
increases. Specifically, firms and households become optimistic and take
large investment and employment risks (Borie, Furfine and Lowe (2001),
Borio and Lowe (2002)).

At the international macro level, an output boom in a major developed
region like the US, Europe, or Japan, is typically followed by increased
exports of emerging countries to the booming developed region as well as
increased flows of financial and physical capital to emerging countries,
both of which exacerbate the cycle. Emerging economies grow faster and
a common global upturn materializes. Then financial behavier in the
emerging countries becomes itself procyclical as well, Houssholds in
emerging countries expand their borrowing and, moreover, they typically

increase their share of foreign currency borrowing, since foreign interest
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rates in developed markets are usuzlly lower; hence foreign exchange risk
in emearging countries rises as well (Kindleberger (2003), McKinnon and
Pill (1999)).

Figure 1 presents some recent evidence consistent with the above
procyclicality story in emerging sconomies. It reveals 2 positive
correlation between FDI inflows and economic growth in emerging
European countries. The figure presents a scatter-plot diagram for 19
SEE, CIS and Baltic countries plus Turkey in the years 2007, 2008 and
2009. The wertical axis presents the FDI as a percent of domestic GDP
and the horizontal axis the country’s GDP growth. Observe that vears of
a high FDI inflow are alse years of high GDP growth.

Figure 1.
The ebbs & flows of net FDI
in emerging European economies
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Source: Eurcbank EFG

Turning to the behavior of demestic financial intermediaries, during an

economic expansicn commercial banks accelerate their credit extension,
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bank competition for customers becomes acute and bank interest rate
maragins (the differences between lending and deposit rates) decline,
leading to 2 loosening of credit standards: Down payments or other bypeas
of required collateral diminish, loan-to-value ratios increase and profit
margins get squeezed (Gorton (2008)). The upward cycle also improves
asset prices, hence collateral values increase, leading to even more

lending activity.

On their part, investmeant banks also exacarbate the cycle. They sesk
mare deals as margins-per-deal decling, trading on their own-account
rises, leverags increases, financial innovation becomes routine and

perhaps creates hidden and under-priced risk (Borio (2008, 20107)).

Other financial intermediaries also behave in a2 procyclical fashion. As
asset prices rise, hedge fund managers become more aggrassive in trying
to find new investment opportunities and increase their leverage (Chan
et. al. (2007)). At the same time, herd behavior reinforces the asset
price boom across different classes of assets and different countries;
hence the correlation among returns becomes more positive not just due
to the increased correlation of fundamentals but also due to the fact that

diversification gets destroved (Lo (2009)).

In this suphoric environment, regulators become less strict as they easily
confuse the boom for 2 new virtuous steady state. Capital regulation
formulas do not react to the heightened risks, since they are procyclical
rather than countercyclical by construction (Amato and Furfine (2003)),
an item we znalyze later. All this accelerates the economic boom and

feads the process in the same upward direction, hence tail risks increase,

With heightzned tail risks, the process can stop abruptly, perhaps due to
defaults in one area that quickly spread throughout the financial system,
which has become vulnerable due to the =arlier excessive leverage &
insufficient liquidity. It is then possible to observe the opposite cycle,
namely a bust in financial marksts which would lead to a bust in real

activity, as it happened in the 2007-2009 crisis.
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2.B Bust periods

During bad times, there is insufficient risk taking & low financial activity.
Specifically, during output busts, risk premiz increase and the quantity of
risk taking declines, Mon-performing loans rise, provisiens increase, and
commercial bank credit extension declines both from demand and supply
factors, as banks apply stricter credit standards: Required down
payments or other type of collateral rise and loan-to-value ratios decline.
Bank profitability declines, thus retained earnings decline, leading to
lower capital reserves relative to assets and to a contraction in the growth
of the balance sheet. Asset prices decline due to fundamentals and
sometimes further due to forced selling, thus collateral values decling,

lezding to a further contraction in lending.

Figure 2.
The countercyclical nature of bank losses
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as a percentage of total bank loans. The figure shows that charge-offs

decline in booms and increase in busts.

Mext, Figure 3 shows the procyclicality of the supply response of banks.

It is not only demand for loans which is procyclical, but supply as well,
sternming from the way banks apply their credit standards. The figure
presants the growth rate of US rezl GDP from 1990:Q1 to 2010:91
together with the results of 2 quarterly banking survey, conducted by the
Federal Reserve., The survey asks banks whether they tightened or
loosenead their credit standards during the last 3 months. Figure 3 reports
the difference between the percentage of banks that claim they restricted
their lending standards and those which loosed credit standards. Observe
that the ups and downs in the tightening of credit standards moves

opposite from the ups and downs of economic growth.

Figure 3.
Bank degree of tightening of credit standards

across the cycle in USA
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Figure 4 presents a similar procyclicality story about the behavior of
finance companies, when they finance the purchase of 2 car. The figure
presents the monthly loan-to-value ratio for new car loans and the US
unemployment rate {in reverse axis). The loan-to-value ratio rises and
falls together with the rate of unemployment. Finance companies become
strict when unemployment rises and loosen up during good times, when
unemployment falls.

Figure 4.

Loan-to-Value ratio for new car loans in the US
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Turning now to the internaticnal macro level, which we discussed in the
earlier subsection, capital flows to emerging countries shrink or stop
abruptly, straining investment activity and growth in emerging sconomies
and leading to a common downward glebal business cycle. Houssholds in
emerging countries face problems with their previous foreign exchange

loans as local currencies depreciate and their disposable incomes shrink.

As the bust mushrooms, the downward spiral accelerates and contagion
may take place across markets and countries, with the correlation among
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asset returns approaching unity, hence diversification getting destroyed.

Regulators become strict and watchful.

3. Can procyclicality be averted?

This section describes factors which exacerbate the real and financial
cycle and discusses ways to mitigate them. For ease of exposition, 3
lengthy list of twenty different factors is grouped into four major
categories: the economic envirenment, the financial environment, the
policy making environment, and the instituticnal features of the financial
system. The section concludes with a detailed analysis of policy design

issues,

3.A Factors related to the economic environment

I describe four factors related to the economic environment:
Globalization, technological improvements, “short-termism,” and inertia in

househeold and business sentiment.

(I). A major factor reinforcing procyclicality is the advent of globalization,

as the interconnectedness of countries allows shocks to move quickly
from ocne to another and synchronizes the business cycles across the
globe, Artis and Okuhbo (2008) show that the similarity in cyclical
movemeants has increased since the early 1960s, an era coined as “the

second wave of globalization.™

This cross-country feedback among business cycles is hard to counteract
and does appear beneficial to do so either. Yet, emerging countries often
impose restrictions on speculative capital inflows andfor on the FX

exposure of domestic firms and households. These types of restrictions, if

2 The amplitude of fluctuations is reduced in the lazt 30 years (Zamowitz (1593), Dalsgaard,
Elmeskov, Park (2002), Cotiz and Coppel (2005)) but for reasons other than the co-
movement created by globalization.
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not pushad to extreme, can often help avoid some of the worst excesses

of the global financial markets (Kose et al. (2008]).

(II). A second facter reinforcing procyclicality are the technological
improvements in information dissemination across the globe, which imply

similar inputs to decisiocn making. Yet, one cannot and should not restrict

the dissemination of information.

(IIT1). A third factor is "short-termism™ in the behavior of firm managers,

who cannot see beyond the current cycle and seek short-term profits.
This behavior is often blamed on their salary/bonus structure, which is
usually based on a short-term performance evaluztion and, very
frequently, on the stock price of the company they work for. Since stock
prices are procyclical, boenuses become procyclical as well, leading to
myopic behavior (Stiglitz (2008), De Larosiére (2009)). Myopic decisions,

in turn, exacerbate the cycle,

The De Larosiére {2009) report suggests bonuses should be set in a
multi-year framework, thus spreading them over the cycle. Bonuses
cshould also reflect actual performance and net be guaranteed in advance.
More recently, a study by Wei and Yermack (2010) attempts to
differentiate the bonus mechanism in the financial sector from the rest of

the corporate sectors, taking inte account not enly equity but debt.

(IV). A fourth factor is the inertiz in housshold and business sentiment,

as individuals tend to think that the future will be similar to the present,
and thus take decisions that prolong a cycle (Goodhart and Lim (20107).
Lack of full rationality among private agents is a2 contestable topic in
Eccnomics for a long time. In any case, it would be difficult to alter

hurman behavior in democracies, apart from providing education.

3.B Factors related to the financial environment

In this subsaction, I group four factors, which are more specific to the

practice of banking and finance.
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(1), One obvious such factor is the similarity of technigques and input data

used to assess banking risk. For example, the Value at Risk methodology,

largely unknown in the early and mid 90s, has practically dominated the

fizld of risk management during the last ten years. Since sveryone uses

the same technique and the same data, most risk managers are bound to
reach similar conclusions and, hence, behave in a2 similar fashion. This

similarity in behavior exacaerbates fluctuations.

The VaR methodology is also criticized for a number of shortcomings of its
own. One such shortcoming is the use of current market prices to assess
riskiness. Another is the owverwhelming utilization of cnly recent historical
experience as a guide to replicate the set of all possible eventualities.
These shortcomings add to the short-slightness of the methadalogy and

the aggravation of cyclical fluctuations.

It is difficult to impose variety on the technigues and data used by private
financial institutions in order to assess risk. Private enterprises will do
what fits them best. Perhaps regulators cought to be extra careful about
techniques that utilize current market measures of price of risk. And they

ought to be extra careful when interpreting results from VAR models.?

(II). A& second factor which reinforces continuity in past behavior and
prolongs the cycle originates from the distribution of power among

managers of financial institutions. Risk management is not truly

independent from the money making business units and the CEQ. The
risk managemeant units are often pushed over and are obliged to "saill with
the wind,” namely, to water down their risk assessments in order not to
spoil the party of money making units. The recent famous example of how

the risk manager of Merrill Lynch got fired a year before the crisis because

* The procyclical feature of VaR methods have been mentioned as a source of procyclicality
and rezsarch already started in order to improve the VaR framework. For example, Adrian
and Srunnermeisr (2009) propoze CoVaR as an alternative measzure to “traditional” VaR.
Thiz measure captures the contribution of a financial institution to the systemic risk of the
whole financial sector. It is calculated as the difference of the VaR of the financial =ector

conditional on the VaR of an individual financial institution minus the (unconditional) VaR of
the financial sector.
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he was doing his job to warn about the risk exposure of the company is
ocnly a drop in the bucket, This issue is particularly important in smaller
economies with few specialized job opportunities, forcing the risk

managers to follow the demands of money-sesking units, as losing their

job implies lack of alternative opportunities.
Basel II insists that the risk management unit is independent and reports
to the Board of Directors, In practice, this regulation gets bypassed,

especizlly by smaller financial institutions.

(III}. A third factor is the similarity of behavior of fund managers, who

herd because they are often evaluated against each other;* hence they
worry about relative performance in addition to absolute performance and
the time horizon of returns. This behavior leads to a2 prolongation of the
cycle. Of course, herding by fund managers cannct be ruled out by
regulators, neither can the exchange of views among them be considered

illegal.

(IV). & fourth factor is the behavior of rating agencies. These agencies

tend to be more lenient on the upside of the cycle and stricter on the
downside (Feri, Liv and Stiglitz {1999), Lowe (2002), Amato and Furfine
(2003)). This bias proelongs the cycle. Firms that wish to get 2 good
rating also shop around for the best rater, thus implicitly pressuring the
rating agencies for leniency if they were to get the business {see Jerome
Fons' testimony to Congrass, 2008). This pressurs is cyclical. During the
upside, more firms queus to be rated, hence more of the positive bias

gets manifested in markets.

Rating agencies’ revenues almost tripled between 2002 and 2007. This
huge increase is due to ratings of securitized products., Recall that
securitized products are partly responsible for the crisis we witnessed
(Goodhart (2008), Lo (2009), De Larosiére (2009)). The issue of rating

4 Gompers and Metrick (2001), Shias (2004), Nirsi, Sushke and Stamatiou (2010) show
such a behavior for institufional investors. This is similar with the beauty contest behavior
described by Keynes (15836).
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firms’ behavior and their de facto oligopoly is, hence, very serious and

has to be addressed.®

Currently in Europe, there is strong suspicion of the motives of the
“amearican-based” rating firms. Some European politicians have proposad
establishing a European rating agency.® Also, given the recent troubles
faced by Greece in the soverzign debt market, when it comes to the
collateral evaluation of EMU members’ sovereign debt, the Eurcpean
Central Bank is slowly moving away from placing too much emphasis on

the ratings produced by the rating agencies.

3.C Factors related to economic pelicy making

In this subsection, I describe three factors related to the economic policy

making.

(I). The reality of econoemic pelicy making is partly responsible for the
procyclicality of the financial system. During an economic boom, in

particular, the political pressures on regulators to behave in a way similar

to the market and the powerful financiers, and not to "take the punch
away exactly when the party is relling” is very strong. In the Geneva
Report (2009), it 1s correctly menticned that one way to avoid this
behavior is to minimize the pressure on regulaters by establishing rules to

complement discretion.

*  The SEC, after a thorough invesfigation of the credit ratings firms in the 2007 — 2008
criziz, anncunced a series of measures aiming to confront the “problematic” areas of the
rating agencies operationz. The full list of thesse measures iz available in the following
wieb zite: http-ffarerw sec govinews/press/2008/2008-110.him  In addition, the Financial
Stabilty Forum (2009) proposed a list of reforms in the credit rating agencies’ operafions.

Several EU leaders, among them the German Cancellor Angela Merkel (see
hitp-ffwenw france24 comlen/20 10050 3-surcpean-rating-agency-could-be-useful-merkel),

the Prme Minister of Luxemburg Jean-Claude Juncker {sse
http ffwwrw businessweek. com/news!/2010-08-01/su-s-juncker-calls-for-european-ratinga-

aoencv-oyersesn-bv-ech himlh and the Prezinded of the ECB (see

announced plans for a
Eurcpean rating agency. Towards this, the ECOFIN council in its July 8™, 2010 asked the

European Commission for specific proposals on implementing a European mechanism
for registering credit rating agencies (ECOFIM (201073},
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(II). A second factor contributing to procyclicality is the presence of

"Greanspan/ Bernanke-type puts” (Miller, Weller and Zhang {(2002), New

York Times (2007)) in the behavior of policy makers. Fiscal and monetary
authorities typically rush to save the economy from “too big to fail”
financial institutions at the expense of the tax payer, yet they “forget”™ to
control the markets when business is beoming. This behavior reinforces

maoral hazard and the continuation of the cycle (Stiglitz (2008)).

One way to respond to the moral hazard problem is to provide
disincentives on size of financizl institutions, say, via capital reguirements
that increase with size. This may not be a complete solution, however, to
a "Greenspan-type put,” since contagion and similarity in the response of
financial institutions can behaviorally transform a set of small financial
institutions into a single large one. Later, in Section 4, we discuss how
the new September 2010 G-20 agreed proposals attempt to tackle the

moral hazard problem.

Figure 5
Relative Labor Productivity of the US Financial Sector
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(III}. A third factor is the apparent bias of policy makers in favor of the

wealthy financial sector. This bias has evolved over time and is probably

due to the dominance of the financial sector over the other sectors of the
rezl economy. In the US, since the 1980s, the financial sector has been
able to attract talent and cumulate wealth and contribute proportionately
more to domestic value added relative to the other sectors (Figure 5).
Most of the recent finance ministers in the US, for example, come from
Wall Street. It is natural, therefore, for the financial sector to gain the
ability to shift politics in its own desired direction, neutralizing any
criticism from regulators or the public, As a consequence, a financial

cycle gets prolonged.

3.0 Factors related to the institutional features of the financial
system

Let us now turn to features of the financial system which can either cause
procyclicality or can be influenced to mitigate it. I discuss nine such
features: (I) capitzl requirements, (11} provisioning, (II1) mark-to-market
accounting, (IV) leverage, (V) liguidity, (VI) collateral values and margins,
(VII} size of financial institutions, (VII) home versus host country

regulation, (IX) and financial market structure & organization.

(I) The first procyclicality item, which has received universal attention, is

the Basel II-type rules on capital adequacy. Thesa rules, as dasigned in

Basel II, are pro-cyclical.” This is because the risk weighted assets in the
denominator of the CAD ratio of Basal II is often based on market prices
& short-horizon VARs. Economists have argued that regulators cught not
cnly to neutralize this pro-cyclicality, but move beyond that point and
impose countercyclical capital requirements., So far countries have
abstained from state-dependent rules, preferring to simply raise the

minimum level of capital requirements zcross all states of the economy.

The Capital Adequacy (CAD) ratio ie tofal consolidated regulatory capital over total risk
weighted assets.
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Thers is an on going debate about the exact method of instituting
countercyclical capital requirements and, specifically, the variables which
describe the state of the economy that would be assigned the burden of
triggering & change in the minimum capital ratic, Goodhart & Persaud
(2008) prefer the rate of rezal credit growth. Borio & Drehmann (2009)
claim that a combination of the ratio of credit - to - GDP and real estate
prices is a better alternative. Some others have argused for including
market based variables in the decision mechanism, like credit related
spreads. I would persenally shy away from variables like credit spreads
that depend on a market assessment, as the variables themsslves may
not have a stable relationship with the economic cycle. In any case, later
in Section 4 we discuss the latest agreed proposals by the G-20,
According to those proposals, the Capital Adequacy ratio contains

countercyclical features.

(II) A second item and tool against the procyclicality of the financial

system can be the degree & type of bank provisioning for non perfoerming

loans. Currently, bank provisions (general and specific) are set by
accounting rules, which examine the size of the banks’ loan portfolios as
well as the historical loan losses of banks plus their non-performing loans.
Yet, provisioning can be made a function not just of the cumulative

history of revealed losses, but of the expected future losses the moment a

loan is dispersed as well. Moreover, these expected losses can be
designed in 2 countercyclical manner. Those complementary provisions
could be held in non-distributable reserves. Unexpected loan losses
would then be taken care by capital requirements (UN Commission
(2009)). Naturally, today such type of arrangement would =asily get into
trouble with accountants in many countries, who do not necassarily
accept the concept of expected future losses. Thus more cooperation with

the accounting profession is required.

The type of provisioning rule described above was first applied by Spain.
In July 2000, the central bank of Spain intreduced dynamic forward
loocking provisicns, which were intended to complement the traditional

specific and general provisions already in place. The new extra
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provisioning contained two components: A component related to future
average credit risk over the business cycle plus a counter-cyclical
component, which grew in size depending on the departure of the loan
portfolio growth from the historical average. Obviously, linking provisions
to credit growth discourages excessive lending during booms and
strengthens banks in bad times;® and making the percentage of

provisions state-dependent further enhances this characteristic.

Economists have pointed to 2 number of limitations of the Spanish model.
The Geneva Report (2009} argues that provisioning alone cannot
maoderate the cradit cycle. Also, the Spanish dynamic provisioning only
applies to the banking book of a bank, not the trading book, which is the
mast risky component of a large global bank's portfelic, The subprime
bubble, for example, would not been caught by Spanish type of
provisions. Despite the criticisms, the Geneva Report admits that at the
time the international crisis erupted, the Spanish scheme was the only
macro-prudential instrument in place, which was both rules-based and

state-varying.

(III} Mark-to-market accounting is a feature of the global financial

system, better suited to reveal the evolution of the true value of assets
and liabilities over time. According to the International Accounting
Standards that apply in the Europzan Union, for example, mark-to-markst
accounting applies to the trading portfolic and the available-for-sale
portfolio of 2 bank, not its investment portfolic. Mark-to-market
accounting is a focal issue because market valuations are procyclical,
hence mark-to-market accounting makes the value a bank’s balance
cheet and its capital base pro-cyclical, This is a third feature of the
financial system for which there is active discussicn on how to adjust it
Most commentators would like to see the countercyclical properties of

mark-to-market or fair-value accounting diminished. Others argue on

? with the 2004 adoption by the European Union of the IASB standards, the
Spanish central bank regulators changed the prowvisioning rule a bit, but did not
change the countercyclical philosophy.
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their behzlf, claiming that fair-valus accounting did not necessarily

contribute to the financial crisis (Laux & Leuz (2010)).

During the recent crisis, banks tried to minimize the size of their trading
and available-for-sale portfolios, so they would not have to mark to
market at depressed asset prices and show reduced profitability and/or a
reduced capital base. Banks took advantage of the regulatory framework
in many countries, which gives the option to switch assets from the
trading portfolio into the investment portfolio, but enly ence. In the US,
regulators used discretion and allowed this to happen anyway. The
guestion then becomes whether the experience of 2007-2009, which
shows discretionary alteration of the marking-to-market rules in an
unusually depressed market, should somehow turn inte 2 rule. Itis an

itemn the finance and the accounting professions would have to take up.

(IV). Leverage is another feature of the financial system, correctly blamed
for spreading and deepening the crisis of 2007-200%. Restrictions on the
levarage of investment banks were lifted by the Securities and Exchangs
Commission in the late 1990s, whereas restrictions on the leverage of
banks in the US were often bypassed through the establishment of
subsidiaries. Hence, today there s widespread agreemeant that leverags

should be reduced and, If possible, be made to vary counter-cyclically.

It should be understood that the existence of capital adequacy rules
automatically implies a risk-weighted leverage ratic. Yet the risk
welghting scheme gave too many degrees of freedom In its interpretation
and was apparently bypassed in practice. When regulators today insist on
leverage restrictions, they think of a leverage ratio, which is simple and
transparent to everyons, cannot be manipulated, is the same across
different types of financial institutions and across different countries, and

cannct be circumvented.
The regulatory framework concerning leverage was in flux for a2 long time.

The G-20, In their last mesting In Toronto, Canada, in July 2010,

reiterated their support for a new leverage ratio scheme in the upcoming
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Basell III capital framework agreement. They alse called for studying the
iIssue in maore detail before their next summit in Seoul In November 2010,
In September 2010, thers was an agreement on a specific proposal,

which i1s described later in Section 4.

The US government passed a bill - the Dodd-Frank Wall Street Reform
and Consumer Protection Act — which, among other things, prohibits
depository banks from leveraging and investing on own-account. The first
version of the respective measure, known as "Volcker's rule” from its
author, the former Federal Reserve Chairman Paul Volcker, was very
restrictive as it banned banks altogether frem running private-equity and
hedge funds for their own account.? Nevertheless, the final bill that was
passed by the US government by mid 2010 softened up the initial
declaration of a total ban in hadge funds cwnership, etc., by banks. It
permits depository banks to participate in private equity and hedge funds
up to 3% of their Tier 1 capital. They could only, however, have up to 3%

ownership of any private equity or hedge fund.

(W) Liguidity i1s another feature of the financial system, whose sudden
disappearance exacerbated the crisis, When thinking about liquidity, It is
important to differentiate between two types: Market liquidity and
funding liquidity (Brunnermeier and Pedersen (2007)}). Starting from the
former, market liquidity is defined as the "ease” with which one can trade
a security in a market (O'Hara (1997)). This "ease” can, in turn, is
translated as a low bid ask spread, a small price impact, a high resilience
or even an easy search in over the counter (OTC) markets (Pedersen,
2008).

Funding liguidity is a problem in financial institutions, whoses intermediary
role implies a mismatch betwesn assets - that are long term - and

liabilities, which are shorter term. Thus funding liguidity refers to the

1

One of the bagic facts of the 2007-2008 turmoil seems to be that many banks knew the
dire situation of the market but, nevertheless, encouraged their customners to enter the
market so as their own funds to gain from the customers’ participation. This is gimilar o
the well known Goldman Sachs — SEC case.
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ability of a financial institution to generate the funding that will replace its
maturing liabilities, which are necessary for supporting the assets it holds.
Absence of funding liquidity would force an institution to liguidate its

assets quickly and at a time of distress, exacerbating the on going crisis.*®

Funding liquidity is highly pro-cyclical and disappears in a downturn,
especially If iabilities have a very short-term maturity. Funding liguidity
became problematic during the crisis. The crisis woke up economists to
the need of not only a minimum liguidity buffer but also to the nead of
countercycliczal liguidity requirements. The Geneva Report (2009) and the
Warrick Report {2009) suggest that capital requirements ocught to
increase by 2 multiplier, which is a function of the maturity mismatches of
a financial institution (and credit growth). Yet, reality may be 2 lot more
complicated than the above studies assume. Maturity transformation is,
after all, what banks do for a living.

Folicy makers are planning to impose minimum liguidity requirements. In
fact, the Bassel Committes on Bank Supervision announced in September
2010 an agreement on two types of liquidity ratios, which are described

later in Section 4.

(WI) Collateral requirements and margin reqguirements are important

features of the financial system. Earlier in Figure 4, we saw how thes loan-
to-value ratios for car financing vary with the cycle, rising during
economic expansions (periods of declining unemployment) and falling
during economic contractions (pericds of rising unemployment). The same
empirical regularity is present in all cellateral requirements. Regulators
could intervene and impose floors on Loan-to-Value ratios (L/V) during
economic busts and cailings during booms, that is, impose a band on LV,
It is not clear that this is in the agenda of international regulators at the

moaoment.

" Baoth types of liquidity events, cnee they oceur, cause a positive feedback o ocne another.

Borig (2010} and Gorton {2009, 2010) describe the situation in the repo market in the
summer of 2007. & contagion wasz caused from the mortgage sector through the liquidity
of the repo market to the rest of the financial sector.
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Margin requirements are countercyclical. Margins are insurance deposits
with a lender. The size of these insurance deposits usually declines in a
boom as lenders become more confident about counterparty risk, but rise
in a bust. In certain markets, like futures markets, even the official
minimum margin reguirements are countercyclical. This is because the
margins are set in nominal dollar terms per contract, independently from
the price of the underlying contract. Thus in 2 boom when prices rise, the

percentage minimum required margin declines,

Figure &.
The restrictive effect of higher margin requirements
in metal futures contracts
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The cyclical nature of margin requirements exacerbates the cycle. Margins
became a hot issue after the stock markst crash of 1987, when a debate
started on how margins may affect market velatility and what economists
call, "excess volatility,” that is, volatility not related to fundamentals., My
own research shows that higher margins decrease both vaolatility and
excass volatility (Hardouwvelis (1990)) and, morsover, the relation is
asymmetric (Hardeuvelis & Theodossiou (2002)): A rise in margins
during stock market booms decreases volatility, whereas a decline in

margins during times of market stress tends to calm the market.

In the past, I strongly argued for using margins in a countercyclical
fashion, as they may help in containing bubbles (Hardouwelis (2003)). The
regulatory decision is simple and straight forward: After 2 sudden and
large fzll in asset prices, regulators cught to reduce margin reguirements
but then increase them back to their long-term steady state in normal
periods when markets calm. The rule avoids the criticism of many
economists that it is hard to differentiate 2 bubble from a reduction in risk
premia while the bubble unfolds. According to the rule, the regulator is

not forced to distinguish the presence or absence of 2 bubble.

One counter argument to the use of margin reguirements as a tool to
calm the market and avoid its cyclical fluctuations is that they are
innocuous, namely they do not bite.** Yet, Figure 6, which is taken from
Hardouvealis and Kim {1995), shows this is not the case for margins in
futures markets. When margins increase the open interest moves away
from the contracts that face higher margin requirements toc other

contracts, which did not undergo an increase in margins.,

(VII) Turning to the issue of the size of financial institutions, size is

cyclical, rising in booms and declining in busts. It is often argued that
large financial institutions contribute more than propertionally to systemic

risk, transmitting shocks across the globe while also being too big to fail

" Alan Greenspan has made this argument orally many times. Mote that critics who claim

margin requirements do not bite and simultansously argue against the imposition of
margin rules, contradict themselves. They should not mind the existence of rules if
margins were not to bite!
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and to save (Warwick Report (2009)). The critical element in this
argumeant 15 not necassarily the size of the financial instituticns pear se,

but the interconnectedness they create due to their size with the rest of

the financial sector and hence the systemic risk they might generate (Lo
(2009)). The issue is the impact of each institution on systemic risk.
Mzny small but interconnected financizl institutions can create systemic

risk as well.

To confront the size - interconnectedness issue, various measures have
been propeosed and some are related to our earlier discussion.  For
example, the introduction of a leverage ratic for all financial instituticns
could limit their size and, hopefully, their contribution to systemic risk.
Capital requirements can also be made a function of asset size (Warwick
Report (2009), Squam Lake Report (2009)), providing 2 disincentive for
large sizes. Adrian and Brunermeier (2009) proposs 2 measurs of

contribution to systemic risk, the “CoVaR.”

Beyond these authors, there is little ressarch on measures of systemically
impaortant institutions or measures of interconnectedness of (perhaps
smaller) financial institutions. A more extreme and perhaps unrealistic
proposal is that of Rubini {2009), who urges the separation of commercial
banking from investment banking, i.e. a partial return to the Glass-
Steagall environment. Ancther proposal is the imposition of a Tobin tax
on financial transactions, which would limit the size of d=als and churning,
hence reduce interconnectedness. This proposal is criticized by the
Warwick Report (2009) and Pedersen (2008), who claim it would create
more problems than solve. Later, in Section 4, I discuss measures to be
taken against the size-interconnectadness issue, which were agreed by

the Basel Committee on Bank Supsarvision as of September 2010.

Last, I turn to two additional factors, which themselves may not
necessarily follow a cyclical pattern, vet the existence of the business
cycle affects their effects on the economy and the financial sector: The
home versus host country regulation and the existence of over-the-

counter markets.
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(VIII) The recent global crisis caused a commen global recession and as

a result brought to the forefront issues related to home versus host

country requlation, as it pitted countries against each other. In Europe,

subsidiary banks in 2 host country are supervised by the host country, yet
bank branches in a host country continue to be regulated primarily by the
home country. This structure seems to be an equilibrium that balances

the needs of bank efficiency and bank supervision.

During the recent financial crisis, some forsign banks that operated
internationally chose to exit from various host countries, causing a worse
than expected domestic host country recession.!? In other cases, the host
country’'s taxpayer paid for the expenses that the international bank's
subsidiary created in the local market (Goodhart (2010)). The Warrick
Report (2009) adopts as its main theme the sweeping proposal of ending
home country supervision altogether. Yet, the study does not perform a
detailed and well documented cost - benefit analysis, raising the
eyebrows of the federalist camp in Europe. The issus was not raised high
enough to be included in the agenda of European political leaders, yet it
may stay dormant as long as the financial sector remains fragile, only

partially supervised and on a defensive mode,

(IX) Market structure and erganization are important in the process of

mitigating procyclicality. They influence the flow of information, the level
of transparency and, hence, the level of counterparty risk. Thus they
influence market and funding liquidity (Borio (2010)). Currently, there
are discussions on the possible centralization of the CDS market and the

imposition of transparency rules on smaller OTC markets.*®

©  Thig was not a universal tendency, howsver. For example, 1€ large European banking
groups operating in Eastern Europe, with the intermediary help of the European Bank for
Reconstruction and Development and the IMF, formed the so-called “Vienna Initiative” in
January 2009, They made specific rollover and recapitalization commitments in Bosnia,
Hungary, Latvia, Romania and Serbia at a time when the financial crizsiz hit thozse
countries very hard.

Mote that centralization and similar market structure improvements provide a sclution
anly for market liquidity, not funding liquidity. Thus, one can imaging situations in which
the existence of both “tight” funding liquidity conditions and an imgroved market
mechanism might “drain” liguidity from the market even faster. I follows that
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3.E The design of regulatory instruments

This subsection takes up issues of design, which are important in

counteracting the procyclicality of the financial system.

The first issue that needs closer attention is the set of instruments the

financial system needs in order to fight procyclicality. This set ought to
include more than one instrument for octherwise financial institutions
might be able to arbitrage any free-standing single instrument by creating
new financial products that circumvent it. We have already discussed a
number of instruments like capital adequacy ratics, leverage ratios,
liquidity ratios, loan-to-value ratios, margin requirements, dynamic
provisioning rules, etc. Most recent reports (United Nations (2009),
Geneva Report (2009), Warrick Report (2009), etc) adopt capital rules
and provisioning as the basic tools of countercyclical regulatory policy.
They disregard the rest of the instruments, which are complementary and

may turn out to be very useful.

Any proposed regulatory policy cannot be enforced in isclation, but cught

to take into consideration the economic/financial environment as well as
other monetary, fiscal or regulatory policies already in place. This is a
second issue we have to keep in mind. In our context, the zim is the
stability of the financial system and the counteraction of its cyclical
nature. Yet, our instruments may influence other objectives set by the
monetary or fiscal authorities. Hence, the instruments for counteracting
pracyclicality should take into account the presence of monetary policy
instruments like the overnight interest rate set by a central bank or the

parametars of automatic fiscal rules set by the various governments,

Conversely, the previous countercyclical instruments should also be set
keeping in mind that the particular monetary or fiscal policy rule in place
may have already alterad the cyclical propearties of risk or the stability of

the financial system. Little attention has been given so far to this topic.

improvemeants in the market structure alone are not sufficient to solve the procyclicality
problem.
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For example, over the last fifteen years, many central banks adopted
inflation targeting and used interest rates 2s 2 tool to counteract inflation.
Howeaver, the accomplishment of the inflation target may itself create
conditions for excessive risk taking, boosting procyclicality. Borio (2008,
2010) discusses this problem in greater detzil and suggests that 2 target
of high interest rates (i.e. tight meonetary pelicy) should be pursued from

time to time in order to address the building up of excessive risk taking.

& third important issue is the comprehensiveness of regulation.

Regulations should encompass all financial players, including banking and
non-banking financial institutions as well as rating agencies. In particular,
there should be no overregulation of cne market segment (for example
the banking sector) and light or no regulation at another (for example
investment banking and hedge funds). 4 regulatory asymmetry would
create regulatory arbitrage and aveoidance of regulzation, as private funds
would move towards the less regulated part of the market (Grffith-Jones
(200%9)). Examples abound: Security issuance in capital markets is
equivalent to bank lending; or collateral requirements in banking
correspond to margin reguirements in broker-dealer lending in cash and
derivative instruments. Also, it is impertant that all financial institutions,

which handle other people’s money, be commonly regulated.

& fourth issue relates to the domain of the various countercyclical trigger

mechanisms. Trigger mechanisms should themsealves be comprehensive,
namely they ought to take into account both domestic and international
economic develepments, as well as both micro and macro considerations.

Failure to do so might have a number of unwanted consequences.

& fifth issue is the choice of requlator to enforce financial market stability.

This may not appear as important as the previous four issues, yet lataly
issues of information & liquidity provision suggest aggregating those
functions under the central bank. The regulztor problem is more intense
in the United States, where many regulators fight for overlapping turfs

and thus may not cperate efficiently.
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A sixth 1ssue is the ming of introducing policy rules, which is also
important., It seems reasonable that the implementation of the
previously described measures does not take place in the middle of a
crisis but rather 2t a time that markets are calm. Yet, 25 we will see later
in Section 4, the new proposed capital, liquidity and leverage rules may

allow for too long of a2 transition pericd.

Finally, a seventh issue is the cost of reqgulation, which should be seriously

thought over and analyzed. Kashyap, Rajan and Stein (2008) argue that
im & crisis no ameount of capital is enough to withstand a downward spiral
in balance sheets, Instead of costly extra capital rules, which would
probably be circumvented, the authors suggest the use of less costly ways
to insure against catastrophic crashes: Either: (a) buy direct insurance,
or (b} issue bonds that would automatically be converted into stocks in a
crisis. Others take the opposite view. Admati et.al. (2010} claim that
most arguments on the cost of high capital requirements or other similar
regulatory restrictions are false, as they do not distinguish betwesn
private banking cost and social cost. They argue that bank 2guity is not
expensive from a social point of view. Hence, they recommend higher
equity requirements in banking, which they claim to be superior to
arrangements like a "bailout-fund,” and, in cases of financial stress, they
recommend restrictions on equity payouts or a removal of the discretion
of equity issuance from bank managers. They even take a position against
the contingent capital view of Kashyap, Rajan and Stein, mentioned
above, claiming that no compelling case can be made that contingent

capital is superior to equity.

While economists will continue arguing the case for additional restrictions
on a theoretical basis, a recent lengthy and detailed study by the BIS
(2010b) sesks to quantify the effects of regulatory restrictions on real
GDP. The study reports the results from approximately 89 cases of
models and countries. They were performead by different organizations
and economists through the BIS coordination in the first months of 2010,
The study follows a two-step procedurs, first estimating the impact of

regulatory restrictions on the spread betweean lending and borrowing rates
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and subsequently estimating the effect of those spreads on real GDF,
usually through investment, consumption, etc. or through the use of other
models. The study reports a very smazll median effect on real GDP plus no
great benefits from a long transition period in impeosing regulatory
restrictions, although the variance among the different model estimates is
very large. The study also presents the experience of the two large Swiss
banks, on which the Swiss government imposed very strict CAD and
leverage ratios in late 2008 and yet the banks did not restrict their
balance shest or credit substantizlly in 2009. The overall conclusion of
the BIS guantitative study seems to support the case for strong and rapid

regulztory intervention in the financial sector.

4. Recent requlatory efforts

This section provides a brief descripticn of efforts to re-regulate the global
financial system. More than three years have gone by since the outbreak
of the international financial crisis in August 2007 and requlators are
slowly closing in an agresd new regulatory framework, Those efforts are
coordinated by the G-20 group of countries, the Financial Stability Board
that reports to the G-20 and the Basel Committee on Bank Supervision
(BCBS), which also provides advice to the G-20 leaders.

The first subsection sketches the basic features of the agreed framework.
Subsequently, the second subsection, analyzes the countercyclical
elements of the proposed regulatory rules. Finally, the third subsection,
discusses in more detail the countercyclical tools already in place in the

various countries,
4. A G-20 and the Basel Committee
The G-20 group of countries aim at creating 2 mors disciplined and less

procyclical financial system, which would support a more balanced and

sustainable economic growth. This system would not allow leverags to
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increase to the extent that it did in the past. Nor would it zllow enormaous
risks to be taken with profits accruing to individual actors but ultimate

losses being borne by governments and the public.

The BCBS is expected to formulate a comprehensive set of proposals (so
called "Basel III7) in order for the G20 leaders to approve them, hopefully
by the end of 2010. In fact, by September 2010, the BCBS had already
agread on a leverage ratio, on a rudimentary description of two liguidity
ratios and on some more precise minimum capital standards, which are
summarized in Table 1 (BCBS, (2010a), appendix).

Table 1.

New CAD ratios: Phase-in arrangements
(shading indicates transition pericds, all dates are as of Januaryist)
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Source: BCBS (2010a), Annex 2,

Briefly, the BCBS agreed to impose an increase in the CAD ratio from 8%
to 10.5%, to restrict the definition of equity capital and raise its required
minimum amount from 2% to 7% of weighted assets, to give countries
the option to raise the CAD ratio to an even higher minimum level, up to
13%, as a function of cyclical fluctuations, and to impose penalties on
stock and other hybrid instruments in case of a governmental rescue in

order to minimize the moral hazard problem. The BCBS also agreed to
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allow a long transition period for the new capital requirements on the
argument that it will help ensure that the banking sector can meet the
higher capital standards through reasonable earnings retention and

capitzl increases, while still supporting lending to the economy.

Criticismn on the announced agreed measures was immediately expressed
in the financial press. Critics argued the new capital ratios are toc small
(Wolf {2010)) and the transition pericd too long (Scharfstein and Stein
(2010)). According to the critics, previous research, especially that of
Admati et. al. (2010) and the BIS (2010b), shows that the long-term
impact of additional regulatory restrictions on loans is too small to have a
big impact on economic growth. They also argue that market pressures
would anyway force banks to meet the criteria way ahead of the

particularly long deadlines.

Below, I describe seven key elements of the new GGHS proposals in mors
detail:

I. Hiagher and of better guality capital requiremsants. The minimum

commaon eguity requirement, i.e. the highest form of loss absorbing
capital, will be raised from the current 2% level of total weightad
assets before the application of regulatory adjustments, to 4.5% after
the application of stricker adjustments. This will be phased in by
January 1, 2015. The Tier I capital requirement, which includes
commaon equity and other qualifying financial instruments based on
stricter criteria, will also increase from 426 to 6% over the same
period. Minimum Totzal Capital will remain at 8%. ©On top of these
requirements, a capital conservation buffer and a countercyclical buffer

were added, which will be analyzed in the following subsection.

II. A more restrictive definition of capital (common 2guity and retained

earnings). The definition of capital is strengthened in crder to raise
the guality, consistency and transparency of the capital base. The
focus is now on the cors elements of capital (common equity and
retainged earnings) instead of debt-like substitutes of questionabls
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IV,

guality. Special attention is given to the treatment of minority
interest, investments in other financial institutions and various
deductions. In particular, zall deductions from capital will now occur at
the level of common equity, instead of Tier 1 capital, as has been the

case until now.*

. Strengthening the risk coverage of the capital framewaork, particularly

with respect to counterparty credit exposures, in order to ensure that
all nsks are captured. Whereas the previous two measures tackle the
numerater of the CAD ratio, this is an effort to addrass the
denominator. The crisis uncovered weaknesses in the current system,
particularly in the coverage of structured, complex and illiquid credit
products, which were held in banks’ boocks without an increase in
capital to support the associated risks. The rules that govern capital
requirements for trading book exposures, including securitizations and
off-balance sheet vehicles are now strengthened and banks are

required to held much more capital to offset those nsks.

Systemic risk, interconnectedness and too-big-to-fail. Several

additional measures are taken to address the associated risks and
boost the denominator of the CAD ratio, which include: (a) Capital
incentives for banks to use central counterparties for over-the-counter
derivatives: (b) Higher capital for trading and derivative activities, as
well as complex securitizations, which are assocciated with systamic
risk and interconnectedness; (c) Higher capital for inter-financial
sector exposuras as these are more correlated; (d) Cross-border bank
resolution recommendations as a practical way to begin addressing the
systemic risk issue at globzal banks; (e) Possibly, systemic capital
surcharge on banks perceived as "too-big-too fail.”

The regulatory adjustments {i.e. deductionz and prudential filterz), including amounts
above the aggregate 15% limit for investments in financial institutions, mortgags servicing
rightz, and deferred tax azsets from timing differences, would be fully deductad from
common equity by January 1, 2018, In particular, the regulatory adjustments will begin at
20% of the reguired deductions from common equity on January 1, 2014, 40% on
January 1, 2015, 60% on January 1, 2016, 80% on January 1, 2017, and reach 100% on
January 1, 2018, During this transition pericd, the remainder not deducted from common
equity will continue to be subject fo exisfing national freatmenis.

191



V. Addressing more effectively the loss absorbency of regulatory capital

in order to reduce the moral hazard created by bank rescues,
particularly for “too big to fail” institutions. The BCBS (2010b))
proposed ways to share the losses by all types of regulatory capital in
the case of a bank rescue. During & crisis, in many cases 2 public
sector injection of capital that was needed to avoid the failure of a
bank, ended up protecting investors in hybrid and common equity
regulatory capital instruments from absorbing the loss that they would
have incurred had the public sector not chosen to rescue the bank.
These types of interventions may subseguently get incorporated into
market expectations, creating moral hazard, whose presence results in
significant under pricing or risk. By imposing a penalty on those
instruments when a bank rescue occurs, the moral hazard issue
declines, One form of proposed penalty is the mandatory conversion
of the hybrid instrurments into common equity prior to the rescue.
Ancther form is the mandatory issue of new capitzal, and hence
ownership dilution, prior to the injection of funds by the government.

VI Controlling leverage, through the introduction of a simple, transparent,

non-risk based measure that is calibrated to act as a credible
supplementary measure to the risk based requirements. The enormous
leverage ratios of some banks helped spread the last financial crisis
across markets and enhanced the impact to the real economy. Earlier,
banks had managed to uphold perfect Tier 1 risk-based capital ratios,
while building up massive levels of on- and off-balance-sheet leverage.
The Group of Governors and Heads of Supervision (GGHS) agreed on
the design of a leverage ratio and an indicative calibration of a
minimum Tier 1 leverage ratio of 3%."° The new leverage ratic

includes both on-balance sheet liability positions and off-balance sheet

The Commitiee will use the transition pericd to azsess whether the propozed design and
calibration is appropriate over a full credit cycle and for different types of business
models. Thiz assezsment will include consideration of whether a wider definition of
exposures and an offzetting adjustment in the calibration would better achisve the
objectives of the ratio. It will alzo track the impact of uzing total capital and tangitle
COMIMon equity.
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VII.

iterns and derivatives. The proposed minimum of 3% will serve as the
basis for testing during a parallel run period that will begin in January
2013.'°

Introduction of 2 new global liguidity framework. Supervisors

agread to employ a common international standard for liguidity. The
measures proposed intend to promote both the short-term resilience
of banks to potential liquidity disruptions and longer-term structural
liguidity mismatches. The proposed Liquidity Coverage Ratio (LCR)
requires banks to have sufficient high-guality liquid assets to withstand
a stressed funding scenario that is specified by supervisors. The Nat
Stable Funding Ratio (NSFR), which is a long-term structural
complement ratio, is designed to address liguidity mismatches, It
covers the entire balance sheet and provides incentives for banks to
use stable sources of funding. After an observation period beginning in
2011, a minimum standard for the LCR will be introduced on January
1, 2015. The minimum standard for the NSFR will be introducad by
January 1, 2018, after an observation period that will begin in 2012, ¥

It is important to stress that the above agreaed interventions do not

exhaust the possible set of proposed regulztory instruments. More is in

line until the end of year 2010. For example, according to the GGHS

September 2010 prass release, systemically important banks should have

loss absorbing capacity beyond the standards announced and work will

continue an this issue.

L5

The parallel run pericd will commence on January 1, 2012 and run until January 1, 2017.
Dizclosure of the leverage ratio and itz components will start on January 1, 2015, Baszed
on the results of the parallel run period, any final adjustments will be cammied out in the
first half of 2017 with a view to migrating to a Pillar 1 treatment on January 1, 2018 based
on an appropriate review and calibration.

The BCBS will put in place nigorous reporting processes to monitor the ratios during the
transition pericd and will continue to review the implications of these standards for
financial markets, credit extension and economic growth, addressing unintended
CONSEqUENCES A5 NECESSAry.
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4.B The counter cyclical features of the proposed measures

The existing procyclicality of the financial system was always worrisome
to regulators. For example, from the 2arly days of the internationzal effort
to re-regulate the international financizl system, the BIS (2009) had
already sketched four key objectives for any future regulation: (2)
Dampen any excess cyclicality of the minimum capital requirement; (b)
Promote more forward locking provisions; (c) Conserve capital to build
buffers at individuzal banks and the banking sector that can be used in
stress; and (d) Achieve the broader macro-prudential geal of protecting

the banking secter from periods of excess credit growth.

The September 2010 GGHS agrzed proposals include countercyclical
measures on the new CAD ratio, which partly address these objectives,

First, banks are required to hold a capital conservation buffer of 2.5%,

above the regulatory minimum requirement, after the application of
deductions, bringing the total common eguity requirements to 7% (see
Table 1). The purpose of the conservation buffer is to ensure that banks
maintain a buffer of capital that can be used to absorb losses during
periods of financial and economic stress. While banks are allowed to draw
on the buffer during such periods of stress, the closer their regulatory
capital ratios approach the minimum reqguirement, the greater the
constraints on earnings distributions. Thesea include dividend payments,

share buy-backs and bonuses,

At the macro level, economic stress occurs in an economic downturn.
Hence, the conservation buffer has countercyclical characteristics. It
allows for capital to be built up In good times and be drawn down in bad
times. Moreover, It allows for boosting up capital in bad times in ways
that may not have been chosen by individual banks were the regulation
not being present. The regulation addresses the collective action
problem that has prevented some banks from curtailing distributions such
as discretionary bonuses and high dividends, even in the face of
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of stress, The minimum capital requirement, the capital conservation
buffer and the countercyclical buffer together are designed to ensure that
the aggregate banking sector has the capital on hand to help maintain the
flow of credit in the economy without its solvency being questioned, even
when the broader financial system expenences stress after & peried of

excess credit growth,

4.C Regulatory developments across different countries

The procyclicality of the financial system is an international concern. Prior
to any G-20 decisions, & number of countries had already used or had
announced that they were planning to use varous tools to mitigate
pracyclicality. In China, for example, the Banking Regulatory Commission
(CBRC) plans to issue draft supervisory guidelines on a leverage ratio and
countercyclical capital buffer for public consultation in the near future. In
Spain, as menticned earlier in Section 3, statistical or dynamic
provisioning has been applied since 2000, Banks are reguired to set aside
provisions during phases of rapid credit expansion according to a formula.
The measure anbicipates the impairments that will arise when the
economy turns down and credit retrenchment appears. The instrument is
seen as having successfully protected banks from the risk of under-
provisioning during the boom phase. It was less effective, however, in

moderating the financial cycle,

The BIS Annual Report (2010) presents 2 summary of countercyclical
prudential instruments in use or proposed. Instruments in use include;
(a) Caps on Loan-to-Value ratios for property lending in Hong Kang,
South Korea, Malaysia and Singapore; (b) Caps on ratios of debt service
to income for household lending in Hong Kong and South Korea; (c)
Adjustments to risk weights in India and Turkey; (d) Statistical
provisioning in Spain; () Caps on loan-to-deposit ratio, core funding
ratios, reserve and other liguidity reguirements in Argentina, China, Hong

Kong, South Korea and Mew Zealand.
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Alzso, the Committes on the Global Financial System has recommended
consideration of margin requiremesnts based on through-the-cycle
valuations of collateral assets, which would reduce the procyclical
gensitivity of margins to financial and economic conditions.  Yet, not
much more has been said about margin requirements or loan-to-value
ratios. This is unfortunate as those instruments can easily complement

capital requirements or provisioning rules.

In the EU, the speedy conclusion of the financial services reform process
is recognized as a key pillar of future growth and an essential complement
to fiscal consolidation and structural changes. Implementation will be
carefully calibrated in order to avoid restricting economic growth and to
avold pro-cyclical effects. The reforms are based on the De Larosiére
Report (200%), which recognizes that the excessive pro-cyclicality in the
Basel framework must be reduced and proposes several methods, The
Report, which was mentioned =arlier in Section 3 as well, recommends
the adoption of Through the Cycle Approach in banking books,
introduction of dynamic provisioning as in Spain andf/or countercyclical
capital requirements. Also, concerning Deposit Guarantee Schemes
(DGS), according to the Report, preference should be given to schemes
which are pre-funded by the financial sector. Such schemes are better to
foster confidence and help avoiding pro-cyclical effects resulting from
banks having to pay into the schemes at a time where they are already in
difficulty. The Report also suggests the ECBE could become responsible for

requlation related to issues such as procyclicality.,

In the US, the Dodd-Frank Wall Strest Reform and Consumer Protection
Act, which was passed in July 2010, was mentioned in earlier Section 3
vis-a-vis its inclusion of various restrictions on leverage. The Act also
includes countercyclical capital requirements, The bill grants the Fed
guthority to adopt capital rules for all bank holding companies (BHC) and
gsavings and loan holding companies (SLHC). It also requires that the Fed

gzek to make all capital requirements countercyclical, so that the amount
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of capital required increases in times of economic expansion and

decreases in times of economic contracticn.

5. Conclusion

The importance of counteracting procyclicality in the financial system
became apparent in the aftermath of the 2007-2008 crisis (Griffith-Jones
et al (2009)). Ewven though economic cycles are & periodic phenomenon
partly caused by what economists call "desp” parameters of economic
behavior, the actions of individuals such as managers of financial
institutions or policy makers plus institutional features of the economy
and the structure or regulation, influence significantly the magnitude of
those fluctuations. As a result, regulators, pelicy makers and academics
hawe recently turned their attention on ways and methods to reduce

procyclicality in the financial systam.

The paper went through an exhaustive list of factors that contribute to
procyclicality and instruments that could be used to mitigate it. The
factors wers grouped into four categories, economic, financizal, policy-
related and instituticnal. The instruments to confront procyclicality were
correspondingly many: Capital requirements, provisioning, collateral and
margin requirements, leverage and liguidity ratios, or accounting

methods.

Current regulatory propesals place an emphasis on increasing the capital
requirements and making them less procyclical, and installing upper
bounds on liquidity ratios and leverage ratios. Provisioning has also
occupied the public discussion without any concrete proposals yet.
Collateral and margin requirements are rather ignored. Accounting
methods are not being discussed to the degree needsad, either because
they require the involvement of experts outside the economics profession
or perhaps becauss they span a very treacherous domain that is not well

understood. Yet, for effective regulation, it is prudent to utilize all
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gvailable instruments, and not rely almast exclusively on a few prominent
ones.  The multiplicity of policy targets — regulatory, monetary, fiscal and
other - necessitates a multiplicity of policy instruments, each of which
ought to take into consideration the impact of the others as well as their
mutual complementarty. Issues of instrument comprehensiveness,
timing and cost are also very important in the design of an effective
regulatory system that would safeguard stability and promote financial

intermediation.

The international financial crisis of 2007-2009 brought to the forefront a
number of problematic aspects in the working of today's global financial
system. Regulatory discussions on procyclicality are conducted within this
framework. Hence, the "too big to fail or save” financial institution
prablem is a topic that dominates the public debate. Similarly, the "short-
termism”™ in the behavior of financial institutions” managers is another hot
topic. Contagion betwsen what appears to be unrelated financial markets
gt the opposite sides of the world is yvet another topic, The correct
measurement of market risk, especially its systematic component is
another slippery area. Market microstructure relating to centralized
versus over the counter organization of markets keeps reappearing in the
financial press, All the above topics are intimately related to policies that
gim at stabilizing and making less procyclical the financial system.

Indeed, we saw that instruments do exist which can alleviate some of

those problems.

Finally, it should be emphasized that it is financial institutions themselves
which will have to bear the costs of the fight against procyclicality, while it
is the society at largs which will reap the benefits of new regulation
(Sguam Laks Report (2009)). The financial sector is economically
powerful, especially after the mid 19808, Current regulatory proposals
that dnve the cost of financial intermediation up are bound to face

considerable political resistance.
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1. Introduction

Greece has been the first member of the EMU to seek IMF support, due to its inability to access the
mternational capital markets at reasonable interest rates. Greece, as well as other Club Med
countries, 15 faced with unmanageable budget deficits and/or debt to GINP ratios. Consequently,
Greace fell under the auspices of an ECB-EU-IMF triumvirate to fulfil its finaneing needs in the
foreseeable future and has undergone a severs gusterity plan dictated by the” trotka™ So far, the
cutcome of this programme has been an inprecedented recession for an EU country and increasing
sfrains on 1ts social cohesion. Evidently, the case of Greece presents the Eurozone with its first real

test.
In this short note we shall argue that the imposition of the terms of the memoerandom on Greece was

not the only road towards fiscal consolidation. We agree that netther outright defanlt nor debt

restructuring were viable alternatives for the long man growth of the Greek economy. Instead, we
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propose a temporary dual currency regime for any of the Club Med countries that face similar
preblems. not enly for its economic benefits but alse for the long nin viability of the EURO
experiment itself. The imposition of the harsh, and often times inefficient, terms of the ECB-ET-
IMF memerandum 15 nnmecessary and undesirable both for economic as well a5 socto-political

Teas0ns.

In addition, we pur forward, despite its technical difficulties of implementation, the possible idea of
limiting cash transfers as a means to reduce, if not eliminate, corruption in the short mn. Moreover,
we suggest a series of structural reforms that might guarantee the exit of the Greek econemy from
recession and assure its long term growth and development. In particular, we regard as necessary
conditions the stabilization of expectations, institutional reforms that will safeguard the orderly
function of the markets, and, last but not least, investment in and efficient utilisation of the country’s

hnmiean capital

2. Greek Options
3.1 Default

The default option and, consequently, Greece’s exit from the Eurozone 15 the worst possible scenario
for Greece. Besides the pelitical humiliation that defanlt would generate, the contagion effects for

the entire Eurozone wounld be nsurmountable.

Az one can see from Figure 1, Europe’s web of debt iz such that ne country can be found out without
causing a generalized comtagion crisis that would precipitate the entire Euro area’s chaotic market
destabilization. Furthermore, most of Greece’s debt 13 Euro denominated and therefore exit from the
Eurozone will not allow for better debt servicing. Plus. any country that defaults usually does not
have access to the international capital markets for a long time. For example, Argentina, which
defaulted mn 2000, does not have an easy access to the capital markets even today. Likewise, Bussia,
which defaulted m its rouble denomunated debi, did not have access the infemational markets for

almost a decade.
Finally, full default will not necessarily ameliorate the pamful adjustment costs that the Greek

economy needs to underge. Since it will not have zccess to the international markets, 1t will be

obliged to spend what it collects from taxes. Thus, the welfare state, social security and other
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provisions would be decimated. 4 country that has many contimmng problems m foreign affairs

(Cvpriot issue, Aegean disputes, Skopje 1ssue) cannot afford to compromise its strategic alliances.
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3.2 Debi Resiructuring

The €110 bn financial support package announced by the EU and the IMF is associated with strict
ansterity measures for several years so as to achieve fiscal comsolidation. Debt restmctuning nuight
occur with an exchange offer, 1.e. new bonds of the Hellemic Republic would be offered in exchange
for the Republic’s existing bonds. Since the first Brady bond transactions in 1990, exchange offers
have been the main mstrument for sovereign debt restructuring of the emerging markets. However,
short-term Treasury bills are excluded to keep markets open for the government’s emergency
financing needs. Altematively, new instruments could be used, extending debt matunity as was the
case in Urngunay.

The main advantage of debt restmictunng 1s the prevention of full-blown default and the resulting
painfil adjustment process required by the EU-ECB-IMF memorandum of understandmg. Moreover,
the implementation of such a scheme could be done more easily than was done in Argentina, since
Greek national debt is not diversified very mmch to retail investors. Finally, Greek debt is govemed
be Greek law.

However, the disadvantages of such an option are overwhelming. First, more that 30% of the Greek
debt 15 believed to be owmed by Greek mstitational holders. Hence, potential restmicturing will
mpose significant strains on the already ailing financial sector. The Greek banking system is already
under substantial duress, and sawings are flowing out of the Greek banks. Therefore, even the
prospect of default or debt restructuring can only exacerbate this tendency, currently in the vicimty
of 20bn EUROS. Over time, investment will recede and the recession deepen, and may very well
culminate in bank nms and the eventual meltdown
of Greek banks and conmtagion to the European

Greek public debt
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debt restructuring does not selve the debt problem of Greece and wvet it may net prevent the
mevitable custing of the country from the international capital markets. Last but not least, the

adjustment costs will be bome at the end of the day.

3.3 The Californian solution: Dual Currency

Greece and Portugal have two severs economic preblems. These are. first, a fiscal position, deficit
and debt ratio verging on the mmsustamable and, second, a serious lack of competitiveness (a real
exchange rate which 1z mmch too high). Italy and Spain may also scon face a similar precanous

situation. These countries” membership of the Eurozone constrains the solution to this jeint problem

For example, neither Gresce nor any other country in a similar position could sensibly leave the
Eurczone, (indeed any smiff of thinking abeut that would canse an momediate banking erisis). Apart
from the immediate effects on wages, prices and interest rates, existing debts are denominated in
Eurcs and any attempt to renege on that would, very likely, result in seizure of Greek assets abroad
and expulsion from the Eurozone, in addition te a cessation of European Union net transfers. In this

respect Greece is far more constrained than Argentina was.

Similarly, none of the Club Med countmies could easily reduce its burdens by defaulting on its public
sector debt. Even if they could. somehow, avoid the second-round effect on their domestic financial
system, by ming-fencing banks and insurance companies agamnst such defanlt, they could not then
bormrow. If they could not borrow, they would have to cut spending into line with receipts. But if they
had to do this latter anvhow, they could do so without defaulting mn the first place. For default would
accentuate, not reduce, their current fiscal problems, and precipitate a banking crisis in France and

Germany, whose banks are loaded with their assets.

Many Greeks are still hoping for a bailout by richer Eurozone neighbours, under the implicit threat
that a Greek enforced withdrawal from the euro or default, even though it would net be in the self-
mterest of Greece, could cause contagion elsewhere. But that would represent moral hazard m

spades.

So, the road of devaluation that was chosen by the UK to fight the crisis is unavailable in a commeon
currency ared. On the other hand the Trish or Latvian read of a massive direct reduction in nominal
wages and prices is politically imattainable in the Club Med countries and would greatly exacerbate
the North-South divide. 5o what i3 to be done?
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When a subordinate state in a federal monetary union has severe fiscal problems and nms out of
money, what does it do? It issues IOUs. Think California or the Argentine provinces before 2000.
For example, m Portugal we could coin a phrase and call such IOUs escudo. Essentially the
government passes a decree that states that such escude I0Us would be acceptable for all internal
payments, except tax payments, between Portuguese residents. but not for any external payments
between Portuguese residents and foreign residents. All public sector and private sector wage
payments shift on to an escudo basiz as do interest payments by a Pormuguese resident to another
resident. Pormguese residents” depoesits and bomowing with Portugness banks shift to an escudo

baziz; others remsain in Euros.

What then would give the eseudo value, apart from the accompanying commitment o restore the
value of the escudo to panity against the eure, whose credibility would, of course, only be doubted by
the maost cynical! Note that the government, whose taxes remain paid in euro, would be long in euro,
whereas the Portuguese private sector would be long escudo, short euro. 5o, the government
transfers its net long to the central bank and asks the central bank to manage the escudo/eurs
exchange rate, so that 1t 15 stabilised, say at a level that represents a 25 per cent internal devaluation,
(the choice of mumber would need careful calewlation). As a by-product the devaluation will enhance
the competifiveness of the countries that mireduce the mechamsm of the dual cwrency without
distorting wealth allocation and sharing the cests of re-establishing fiseal rectitude more equitably.
This 15 in stark contrast with the dictims of the ECB-EU-IMF stabilisation programme. For example,
m Greece mest of the burden 15 bom by the civil service, pensioners and the low meome classess
through the increase i VAT. If the central bank does not want to adopt such a dual currency, and
under the MMaastricht Treaty it could refuse, the Treasury could do this on its own. While managed,
the exchange rate should not be pegged The escudo would be mconvertible, and non-residents
would not be allowed to borrow it. After all, this would be but a humble state IOU, though written
rather large and not & ‘proper’ cwrency; mndeed 13 success wounld be evident in 1ts disappearance

within a defined horizon, say 4 years.

All external monetary relationships, including interest payments. remamn unchanged. Intemmally all
price/wage relativities, tax rates, ete, remain unchanged What changes 15 the relativity between
mternal and external payments, (all tourist payments remain wn Euros). Poriuguese wages and costs
fall relative to their prior level; tax rates remain the same, but the enhanced activity raises revenne,

and there 15 a reduction, as measured in Euros, in interest paid to Portuguese residents.
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Incidentally. the Greek govermmment has already started honounng its domestic obligations with
urterest beaning bonds. This i3 a tantamewnt to mivsducing de facte a dual cwrency, medulo the
urterest prommised on these bonds. However, the diserderly and partial introduction of these I0Us
will not preserve relative prices and, hence, increase mecome inequality agamst the middle and lower
meome classes. Conssquently, consumption and mvestment demand will fall even further, thus,

causing substantial increases in umemployvient and the potential to waravel social cohesion.

It would be messy, and a dual curreney mechanism 15 unatiractive. But it could work; it has done so
before now in other countries and circumstances. It would protect the German bankmg system,
safeguard the basic existence of the ewro, and, for the Eurczone countries in danger of default, it
might be the lzast bad option. Indesd, 1t may very well decrease the gap between the developed
MNorth and the less developed South of Eurcpe, as conirasted with the large-scale transfer of

stmuctural funds that wers allocated and invested in & rather inefficient manner.

4. Should/Can Greece hecome more like Singapore?

Cormuption, and its accompaniment tax evasion, are like a cancer m the Greek national body.
Eemove it, and recorded income/output and tax revenne wonld rebound. Corruption and tax evasion

are fuelled by (unrecorded) cash transfers, just as cancers are fuelled by certain bodily transfers.

Femove the possibility of (anonymous) cash transfers, and comuption will wither. Thiz is
tecluncally possible, requiring the zeneralised use of electronic e-purses, allowing direct purse to
purse fimd transfer. with a capacity for records to be sent simultansously to a central recording

station. The technical capacity to do this exists; it was considered by Singapore.

It would be enforced by making holding of all currency notes, whether Euros, dollars, yen, etc.. or
gold/stlver coin, except for certified mumismatists, illegal and subject to forfeit, and additional fine in
large cases. All entrants to Greece, e.g. tounists, would be given a free e-purse, and required to
transform all their curreney holdings into e-form; everyone leaving Greece can transform e-money

mto the cash cwreney of their choice.
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Besides tax evasion and corrupt back-handers, cash 15 commonly used to pay for unan frailties,
prostitution and drugs. These should, at the same time, be legalised and taxed, raising further
revenue. There would be a trade-off between more tax revenue and becoming a “sin-centre’. Since
the use of e-purses for such ‘frailty” purchase would be recorded, sew/dmig trafficking by non-

residents would be much reduced by threatening to inform home suthorities about such behaviour.

There are, of course, numerons cbjections to this cowrse of action. Let us start with the least

pressing:-

1.The old and mentally handicapped would find 1t more difficult than cash usage. But only imtially,

and an educational effort would be necessary.

2 The prohibition on cash transfers within Greece, and the recording of e-purse transfers, can
be avoided by shifting paymentsfund transfers outside Greece. True, but the additional

frictions/transfer costs would be considerable.

3. The uze of the euro 13 legal tender in the euro-zone, and this measure would reduce ECE
selgnorage. fes, but seuro-zone colleagne countries appreciate the need for Greece to refonu and to
ralse more tax revenue, without nmning its economy mte the ground. The political good-will should

suffice to give Greece a waiver to do this.

Mow we move on to the more difficult 1ssues:-

4 The recording of all e-purse transactions, for whatever purpose, would give to those wheo
receive such mformation encrmous potential powers. On the prineiple of checks and balances to
power, the recording site and its IT data base, should be kept outside Gresce, e.g. in Switzerland.
The staff should be independent (of the Greek govermment), preferably non-Greek nationals, well
paid and their appointment made publicly and transparently by a Conumittee comprising a range of

Greek and foreign notakles.

All Greek persons, and Greek institutions, should have an gbility to approach the recording centre
for mformation. Yet another independent (and alse largely non-Greek) commuitiee, without any
aceess to the data base itself, would then mle whether that request should be allowed. A set of
principles indicating when such reguests should be accepted would need to be established
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5. Even if the provision of information, on e-purse transactions, is held independently of
goverment, with strong safegnards, this wounld stll be a potentially iliberal step. It would not be

popular, particularly not so with those currently nsing cash to fiddle and to reduce their tax base.

The real guestion is just how sertons the Greek nation i3 about reducing cormmuption and tax evasion.

The technical means to do so can be found. Is the will to do so also thera?

5. Structural Eeforms

5.1 Stabilization of Expectations

The mportance of expectations and market psychology cannot be over-siressed. In fact, arguably the
destabilization of market expectations due to misreporting of econcmic and statistical data to the EU,
as well as the sweeping generalizations of the state of the Greek economy by officials as of 2009,
was significant. For example, the analogy of the Greek sconomy to the “Titanic™ was preposterous,
if not cutright insulting. In fact, we cannot recollect a case in recent world financial history that the
govermment had undermuined expectation and market psychology so blatantly. In and of itself tlus
mcident merits further inguiry. The comparison with the prudent treatment of expectations by the
Spanish govemment documents the point. It 1s virtually impossible that these officials can restore the
credibility about the economic prospects of the country given the assumption that investors are

rational.

The genuine independence of the statistics authorities is kev to the stabilization of expectations.
Moregver, the managers of state owned companies and/or govermment officials that contributed to
the proflizacy of the state and the widening of the budget deficit should not manage the exit strategy
form the crizis. Since their credibility has been seriously impaired, it is virtually impossible to
convines the markets about their commitment for fiscal consolidation’. Indeed, during the transition
pered towards fiscal consolidation 1t may be appropnate to dissociate the polifical cost associated
with reform by allowing the presence of non-elected officials with a clear remit from the govenument

to manage the state of the sconomy.

! Oma can comnect this to the credibility of Central Barks and the anchorieg of inflation sxpectations
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Finally, transparency and communication of all the obligations that the govemment has undertaken
with the IMF and the EU regarding the bailout package shonld be immediate and complete. Put
differently, the dissemination of information should serve to explam the reasoms for the
memeorandum of understanding, rather than emphasize the political costs associated with its
maplementation. Otherwise, the adjustment costs will be amplified and potentially foment further
social unrest. In other words, transparency and gemuine revelation of the relevant information helps

to achieve commitment and anchoring of market expectations.

The case of Argentna illununates how wavering policy measures can destabilize market
expectations further and. indeed. deepen the ecrisis. Apropos. the natural “blame-game”, which
oceurs in these circumstances, with ene political party aceusing the other for the economic simation,
can only precipitate chaotic market reactions, as recently happened m Humgary with further
opportunities for contagion.

5.2 Institutional Beforms

The institutional reforms needed in the case of Greece are well understoed and much studied.
However, their implementation clearly depends upon the pelitical will of the present government as
well as the political repercussions it can, potentially, penerate across the entire political spectrum. It
1z not so0 much the knowledge of which reforms and how they should be implemented but the
consideration of the associated political cost that holds them back. To some extent the unwillingness
of every govemment to camry forward these reforms is a consequence of the clientalistic as well as

the paternalistic structure of the Greelk: political system for the last 35 years.

We shall mention briefly the major medium-term refomms.

3.2.1 Overhaul of the public sector

The inefficiency of the Greek public sector 1s well knovwn and extends across most of the arms of the
state machine. Mizmanagement of public finds and wnaccountability of dismibution are well
documented. In addition, itz productivity 1z low relative to other EU countries. It defies any logie
that 10% of state subsidies to education are utilized for imfrastructure replacement of damaged
wuversity and school property. The mere fact that the Greek National Health system 13 among one of

the most expensive in Europe, yet ifs services are lamentable. is testament to the mefficiencies and
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meptitude of the state apparams. Finally, bureancratic barriers not only prevent private domestic and

forsign investment, but also fomment cormption.

5.2.2 Bestucturing of Tax collections agencies

Given the interfemporal persistence of tax evasion, it is iuperattve to overhaul tax collection
procedures by providing ineentives to the respective agencies to improve their effictency and
productivity, and if necessary to subconiract part of the tax collection activity to the private sector.

By most studies, evidence suggests that tax evasion accounts for £20 ba per amumon.

5.2.3 Measuring and Registering the “shadow™ sconomy

Bv most accounts, the shadow ecomemy i1s over 30% of the Greek GDP. Eegistering and
consequently taxing this substantial part of the econemy is of utmeost importance, sines it constitutes
a primary source of cormption as well. This attempt together with the reduection of tax evasion not
only can increase the denominator, but alse reduce the numerator of the Budget Deficit to GNP and
Wattonal Debt to GNP, Furthermors, it would arguably send an explicit signal to the mternaticnal
capital markets that fiscal disciphine and orderly functicning of the state has finally been established
i the Greek economy.

5.2.4 Bemoval of the olizgopolistic tendencies both in the goods and labonr markets

There iz a plethora of professions (e.g. lawyers, notaries, tmck drivers ete.) whereby there exist
barriers to entry, and, therefors, competition i1s seriously impeded. Moreover, Greek labour laws
serionsly limit labour market flexibility and consequently whenever a recession occurs then

“hysteresis” predominates, s wemployment persists.

As far as the goods markets are concemed, the office of far trading needs to safeguard the
competitive nature of the markets that for most part are oligopolistic. This inevitably underscores the
need for supporting and providing incentives for the survival of small and mediun sized companies.
Heavy corporate taxation of the small and mediom sized finms can only ensure that oligopolistic

structures consclidate further, and thereby increase the mefficiency of the economy. Last but not
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least, recapitalization of the banking system is necessary, but that might jeopardise its competitive
nature znd pre-eminence in the Balkans. Potential explicit or mmplieit nationalization and'or
consolidation of one of the most efficient sectors of the Greek economy could prove to be disastrous

m the long-nm.

3.2.5 Management of state property

The market value of state property is about €300 bn and et the retum is miniscule. There exist
varions methods of private/public management that could increase considerably the revenue and, in
addition, reduce the level of corruption. State property i1s findamentally 2 public good and its

optimal nse 13 wamranted.

3.2.6 Povatizations

The Greek Minister of Finance outlined a programme of future privatizations focusing on sales to
sirategic lmvestors of stakes in transport, water supply and energy sector. gaming and

telecommumications.

This privatization plan 1z based primarily on concessions for strategic mvestors and amms to reduce

the bloated public debt and utilise the private sector efficiency for the Greek cifizens’ benefit.

However, since the Greek govermment will mamntain the majonity of these companies™ shares, this
will inevitably discourage potential investors. The Muustry of Finance seeks capital to be invested m
a distressed economy without granting management rights alongside. The only exception iz the
National Eailway OSE, the priority of the privatization programme as outlined by the Ministry of
Tramsportation; investors will be understandably reluctant to acqure this massively indebted

company.

The privatization plan should not be either primanly a fund collecting programme to reduce the
budget deficit nor a velucle for potential investors to acquire public benefits and tax reliefs. The
point being that the state needs neither a patemalistic relation with the markets nor a complete
dizsociation from them. It meeds a “clever” association with the private sector to improve its

efficiency and productivity.
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However. one should be wvigilant when 1t comes to consolidation i the banking mdustry.
Fecapitalization 1s necessary. but also a well diversified industry 15 needed in the long-nmn to readily
abzorb shocks without endangering the ability of the entire banking mdustry and its intermediation
fimction. The most adverse effect of the Olympic Games was, arguably, the concentration of
economic activity into one area, together with its associated wrbanisation. Besides economuec
asphyxiation, the inevitable social problems during a deep recession may constitute a time bomb for
the Greek society as a whole. The emergence of ghettos in the centre of Athens and the increased

criminality corroborate this argument.

3.2.7 Decenmralization of the economic activity

The metropolitan area of Athens constitutes almost half of the entire population, Inevitably, this
distorts development away from the Greek periphery and thus renders the entire economy vulnerable

to extemnal shocks in Athens.

5.3 Investment in and efficient use of human capital
The cases of Latvia and Estonia are illuminating when the IMF recipe 1z implemented without being
accompanied with appropriate economic pelicies for growth and development in the economy. The
brain drain that ensued in the above countries will inevitably have long-term economic and arguably
socio-political consequences. Greece with its mefficient labour markets and lack of mentocracy
may suffer a wave of emigration to the rest of the EU. More importantly, this wave of emigration
may take the form of skilled human capital that 15 crucially significant for increasing in the

productivity of the Greek econonny.

The freedom of movement of human capital within EU will exacerbate the brain drain that less
productive economies nsually suffer. Given that low skilled imumigration primarily cceurs via the
former Eastern European countries, only the lugh-skilled labour has a competitive advantage to be
emploved abroad. Evidence already suggests a dramatic increase of qualified professionals such as

doctors that are willing to emigrate. and simultaneously a drop of Greek professionals who repatriate
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themselves after therr postgzraduate studies abroad. The previous argument jointly with the pitiful
state of lngher education may undermine the firture sconomie prospects of the country. Statism, the
mflexibility of the labour markets and the suffocating grip of the Greek political parties on the part

of the economy that i3 controlled by the state guarantee cachexia and backwardness.

6. Concluding Remarks

We have attempted to argue that amongst the available options available to Greece presently the
least bad option 15 the infroduction of & temperary dual cwrreney mechamsm, e-purses and gquick
structural reforms. The option of default or debt restructuring is te be avoided at any cost. In
addition, the continued implementation of the memorandwm of understanding between the troika and
Greece almost surely will smk the economy even further into recession and endanger 1ts social

coheston. Therefore, a renegotiation of the conditionality terms sconer rather than later.
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Discussion

Chair:

Thank you very much, Professor Goodhart and Dimitri Tsomocos, for your presentation.
Well, we have a little time left and we have had many and quite radical ideas thrown on the
table by all our speakers. I don’t need to repeat them, but let me remind you that we heard
Professor Diamond talking about the importance of somehow accounting for tail events and
the importance of self-feeding situations in markets. Professor Constantinides essentially
talked about the need of quite radical restructuring of risk management models. Professor
Hardouvelis then spoke about this pro-cyclicality system and what can be done to at least
mitigate it, including my beloved subject of how to change the mandates and the behaviors of
regulators in this system. And finally, Professors Goodhart and Tsomocos, who put on the
table what I could call, I guess, a maximin notion: what is the best one can do of the worst
possible outcome. If the program does not work, what is the best alternative, and this was the
dual currency idea. Furthermore, I think they roundly suggested essentially the abolition of
the cash economy, which I think is also a very provocative notion. So what I would like to do,
given that so many ideas were placed on the table and we have such a gifted panel here, 1
would like to start by having a round of comments by panelists on presentations of other
panelists, if they so wish. And then, I will open the session to a few questions. So, could I
start from the left. Professor Harvdoubelis, would you like to make a comment on other
presentations?

Gikas Hardouvelis:

I wasn’t prepared for it, but now I am tempted. This dual currency idea reminds me of the
leave of absence idea of Martin Feldstein in the FT. There is no leave of absence. You are
getting kicked out of the euro zone, period. And it is actually the EU, period. It is hard for me
to see how it can really work. I think the politics will be such, if we are lead to such a
situation, that we will be kicked out of the European Union. I think no Greek wants that,
except perhaps 7% of the voters, who might want to take us back to the civil war and
hopefully win it. But you got to give more flesh to it to become believable. I like your points
about not defaulting. I agree with you. I was in London and I realized there were two camps
on this. The continental Europeans that said this is an EMU issue, this is not a Greek issue,
and agrees with your analysis. And it was the hedge funds and the Americans who simply
said, “Come on! In three years’ time you are going to be running primary surpluses, assuming
Plan A works and you are going to be doing ok, and then you are going to turn around and say
‘Why should I have a 150% debt? I’d rather bring it down to 75%.” There were some serious
hedge fund managers that deal in trillions of dollars, not billions, who said that there is a 50%
chance there is going to be a haircut of 70%. It was unbelievable. And the idea there was that
we are going to do it voluntarily. That not necessarily that anybody would push us around, we
would do it voluntarily. We had arguments, political this-that, this works, why not, whatever
you say. But there is still a climate out there and a lot of people believe it that Greece will
default voluntarily. Can you argue against it? ~ So dual currency is more serious and I don’t
think will happen. And the other one. Can you persuade the Anglo-Saxons on the other one?

Douglas Diamond:
Yes, I have a question and a comment for Charles and Dimitri as well. The first one, it seems

like one would have to introduce this plan very quickly, just because if it would require an
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anticipated right down of the value of the peoples' bank deposits they would be leaving the
room right now. So that doesn’t sound like a very good feature. Secondly, on the thing on
currency, we had a student at Chicago Booth, who managed to get some very interesting data
from the Russian Central Bank that he had managed to buy over the internet, and it was
effectively all of the wire transfers that the Central Bank processed and the names of all the
people. It was supposed to remain quiet, but he got about two years’ worth of wire transfer
and even though these things were recorded, he was able to come up with an algorithm to
capture bribes from oil companies to politicians and things like that. There were these
companies named “Spacemen” that were set up purely to run transfer-in and transfer-out. So,
it is not completely obvious that getting rid of currency would completely eliminate
corruption, particularly if the people on the inside were involved. But it is interesting that
after the fact you can go and actually figure out who was bribing who and exactly with how
much; it would be useful to have such a record.

Dimitrios Tsomocos:

The first point refers to the dual currency. If, given this nice diagram with the international
exposures of liabilities among countries, and given what has already started happening in
Spain, given what happened in Hungary, perhaps I don’t think that the European Union, its
lethargic bureaucracy will take a lot of convincing. Because if this sovereign crisis spreads, it

won't be a dual currency de jure, it will be de facto. And that is the important point. And
something that perhaps I didn’t flash out quite successfully in the presentation. The dual
currency is in stark contracts with Feldstein’s leave of absence idea. The dual currency is an
idea, is a proposal to rescue the euro. Never forget there is the original sin of the North-South
divide that was not properly cured in the last ten years, either because of profligacy either
because of unequal development and so on and so forth. So the only way is to convince and to
make more palatable this fiscal consolidation and the adjustment cost that will be fallen upon
economic societies allover across Europe. And let us not forget there is that much one can
touch; either the young or the pensioners. Because that is why age related taxation and
increased taxation pensioners there is that far that can take a society.

Charles Goodhard:
Doug is absolutely right about the need to do this, if it ever was to be done, very quickly

indeed. But I think he is wrong to assume that this and this alone would be a trigger for a run
from the banks. I think that anything which indicates that there could be any default or even
restructuring, which might as a consequence lead to any country involved to that having to
leave the euro, which I think would be a very likely event, that would lead to bank runs. And
indeed, the figures from the ECB about the amount of funding that is being required in the last
few weeks, for example from Spanish banks, suggests that this run — to a certain extent — has
already taken place. Two other comments, since we are asked to comment on our colleagues.
I agree by 100% with Gikas. He and I stood shoulder to shoulder in this rather unpopular
argument that you really do need to introduce counter-cyclical measures and that that can be
done for a long time, and I was delighted to hear everything that he said. Where I do tend to
disagree is with George Constantinides, who is arguing that the bubble development in 2006
and 2007 was patently obvious. There is a diagram which Turner, who is currently the Head
of the FSA in the UK, loves to show. And this is a diagram of CDS spreads on all the major
banks in every country. And CDS spreads were at about their all-time low by June-July 2007.
Afterwards, they rocketed upwards. But it is perfectly clear that markets are not necessarily
good predictors. The wisdom of the market just is not there. As I think a lot of people have
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been arguing, and I think rightly, both the subprime as the first problem in 2007 and 2008,
and now what appears to be the second leg of this crisis, with the Club Med difficulties, arose
in large part because everybody tends to think that what has been for the last ten years will
continue. Or if it doesn’t continue, you do not know when it will change. Because you don’t
know when it will change, you don’t know when to get off this particular (...). What I
particularly remember is the EC told the Irish in 2004-2005 that they would have a much-
much bigger surplus, because of the construction boom in Ireland. And the EC was right. But
the Irish turned around and said, “Look. We’ve got a large primary surplus; we have got a
surplus on the actual budgetary accounts, our debt ratio is quite low and falling. Who are you
to tell us what to do?” And it is very-very difficult. Now, what do you do about trying to
prevent the reliance on past data? Again, subprime, now demonized, was regarded as one of
the best financial innovations that the world had ever seen in 2004-2006. And one of the
reasons why that was so was because if you looked at US aggregate housing gator over the
very long period which you had it, from about 1950, monthly or frequently, so you had a
regression equation, which had huge numbers of observation, and you run that and during that
period there was barely a month in which overall in aggregate US housing prices fell. Put that
in your standard regression equation and you get out a prediction that US housing prices
cannot fall, with a confidence limit of T equals 15 or something, more than 5%.Now, what is
my solution to that? One of my solutions is to spend much less time on these kinds of
modeling techniques, which frequently can lead us astray, and give much more time to the
teaching of history; because people would have known, for example, if they taught history
properly, that in Australia in 1890-92, which was about the biggest crisis that any country has
ever suffered, the housing prices went down about 60% to 70% in Victoria and it caused an
absolute disaster. Those who knew history would have known or should have known that the
models that the credit rating agencies were using were just absolute total horror. As an
academic economist, my feeling is that the worst single decision that has been made in almost
all our universities is to hive off the economic history to a completely separate department
and assume that the economists don’t need to know any history. All they are going to be able
to do is do DSGE modeling. That is wrong.

George Constantinides:
First of all, I would like to clarify that about the international crisis I was not arguing that it

should have been predicted in 2005 and 2006. About that crisis, my point was that by
February of 2007, which was the onset of the crisis, peoples’ attention had been drawn to it,
so | was commenting that it took about six months for that crisis to peak; and it is not clear to
me why that particular information should have taken that long. But I was being stronger
about the Greek crisis, where it is not a one year’s current account deficit that caused the
problem; because the amount of borrowing by Greece each year, since the time it joined the
EMU, we knew exactly how much the debt was growing and we had the information to say
that Greece was eventually not going to be able to say it. So if we had assigned, even without
being able to assign probabilities, as to whether the economic growth in Greece would keep
rising, if we just looked at the scenario what would happen, Greece was likely that the banks
were not sufficiently sophisticated to be very much involved or at all in mortgage bank
securities. But we saw that there was an international crisis. So if we were to stop and ask
what would happen if that international crisis would affect the growth of Greece, then we
would have been able to predict, or at least worry about it much earlier than we did. And for
that I blame the risk management systems of all the banks and all the analysts and all the
hedge funds, which if they cannot assign a probability to a certain event or to say that a
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probability is small, it is easier to ignore that event than do a scenario analysis without even
trying to assign the probability.

Anthony Papadimitriou:

I fear I may be abusing my position here in the center front raw, but I do have not one
question, but a series of questions, which are really a statement or a comment on what
Professor Goodhart and Professor Tsomocos has said about a dual currency proposal and the
proposal to make away with cash payments. [ have to say from the outset that I am strongly
opposed to both ideas and I will put some questions to you and maybe you can answer them,
or maybe the questions are self-answered. My question is, first of all, what is the difference
between a dual currency and actually leaving the euro, the European currency? Would you
have a fixed rate between the local currency and the euro? If so, then there is no difference. If
you do as a floating rate, then in fact, what will certainly happen, as I know my Greeks very
well, they will not use the local currency, whether you call it the new drachmae, or escudo, or
whatever. They will not use it, except in the small denominations and only if it is absolutely
needed to do that. In fact, we did have a dual currency system in Greece, right after the civil
war, where the gold sovereign was actually the currency of preference in Greece. Houses
were bought and sold for gold sovereigns, dowries were paid in gold sovereigns, olive-oil was
purchased and sold for gold sovereigns, everybody was using the gold sovereign, except if
they couldn’t. So, effectively what will happen is that the populace and particularly the poor
will have to suffer a deep haircut, not in their actual hair but in their pockets. Second question.
Greece is not the only country which has this problem. Italy has it, Portugal, Ireland and
maybe other countries. Would you apply the dual currency to all of these countries? Then,
what is the use of the euro? The euro is worthless; it has nothing to do. A large part of Europe
will not be using the euro. Third issue. You would need to introduce a police state. You would
have to force the population to use the alternative currency. If they will use the gold
sovereign, as it has happened at some point in Greece, use of the gold sovereign was illegal.
In fact, it was a crime punished by imprisonment. Still, people continued using it and people
did go to jail — I know that as a lawyer — people would go to jail because they used gold
sovereigns in forbidden transactions. They did go to jail, until very recently. It is part of the
Greek history, absolutely. Now, another issue: California. You mentioned the California
model. I didn’t quite follow; in fact, at the beginning I thought you were going into
completely different directions, because I know that California is a state amongst others,
which has been completely bankrupt for a number of years now, and nobody has suggested
that California uses an alternative dollar, perhaps the Mexican peso or some other currency.
In California, they have been continuously using the dollar and the federal government of the
United States has found ways of dealing with the crisis of California in other ways; and
frankly, I prefer the actual default by Greece, than having an alternative currency. Now,
regarding the banning of all cash payments — I know, Mr. Chairman, I am probably abusing
my time, as I said before - banning all cash payments. I do believe that this is an absolute
thing for me. I do not accept that. It is going to be a Big Brother state; and certainly, I am
probably the most taxed lawyer in Greece, and I know that lawyers are as people say the most
tax-evasive persons. I am one of the most taxed lawyers in Greece; but I do object to having
every single transaction I do, even in most petty one, to be followed by some Big Brother, in a
place where I don’t know where, and in particular in that Big Brother is situated in
Switzerland. Thank you very much.
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Dimitrios Tsomocos:

I will try to make it as fast as possible. First, you are absolutely right that it cannot be fixed. In
Argentina, in some constituencies the dual currency was fixed and in effect there was a
problem. Even though you can use it with low interest rates domestically, to increase liquidity
in the constituencies. However, the idea of a dual currency is to introduce it on par and then
allow it to flow. So in effect, you have an internal domestic devaluation that retains — and that
is the important thing — it retains relative prices, so that the deflation depressors, on the
contrary, will not hurt the poor and the weak; they will equally share across all society, since
relative prices will remain the same. That is the key thing. Third, this thing is not used, using
the gold after the civil war and all that, but as a temporary measure, three to four years, to
introduce and foster fiscal consolidation. And then, you are back to square one, where
everybody is using the euro. With respect that this is a very good point — in fact, I alluded to
that — one should escalate the level of the use of dual currency as part as a temporary fixed
rule for Club Med countries that may be facing this sort of problems. It is a domestic
redenomination of domestic debt, without going outright for default or restructuring, where
anyhow you are doomed to be ousted from Europe and the euro in particular. And, last but not
least, how about illegal use of euro and all that, since wages will be received in escudos,
deposited or converted in escudos, so large depositors and not only pensioners and the young
will be hit 25%-20% and the amount of devaluation that is a careful econometric and
statistical thing, they will be hit by the devaluation and taxes will be collected in euro, so that
ultimately the Greek state to belong in euro and the Greek population to belong in escudos or
whatever, so that to be able to service our dollar or euro denominated debt. Because the main
point is default in foreign denominated currencies throws you out from international markets,
for at least ten years; and then, you see real sweat and blood, as we have seen in Argentina.
Perhaps Argentina was lucky enough to sell its debt to Venezuela. But I don’t think that
Greece or any other Club Med country has this opportunity to subcontract its entire economy
to Venezuela or any country like that. And I leave the California description to Charles.

Charles Goodhard:

If you are interested, there is a nice little piece in the Economist this week, about the
relationship between the Club Med countries and the states in the US. And when the states in
the US run out of money, they are just using IOUs. Admittedly, they probably wouldn’t have

to issue in the states as much as Greece would, but then the US states are enormously much
less indebted than Greece and the Club Med countries are. Now, you are absolutely right that
dealing with corruption in the root that I have been talking about, even with the safeguards
that I have been mentioning, is a potentially highly illiberal mechanism. But I think that any
mechanism for dealing with corruption and tax evasion is going to be pretty highly illiberal.
There is talk, I don't know how far is true, in the UK press of helicopters going round and
checking on the cars and swimming pools and all the rest of it, so that you are going to be
taxed by a sort of Big Brother, looking to see what you actually spend. It is a tradeoff. If you
think that you are prepared, I believe you stand to accept a very considerable continuant
degree of corruption and tax evasion, because you don’t want to get on the illiberal route. And
as this is a matter of preferences, I can't possibly do anything but say that that is your
subjective judgment and I appreciate it. I think that there is actually a serious question for
Greece, which is dealing with corruption and tax evasion, inevitably, one way or another,
drives you towards a more illiberal system. How far do you actually want to go? How much
do you actually seriously worry about corruption and tax evasion? If you don’t, on the
grounds that it would mean that your society will become less liberal, that is your choice.
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Anthony Papadimitriou:

Just a very short point. I am not, as you implied, in favor of corruption. I am in favor of
cutting down corruption as far as possible, but not at the price of instituting a police state.
There are other ways, like democracies have the means of ways of fighting terrorism, as well
as fighting corruption, which are within democracy. Thank you.

224



Third Session

Chair

Gregory Prastakos, Athens University of Economics and Business

Speakers

Nikos Vrettos, Boston Consulting Group

Christos N. Pitelis, University of Cambridge and Athens University

225



Situation and prospects for non-financial companies

Nikos Vrettos

The Boston Consulting Group

Good afternoon. Before I start, I would like to thank the Onassis Foundation
Scholars' Association for having me here, presenting to you some ideas about mostly
the macroeconomic world, because at the end of the day, it is where the real value
and the real growth of the economy is coming. I have organized my presentation in
two parts. The first one is about what we have termed at BCG “the Great Recession”,
namely, why we came into this recession and what it means for companies. In the
second past I will try to give you examples from the Great Depression that took place
in the ’30s, and what we can learn from that period of time from the companies that
performed well and flourished afterwards.

Let me start a bit to explain to you about the crisis. It was widespread, as bad loans
in the US actually ended up in putting people unemployed in the Danzig shipyards in
Poland; and this happened actually pretty swiftly, in the period of six to twelve
months; and went all over the world, in all economies, with notably very-very few

exceptions. The question is why this happened and maybe we can find three reasons.
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One was poor assessment of the credit worthiness of people getting loans. It was also
poor assessment of the borrowers, who thought they had everything under control;
and the third aspect was the fact that the risk was not well calculated and it spread like
a virus from bank to bank.

And then, one day we had the financial crisis, which impacted the real economy,
and this is the worst that can happen in reality. Financial crises, usually last two to
three times longer than normal recessions. If you take the recessions of the oil shock
in 1973, 1974, 1979, or even the dot.com thing. So this is where we are today and the
question that we pose is: what has the governments around the world have done? In
reality, they diverted back to an old strategy, which is the strategy “What do I do? I
just put money into the economy from the state government point of view.” If you
look at this chart, you see at the bottom left the Maastricht criteria. This is what in the
European Union many economists may think it is a healthy deficit and a health debt
level. You see that the only counted today in this box is Switzerland, which does not
belong to any union whatsoever. If you had plotted this chart in 2007, 2006, 2005, all
the bubbles would have been smaller and to the bottom left side. What you have today
is an expansion to the upper right. And you also see there the small grays signs
representing Ireland, Portugal, Spain and France. I don’t want to come back to the
Greek crisis, but this is why people think of a domino effect hitting Spain, Portugal

and the other countries.
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The question to me and to all of us is there is a limited thing at this point of time
that government can do actually to spur economy, like the new deal had done in 1933,
through Roosevelt and based on the model of Keynes. At this point of time, the
question is what real companies do to come out of this situation they are in. The real
economy, as said before, was affected severely. You can see here the TSR, which is
the total shareholder return, 2009 on the Y axis and 2008 on the X axis. Companies
who are on the left side of the graph, below the line, actually have not managed to
recover in great net value. Companies who are on the upper right, on the whitish part
of the slide, are companies that actually created value in these two years. You can see
that in the middle of the gray zone, these are the banks, so this is not a phenomenon
that only affected the banking sector or the “Citibanks” of this world. It is a
phenomenon that affected all the industries. And even, as I mentioned before, the
Danzig shipyard employee. So we are still not out of that. And this is a plot of the
Athens Stock Exchange, to come back to Greece. You can see the fall of the prices,

which actually in reality somehow the time lag or not, they reflect also the

expectations that investor have on our companies here in Greece. You speak of a drop

of about 50% to 60%.

Real economy affected as much as financial sector
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What do consumers think now? Why is the consumer very important? Let us

consider the consumer spending figures in the US. They account for about 90% of the
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US GDP. Now, this is a very high number, but also it affects the global GDP, because
it affect even toy industry in China, i.e., the toys that are created or built in China. If
there is no money to buy them in the US, China will suffer as well. This is actually the
second order effect of the consumerism in the US, which actually affects the growth
of the economy or the slowdown that is happening. You can see here on the left side
that the index of confidence is still down, although it has stabilized a bit in 2009,
beginning of 2010. The same applies for Europe. And in our country, Greece, because
of the situation and the sovereign debt crisis, it is still going down in dramatic fashion.
What does that mean in reality? If you look at the economy of the last 10-15 years, it
was propelled forward, specifically in Greece, through spending. We had one of the
highest parts of spending in the economy among OECD countries. And thisis what
you see here is what is happening from the way that these consumers react to the
crisis in Greece, but also elsewhere. You have reduced consumption, you have a

trading down, increasing private label shares, you have bargain hunting and you have

shift to discount channels.

Consumer sentiment still low in Greece...
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This is changing the way that today the consumer industry or the retail industry is
actually performing and the trend at this point of time is at the stabilization or more to
the down. Apart from retailing, you will see here that even in Germany, which is

the most industrialized economy in Europe and of the world in general, you have also
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a drop in the output, a substantial drop in the output; and this is visible for all
countries, specifically Italy, Germany and Spain, who are also industrialized societies

and they are still producing a lot.

Dramatic drop in industrial output globally
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In Greece, the drop was smaller, because the nature of our economy is not an
industrialized one. And of course, when you have these effects the profits go down
across all sectors and you will see that here we have plotted three years in a row,
2007, 2008, 2009, across a variety of industries, like passenger transport, like
publications' wholesalers, who actually are caught in the middle and are squeezed.
You know, clothes, retail trade, food. So there is, all in all, a downtrend in the
economy. What is also important is that there is a high need of deleveraging. There
was a high debt built up, either private or public debt, unsustainable; and this is the
reason why the crisis happened. So, one of the things that either consumers, or
companies, or entities are doing is try to deleverage and bring the debt down. Of
course, the rates on the left, I mean ECB or the Fed, are pretty small, but still the
yields and the risk premiums paid are not so high as they were in the height of the
crisis, 2007-2008, but they are still higher than they were in the years past. What does
that mean for the companies? It means a liquidity squeeze; and it is the worst that can
happen actually, you don't want to have that. You have the reduced access to the

funds, you have rise in the costs, you have drop in demand, which decreases your re-
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Impact experienced across industries in Greece
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venue, and you have payment delays. You can see that across a variety of industries,
which actually squeezes the cash you have and does not allow you either to repay
your debt or invest to growth. Summing it up, it means that you have increased
competitive intensity and this is going to grow in the next five years. You have a
change in the nature that consumption is done; you have more conservative
consumers. You have more difficulty in the access of capital, profitability under
pressure, and what is scary, but it was done also in the past, is you have governments
becoming more activists. But there is a limit to what they can do. How does this
translate? It is reindustrialization, trying actually to put investments back into the
economy, protectionism, which was a very widespread phenomenon in the global
depression in the '30s. Re-ownership of companies; buying up companies that were
sold in past decades, and of course increased regulation. It is kind of an amok defense
mechanism that a state, or a government, or a country is trying to do. Does this help
the companies? Well, it is tough. And to say how tough, I would like to go back to the
Great Depression, because that was the worst that had happened, at least that we know
of, in the last 150-200 years. There were many recessions in the last 60-70 years. In
the ’80s, through the second oil shock in *79, *73-°74; there was a shaking in 97 and

’98, through the Asian crises, there was the dot.com, and there is also the today’s one.
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But the Great Depression was beyond everything that we understand. To give you
a measure, there were more than 9,000 banks that failed in the US at that time. It was
20% of the US total. It accounted about 10% of total US household savings. The
unemployment rose to around 25% in 33 and stayed there until 1937-38 and started

going down when the Second World War started. And the government expenditures,
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the new deal of Roosevelt, actually increased the expenditure from around 6%-7% of
the GDP to 16%-17%. It was a huge amount of money going into the economy. He
was printing money, he could do that, and he increased the debt in reality.

Now, the question is how does this compare? Well, Truman made a joke and he
said in 1940s, “Recession is when your neighbor is losing his home, and depression is
when you lose yours.” So, having that in mind, let’s move to see what happened in
that time. Because if you can survive, excel and succeed in those times, in our times it
would be relatively easier, because you have succeeded in a very-very big shakeup.
If you look at this chart, it will show you that from ’29 when it started, till *40, when
the Second World War started, you have two periods. You have the period which is
the peak to trough, till *32-°33; this is also from the point onwards, when the new deal
started with Roosevelt. And then you have the trough to peak, when it started going
up. You had at the bottom of the time, in *32, 50% reduction in the output and 130%

of the profits. This was a paralyzed economy.

Winning in the great depression was not easy
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Can people or companies survive? Yes, they can, to use the Obama thing. What we
have plotted here — you remember the two periods: peak to trough and trough to peak
— companies that are in the upper right are companies that excelled and created value
during both periods. The period of going down, which were the first three or four

years, and then sustainable growth in the next ones till 1940. And these companies,
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we have picked some to tell you what they have done, because probably they have
done something well. We have picked IBM, P&G, General Electric, DuPont de
Nemours and Chrysler. You see also companies in the bottom right part of the chart,
which were badly hit on the peak to trough, on the first three or four years, but at the
end they managed to recover. And of course, you see companies who are at the
bottom left, that are the laggard, you don’t want to be there. They are the companies

that never recovered. They were for 14 years in a bad shape.

Nevertheless some companies outperformed

Company returns relative to industry average
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So what do all these four-five examples tell us? Let me start with the auto industry.
Everybody speaks about the Big 3 in the US. Well, they were not big 3. In reality, if
you look at 1929, Chrysler was very small, you see the left bar. It was General Motors
dominating, it was Ford very big, and there were many others. What you see what
happened after 1940, in 11 years, you see Chrysler entering the big game. And from
that time onwards, there were the term “The Big 3.” Chrysler, GM and Ford. So what
did General Motors — because they also performed better, as you can see — Chrysler
and Ford do or didn’t do? Well, GM had in its helm Mister Sloan. Everybody who
studies in MIT knows the Sloan School. He was the Chief Executive Officer of

General Motors. And he said something very simple. He said: “We simply learned
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US auto industry — changed beyond recognition
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how to react quickly.” This was perhaps the greatest payoff. Now what did GM do?
GM closed immediately plans; it laid off workers of course, it reduced production in
the middle and high end cars, it focused on the Chevrolet brand, which was the low
end brand and it reduced inventories and slashed the prices of its high end brands by
70%. Because it had limited backward integration, so it was the flexibility to move
and do all these things and actually the passed on some of this cost to suppliers who
were together with them in the group. The key, though, was that it realigned the
product offering. It shifted the thing to Chevrolet, because they understood consuming
was going to be down, so they shifted all their main production, sales force, into the
Chevrolet thing; and they managed to come up, as you see, with more or less about
50%-60% market share. But the key was Chrysler. Chrysler was created in about 1925
by Chrysler and the merge with Dodge in ’27-’28. But what they had done is what we
call they executed the basic measures. They closed plants, they laid off workers and
the usual stuff. They reduced G&A cost about 30% and there is an anecdote about
Walter Chrysler, who actually asked his managers to cut down costs and they came up
in one week with 1,000 reasons why this cannot be done. So what he did then is he
said to his accountant, “Bring me a book, where all the employees are written. Name,
employee, social status, salary, etc.” So he collected all his management, he had this

big book of that time, and then he took the book, he opened the last part and said: "I
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am going to fire one third of this book, indiscriminately." And then the people started
saying, “Ok, then we try to go down,” and they went through analysis and they found
actually people who thought they should be laid off in a more sophisticated way. The
way of pushing things was what actually made things happen. The differentiation of
Chrysler, though, was similar to GM with Chevrolet, the Plymouth. The Plymouth
was a low end car and what they did is they managed to increase the efficiency of the
plants. They were producing — and this is amazing — 50% more cars in the same
amount that GM and Ford were producing. So they made Plymouth cheap. And
people, not having so much money to spend, they started buying Plymouths. And this
is what made them enter the Big 3. They also understood, and this comes to the new
deal thing, that Roosevelt at that time was having the national highway expansion
program, building roads. And they understood also people needed to travel longer
distances with better powered machines. So they started doing research and they came
up with the new engines and also with this airflow design that you see that the car
industry is doing. This was a Chrysler invention. They were trying to make more cost
efficient cars and this is what they did. Ford, on the other side, although was the
leader, at the end of the day they were very slow at cutting down costs, very lax in
their accounting, for whatever reason, and actually they managed to come up
relatively well, but with scars. They lost their status. Chrysler took them over.

You go to GE. GE did also deep cost cutting. And they did it faster and better
than Westinghouse, which was their other competitor. But GE tried to keep the best

GE cut costs fast & deep, but protected core
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talent they had. So they were thinking they would have to build their capabilities, so
they were trying to get the best. With that, what they did is they managed at the end of
the day to keep the best. They redirected them to lower end jobs, but the people were
happy to have the jobs. This was also what KLM did, actually, in 2009, not so very far
away. They had the big drop of revenues and they asked about 2,000 of their pilots to
volunteer for jobs as baggage handlers, hospitality agents and machine operators. This
was the idea “I keep talent, I redirect it, and when the economy goes up, I have them
there.” This was the GE thing, plus the fact that they also realized that with the new
deal program, they built the Hoover dam, as you know, they started putting money to
R&D to make new appliances. Why? Because when the whole country was under
electricity through the new deal, they thought people would need new appliances,
toasters, etc. So they started building these things to sell them as well. Plus, they
invented the credit from the industry side. So they created the GE Credit Corporation
in 1932, because they realized that maybe consumers would need some money to buy
their products.

Look at IBM. Similar stuff. But at the end, something differentiates them. They
never cut costs. They never laid-off workers. What they did was they reduced wages
to have a better cost base, but they never laid-off workers. And what they did is they
were the first company in the world that actually introduced life insurance survivor
benefits, paid holidays; everything that today you view as normal. This is IBM and
Thomas Watson in the beginning of the *30s. Again, the philosophy was “I keep talent
and I believe economy is going to go up.” And this is a statement he made, that only
5% of business’ accounting functions are mechanized. So he realized, with all the cost
cutting, all the problems that the economy is going to have, companies are going to be
in disarray, they are going to need automated machines. So, at that time he also built
the famous IBM R&D Center, close to the plant, and started creating new machines. It
was, I think, the first Alpha-Beta accounting machine that he was selling to clients. He
also used the GE element, by inventing the leasing; because they could not buy in
terms of cash, so he created a division where he was leasing the machines, so that the
customers could have the machines. It was number 4 at the end of the *20s. At that
time, number 1 was Remington Rand, which actually is a name many years gone from
the company vocabulary. And you will see the revenues of IBM on the right chart,
which actually exploded. But it is not only about cutting costs and leasing and giving

credit.
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IBM saw the depression as an opportunity
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DuPont De Nemours. They thought it is the best time to invest. And what they did
is, you can see on the left side of the bars, with the exception of one year, they have
increased continuously their R&D budget. Actually, it went up 93%. Because they
though “I am going to be ahead of the curve with innovation.” The result of that was
neoprene, which was introduced in 1931, but more importantly nylon, which was

introduced in 1939-1940s. I don’t know what you know about the nylon. There are

DuPont innovated through the depression
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many rumors and discussions. Some people state it stands from an acronym. NYLON,
which is an acronym standing for Now You Lose Old Nippon. Nippon is the name of
Japan. Nylon was important because the military was using it for parachutes and tires
and a variety of things. And they were using at that time, specifically for parachutes,
Japanese silk and Chinese hem, cannabis, which could not be imported in the US at
that time. So they were rushing to produce nylon — and the military was investing also
helping them — actually to get it into the market. So this is actually what nylon stands
for.

P&G is a another familiar name and big company. They were the masters of
advertisement. What they realized is in recession everything goes down, advertising
time is cheap and getting cheaper. So they said, "Il am going to invest in
advertisement," and what they did is, you can see on the left side, P&G, the spending
that they had was humongous in advertisement. Specifically, at that time P&G had
soap. The term “soap-opera” that you know comes from that time; because they were
advertising on the radio. The radio at that time had this series for all the families etc,
so they were actually intersecting the radio series with advertisements for soap; and
the term "soap-opera" was invented at that time, through P&G putting all its money
into advertisement. What they also did is, on the right side, they were extremely active
in the M&A game. You can see on the left side the companies they were buying

through the recession. Again, their idea was “It is cheap. There will never be a better
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time for me to buy.” So, in 1930-1939, they actually had ten companies and ten
brands acquired and this was all over the world. They even acquired in Japan, in
France, in the UK; so it was not only US based. Well, these winners, as you can see
from this chart, and we have the comparison of the company that I showed you before
with the industry average of the specific sector, they continue to outperform their
peers and their industry in the years to come. People will say, “Well, it is Great

Depression. This is an American economy and an American example.”

Winners continued to outperform in the upturn
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I would like to bring you one more example, which is from Japan. It is a company
called Siletsu. I don’t know if you have heard it. It is one of the biggest producers of
PVC. When I was in Japan, the stock market index was 39,000 in 1990-1991. Today,
it is about 10,000, so they had a big drop. And in Japan, in the last 10-15 years, people
call the *90s the “lost decade.” It was an economy hovering around 1%, -1%, flat. And
with a huge deleveraging going on. So you had a company like Sinetsu run by a CEO
named Kanagawa, who before the bubble burst, before, he said, “Well, I need to
readjust my business model.” Everybody was saying everything is fine and he
thought, "No. I am going to change my business model." And he realized things
coming and what he said is “I am going to focus on one product, which is PVC.”

Mitsubishi Chemicals at that time, had five different products in the area of PVC or
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PVC-related, and Sinetsu focused on that. And also, they started cutting costs,
which is very difficult, because you start cutting cost and focusing in a period where
everybody is expanding. So everyone thought he was crazy. What happened is
recession came, a longer period, and Sinetsu came up with being the number 1 and
leaving all others behind, around '94-'95. This thing continued into 2000, and then the
dot.com bubble burst again, also in Japan. So he, the same guy, realized again that
nobody is investing now, because tech goes now, but he saw that they need 300
wafers and conductors in the industry, the 300 millimeter wafers. So he put about
close to a billion of investments, in a period when nobody is investing, to create the
300 millimeter wafer. That made him, in 2004, the number one player in that specific
section again. What do all these things tell us? And we can continue with examples,
because there are ample around the world. But at the end of the day, there are three
main building blocks that all these companies or CEOs have done.

First defense, go in the offense and at the end of the day you need a
managerial mindset. So, what was the summary of what they have done? They
protected the basic financials and business fundamentals. Their cash positions,
renegotiations with the suppliers, inventory management, reduction of debt. They
drove down the costs, and more importantly, they maintained flexibility; because this
allowed them to maneuver. Of course, they protected revenues, by doing strategic

pricing, which means sometimes I can reduce the price, but I will gain market share;
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they focused on innovation and R&D, they used advertising marketing power, and
also they continued to buy up companies. But behind this whole list of activities, you
cannot do that if you don’t have the CEOs on the helm. We have a new paradigm
today of what a CEO should be doing. And you can see here we have a long list of
things. It goes from regaining public trust, thinking about the future of the business,
rethinking about three steps ahead about what others are doing, working through the
flows, helping your management making the right decisions, and also reassessing the
way you try to lead your company, also in terms of compensations and the likes.
Behind the names, the companies that I mentioned before, there was Watson for IBM,
Sloan for GM, Chrysler for Chrysler, Carothers for DuPont, and so on. People, who
today are very famous and you can read about them in most management books.

I would like to close the

presentation, with something
from China and Japan. Many
people are speaking about cri-
ses, but the example I showed
to you and these companies,
actually they looked at the
Danger + Opportunity

opportunity. And it is funny

that the Chinese and Japanese words for crises have two elements: Danger and

opportunity. And I would like to focus all of us on the opportunity and not so much

on the danger that most people are seeing lately. Thank you very much.
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1. Introduction

In this paper, we explore the role of foreign direct investment (FDI) and clusters of
Small and Medium-sized Enterprises (SMEs) on the competitiveness of emerging
economies and economic integration.

We structure the paper as follows. Following this Introduction (Section 1), in
Section 2, we assess briefly and critically extant theories of FDI and the MNE. In
Section 3, we discuss theoretical perspectives on “clusters” of SMEs. In Section 4, we
critically assess competitiveness and catching-up theory and policy and the role of
FDI and clusters in this context. Section 5 sets off from limitations of extant
scholarship identified in the previous section to develop a novel framework for
competitiveness and catching-up and discuss the role of FDI, clusters and government
policy in its context. Section 5V discusses ways through which emerging economies
can effect economic integration through enhanced competitiveness and accelerated
catching-up, by leveraging strategies informed from recent developments on
scholarship in International Business (IB) strategy. Section 6 summarizes and

concludes.
2. Theory of foreign direct investment (FDI) and the multinational enterprise (MNE)

21.1 Extant theory of FDI and the MNE

The theory of FDI and the MNE dates back to Stephen Hymer’s PhD dissertation,
completed in 1960, and published in 1976. Hymer is arguably the father-figure of the
theory of the MNE because he is the first scholar who posed the question why foreign
direct investment (FDI), vis-a-vis alternative modalities of what he called ‘foreign

operations’, like licensing, tacit collusion, joint ventures, etc (Dunning and Pitelis,

* I am grateful to John Dunning, Marc de Rond, Miroslav Jovanovic, Joe Mahoney, Anita McGahan,
Neil Kay, Bart Nooteboom, Giovanni Dosi, Paul Tracey, David Teece, David Wolfe and participants at
the DRUID 2008 Conference for comments and discussion. Errors are mine.
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2008)". Accordingly, Hymer posed the questions ‘why internalize’, for the case of the
MNE, much in line with Coase’s (1937) similar question for the national firm®”.
Hymer attributed the benefits of FDI to the advantages of the control it conferred to
firms. He proposed three reasons for the choice of FDI. The ‘Removal of conflict-
Rivalry’ between firms in international markets, and the exploitation of the
(monopolistic) Advantages of firms were the two major reasons. ‘Diversification of
risk” was the third, less important one for Hymer, because it did not involve control.
Through FDI firms could both reduce the forces of Rivalry in international markets,
and exploit their monopolistic Advantages better than through the open market. That
was possible for numerous ‘market failure’ (or intra-firm success)-related reasons, to
include the avoidance of bilateral oligopoly, difficulties of finding licensees in foreign
countries, honest or dishonest differences in the perceptions of the value of the
advantage, etc. All these have predated more recent literatures, as documented in
Casson (1990), Horaguchi and Toyne (1990), Pitelis (2002), and Dunning and Pitelis
(2008).

While the Coasean question ‘why internalize’, was already present in 1960, Hymer
only pursued explicitly Coase’s arguments later, in a 1968 article. He also quoted
Coase in Hymer 1970 and 1972°. Post-Hymer developments of the MNE zeroed on
the ‘why internalize the advantages’ question. Various important contributions
emphasized different reasons. Buckley and Casson (1976) focused on the public good
character of ‘intangible assets’, which are susceptible to ‘market failure’ if they are
not exploited internally, while Williamson (1981) stressed post-contract hold-ups, in
the case of ‘opportunistic’ licensees and investments in specific assets.

Post-Hymer ‘internalization’ theorists did not address the issue of location.
Dunning (1958) had done so, and indeed Hymer discussed locational factors under
various guises, for example, exploitation of foreign assets, better demand conditions
abroad etc., see Dunning and Pitelis (2008). Location is most crucial, indeed a sine-
qua-non or the theory of the MNE (Dunning 1998). One reason is that, in effect, most
questions on the MNE are also applicable for the case of non-MNEs. Penrose (1987)

! Earlier contributions to the literature included both Edith Penrose (1956) and John Dunning (1958),
indeed Hymer (1976) cites both Dunning and Penrose in his PhD thesis. However, neither Penrose, nor
Dunning had posed the question why FDI (intra-firm) versus inter-firm foreign operations.

? Indeed he even used the verb ‘internalize’ already in the PhD thesis “The firm is a practical devise
which substitutes for the market. The firm internalizes or supersedes the market” (Hymer, 1976, p. 48)

3 Hymer’s analysis and, even, terminology in this article incorporates most major contributions of the
post-Coase transaction costs literature, see Dunning and Pitelis (2008).
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criticized both Hymer-type and Coase-type application to the theory of the MNE, for
failing to distinguish between intra-country and inter-national expansion. For inter-
country expansion the crucial issue of course, is the investment in different countries.
This is a locational issue. In addition, it is an issue that involves location under
different cross-border regulatory jurisdictions (Pitelis and Boddewyn, 2009). In this
context, the whole debate on why MNEs can usefully be subdivided to three sub-
questions. First, why internationalization. Second, why integration/internalization.
Third, which location, which in this case means which country.

In Hymer (1976, 1970, 1972) why internationalization (why foreign operations in
his words), is explained in terms of push and pull factors, such as external market
opportunity, product life cycle considerations, and differential demand conditions
(e.g. mature domestic markets), (see Pitelis (2002a). Such considerations, especially
when viewed in line with other ‘locational’ considerations by Hymer (see Dunning
and Pitelis 2008) also provide an indirect answer to the question ‘which country’.
Instead, the ‘internalization school’ did not focus on the questions ‘why
internationalization’ and ‘which country/location’. It is John Dunning’s OLI that
envelopes all three aspects. In the OLI, O stand for Ownership advantages specific to
the firm (which need not be monopolistic, but could also be due to efficiency). L
stands for Locational advantages, and I for Internalization advantages. The main idea
is that given O, L. will explain the choice of location, and I the choice of modality. In
terms of our questions, L explains ‘which country’ (and up to a point ‘why
internationalization’) and I, why internalization. O is a necessary (but not sufficient)
condition for both ‘internationalization’ and ‘internalization’.

OLI has served and is serving an important role in the literature in part because of
its paradigmatic nature, and in part because of the agility and ability of its proponents
to incorporate new ideas and developments, as well as to propose new ones (Dunning,
2000, 2005; Dunning and Lundan, 2006)." As Dunning (2001) points out, it is
arguable that in its early manifestation in the OLI, has paid limited attention to the
endogeneity of advantages, in particular the link between intra-firm knowledge

generation, O advantages and their relation to L, and I advantages - and thus (up to a

' Dunning (2005), for example, proposes institution-seeking FDI, an idea in line with the knowledge-
based perspective.
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point) the OLI underplayed the firm as a strategic actor.' Moreover, and similar to the
internalization theories, the quasi-exogeneity of O, L and I also implied that the
framework could benefit from a more dynamic, strategic, entrepreneurial and
knowledge-learning-based foundation.> We contend that Penrose’s contribution to the
theory of (the growth of) the firm can serve such a purpose. At the same time,
however, a learning-based perspective goes beyond extant theory of the OLI, by
introducing a cognitive and entrepreneurial agency dimension, missing from the OLI

(Spender, 1994).

2.2 A knowledge-learning-based approach

A founder of the knowledge-learning-based theory of the firm is Edith Penrose
(Penrose, 1959; Spender, 1994; Pitelis, 2000). Penrose was one of the earlier
contributors to the MNE, her 1956 article in the Economic Journal, appeared prior to
Hymer’s PhD thesis. As discussed by others, e.g. Dunning (2003), Pitelis (2000,
2004, 2007), Kay (1999), Rugman and Verbeke (2002), Penrose dealt extensively
with MNEs and MNE-country relationships in general (e.g., the 1956 article), and in
particular in the context of the ‘international oil industry’ and Arab countries. In the
context of this work, Penrose was one of the earlier contributors to issues of ‘transfer
pricing’, ‘dumping’, ‘infant-firm’ arguments (in support to some protectionism).’ All
these are also of importance to the issue of economic integration, see next section.
However, Penrose did not address the question ‘why MNEs’ vis-a-vis, let’s say,
licensing or exports, therefore, she did not deal with the ‘nature of the MNE’. —
Similarly, her 1959 classic book on The Theory of the Growth of The Firm (TGF
thereafter) did not address the issue why (national) firms either.* (Moreover, Penrose

did not explore in any detail the implications of her TGF contribution for the MNE).’

" In contrast to some critics (e.g., Teece, 2006), Hymer had examined the historical evolution of O
advantages in the context of his “‘law’ of increasing firm size” (Hymer, 1972), yet failed to see
advantages as a process of endogenous knowledge generation and (thus) firm growth. That task was
performed by Penrose (1959) and up to a point by evolutionary models of the MNE, such as Kogut and
Zander’s (1993). Despite significant progress in dynamising and extending the OLI (e.g., Dunning,
2001), an application of Penrose’s intra-firm knowledge generation dynamic to the OLI has not been
attempted before.

> No detailed explanation of intra-firm advantages generation has been provided in extant Hymer,
transaction costs and (thus) early OLI-based theories. The intra-firm focus is specific to Penrose (and
subsequent resource-based-view (RBV) scholarship, see, for example, Pitelis, 2006, for a recent
account).

3 As discussed in Pitelis (2002a).

* Although she explicitly distinguished between the firm and the market and discussed the boundaries
issue, she went on to focus on growth, not on the issue of the existence per-se.

> For a speculation as to why, see Kay (1999) and Pitelis (2000)
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The fundamental insight in TGF was that intra-firm knowledge generation
(through learning) generates excess resources. These motivate managers to expand, as
‘excess resources’ can be put to (profitable) use, at (near) zero marginal cost. This
endogenous knowledge/growth dynamic is realized through managerial ‘productive
opportunity’ — the perceived dynamic interaction between internal resources and
external/market opportunity (Penrose, 1959, Chapter V).

Despite limitations', we claim here that Penrose’s insight has implications on the
OLL, our three related questions, and the need for a more endogenous, dynamic, and
strategic theory of FDI and the MNE (Dunning, 2001). In addition, Penrose’s
knowledge/learning perspective adds cognitive and entrepreneurial elements,
currently missing from the OLI, of interest to theory, managerial practice and public

policy. We explain these below in the context of Dunning’s triad.

O(wnership)

In TGF O advantages are not monopolistic, at least as far as their process of
derivation goes. They are efficiency advantages by definition, as they are the result of
an endogenous knowledge/innovation process. O advantages only become
monopolistic when firms attempt to capture value by, for example, bases, raising
barriers to entry, using restrictive practices, etc. All these are discussed in Penrose
(1959, mainly Chapter VII). In addition in Penrose there are also explicit references to
both efficiency and monopolistic advantages. For example, Penrose (1959) observes
that

“A firm may attempt to entrench itself by destroying or preventing effective
competition by means of predatory competitive practices or restrictive
monopolistic devises that relieve it of the necessity of either meeting or
anticipating serious competitive threats to its position. In such circumstances a
firm may grow for a considerable period depending on the demand for its
products, harassed neither by price competition nor by the fear that competitive
developments will make its products or processes obsolete. Examples of growth
over long periods which can be attributed exclusively to such protection are rare,
although elements of such protection are to be found in the position of nearly
every large firm.” (1959, pp. 113).

Monopolistic advantages are in line with Penrose’s claim that while the process of

expansion is definitionally efficient, the resulting state need not be - as/when MNEs

! Notably, the observation that the use of managerial time has positive costs (Marris, 1999) that TGF
fails to deal with issues of intra-firm conflict (Pitelis, 2000) and that a number of important assertations
by Penrose have yet to be tested (Pitelis, 2006).
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try to capture value through monopolistic practices. This idea introduces the important
distinction between process and state-type advantages, the latter being potentially

monopolistic as originally suggested by Hymer.

L(ocation)

Penrose did not deal with L. in TGF. In her preface to the third edition (Penrose 1995)
she claimed that all the theory of the MNE requires it to suitably adapt her TGF ideas,
and account for the existence of different nations. This would require accounting for
inter-national differences in regulatory and tax systems, different laws and cultures,
etc. (Penrose, 1959: xv). Penrose did not pursue this much further, leaving it to other
scholars to do so. (We will return to this later, when discussing I.) Nevertheless, the
Penrosean perspective has important implications on resource/asset/knowledge/
innovation seeking and augmenting locational advantages for FDI. As firms are
bundles or resources creating knowledge, it is ‘natural’ for them to locate where
existing resources/knowledge is such that it can add value to firms’ existing resources,
knowledge and technological bases and (thus) operations. This implication from
Penrose’s work is in line with Dunning’s discussion of asset and institution seeking
Locational advantages (e.g., Dunning 2001, 2005), and more recent attempts to build
a theory of the meta-national (e.g., Doz et al 2001), which consider MNEs as pursuers

of global learning, knowledge acquisition and upgrading.

I(nternalization)
Penrose did not deal with I - advantages in the specific context of the MNE.'
However, she dealt extensively with integration, which she considered as an earlier
(and more accurate) term for ‘internalization’.> Accordingly, her views on
‘internalization’ should be looked at in her analysis of integration. For example, one
argument she offers for horizontal integration is the acquisition of valuable
managerial resources (partly in response to the ‘Penrose effect’- limits to growth due
to limited intra-firm managerial resources) (Pitelis, 2007).

Concerning vertical integration, according to Penrose, one reason for it is the

superior knowledge, and (thus) ability of firms to cater for their own needs, as they

' The nearest she comes in the book to discussing the MNE is the following: “Often the large firms
organize their various types of business in separate divisions or subsidiaries” (p. 156)

% In private discussions. Note also that Richardson (1972) too, pursued this approach. In essence the
two terms are synonymous.
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have better knowledge of these (Pitelis and Wahl, 1998 and Pitelis, 2007, discuss
these points in more detail).

Applying such ideas to the case of the MNEs, would suggest resource/knowledge-
seeking superior firm capability-induced FDI.! The last mentioned is similar to Kogut
and Zander’s (1993) subsequent ‘evolutionary’ contribution to the MNE (see also
Verbeke, 2003, for a critical account).”

By bringing central stage the role of learning, the knowledge/learning-based view
of FDI and the MNE has important implications both for interaction effects between
O, L and I. Moreover, by incorporating cognition and agency, it calls for a more
entrepreneurial, forward-looking approach for FDI, the MNE (and more widely), one
that (tries to account for) anticipated change and to act on its basis.

Starting with interaction effects, these have not been given much attention in early
literature (Dunning, 2001). They are crucial. O, L and I are dynamically inter-related.
For example, L advantages once realized serve as O advantages. Similarly, I
advantages are O advantages too (viz Hymer’s (1972) view that ‘multinationality per
se’ is an advantage, the standard view that vertically integrated firms may possess
higher market power, etc., see Pitelis and Sugden (2002) for more on such
advantages). In turn, I advantages are related to L and O advantages in that the last
two pose the question what and where to be internalized respectively. In addition, in
the context of a learning perspective, L and I advantages are endogenously selected as
O advantages in the very process of firm growth. Crucially moreover O, L and I can
be/are shaped by firms’ own decisions. Managers ‘productive opportunity’ is in part a
result of their own efforts to shape the firms’ internal and external environment.’ In

this context, ‘productive opportunity’ both helps endogenize and shape O, L and I.

! Also institution-seeking FDI, a more recent important addition to the OLI (Dunning, 2005).

? Being capabilities-based and very Penrosean in nature, this contribution has acquired prominence. Yet
both the Penrosean view of vertical integration and Kogut and Zander’s view of the MNE, suffer from
a failure to appreciate that differential firm capabilities are tantamount to relative firm superiority on
the market (i.e. relative market failure). This also raises the question why - in which context the
Hymer/Buckley/Casson/Williamson transaction costs-based explanation is of significance. It is
interesting to note that in her case study on the Hercules Powder Company (Penrose, 1960) she
provides a reason for vertical non-integration of Hercules’ customers and of Hercules, in terms of
‘oligopolistic interaction’ arguments, but also in terms of the superior advantages of specialization of
Hercules’.

3 “Firms not only alter the environmental conditions necessary for the success of their actions, even
more important, they know that they can alter them and that the environment is not independent of their
own activities” (Penrose, 1959, p. 42)
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This helps provide a more endogenous, dynamic, entrepreneurial and forward looking
strategic theory of FDI and the MNE.

Another aspect of the learning perspective, often missed in the literature, is that it
helps explain whether, what, when, where and how to integrate/internalize. This is a
crucial limitation of the transaction costs approach, especially Williamson’s (e.g.,
1981) version. Despite his advocacy of ‘bounded rationality’, in his story, firms are
always able to answer ‘make or buy’ through a solution of a global optimization
process that includes transaction (and production) costs. If anything, solving this
problem can be more difficult than the standard neoclassical problem of (production)
cost minimization-profit maximization. Penrose’s endogenous (perceived and
imperfect) intra-firm knowledge generation idea provides an answer to the question
whether to ‘make or buy’ (but also what, when, where and how). These issues are
beyond the scope of both transaction costs economies and early OLI, as they involve
learning. They are of importance.

By relying on learning the emergent knowledge-learning-based OLI is more
concurrent/synchronic and also forward looking yet procedurally (as opposed to
globally, or even boundedly) rational than its earlier cousins. It implies that proactive
growing firms must at any given point in time rely on their endogenously generated
extant ‘productive opportunity’ to make imperfect L and I decisions not just on the
basis of what reality is perceived to be now, but also on the basis of anticipated
change. This may require making apparently ‘sub-optimal’ decisions now, which are
expected to turn out to be superior in the medium or longer terms, if and when
conditions have changed in the way managers have expected, hoped for and
importantly, aimed for! Such decisions moreover often need to be made
simultaneously. A firm contemplating expansion, may have the option of horizontal,
vertical or conglomerate expansion, domestically or cross-border. Its decision is based
on existing knowledge, resources and advantages and its implementation represents
simultaneously a locational, internalization and ownership-related advantage (or dis-
advantage as the case may be).

The Penrose inspired learning-based k OLI is by its very nature more concurrent
and at the same time forward looking. By helping explain O, L and I endogenously,
paying more attention to firms efforts to shape O, L, and I, and by recognizing the

close links and interactions between the three the knowledge-based OLI also needs to
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account for anticipated and aimed for change. It is therefore both more agency-based
(thus entrepreneurial) and forward looking.

The learning-based OLI is also more in line with concepts such as ‘born-global’
firms and meta-nationals. Both are phenomena of limited empirical occurrence (see
Verbeke and Yuan 2007) yet of high conceptual interest. Born-global firms need more
than already established firms to simultaneously consider O and L (and perhaps also
I), while meta-nationals can be seen as global Penrosean resource/knowledge
seekers/optimizers.

In terms of the three questions posed earlier in this paper, the knowledge-learning-
based approach explains ‘why internationalization’ in terms of firms ‘productive
opportunity’, ‘why internalization’ in terms of ‘superior relative intra-firm ability for
resource-knowledge transfer as well as resource/knowledge acquisition’, and ‘which
country’ in terms of ‘perceived relative [dis]advantages of countries as seen from the
perspective of firms’ productive opportunity’, and for exploitation and acquisition of
resource/knowledge (and institutional) advantages (see Dunning, 2005, for the latter).

Three following propositions follow. First, in considering FDI, MNEs attempt to
simultaneously optimize the O, L and I advantages. Second, entrepreneurial managers
may consciously take what they perceive to be suboptimal decisions today when/if
they expect these decisions to prove superior under perceived changing future
conditions. Third, once imperfect decisions are made, entrepreneurial managers will
aim to shape the perceived ‘productive opportunity’ of their firms to make their
decisions succeed.

All three propositions seem to be well in line with current practice of MNEs. For
example, by recently undertaking FDI in the UK, through acquisition of the RMC
Group, the Mexican MNE, Cemex, chooses a location that confers to it an ownership
and an internalization advantage simultaneously.

As The Economist observes, “The acquisition of the RMC added new expertise in
ready-mix which was important, and more large-scale construction projects were
beginning to be undertaken in Mexico, and Cemex’s international competitors began
to muscle in on the company’s domestic market.” (The Economist, 2005, p. 88).

This quote also shows that Cemex’s choice is not necessarily the optimal one in
terms of a pure net present value calculus of today’s conditions. Instead, it is based on
expectations of change both with regard to impending changes in the sector in Mexico

and emerging competition. Clearly, once Cemex has taken its decision it will also
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have to make the best of it by trying to influence the very changes it expects will take

place, in the direction of the decision it has already taken. All this is very consistent

with, and follows naturally from, the learning perspective. In contrast, Cemex’

approach is more difficult to explain in terms of transaction costs, power/efficiency,

and resource-based reasoning alone, and therefore in terms of the constituent element

of the OLL' Clearly Cemex is only one example, yet possibly representative of the

behaviour of other MNE:s.
To summarize, in today’s knowledge-based, semi-globalized economy,

knowledge-learning-based OLIL, is in a better position to:

1. help explain the derivations of O, L and I advantages endogenously

2. pay more attention to firms’ efforts to shape/create the O, L and I advantages (and
(through) their ‘productive opportunity’)

3. help explain whether, what, when and how to internalize (thus create) I (and L)
advantages

4. emphasize the interaction between O, L and I

5. emphasize the forward looking nature of decisions on O, L and I

6. can explain apparently sub-optimal decisions, taken on the basis of entrepreneurial
manager’s assessment of anticipated change

7. assert/predict that entrepreneurial managers will try to influence change so as to
suit their decisions; once they have taken them.

All these help develop a more endogenous dynamic, strategic, cognition-based and

entrepreneurial, forward looking theory of FDI and the MNE.

2.3 Dynamic capabilities and cross-border market co-creation: towards an
entrepreneurial theory of the MNE

Following on Coase’s (1937, 1960, 1991) footsteps, the economic theory of the firm
and the MNE:s relied on a separation between the objective of firms (usually taken to
be the pursuit of profit), the nature of the firm (for Coase, the employment contract
between capital and labor), and the essence of the firm (or how do firms “run a
business” to achieve competitive advantage) (Pitelis and Teece, 2009). The economic
theory of the MNE has largely relied on the same conventions. In the previous

sections we showed that the injection of DCs into the theory of the MNE helps

" Our support is consistent with Dunning’s most recent writings on MNEs as agent of institutional
change (see Dunning and Lundan, 2006).
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explain the essence of the MNE—or how firms achieve cross-border strategic
advantage (SA). In this section we claim that the distinction between objective, nature
and essence is of limited relevance to organization, strategy and entrepreneurship
scholarship, not least because it downplays the role of economic agency (in particular
entrepreneurship and entrepreneurial management) that the DCs perspective brings
centre stage.

In particular, a defining, even existential issue of the strategy field, is whether and
how the pursuit of value capture motivates economic agents to set-up organizations
and develop strategies that assist them in capturing value. We suggest that
organizational value capture, value creation and CA are co-determined and co-
evolving, in that the objective (value capture), informs the nature and the essence,
which are in turn intrinsically interrelated (Pitelis, 2009). In this context, the concepts
of co-specialization and DCs help explain the nature of the MNE and the creation of
firm specific advantage.

As applied to the case of the case of the MNE, co-specialization (scope economies
and sub-additivity being just one example) helps explain why it is often beneficial to
bring together firm-level and country-level advantages in setting up of an organization
cross-border, which is the nature of the MNE (Verbeke, 2009). As noted, for example,
it is often the case that co-specialization dilemmas (and hence co-specialization
opportunities) are found cross-border. This is especially true for co-specialized
intangible assets, at least knowledge embodied in specialist human resources (Teece,
2009). In such cases co-specialization explains why the MNE is a desirable structure
for organizing economic activity when (internalization) is deemed preferable in terms
of its ability to better capture the value from such opportunities, (through designing
requisite value appropriation architectures), cross-border integration (i.e. the
internalization of activity inside the firm) will be chosen over market-based
transactions. Thus the nature (designing and setting-up of organization) and the
essence (employing strategy to capture value) are co-determined and are linked to
asset co-specialization and the DCs required to orchestrate such assets.

Consider the example of mPortal, a young venture involved in wireless content
provision. According to its CEO, JP Venkatesh, mPortal is a naturally born global
firm “from day zero” and because he himself “knew no other way.” Besides the
CEO’s own multi-national background, an important reason involved cross-border

asset co-specialization. In a rather extreme such case, the suitable programmer for
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prototypes (development partner) in terms of flexibility, creativity and
complementarity was based in Holland. That led to a fruitful collaboration, without
the two parties ever having to meet. The case of mPortal shows why cross-border
asset co-specialization and complementarity help explain internationalization, but not
necessarily integration.

In the case of OriGene Technologies, a US-based young venture mapping the
human genome, cross-border asset co-specialization (between the USA and China)
probably constitutes the key reason it can exist. According to OriGene Technologies’
CEO Wei-Wu He, the requisite technology is only available in the USA, which leads
China by at least 20 years. However, the production of protein (a high labor-intensive,
rather tedious job), could only be undertaken in China. For the time being, it happens
that no other place (or technology) could satisfy OriGene’s objectives, leading to a
perceived view of extreme cross-border co-specialization. Integration (FDI) in this
case may be predicated on the need to protect the technology, ensure quality control
and related reasons. Importantly, however, for OriGene’s CEO, an important reason
for FDI is to “be there as a leader.” This goes beyond extant theory of co-
specialization, and is pursued below.

The extant IO economics-based approach assumes pre-existing markets, which fail
under certain conditions, necessitating the emergence of business—firms to address
these failures. However, in real life conditions of uncertainty and limited knowledge
and rationality, the critical issue for aspiring entrepreneurs and/or entrepreneurial
managers, involves creating markets for their ideas in the first place. Such markets
often do not exist, or are very thin or otherwise imperfect. As often discussed in the
folklore of the history of business strategy, early path-breaking ideas, such as the PC
or the CT scanner, were met with skepticism and over-pessimistic guesstimates of
their market size potential (Teece, 1986). In such cases it was up to the originators of
these ideas to try to prove themselves right. This often requires amassing the co-
specialized and complementary assets required to set-up an organization and adopt the
requisite structures and strategies to create and co-create the (final product) markets.
Once these markets are established, the enterprise will endeavor to capture as much
value as possible through the simultaneous development and leveraging of value
capture strategies and vehicles (Pitelis and Teece, 2009).

Importantly, as markets for ideas created in one national location are less likely to

exist in another one, in the knowledge-based economy cross-border market creation
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and co-creation is likely to be the norm. In everyday language, we submit that to help
co-create a market one needs to at least be a part of the co-creation process. As
markets are co-created, exchanges occur; as local players participate with their firm
and country-specific advantages, the co-creation of cross-border markets enhances
social value creation.

It follows from the above that the reason for the MNE is not just co-specialization
and related issues. Importantly, the MNE exists because cross-border presence can
well be part and parcel of the market co-creation process. The MNE becomes a
proactive element in the global economic system. It does more than rectify market
failures. In our schema, it also proactively helps create and orchestrate panoply of
global assets in a manner which engenders the creation of markets in which both the
MNE and other enterprises subsequently participate. The outcome of this process
depends on the actions of the firm itself and the other participants in the market co-
creation process (such as customers, suppliers, competitors, potential entrants, etc).
These actions are partly endogenous to the actions of the MNE, and partly dependent
on the actions of the markets co-creators, which are more often than not, not known or
even predictable. Put differently, extant economic theory of the MNE and FDI
assumes prior knowledge on O advantages, L advantages and I advantages. This is a
heroic assumption. In addition it assumes behavior based on extant conditions,
however, in practice entrepreneurs act on the basis of anticipated and partly malleable
conditions, both internal and external to the firm (Pitelis, 2007a).

Through market co-creation, entrepreneurial management also helps establish the
very eco-system within which the MNE operates. In contrast to Porter (1980, 1985)
and the basic 10 model, the DCs literature utilizes the concept of the eco-system (not
the industry) (Teece, 2007) as the unit of analysis We extend this idea by submitting
that eco-systems are also partly endogenous, being co-created by entrepreneurial
managers. Eco-system co-creation, as well as market co-creation, allows firms to co-
create social value for the purpose of its private appropriation.

Interestingly this idea is close to some of Porter’s other work on clusters, (Porter,
1990). This work and the emergent literature on clusters show how firm locational
decisions help engender eco-systems and augment markets. It often is the case that
MNEs act as catalysts for cluster creation (Cantwell, 2000). Cross-border market,
cluster, and eco-system co-creation, is arguably at least as important an explanation of

the nature and essence of the MNE, as is market failure, in our view more. The
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orchestration of this process of social value co-creation involves critical DCs, in
designing and setting up organizations, and employing them to co-create markets,
clusters and eco-systems. Given the enormity of this task, we submit that the requisite
DCs are the DCs par-excellence. They involve setting-up organization to scan and
leverage co-specialized and complementary resources cross-border, in order to co-
create and shape the, eco-system. They include in various and changing mixes all the
DCs discussed earlier and more. FDI is critical in this context, as it affords the control
necessary to play the game—in which franchisees and/or partners may be inexistent,
uninterested, less committed and/or plainly less competent players. While at the very
conceptual level this is a form of market failure (a non- existent or thin market),
market and eco-system co-creation is only effectuated, through real presence in a
jurisdiction.

In conclusion, the capabilities perspective and concepts such as cross-border asset
co-specialization, and market and value co-creation help explain the new nature and
essence of the MNE in the semi-globalized, knowledge-based economy. In particular,
the capability to orchestrate and leverage co-specialized and complementary assets in
order co-create cross-border markets is arguably the grandest of all DCs and an
important reason behind the spectacular advances of globalization, notwithstanding

the current crisis and apparent de-globalization set-backs.
3. Theories of inter-firm co-operation (IFC) and “clusters”

3.1 Introductory and definitional issues

IFC can be defined as quasi-stable and durable, formal or informal arrangements
between two or more independent firms, aiming to further the perceived interests of
the parties involved. In this generic definition, IFC involves independent firms
(hierarchies) that pursue their interests, without resorting to full integration, but in a
way that involves more stable relationships than a spot-market contract; IFC is thus
“between market and hierarchy” (Williamson, 1996; Ménard, 2004). IFC can take
various forms, such as equity joint ventures (EJVs), strategic alliances, strategic
networks, “clusters”, etc. (Gulati et al., 2000; Ménard, 2004; Nooteboom, 2008). An
important characteristic of such arrangements is that to varying degrees co-operation
can co-exist with competition between firms, especially when co-operating firms are

involved in similar activities (Porter, 2000). In cases like strategic alliances, for
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example, cooperation can be in one activity, while firms compete in other areas (de
Rond, 2003).

The literature on IFC is now voluminous. Forms of IFC, such as EJVs and
strategic alliances became so topical in the 1990s, that John Dunning (1997) defined
the whole era as “alliance capitalism”. Indicative important contributions are, for
example, Kogut (1988), Lorenzoni and Ornati (1988), Hennart (1991), Oxley (1997),
Child and Faulkner (1998), Gulati (1998), de Rond (2003), Nohria and Eccles (1992),
Meénard (2004), Nooteboom (2004, 2008), Dyer and Singh (1998), Kale et al. (2002),
Reuer et al. (2002), Zollo et al. (2002), Zollo and Singh (2004), Locke (1995). In
addition, interest in and literature on “clusters”, “networks”, “industrial districts”,
“webs”, local production systems, regional systems of innovation, innovative
millieux, etc, has taken off following, in particular, the work of Michael Porter (1990,
1998a, 1998b). Clusters have risen from obscurity to being seen by some as the only,
or best, supply-side strategy for the international competitiveness of regions and
nations, see Porter (2000), Pitelis et al. (2006), Mesquita (2007), Jovanovic (2009).

Work on cluster-type forms of economic organization go back to Alfred Marshall
(1920), who stressed the benefits from co-location, availability of labor and
knowledge. More recent contributions on clusters include contributions by, among
others, Enright (1996), Sabel (1989), Saxenian (1994), Markusen (1996), Gordon and
McCann (2000), Breschi and Malerba (2001), Maskell (2001), Martin and Sunley
(2003), Mesquita (2007), Bell et al. (2009), Arikan (2009). There are many attempted
definitions of “clusters”; Porter’s (1998a) well-known definition, views clusters as
geographical concentrations of inter-connected companies, specialised suppliers,
service providers, firms in related industries, associated institutions (for example,
universities, standard agencies, trade associations) in a particular economic field, that
compete but also cooperate (see e.g., Porter, 1998a: 77-90; 2000).

There are four major elements of clustering that have emerged from the theory and
the evidence discussed in the aforementioned literature. These are geographical
agglomeration, linkages, “social capital” and competition with co-operation (co-
opetition), (Pitelis et al., 2006). Surprisingly, these have not been put together in a
single definition. The following definition of clusters covers all these characteristics
in a more comprehensive fashion:

“Clusters” are geographical agglomerations of firms in particular, related, and/or
complementary, activities, with a geographical dimension, that exhibit horizontal
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and/or vertical intra- and/or inter-sectoral linkages, which operate in the context
of a facilitatory socio-institutional setting, and which co-operate and compete
(co-opete) in national and international markets.

The above could be seen as the definition of a developed cluster, such as the
Cambridge high-tech cluster or Silicon Valley. As real-life clusters are usually the
result of a path-dependent, evolutionary, socio-political, historical and also
entrepreneurial process that unfolds in real time (Locke, 1995; Feldman, 2001;
Feldman et al., 2005; Simmie and Martin, 2010), they will tend to differ as to the
extent to which they are characterized by the above four features (Gordon and
McCann, 2000; Arikan, 2009)1. Gordon and McCann for example identify three ideal-
typical models of ‘clustering’ — the pure agglomeration, industrial complex, and social
network models. They suggest that each model (or ideal type), exhibits different logic
and characteristics, including the nature and degree of IFC. In addition, elements from
the three ideal types can co-exist in some real life clusters. In her influential work,
Markusen (1996) identified three additional types of industrial districts, to the
Marshallian, Italian and/or Porterian type, which is akin to our definition above. These
are hub-and-spoke districts, satellite industrial platforms and state-anchored industrial
districts. The three additional types can differ significantly as to the extent to which
they are characterized by the four characteristics above. In particular, all three involve
less cooperation between competing firms than the first type.

Our approach in this paper is to focus on the most general Porter-type category.
This is because this type of clusters has been more widely discussed, in part as a result
of Porter’s work, but also because it highlights some important issues, on which we
wish to focus, and also because theoretically one can look at more specific cases as
special cases of the more general one. Importantly, moreover, all types of clusters
involve cooperation to some extent and with some other firms (even when not
between competitors), thus justifying our approach. In particular even the more
extreme cases of a cluster being created by a multinational firm, like the Toyota
production system, this involves appreciable cooperation with some cluster
participants, such as suppliers (Dyer and Nobeoka, 2000). Accordingly a focus on IFC
is both justified and potentially value adding.

! For a different classification of five types of firm agglomerations (local production systems, Porter
clusters, monopsonistic clusters, Marshalian industrial districts, and innovative millieux) in terms of
three co-ordinates (structure of governance, innovation/learning, and thickness of inter-firm
relationships), see De Propris and Driffield (2006).
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A common approach to the question “why clusters?” in the literature involves the
listing of a number of absolute advantages of clustering. These involve
“agglomeration and external economies” from co-location, reduced transactions cost
due to trust, social capital, concentration of skilled human resources in the region, the
flexibility and entrepreneurship of small firms involved in clusters, economies of
diversity, as well as the existence of dense networks of associations and interest
groups, (which are said to be capable of aggregating diverse interests, mediating
conflicts and diffusing information) (Locke, 1995; Krugman, 1992; Gordon and
McCann, 2000). On the negative side, there can be agglomeration dis-economies (due,
for example, to “congestion effects”) and also the possibility of “institutional
sclerosis” and lock-ins. In some cases success can eventually engender failure, Martin
and Sunley (2003, 2006). More recently, knowledge-based theories aim to explain
clusters in terms of their knowledge-value-creation advantages, for example through
increased variation and deepened division of labor. In this framework the additional
value created through clustering is said to be able to offset any costs of clustering
(Lawson, 1999; Maskell, 2001).

As noted, one aspect of “clustering” relates to the presence of inter-firm
cooperation (IFC) between firms. However, the link between existing IFC and cluster-
type literatures is often tenuous, even non-existent. In addition, the very foundations
of IFC itself remain under-conceptualized. Extant perspectives, notably the industrial
organization (IO), transactions cost and resource-knowledge-capability-based, have
different implications on IFC. Moreover, existing theories on IFC are also rarely
brought to bear on a comprehensive comparison between alternative modes of
organizing economic activity, such as markets and hierarchies (e.g., firms-
integration). An important exception is the seminal article by George Richardson
(1972). This has arguably assumed the status of a classic by some scholars (such as
the contributors in Foss and Loasby, 1998), but seems to have gone amiss in much of
the more recent literature by organizational economics and management scholars, for
example Aoki (2004), Bell et al. (2009), Arikan (2009), Menzel and Fornahl (2010).
We return to this issue below.

The early literature on clusters also lacked solid conceptual foundations (Martin
and Sunley, 2003; Pitelis et al., 2006). The classic works on “industrial districts” (e.g.,
Becattini, 1978; Brusco 1982, 1986; Pyke et al., 1990), were rich in historical and

descriptive detail, but lacked well developed economic-theoretical foundations,
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especially of the comparative governance type. The focus has been on the absolute
advantages of “industrial districts”. Moreover, despite its apparently superior
analytical sophistication, the more recent literature on “increasing returns”, the “new”
economic geography (e.g., Krugman 1991a, 1998a,b; Audretsch, 1998), and
“clusters” (notably Porter 1990, 1998a,b) focused on the absolute advantages of
clusters, not their comparative ones.' Porter (1998 a,b) for example, explored in some
detail the positive impact of such absolute advantages on innovation, productivity and
competitiveness of the cluster, region and nation. However, as Coase (1937),
Richardson (1972) and Williamson (1975) have convincingly argued, the important
issue is not one of absolute advantages (or costs) but of comparative ones.” For
example, the argument that clusters may reduce transactions cost, because of “trust”,
social capital, and lower cognitive distance, (vis-a-vis arm’s length transactions), need
not imply that clusters can do so more than “integration” by firms, thus “hierarchy”.
Similarly, Porter’s discussion of the benefits of “related and supporting industries”
does not address the question whether and why an integrated larger firm does not
possess the same or even larger benefits than a cluster, either through full integration
or by co-creating a production system (like Toyota). In both cases, unless one explains
the comparative advantages and disadvantages of clusters, one only has a partial and
incomplete explanation of the phenomena in hand.

In conclusion, despite progress, it is arguable that a remaining problem with much
of the extant literature is that it tends to focus on the absolute advantages of clusters,
and therefore does not adequately address the question “why IFC and why clusters?”
relative to alternatives, notably “integration” by firms and as compared to markets. In
addition, the literature tends to focus on value creation at the expense of value

appropriation, which is often ignored. We aim to address these limitations below.

3.2 Extant perspectives on inter-firm cooperation (IFC) and clusters
There are three major generic analytical perspectives on IFC: the “industrial
organization” (I0), the transactions cost and the resource-knowledge-capabilities-

based. There also exist variants within each perspective. Given extensive coverage,

! For recent accounts of industrial districts and new economic geography, see respectively Belussi and
Caldari (2009) and Jovanovic (2009).

% Despite this common focus, the Coasean and Williamson’s versions of transaction costs differ. Coase
questioned strongly the concept of rationality and Williamson’s emphasis on asset specificity.
Moreover, he did not pay as much attention to the case of opportunistic behaviour (Coase, 1993). See
also Posner (2010).
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e.g., in Child and Faulkner (1998), de Rond (2003), Bell et al. (2009), Arikan (2009),
here we provide a bird eye’s view.

First, from the 1O perspective, IFC is initially seen in terms of price collusion.
Firms have an incentive to collude so as to raise price-cost margins, by influencing the
structure of the industry (Cowling and Waterson, 1976).! Game theoretic work on IFC
such as Axelrod’s (1984, 1997), provided additional important reasons and some
evidence as to why firms may have an incentive to co-operate - in terms of, for
example, retaliatory (“tit-for-tat”-type and/or other variants of) strategies of economic
agents (Child and Faulkner, 1998; Parkhe, 1993). Other, efficiency-based, arguments
within IO, such as Demsetz’s (1973), can also be used to explain IFC in terms, for
example, of production-side, synergy-related efficiency gains. However, whether it is
market-power (mostly collusion) and/or efficiency, within IO there is no comparative
governance-based analysis between different modes of organizing economic activity.
This is not surprising, as the IO perspective is in effect mono-institutional. The only
institution examined is the market and its (industry) structure (Coase, 1937, 1972).

The nearest one comes from within this broad (power vs. efficiency) IO
perspective to an explanation of more complex forms of IFC (than collusion), is in the
work of Stephen Hymer (1979). Hymer observed that “integration” has its costs and
risks in comparison to alternatives, such as subcontracting, and is chosen over such
alternatives because it involves a higher degree of control, which he felt was desired
by firms. In order to offset the disadvantages of integration (notably the risk of
owning production operations), firms, especially large multinationals, would aim at
maintaining control, but outsource production - that is, control the intangibles (brand
name, ‘business model’ etc.) and some important tangibles (e.g., a “secret recipe”,
“unique colors”, “proprietary quality coffee”, etc.), while subcontracting production
per se to “independent” operators. Such forms of IFC are widely observed today
(Teece, 2006). However, as Cowling and Sugden (1987) have noted, in such cases the
subcontractors are often controlled by, and therefore are essentially part of (even the
definition of) the (subcontracting) firm. In this context, Hymer’s contribution, albeit
impressive in predicting the recent trend for outsourcing — externalization, is almost

exclusively power/control-based. Moreover, it focuses on a particular form of inter-

" For wider considerations on power, markets and hierarchies, see Dosi (1995), Pitelis (1991), and
Hartman et al (1993).
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firm cooperation — that of subcontracting, and only compares some forms of market
transactions (namely subcontracting) to integration.

The origins of the transactions cost explanation of IFC go back to Coase’s (1937)
classic article. Coase focused on the nature, or existence, of the firm, vis-a-vis the
market, and attributed integration (firms) to high market transactions cost. Following
the emergence of debates on co-operation, Oliver Williamson (1985, 1996) originally
viewed such co-operation (and hybrids more generally) as a transient phenomenon, a
progression from market to hierarchy.' In this perspective, there can be transactions
cost benefits of co-operation vis-a-vis markets, but not vis-a-vis hierarchy, which is
superior in terms of transactions cost reduction. This is not surprising, given for
example that the quantity of transactions increases as the number of transacting
parties does. Moreover, for Williamson (1985), hierarchy could also alleviate
transactions cost, even given the number of transactions, by reducing negotiation costs
through authority. This is useful to bear in mind, as some explanations of “clusters”
rely on transactions cost arguments (see Aoki, 2004 and below). Important
contributions in the transactions costs tradition involve Hennart’s (1991) analysis of
joint ventures and Oxley’s (1997) analysis of alliances. An implication of the
transactions cost perspective is that ceteris paribus, in transactional terms (and subject
to increases in organizational costs not fully offsetting any transactions cost saving),
IFC is an inferior form of organizing economic activity in terms of economizing
behavior than integration by firms - hierarchy.’

The transactions cost analysis is predicated on the assumption, made explicit in
Williamson (1985), that the production side can be assumed to be constant for
different modes of the organization of economic activity (market, hierarchy, IFC).
This need not (and indeed, realistically, cannot) be the case (Langlois and Robertson,

1995; Aoki, 2004; Pitelis, 1991). Different institutions are likely to possess different

! Williamson (1996, p. 22), for example, states that “Joint ventures and alliances should sometimes be
thought of as T-forms of organisation that permit the parties to remain players in a fast-moving
environment. Each party being unable, by itself, to assemble and deploy the requisite resources in a
timely way, the requisite resources are instead assembled by pooling. Thus constructed, both successful
and unsuccessful joint ventures will commonly be terminated when contracts expire. Successful joint
ventures will be terminated because the combined effort has permitted each to remain viable, to learn
enough, and/or, buy time to go it alone. Unsuccessful joint ventures will be terminated because the
opportunity to participate will have passed them by.” Williamson also acknowledges that “Our
understanding of T-forms of organization is not good but is steadily improving.” — for which he cites
works outside the transactions cost tradition, notably Nelson and Winter (1982), Dosi (1988), Teece
(1992), Teece et al. (1994). T stands for temporary or transitional.

% For a comparison of transaction costs and game theoretic view of IFC, see Parkhe (1993).
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capabilities and differential advantages and dis-advantages. The resource-knowledge-
capabilities-based perspective is based on the explicit observation that institutions and
organizations differ in terms of their value-creation and capture capabilities (and
indeed the same is true for different firms). For Penrose (1959), firms are superior to
markets in term of the endogenous creation of knowledge, innovation and value. For
other “resource-based” and (dynamic) capabilities scholars, for example Peteraf and
Barney (2003); Mahoney and Pandian (1992); Kor and Mahoney (2000), Dosi et al.
(2000); Teece et al. (1997); Foss and Loasby (1998), Teece (2007), (see also Loasby,
1999 and Mahoney, 2005 for accounts), each firm, too, is unique in its ability to create
and appropriate value.

Recognizing that the production-value creation side is not constant, may totally
change the calculus, as one then needs to analyze the differential advantages and
disadvantages of each organization both in terms of its costs and its value-creation and
capture benefits. For example, even if IFC is inferior to integration in terms of
transactions cost, it may be superior in terms of value creation benefits. This indeed is
the basis of the more recent knowledge-based theory of IFC clusters (Lawson and
Lorenz, 1999; Lawson, 1999; Kim and Park, 2002; Lorenzen and Maskell, 2004;
Malmberg and Maskell, 2002; Maskell, 2001; Tallman et al. 2004; Storper and
Venables, 2004; Arikan, 2009). This costs-benefits calculus is more complex than that
based on the transactions cost alone, and is important to be pursued (see for example
Colombo, 2003). This in particular is the case as markets themselves can be seen as
institutions that can serve the objectives of economic agents (Ménard, 2004), that
firms and markets are complementary (Marshall, 1920; Simon, 1995), that each can
portray characteristics of both market and hierarchy (Alchian and Demsetz, 1972;
Dosi, 1995; Marshall, 1920), and that markets can often be created, or more
accurately, co-created by firms (Pitelis and Teece, 2010).

Penrose did not originally deal with intra-firm co-operation. Later, she recognized
its importance (Penrose, 1995) and her very last published paper focused on
networking and IFC (Penrose, 2008). Penrose felt that networking blurred the
boundaries of the firm. She attributed networking to its production-side benefits as
compared to market or hierarchy. However, she did not consider the transactions cost
side. In addition, despite reference to Richardson’s seminal piece, Penrose did not
take up Richardson’s resource-capabilities-based analysis of the division of labour

between market, integration and co-operation. Building on Penrose (1959),
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Richardson (1972) had produced a template, or “good practice”, for the choice of
mode of organizing economic activity, in terms of his proposed concepts of similarity
and complementarity of activities. He defined similar activities as those that require
the same capabilities, while complementary activities as those that require
complementary capabilities. In Richardson’s schema, similar and complementary
activities are best integrated in a single firm. Dissimilar yet complementary activities
are best undertaken through co-operative arrangements. Markets are best, when
activities are both dissimilar and non-complementary.

Richardson’s contribution was the very first conceptual framework aimed at
explicitly dealing with IFC vis-a-vis both market and integration. It was more or less
contemporaneous to (even marginally preceded) the classic contribution of
Williamson (1975); it considered three (not two) modes of economic organization;
and importantly it employed the now popular capabilities lens (Dosi et al. 2000, 2008;
Dosi and Marengo, 2007; Teece et al., 1997; Loasby 1999; Teece 2007). For these
reasons it deserves a lengthier appraisal.

Seminal as it is for its timing and originality (and in part because of it),
Richardson’s contribution has weaknesses. His focus was exclusively on production
costs efficiency in terms of requisite production capabilities. It did not deal with other
potential differential advantages of alternative modes, for example those arising from
the “revenue” side. Clearly, at one level, savings in production and transactions costs
do have a revenue-increase aspect, ceteris paribus. However, the revenue-value
creation side is important per se. Different modes may have differential advantages,
for example in knowledge creation. The currently extensive knowledge-based view of
clusters (Maskell, 2001; Arikan, 2009) draws on and supports this view. Richardson
did not deal with this aspect. This is interesting and paradoxical; while he developed
an explicitly Penrosean, resource-capabilities-based view, he went both beyond
Penrose (by focusing on production cost efficiency) and at the same time ignored
Penrose’s main contribution; which was her focus on the revenue side of firms and
their ability to generate knowledge and innovation better and/or faster than markets.
In this context, Richardson’s analysis complements the transactions cost approach, by
looking at the production efficiency side. On the other hand, in his analysis
Richardson ignored altogether both transactions cost and knowledge-creation

considerations.
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As noted above, work on clusters also tends to focus on the perceived absolute
advantages of clustering. The work of Michael Porter on clusters, for example Porter
(1998a, 1998b), moreover, demonstrates no conceptual framework as such, and makes
no reference to transactions cost, resources, capabilities or the work of Richardson.
More generally, Porter’s work is sui generis and detached from important
contributions on IFC and other contributions on clusters and more widely. Arguably,
the useful elements from Porter’s work need to be placed in context, and combined
with other insights, for further conceptual progress to be made. Important recent
insights from the transactions cost lens (Bell et al., 2009) and/or the knowledge-based
one (Maskell, 2001; Arikan, 2009), go well beyond Porter’s early analysis, yet do not
attempt a comparison of the advantages and disadvantages of IFC and clusters vis-a-
vis both markets and integration/hierarchies, as well as in terms of a comprehensive
set of available theoretical perspectives (such as transactions cost, resource-
knowledge-based, control-I0-based), in both a comparative static and a co-
evolutionary agency-based framework.

We may conclude from the above that to date there is no widely adhered to,
sufficiently developed, comparative governance-based framework on IFC and

clusters. We attempt to make a step in addressing this limitation in the next section.

3.3 IFC and clusters; a comparative statics-based comparison

At a general level, the very existence of IFC implies that firms have been unable
and/or unwilling to pursue integration and/or spot contracting. In the particular case of
some ‘clusters’ (such as Italian industrial districts) firms might have not even
consciously considered to undertake IFC — the type of IFC present in the cluster may
simply be the perceived wisdom, “the way things are done around here”, history-
specific and path-dependent. In cases where more choice is present, (such as in EJVs
between firms, especially of different nationalities, such as Western and Chinese),
non-integration can be due to government restrictions or other external impediments,
for example unavailability and/or unwillingness of targets to be taken over (Hymer,
1979). Such “negative” reasons or constraints are possible and can be due, for
example, to policies by governments. However, not all instances of IFC are the
outcome of constrained choices. In many cases of EJVs, strategic alliances, or the
choice of franchising-licensing over foreign direct investment (FDI), IFC is chosen by

firms as preferable to full integration (Hennart, 1991; Oxley, 1997; Colombo, 2003;
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Pitelis and Teece, 2010). In addition, the choice of spot contracting is always
available, at least theoretically (Williamson, 1975). The question of why IFC
therefore involves more than the analysis of restrictions.

In this section, we hypothesize that IFC emerges when there exist conditions that
engender positive net advantages vis-a-vis market and/or integration. We attempt to
address this question and go beyond extant theory, which focuses on one, or at most a
pair, of theoretical perspectives, for example Parkhe, (1993) Colombo (2003). We do
so by employing four concepts that build on, and go beyond, extant theory. The first is
that of “productive opportunity”, proposed by Penrose (1959, 1960); the second is that
of dynamic transaction costs and capabilities employed by Langlois and Robertson
(1995), and Teece et al. (1997); the third is Richardson’s (1972) concept of similarity
and complementarity of activities; and the fourth is that of market and value co-
creation proposed by Pitelis and Teece, (2010).

At the most fundamental level, an analysis of economic organization, can draw on
observations by Adam Smith and Alfred Marshall, that specialization and the division
of labor help engender a great variety of domain- limited knowledge, skills and
capabilities within an economic system (Loasby, 1996). In this context, variation and
diversity can be the outcome of limits to coordinating capabilities by large firms
(Radner, 2000), and indeed limits to their “absorptive capacity” (Cohen and
Levinthal, 1990). Richardson’s idea that the governance of different activities by
different governance structures “economize” on the requisite underlying capabilities
and/or ability to absorb and leverage knowledge, can follow organically. We claim
below that within this general context, the four concepts mentioned above can
contribute to taking the analysis further.

Penrose (1959, 1960) defined “productive opportunity” as the managerially-
perceived dynamic interaction between the internal environment of the firm and its
external environment. She claimed that “productive opportunity” determines a firm’s
growth and the limits to such growth. While Penrose did not deal with the “nature” of
firms per se, it can be claimed that the Penrosean advantages of firms vis-a-vis
markets, in terms of knowledge creation, innovation, endogenous growth and
productivity can serve as a reason for the existence of the firm, over and above
transactions cost considerations. IFC allows firms to exploit their respective
“productive opportunities”. The sum of these productive opportunities, or the “joint

productive opportunity”, can exceed the productive opportunities of each separate
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party, and may exceed the sum of the two productive opportunities of the firms, if
these do not co-operate.' This can be due to complementary resources, other synergies
and importantly to the combined knowledge-base and vision of the co-operating
firms. Market transactions are inferior to co-operation in terms of this argument. Two
independent firms cannot normally, through spot contracts, gain access to the
resources, knowledge and vision of the other firm, not to the same extent at least. In
addition, ceteris paribus, coordination through the market involves higher transactions
cost. It follows that in terms of both “productive opportunity” and transactions cost,
IFC will tend to be superior to spot contracts (markets).

When comparing IFC to integration, however, our previous observation is
modified. Ceteris paribus, IFC involves higher market transactions cost than
integration. If these exceed any increases in intra-firm transactions cost
(organizational costs) due to integration, integration will tend to be superior to co-
operation in transactional terms. The case of the “productive opportunity” is more
complex. At one level, the integrated firm will have a more coherent joint productive
opportunity: for example, consider the case of a multinational firm taking over an
independent firm in another country, but letting it operate with its existing resources
as a quasi-independent business unit or subsidiary so as to leverage its subsidiary
skills (Papanastassiou and Pearce, 2009). This can give rise to an enhanced “joint
productive opportunity” which is more “coherent” than that of two independent co-
operating firms (Teece et al., 1994). Clearly, in some cases, an integrated entity may
lose out in terms of “productive opportunity” potential if, for example, useful
resources of the acquired firm are being lost to the new entity. However, on the
whole, integration will tend to dominate IFC, both in terms of joint productive
opportunity and transactions cost. Clearly integration is also superior to IFC in terms
of control advantages (Hymer, 1960/1976; Porter, 1980). This leads to our baseline
Proposition 1 below.

Proposition 1. Ceteris paribus integration will be superior to IFC, in terms of
transactions cost, joint productive opportunity, and power-control-related

factors.

The apparently self-evident Proposition above raises the question why does IFC

exist? Richardson’s concepts of similar and complementary activities help moderate

"In this context we can speak in terms of the “productive opportunity” of the cluster or the region.
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the above baseline observations and address this question. If firms are involved in
dissimilar activities, the joint productive opportunity of the integrated body may not
be as well aligned as that of two firms involved in similar activities. This is simply
because the dis-similarity of activities and their underlying capabilities can blur a
firm’s vision by engendering confusion as regard the firm’s focus. This argument is
akin to problems related to unrelated diversification (Porter, 1987). In addition, the
internal organizational costs of the integrated unit will tend to be higher. Even the
control advantages of hierarchy are put into question if activities are dissimilar, not
least because of knowledge co-ordination-related problems. On the other hand, when
activities are dissimilar but complementary, IFC acquires logic (in that there is mutual
potential advantage in acquiring complementary knowledge). In the case of dissimilar
activities, IFC may be superior to integration. In the event of non-complementary and
dissimilar activities, markets may be superior, as the integration of dissimilar and non-
complementary activities is likely to lead to high organizational costs (if integration
makes any sense in this context, to start with) and IFC makes limited sense, as there is
little of mutual benefit to be gained.

From the above it follows that in the case firms are involved in dissimilar
activities, which are also complementary, IFC may be superior to both market and
integration. This results in Proposition 1b.

Proposition 1b. When firms are involved in dis-similar, but complementary
activities, the net advantages of IFC in terms of transactions cost, joint

productive opportunity and power-control can exceed those of integration.

While this too may appear self-evident ex post, it is rarely observed in the
literature. On the other hand, however, the work of Richardson and Hymer exhibits a
degree of strategic rational choice and even perfect and full knowledge, usually absent
from reality (Loasby, 1996), or even Williamson’s bounded rationality-based
transactions cost analyses. For example, there is little in their analyses by way of
explanation of how resources are being recognized as complementary and/or similar
and how control-power is exercised.

Interestingly, the work of Penrose can complement and help address these lacunae.
In Penrose production-specific and relevant knowledge is being engendered intra-
firm. This affords entrepreneurs-managers the appreciation and even imagination of

ways in which resources and activities can be similar and/or complementary, as well
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as ways in which control can be exercised through knowledge. As noted, for example
by Foucault (1980: 154), “Power is exercised by virtue of things being known and
people being seen”.

Such knowledge and power also afford firms the capability to create markets or
more often to co-create markets with other firms, suppliers, customers and the wider
community (Pitelis and Teece, 2010). The market creation and co-creation capability
of organizations, whether fully integrated (hierarchies), or in the form of co-operating
hierarchies (IFC), helps differentiate firms (and IFC) from markets. Firms can create,
or co-create markets; markets themselves cannot create markets. In this sense, firms
are superior to markets in their ability to create and co-create markets, (and indeed
some types of clusters, Markusen, 1996; Dyer and Nobeoka, 2000; Feldman et al.,
2005).

As already noted, clusters can be seen as a special form of economic organization
that often involves IFC (Saxenian, 1994; Porter, 2000; Aoki, 2004). Fundamental
differences, however, of “clusters” to forms of IFC such as EJVs, strategic alliances
or subcontracting, are the existence of geographical co-location, a usually lower
degree of formality of linkages, as well as a lower direction-control and strategic
choice-intentionality (especially vis-a-vis subcontracting).' In addition, firms in some
clusters, such as Silicon Valley and the Cambridge high tech cluster, need not be
involved only in complementary and dis-similar activities, but also in the whole
gamut of similar, dissimilar, complementary and non-complementary activities,
(including firms with similar and complementary activities).

In the context of our earlier analysis, the existence of the cluster can be attributed
to the differential advantages of such special attributes, which are in addition to
factors favoring IFC such as increased “productive opportunity” and reduced
transactions cost vis-a-vis spot contracting. Such advantages of clustering can exceed
the advantages of integration (Aoki, 2004). Namely, the net external economies-
flexibility benefits of clusters can exceed the benefits of integration in terms of “joint
productive opportunity” and reduced transactions cost for each member of the cluster,
thus leading to non-integration, even when there exist similar and complementary

activities. Indeed, the benefits of clustering for each firm may make them unavailable

' Note, however, that this can vary depending on the clusters. In some clusters, the presence of
dominant firms can engender a higher degree of control (Markusen, 1996). However, this will normally
still not be as high in an integrated firm.

269



as a target of a take-over, thus reducing the population of potential targets for
potential acquirers. Clearly integration will be taking place in a cluster, too, but full
integration of all firms with similar and complementary activities can fail to realize
for the reasons detailed above, even assuming willingness on the part of potential
acquirers." This is the case even when a cluster is dominated and has even been co-
created by a firm, such as in the case of the Toyota production system. There follows
Proposition 2 below.

Proposition 2. Clusters are a form of economic organization that often involves

IFC and which enjoy net advantages that can render them superior to

integration, even when cluster firms are involved in similar and complementary

activities.

To summarize the argument so far, we claimed that IFC can be attributed to its
superior advantages vis-a-vis market and hierarchy (integration) in terms of
“productive opportunity”, transactions cost, and control-related considerations in the
case of dissimilar but complementary activities. We also provided reasons for the
predictive failure of one of Richardson’s suggestions, namely why full integration is
not observed in clusters more commonly, even when Richardson’s conditions are
satisfied. We proposed that clusters can be seen to as a form of economic organization
that involves IFC, but also exhibit special characteristics as compared with other
forms of IFC, notably (for successful clusters) positive net external-agglomeration
economies and social capital (Aoki, 2001). In addition such characteristics-advantages
will tend to lead to regional joint-productive opportunity effects (and indeed a
‘regional industrial identity’, Romanelli and Khessina, 2005), that may suffice to
outweigh the advantages of integration (and/or limit its availability), even when firms
are involved in similar and complementary activities. In so doing, we provided a more

complete, to now, theory of the nature (why) of IFC and clusters.

3.4 Market and value co-creation and value capture
A limitation of our analysis so far (and in our view much of the cluster literature as a

whole) is that it focuses on efficiency and value creation, with almost total disregard

! Penrose’s (1959) idea of “interstices” (market segments with large firms cannot cover, thus leaving
space for smaller ones), and Marshall’s (1920) “tendency to variation” within each activity, also
support the existence of this argument. Similarly limitations to knowledge, such as bounded rationality,
limited absorptive capacity and/or variety that can be handled by a large organization, can also
constitute limits to integration (Kay, 1997).
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to value appropriation/capture. This is rather curious. Clusters are not charities. Their
constituent firms are involved in business for much the same reason as are other firms
— to make as much profit as possible (Penrose, 1959) and/or to capture as much value
as possible out of their perceived value creating advantages, actions and action
potential (Pitelis and Teece, 2010). A theory of clusters that fails to consider value
capture is at the very best half a theory (possibly less, given that value creation need
not always lead to value capture, Teece, 1986a) and that value capture is the ultimate
objective of firms. It is therefore important for value capture to be addressed and for
an explanation to be provided as to when and how cluster firms can avoid what
Augier and Teece (2008) call the ‘zero profit condition’.

Some clusters, such as Italian industrial districts, can be in a very real sense one of
the nearest types of organizational market structure one can think of, to the
neoclassical economics ideal of ‘perfect competition’ (large number of usually small
firms with similar products and technology). In this context, the possibility of ‘zero
profit’ is very real indeed (‘zero profit’ being the major characteristic of ‘perfect
competition’ and contestable markets, Baumol, 1982).

As noted, this issue has not, to our knowledge, been adequately addressed. An
exception is Feldman et al. (2005), who note the need of entrepreneurs and cluster
firms to act so as to satisfy their business interests. Aoki (2004) observes that
knowledge exchanged in clusters such as Silicon Valley, is non-proprietary, yet
intensive interactions make clusters a more coherent institutional arrangement, than
predicted in terms of transactions cost analysis. While we share this view, we feel that
one needs to support this with an analysis of the value capture potential of clusters.
Our working hypothesis would be that the viability and even the emergence of
clusters is predicated on two major factors that facilitate value capture. The first is
value co-creation, given the existing value capture architecture of each cluster firm.
The co-location of firms and other institutions and organizations in a cluster helps
create a supporting eco-system (Nelson, 1993), and co-create value, thereby
increasing the overall pie of created appropriable value. Given each cluster firm’s
extant value capture strategy/architecture, firms will choose to operate in a cluster if
and when the part of co-created value they can appropriate is higher than the value
they could have appropriated, had they been able to appropriate more value but from a
smaller pool. In turn, value capture strategies are being developed by entrepreneurs

who can set-up organizations (firms) and help co-create markets, eco-systems and
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clusters, so as to appropriate co-created value (Pitelis and Teece, 2010). Differently
put, if firms can capture more value, through integration, or indeed spot market
transactions, and given the choice (which as we noted need not always be available),
they will opt for such alternative modalities. This results in Proposition 3.
Proposition 3. Firms will help co-create a cluster and remain part of it if/when
the value they can appropriate through requisite value capture strategies, by
going alone, is lower than the co-created value they can capture by being part of

a cluster.

Besides value capture, Proposition 3 has the advantage of also addressing another
limitation in cluster literature — the implicit assumption that cluster firms can either be
part of the cluster or just not be. This need not be the case, especially for larger firms
(but even smaller ones), that could decide to relocate, and they sometimes do. An
example is the ceramics firm Royal Doulton of the North Staffordshire cluster, which
had fully relocated — outsourced its production (Sacchetti and Tomlinson, 2006). This
renders important an analysis of factors that induce firms to select to locate and stay in
a location, which we suggest to lie in a cluster’s value co-creation advantages, given
each cluster participant’s value capture strategy. While these advantages are similar in
nature to those discussed in the literature, our emphasis on co-creation helps partly
address the issue of capture too.

Our conclusion from the analysis so far is that extant perspectives on IFC and
clusters tend to provide one-dimensional, absolute advantage-based explanations, and
fail to link the two, even when these obviously co-exist.. Richardson’s capabilities-
based view focuses on production-related advantages and introduces the important
concepts of similarity and complementarity of activities. However, it does not
consider power-control, transactions cost, “productive opportunity” and dynamic
market co-creation related benefits. Moreover, Richardson did not address the
question why integration in clusters is not so common, even when there exist in
clusters firms in similar and complementary activities. In addition, there is no
literature that employs both a static and co-evolutionary comparative governance,
agency-informed perspective. Our synthesis and extension of extant theory takes the
debate further. It provides some support to Richardson’s analysis but also explanation
of its predictive failures, such as the limited occurrence of integration in the case of

many clusters that satisfy Richardson’s conditions for integration.
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Additional contributions of this section concern a consideration of the issue of
value capture, particularly how clusters avoid the ‘zero profit’ condition, despite some
of them apparently approximating the assumptions of ‘perfect competition’ and
‘contestability’ (Baumol, 1982). We explored this in terms of market and value co-

creation in clusters, in line with extant observation — cases, and hitherto unobserved.

4. Theories of competitiveness and catching-up

Economic integration between nations is effected when countries which are currently
worse-off improve their economic performance at a faster rate than that of the current
leaders. In this context, an analysis of economic integration requires addressing the
issue of “competitiveness” and “catching-up”.

The concept of “competitiveness” is both elusive and controversial, especially
when applied to nations. For example, Krugman (1994) lamented the “obsession” of
policy makers with the issue of “national competitiveness”, claiming that this
obsession can be dangerous. One of Krugman’s critiques refers to competition
between firms and nations. Firms do compete, in his view, for example for market
shares, and this competition is zero-sum. Instead, nations do not compete in a
comparable way, and the outcome is positive-sum: when one benefits, the others do
too. For Krugman, the best measure of national economic performance is total factor
productivity (TFP) — a proposition also supported by Porter (1990).

Krugman’s views have been subjected to a battery of criticisms, see Aiginger
(2006a, b) for a recent account, albeit not so much on his views on competition.
These, we believe, are not immune to criticism. Following, for example, Allyn
Young’s (1928) work on increasing returns, we appreciate that competition between
firms is one fundamental way through which markets are created and expanded,
suggesting that inter-firm competition need not always be a zero-sum game. On the
other hand, when nations compete through strategic trade policies, Krugman’s own
work shows that the outcome need not be positive-sum, (Krugman 1986, 1989).
Fundamentally, however, competition and competitiveness are not synonymous. In its
more generic sense competitiveness refers to the ability of an economic entity to
outperform its own “peer” group, in terms of a shared objective. For example, if the
objective is to improve a country’s per capita income in terms of purchasing power
parity, and if other nations share a similar objective, a country that outperforms the

others in terms of this objective can be defined as more “competitive”. This
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competitiveness could be achieved through apparently rivalrous actions (e.g. strategic
trade policies), co-operative actions, a combination of the two (co-opetition), or just
no interaction whatsoever; a country can outperform another without necessarily
engaging in trade with it, or even in trade. In fact, such a generic definition of
competitiveness can be applicable to individuals, firms, regions, even universities and
courses, such as MBAs, as we well know. What changes is the peer group and thus
the shared objective, (which for example in the case of MBA courses, would be to
outperform other universities with a comparable MBA course, ranked on the basis of
a widely accepted index). A useful characteristic of this definition is that it has
immediate implications for catching-up. For example, if an existing developing
country is more competitive than the leading nations, this leads to catching-up.

Arguably, one can distinguish four major extant approaches-frameworks on
competitiveness and catching-up; the neoclassical economic theory-based approach,
the Japanese practice-based one, the “systems or innovations” view and Michael
Porter’s “Diamond”. Despite some overlapping (especially between the last three) we
aim to show below that there are sufficient differences too, between the four
models/frameworks, to qualify them as separate.

The neoclassical view has a very long and distinguished history; the issue of the
nature and determinants of the Wealth of Nations was central in Adam Smith (1776),
while the importance of international trade in this context was a main concern of
David Ricardo (1817). In its modern developments, (exogenous) growth theory
includes the landmark contribution of Solow (1956) while, more recently, endogenous
growth theory, includes scholars such as Lucas (1988) and Romer (1986, 1990). The
main difference between the two types of views is that “endogenous” growth theory
tries to account for the (endogenous) role of “technical change”, human capital and
“increasing returns”, which were previously treated as exogenous variables, see
Solow (2000) and Fine (2000) for critical assessments. In international trade,
neoclassical theory built on the idea of David Ricardo that free trade, based on
comparative productivity advantages can benefit all nations. The well known
Heckscher, Ohlin, Samuelson (HES) model relies on comparative advantage
(abundance) in factor endowments, and confirms the Ricardian ideas under conditions
of non-increasing returns, see for example Samuelson (1962). More recently,
however, strategic trade theorists, such as Paul Krugman (1987, 1989) question the

predictions of the HES model, for the case of imperfect competition, increasing
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returns, spill-over effects, and first-mover advantages. In such cases, Krugman shows
that strategic trade policies (in support of some sectors and firms) could at least
theoretically favour a nation that leverages them (see Krugman 1992). On the other
hand, strategic trade policies can lead to conflicts over the division of benefits, and are
plagued by the possibility of “government failures” (in identifying the right
sectors/firms), and possible retaliations, leading to a potential lose-lose situation,
Boltho and Allsopp (1987). In the case of high adjustment costs, characterizing the
case of inter-industry trade (more common in cases of countries at different levels of
economic development), the aforementioned problems could be accentuated
(Krugman 1989, 1992). Deraniyagala and Fine (2001) provide a critical assessment of
the theory and evidence of trade theory and policy.

Concerning the “competitiveness” of a nation, the implications of exogenous
growth and the HES model, on the one hand, and the endogenous growth theory and
new trade theory, on the other hand, can be at odds. Exogenous growth theory and
HES assert that perfectly competitive markets, alongside free comparative-advantage-
based trade, can optimise national and global resource allocation, therefore lead to
competitiveness and convergence, see Verspagen (2005). Convergence follows
directly from the implied negative relationship between the growth rate of capital
stock and the initial level of capital stock. This “absolute convergence” is not
empirically confirmed, see Barro and Sala-i-Martin (2004). On the other hand, while
“conditional convergence” and/or “club convergence” could be more likely for
countries sharing comparable key fundamentals, like saving rates, underlying long-run
growth rates and capital stock depreciation, recent evidence does not seem to be in
support either of them, Baddeley (2006). The role for government intervention in the
context of exogenous growth — HES theory, is rather modest,, to addressing problems
of market failure (such as imperfect competition), ensuring no barriers to trade, and
aim for temporary increases in the growth rate by increasing investments in plant,
equipment, human capital and R&D, see Solow (1997).

The implications and predictions of endogenous growth and new trade theories are
more complex and more open to government intervention, especially in their
interaction. For example, endogenous growth theory views increasing returns and
(thus) imperfect competition as a contributor to growth, while the new trade theory
regards the same factors as reasons for possible strategic trade policies. In

combination one can foresee a situation where governments promote imperfectly
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competitive markets in order to promote growth at the national level, while at the
same time protecting their imperfectly competitive sectors and firms, in order to gain
advantages from (strategic) trade. The above are not the only policy implications of
the two theories, yet such implications are consistent with them, while they are
inconsistent with the exogenous growth-HES views.'

An implication from the above as regards the neoclassical theory of
competitiveness is that it consists of two major variants with different assumptions,
and inconsistent prescriptions. Perhaps more importantly, the neoclassical theory is
ill-equipped to deal with the creative role of markets (as opposed to their allocative
functions, once they exist). This renders it of limited use to analysing issues of
competitiveness and catching-up, see Kaldor (1972), Audretsch (1989), North (1994),
Amsden (1997), Nelson and Winter (2002). In the words of Nobel laureate Douglass
North (1994):

“Neoclassical theory is simply an inappropriate tool to analyze and prescribe

policies that will induce development. It is concerned with the operations of
markets, not with how markets develop. How can one prescribe theories when

one doesn’t understand how economies develop?” (p.359).

Concerning “old growth theory”, Robert Solow (1997) almost admits as much, but
suggests that one should turn “more naturally to Max Weber than to a modern growth
theorist” (p.72), in order to explain the role of institutions, attitudes and
“modernisation” (versus “growth” of an already modernised economy). Solow goes
on to suggest that the fundamental differences between old (exogenous) and new
(endogenous) growth theory, are that the former aims to explain trend-lifting growth,
not trend-tilting one (growth policies that simply lift the trend as opposed to
increasing the rate of growth per-se). The latter is achieved by endogenising
technological change, but also at a potentially huge cost of hard to test assumptions,
too much importance on the role of investment decisions on growth rates and fragile,

too powerful and rather dangerous conclusions. In his conclusion ‘“the forces

! Endogenous growth theories can also predict “divergence”, instead of convergence, and that ceteris
paribus larger countries will grow faster than smaller ones; see Verspagen (2005), who also
distinguishes between ‘“convergence” (refers to the world level) and catching-up (that refers to
individual countries) and discusses the similarities and differences between endogenous growth and
evolutionary views. Divergence is also implied by contributions in agglomeration and new geography
economics, see Henderson (2005) and below. Feenstra (1996) suggests that in the absence of
knowledge diffusion divergence is more likely than convergence in open economy models of
endogenous growth.
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governing the scope of the potential trend — the sustainable rate of growth- are
complex, technological, and even a little mysterious. What we do know how to do is
to lift the potential trend by a few percent. Even if the slope remains as before, that is
a fine achievement” (Solow 1997, p. 92)

The macroeconomic policy prescriptions deriving from the analytical foundations
of the neoclassical perspective have been encapsulated in the various versions of the
Washington and post-Washington-type policy advice to developing and transition
economics, see Shapiro and Taylor (1990). Their record has been at least
questionable, see Stiglitz (2001), Rodrik (2004), Dunning (2006), Serra and Stiglitz
(2008).!

A second approach to competitiveness and catching-up is that adopted by the
Japanese government during the post-second world war reconstruction effort. While
more pragmatic than theory-based, the approach has subsequently been
“deconstructed” by scholars both Japanese and Western in a way that unearths the
theoretical insight of the Japanese policies, see for example Best (1990), Amsden
(1989), Wade (1990), Shapiro and Taylor (1990), Pitelis (1994). In addition, variants
of the Japanese approach have been adopted by the various “tiger” economies of the
East Asia, justifying, we feel, the term the “Japanese”- East Asian approach (Pitelis
1994, 2001).

An important characteristic of the Japanese approach is an interventionist stance
of the government in close contact/partnership with industry, and with the explicit aim
to restructure the economy in a way that creates competitive advantages, as opposed
to simply accepting existing comparative advantages. In this context, elements of the
industrial/competitiveness strategies of the country, devised and implemented in
Japan by the Ministry of Economy, Trade and Industry (METI, formerly known as
MITI), included: the targeting and support of specific firms and sectors (which were
perceived to be important in terms of high value-added, high income elasticities of
demand and oligopolistic with high profit margins). These sectors and firms were at
first protected from international competition, through managed-trade policies. Intra-

sector competition was managed too, in the sense that in each sector the major players

! For Stiglitz (2001) “The advocates of the neoliberal Washington consensus emphasize that it is
government interventions that are the source of the problem; the key to transformation is “getting
prices right” and getting the government out of the economy though privatization and liberalization. In
this view, development is little more than the accumulation of capital and improvements in the
efficiency with which resources are allocated—purely technical matters. This ideology misunderstands
the nature of the transformation itself—a transformation of society, not just of the economy” (pp. xiv).
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should be not too many, but not too few either (so as to avoid collusive practices, but
also to avoid resource dissipation and create critical mass). In effect that was managed
locally-based big-business competition. To ensure technology transfer, in the absence
of foreign direct investment (which was discouraged), MITI encouraged an aggressive
policy of buying licenses from foreign firms. To ensure competition from below to
big players, thus a relatively level playing field, MITI required that firms purchasing
licences would make them accessible to smaller players, Hill (2006). In addition,
Japanese firms pursued a corporate strategy of growth and market share acquisition,
not short-term profit maximisation, see Best (1990).

In the above context, a number of other characteristics of the Japanese approach
included new innovative methods of doing business (for example, just-in-time),
human resource management, worker participation, and others such as total quality
management. All these have been widely discussed in the literature and were felt by
many (e.g. Best 1990, Amsden 1989, Wade 1990, Pitelis 1994, Grabowski 1994,
Shapiro/Taylor 1990) to have contributed to the remarkable performance of the
Japanese economy, up to the late 1980s when it was leading global markets in sectors
such as electronics, semiconductors and automotives, see Hill (2006). Variants of the
Japanese approach were adopted by the “tiger” economies, such as South Korea,
Taiwan and Singapore (see Pitelis 1994, Chang 1994) and, more recently, by the
Chinese government (Nolan 2001, Lin 2004) and other tiger economies, such as
Thailand, Malaysia and Indonesia (see Jomo et al. 1997) and Vietnam
(Chesier/Penrose 2007). A difference to the Japanese approach, of interest to the
current paper, is that smaller economies, like Taiwan, Singapore and Malaysia, did
not discourage, but rather encouraged FDI, albeit in a way that was perceived to be
aligned to the overall competitiveness strategy (Pitelis 1994, Jomo 1997).!

There is extensive and heated debate on the effectiveness, or otherwise, of the
Japanese approach, including the possibility that the subsequent decline of Japanese
economic performance could be attributed to this original interventionist model, see
Pitelis (2001). The simple fact is that it is not easy to tell. Moreover, even if we accept
that the Japanese approach was successful, other factors might also be in play. These

include the effectiveness of the political-bureaucratic structure (less government

! For a more detailed and nuanced account of similarities and differences between the various East
Asian countries, see Shapiro and Taylor (1990), Rodrik (2004), and for differences between older and
newer ‘tigers’ see Jomo et al. (1997).
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failure, so to speak) as well as cultural, institutional, and macroeconomic issues, see
Shapiro and Taylor (1990) and Pitelis (2001). We do not wish to re-enter this debate
here. However, we do wish to point out that many of the fundamental presumptions of
the Japanese competitiveness strategy did receive theoretical support, from one source
or another. For example, the emphasis on big-business competition, the pursuit of
market share, the emphasis on innovation of all types (including organisational,
managerial and human resources) and the pursuit of long term profit through market
share, are all in line with the work of scholars such as Schumpeter (1942), Penrose
(1959), Chandler (1962), Baumol (1991) and others, and even more recent
endogenous growth theory-based approaches, see Lucas (1988), Romer (1986). A
focus on targeting of “strategic” sectors is in line with early development economics
thinking on “infant industries” and more recent “new trade theory”, see Kaldor
(1972), Krugman (1987, 1989), Shapiro and Taylor (1990). The emphasis on domestic
competition is in line with arguments by Porter (1990) — see below. The support of
SMEs and clusters seems to find accord with almost all economic perspectives, albeit
for different reasons (e.g. entrepreneurship, agglomeration economies, cluster-
building, locally-based development, challenge to multinationals, etc), see Krugman
(1991a, b), Porter (1990) and Henderson (2005).

It is clear too that mistakes were made, and I believe that the failure of the
Japanese to gradually give more space to market forces, could indeed partly explain
subsequent difficulties. This is also in line with theoretical prescriptions, concerning
the identification of the “optimal” mix between planning and markets and between
market, hierarchy and co-operation.' Important for our purposes here is that the
Japanese-East Asian perspective could be seen as a developmental-competitiveness
approach in its own right. It has clear implications on catching-up — indeed the whole
philosophy and purpose of the approach is to catch-up through creating and capturing
value faster than other countries -as well as implications on FDI and country size, to
which we return below.

A third approach to competitiveness involves work under the evolutionary,
resource and systems-perspective and varieties of - comparative capitalism banners.

Much of this has been encapsulated in the “systems of innovation”, agglomeration and

" For example it is arguable that a more hands-on approach by government is required at the catching-
up phase, while once a country has reached the “technological frontier” so to speak more focus on
market signals may be appropriate.
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clusters and varieties of capitalism-related literature, see Lundvall (1988), Krugman
(1991a,b), Nelson (1995), Freeman (1995), de la Mothe and Paquet (1997), Fagerberg
et al (2005), Jackson and Deeg (2006), Jovanovic (2009), and Lundvall (2007) for a
recent summary, assessment and proposed extensions. A main characteristic of the
evolutionary and systems-based views is a focus on intertemporal efficiency effected
through innovation, combined with the belief that innovation is best promoted not by
an exclusive focus to free and competitive markets, but by big-business competition
and systems-wide linkages that involve markets, hierarchies (firms, governments), co-
operation and competition, NGOs and more wider social capital-promoting
institutions and organisations, see Freeman (1995), Jackson and Deeg (2006). The
strength or otherwise of the innovation-system depends on the linkages of the whole
system and on government policies, and institutions that promote innovation. Markets
are but a part of the system, albeit an important one (see Stiglitz 1989). They need not
be competitive, indeed big business competition may well have innovation-promoting
advantages, see Nelson (1995) and/or Nelson and Winter (2002). In addition, the
existence and promotion of agglomeration and clusters by small and medium-sized
enterprises (SMEs) can be a potent means to promote linkages, diversity, and (thus)
innovation, see Fagerberg et al (2005), Metcalfe (2002), Wignarajah (2003)."

It is arguable that the systems perspective is focused more on value creation
through innovation than value capture, (therefore catching-up), albeit not in all cases,
see for example the discussion of catching-up in Freeman (1995). It can be argued that
the promotion of an innovative economy will help engender superior economic
performance, therefore superior competitiveness and (thus) catching-up. This does not
fully account however for the possibility that value creation need not always be
captured by the innovators (Teece 1986, Research Policy 2006) — we will return to
this later. In addition, the “agglomeration” element of “clustering” may well engender
inter-regional and inter-national divergence, see Krugman (1991a,b).

It is arguable that dissatisfaction with competitiveness models motivated Michael

Porter (1990) to identify a gap to be filled. This is one way to explain why someone

" There is extensive work on “agglomeration” economies, that draws on the work of Krugman (1987)
on new trade, see Krugman (1991) and Henderson (2005) for a collection of papers. Martin (1999)
provides a critical assessment. Martin and Sunlay (2003), Pitelis et al (2006) and Jovanovic (2009) also
discuss the historical antecedents of agglomeration and “clusters”-type literatures. For our purposes,
agglomeration economies by themselves imply divergence, but also the possibility to catch-up, by
diagnosing and upgrading agglomerations. Kottaridi et al (2010) provide an empirical test of the role
agglomeration plays in attracting FDI, in the context of UK regions; the results are in line with the idea
that agglomeration and the location of R&D labs by subsidiaries are positively correlated.
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should be writing a book in 1990 on a topic that goes as far back as the origins of
modern economics (Adam Smith’s Wealth of Nations, 1776), and so extensively
discussed since. Porter’s “Diamond” approach suggests that the coexistence of
appropriate factor conditions, demand conditions, firm and sectoral structure and
strategy and related and supporting industries, engenders a “Diamond” and/or
“clusters” of economic success-competitiveness.

Many of the elements of the “Diamond” are present in extant works, for example
“factor conditions” in the HOS model; demand conditions in Vernon’s (1966) work
on the “product-life-cycle”, related and supporting industries, in the works of
Marshall (1920) and work on clusters (see Best 1990, Edquist 2005), industry
structure and rivalry in the works of Industrial Organisation (IO) scholars, see Tirole
(1988). However, Porter added new insights and dimensions, notably firm strategy.
This draws on strategic management and Porter’s earlier works (Porter 1980, 1985),
and it is a breakthrough vis-a-vis neoclassical competitiveness models, which usually
focus on macroeconomic considerations at the expense of firm-level analysis. The last
mentioned is critical, as it can help shift focus on value capture (a main concern of
firms) and (thus) up to a point catching-up.

In addition to the above, interesting in Porter’s work is the re-surfacing of
agglomeration and “clusters” (in the form of related and supporting industries), and in
their interaction with other parts of the “Diamond”, an emphasis on specialised, rare
and hard to imitate factors (which is very much the theme of the resource-based view
of firm strategy — see Wernerfelt (1984), Barney (1991), Peteraf (1993)), his emphasis
on the importance of local as opposed to distant (such as international) rivalry, and a
focus on demanding and sophisticated consumers (not just undifferentiated aggregate
demand, as in the Keynes (1936), tradition). All these are quite impressive and help
explain Porter’s successful journey from IO to strategy to national competitiveness
policy scholarship and advice.

Concerning FDI, the four models have different implications and/or recognise
different roles for it. In the neoclassical HOS model of international trade, FDI can be
one of the mechanisms whereby factors and resources are transferred from where they
are abundant to where they are scarcer, thus contributing to catching-up, see Stiglitz
(2001). In the Japanese Far Eastern approach, FDI is a means to an end, it is used to
serve the end of catching-up. In some cases, when technology transfer can be effected

without FDI, alternatives are chosen; for example licensing in Japan, joint ventures in
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the earlier phases of Chinese opening-up to international markets, see Nolan (2001).
When FDI is deemed to be necessary for industrialisation, it is encouraged, but placed
as much as possible within the context of the industrial strategy objectives, as in
Singapore, Korea and Taiwan (Shapiro/Taylor 1990, Chang 1994, Pitelis 1994, Jomo
et al. 1997, Amsden, 2009). In the systems-perspective, FDI is seen as part of the
system — it may help strengthen already extant linkages, but could also be of limited
import, if footloose and stand-alone, see Freeman (1995). Finally, in the “Diamond”,
FDI is seen as a measure of success, indeed outward investment is claimed by Porter
(1990) to be no less than a sign of “competitiveness”. Others, e.g. Dunning and Pitelis
(2008), question this optimism, seeing both positive and negative elements. In
addition Dunning (1993), as well as Rugman and Verbeke (1993), extended Porter’s
approach to include the potentially important role of FDI in affecting the determinants
of the “Diamond”. There has also been extensive work on the potential
interrelationship between FDI and clusters, see among others Freeman (1995), Pitelis
(2001), Rugman and Verbeke (1993), Cantwell and lammarino (2000) and Pitelis et al
(2000).

There are few direct implications from the above models on the issue of country
size, with the possible exception of the endogenous growth theory, where market-size
facilitates growth. On the other hand, the ability, for example of Japan and China, to
make MNE entry their markets conditional on licensing or joint ventures could well
be attributed to the attraction to MNEs of the large size of the market of these
economics, alongside the bargaining power that this attraction afforded to them. In
contrast, the pursuit of more proactive inward investment strategies by smaller
players, (e.g. Taiwan, Malaysia, and Singapore), could be attributed to that their
market size was not by itself a sufficiently attractive proposition for MNEs — so more
proactive FDI policies were required to foster development.

In the next section, we build on extant theory to develop a competitiveness
framework that aims to address some problems of existing theories. In particular,
none of the competitiveness frameworks or approaches discussed here has an explicit
link between competitiveness at the micro (firm), meso (sectoral, regional) and macro
levels; there is no explicit discussion of the issue of value capture for catching-up,
versus value creation (which may be captured by others), and (thus) the
interrelationship between value capture for catching-up strategies and value-wealth

creation strategies. Indeed, some models of national competitiveness are ill-equipped
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to even address such issues, as they tend to rely on macro-categories, at the expense of
the micro level (for example strategic management), where value capture is far more
prominent. In this context, we feel that work on national competitiveness could
benefit from insights derived from the international strategic management literature,
when applied, suitably modified to the national level. Last, but not least, work on
international business and strategy can also have useful implications on the choice of

developmental model by countries.

5. A novel framework for competitiveness and catching-up and the role of FDI and

clusters

5.1 A novel framework

The limited discussion of micro-(firm-level)-foundations and the lack of an explicit
focus on superior value capture capabilities (which can lead to catching-up) are two
major limitations of extant theory." Both can be addressed by strategic management
scholarship, which on the other hand, (excepting Porter and some scholars of the
systems-approach), is mostly alien to competitiveness theories, which are mainly
macro-based (see Nelson/Winter 2002).> To go beyond noticing this, it would be
useful to identify factors that engender value and wealth, at the firm level, but also the
meso and macro levels, when suitably understood and aggregated-augmented.

The concept of value, first, is very loaded in economics and management (see
Dobb 1973, and Bowman/Ambrosini 2000 respectively). To avoid entering the
interesting, albeit unresolved yet, debate on the nature and theories, of value, we focus
instead on the much better understood concept of “value added”. Of course, this still
incorporates the word “value”, a definition of which seems inescapable (yet is missing
and/or highly contested in the literature, see Dooley 1990). For our purposes, we
propose value to be defined as perceived worthiness of a product or service to a

(potential and/or target) user. In this context, value added is the additional value

! For a relatively recent comprehensive discussion on catching-up, see Fagerberg and Godinho (2005)
and Fagerberg and Srholec (2005). The authors deal with most levels of analysis, but not the very
micro (strategic management) one, as they themselves acknowledge.

? Microfoundations, in the sense of optimising behaviour by economic agents, is at the very heart of the
neoclassical theory, not least its endogenous growth variety (see Fine, 2000). In this context our claim
may sound paradoxical. However, it is simply in line with the well known criticism by Coase (1937),
Penrose (1959) and others, that the neoclassical theory treats the firm as a black-box. What
microfoundations there exist are in terms of profit maximising black-boxes, or the price-output decision
of firms — not the creative role of firms and its impact on the macroeconomy. It is this type of
microfoundations that we have in mind that it is missing and that requires much more work and
progress than there exists, including our own limited contribution here.
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conferred to a product or service by an economic agent, be this an individual, a firm, a
sector, or a nation. Value added can be potential or realized. It is potential before
users have been convinced to pay a market price to purchase the product or service,
and it is realized once the product or service is purchased. Value-added may never be
realized if consumers lack the power to purchase (effective demand) and/or when
sellers are outcompeted by rivals who possess substitute products, and/or superior
competitive advantages (such as complementary assets and capabilities, see Teece
1986). This renders a discussion of value realization and value appropriation/capture
strategies critical.

Value added is engendered in two fundamental ways: one is through increased
efficiency and/or productivity, therefore a reduction of the cost of production; the
other is an increase in the perceived utility-worthiness of the product or services
through “differentiation”.! This can be due to real factors, such as increased
functionality and/or aesthetic appeal, or to “imaginary” factors, effected for example
through advertising. There are long debates on these issues in industrial organisation
(I0) and strategic management (see Tirole 1988, Grant 2005); usually real and
imaginary elements coexist, and it is arguable that through innovation, cost reductions
and increased appeal (product differentiation) can take place simultaneously (see
Pitelis and Taylor 1999, who propose a “value for money” strategy that integrates
Porter’s 1985 two major “generic strategies”-cost leadership and differentiation).

The crucial question is what are the major determinants of value added at the firm
level, and to what extent the same or similar determinants exist at the meso and macro
levels; so as to build on the firm-level microfoundations, in order to derive the
determinants of the wealth of a nation. Drawing on extant theory of economics and
management, Pitelis (2004) suggests that four major factors interact to explain value-
added (through efficiency and/or differentiation) at the firm level: firm strategy and
infra-structure; unit cost economies/increasing returns; resources, notably human
ones; and technology and innovativeness. The importance of all four factors is well
rehearsed in the literature, which involves virtually all all-time classics in economics

and management. Important, however, in this framework is that the same four factors

"It could be argued that “utility” suffices and that cost production is of no additional use, as
neoclassical economists do, see Robbins (1935). However, this would preclude one route through
which perceived utility may increase; for business this is important. In any event, most neoclassical
textbooks use the Demand-Cost Curve apparatus, which incorporates both a utility (through Demand)
and cost (through the Cost curve) element.
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can be re-interpreted to apply to the meso (region, industry, sector) and macro-levels

(Pitelis, 2004), thus allowing a relatively smooth aggregation, based on micro-
foundations.

The emergent “Wheel of Value” is shown in Figure 1;
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Figure 1. The wheel of value — wealth creation at the firm, meso and macro — levels.
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The “wheel” has the added advantage that one can examine in its context, the role
of FDI, clusters and government (policy) as well as their interrelationships, as these
interact and impact on all three levels. For example, Figure 1 shows that large size,
and FDI by MNEs as well as clusters (by SMEs and/or MNEs), and the “government”

(policies) are interrelated (with clusters attracting FDI and FDI creating and/or being
linked to clusters, and government policy affecting and/or being affected by both),
and they all impact on the determinants of value-added. The impact, however, need

not always be positive or beneficial. FDI can do harm, or good; clusters can lead to

congestion effects, or wither away (see Martin/Sunlay 2003; Jovanovic, 2009);
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governments can be corrupt and/or ineffective and (thus) create (as opposed to
solving) market failures see Krueger (1974), Shapiro and Taylor (1990) and Stiglitz
(1998) for discussions.

Identifying the major determinants and actors of potential value added need not
lead to realized value and wealth. This is where strategic management becomes
crucial in informing policy makers. In particular, the determinants of value added in
the “wheel of value” impact on potential value, not realized value, with one exception:
that of firm (sector, industry and/or national) strategy. At the macro economic level,
there has been limited interest on the issue of strategies for capturing value. Instead, in
IO and strategic management, there is extensive discussion on strategies for value
realization/capture. There are four major types of such strategies: integration,
diversification, and cooperation strategies; “generic strategies”; entry deterrence
strategies (through strategic or “innocent”-technological barriers to entry); and “firm
differentiation/heterogeneity” strategies - see Pitelis (2009) for an account. There is
some overlap and extensive interaction between these strategies (for example, Porter’s
(1985) “generic strategies” include two out of the four barriers to entry of Bain
(1956), namely product differentiation and cost advantages). It is also arguable that
such strategies are co-determined and co-evolving. Nevertheless, crucial about them is
that in their interaction with product promotion and competitive strategies they help
firms to realize potential value as profit, and capture more value than their
competitors (sometimes even by capturing potential value created by their
competitors, see Pitelis 2009, and Research Policy 2006).

It is arguable, that such strategies for value realization and value capture are
applicable at the meso and national levels, albeit to different degrees. For example,
countries can use strategic trade/protectionist policies. In addition, countries (and
regions) may adopt regional/national differentiation strategies by strengthening,
engendering and/or promoting their comparative or competitive advantages. In some
cases, integration (or dis-integration) strategies are adopted by nations (for example,
the integration of Germany, or the de-integration of countries from the former Soviet
Union). Regional integration of countries, such as the EU, NAFTA or ASEAN, is
common. The concept of generic strategies is also of much relevance to nations, who
may choose (or turn out) to be cost leaders (e.g. China in manufacturing, India in IT
services) differentiation (e.g. Italian design), or niche strategies (for example,

Switzerland in banking and/or watches). More complex cases, could involve attempts
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to combine elements of niche (cost leadership and/or product differentiation) in
specific activities (like for example, Finland in the case of mobile telephony). Such
strategies, in addition, can be partly history-determined, partly the result of policy
initiatives, or usually a combination of both, such as the Finnish case - see Hill
(2006). Fagerberg et al (2005), Freeman (1995) and Shapiro and Taylor (1990)
provide discussion of various cases.

An awareness of the determinants of potential value added and the factors that can
help realize/capture value can provide useful insights to policy makers who seek to
achieve superior economic performance to that of their peers. At the broadest possible
level, a superior ability to create and, especially, capture value in international
markets is tantamount to superior economic performance by a particular nation. The
mix of market/hierarchy/cooperation, private-public-hybrid, institutional, micro and
macroeconomic policy, and the effectiveness and innovativeness of institutions,
organisations and policies, will tend, in their interaction, help the “leaders” and
“laggards”, in this game, see Abramovitz (1986) and, for a critical survey, Fagerberg
and Godinho (2005). It is not possible to go into further detail on exact policies here.
This would, in effect, be the economic equivalent of searching for the “holy grail”
(but see Shapiro and Taylor (1990), Solow (1997), Rodrik (2004) and Serra and
Stiglitz (2008) for more on this.") Instead, our aim here is to draw on the discussion
above in order to discuss the relationship between FDI and economic integration in

the context of our framework and discussion.

5.2 Competitive advantage, competitive positioning and vehicles to competitiveness
and catching-up

Countries need to diagnose their comparative advantages, and reach a decision on

whether they wish to “compete” on their basis, or to try to develop new competitive

advantages, in activities, where they perceive to have more potential for the country

and in international markets. Countries, that is, need to diagnose their “productive

opportunity” (Penrose 1959), (the dynamic interaction between their internal

resources and competencies and the external opportunities and threats). Sometimes,

! Shapiro and Taylor (1990) discuss seven “boundary conditions” that can help devise and implement
successfully state developmental policies, country size being one of them-see below. Rodrik (2004)
distinguishes between first principles (market-based competition, property rights, incentives, sound
money) and the plethora of specific policies that can be in line with the first principles, in an attempt to
explicate the failure of “Washington consensus-type policies”, while salvaging the core of the
neoclassical agenda.
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potential advantages are latent and hard to identify. For example, in many transition
economies post-1989 in Eastern Europe, people found themselves with ample time at
their disposal and few opportunities for employment. Many were educated with
mathematical and computing aptitudes. Some originally used these for quasi-illegal or
outright illegal IT-related activities. In time accumulated expertise could be applied to
legitimate activities, and help create IT clusters (for example in Romania). This latent
IT cluster was possible to diagnose already in the early 1990s, and indeed it was
diagnosed in some studies (see Pitelis 1997). The desired mix of comparative and
competitive (comparative-to-be) advantages for each country and for each case
requires in-depth investigation and cannot be decided on a priori grounds without
analysis on the ground.

Once the comparative or competitive advantages have been diagnosed, selected
and pursued (in the case of competitive ones), the next decision is the positioning
stance. Building on our earlier analysis, countries, like firms, could choose to position
themselves along the relative cost-differentiation (“Image”) spectrum. This is shown

in Figure 2.

Figure 2. The relative costs/differentiation (“image”) matrix and country positioning.

Relative Differentiation (“Image”)

High Low
Stuck in the middle
Low Competitive (In need of direction)
Relative
Costs
Stuck in the middle
High (Losing ground) Non-competitive

In the relative cost-differentiation spectrum, the best position to be in is low
cost/high differentiation. This is normally effected by countries with a high innovation
culture and performance — with strong “systems of innovation”, so to speak. This
allows them to simultaneously reduce costs (through organizational and institutional

innovation), and produce products, services and an “image” (country differentiation)
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of a leader, an innovator, a quality player. Small European players such as Sweden
and Finland may be cases in point, see Freeman (1995) and Fagerberg et al. (2005).

Countries with high costs and low differentiation are laggards, they produce
expensive goods and services, and the image of the country is one of low quality.
High relative costs can be due to low innovative capability, poor infrastructure, lack
of increasing returns, poor organizational and institutional configuration. Greece in
the 1980s is an example.

Countries with high costs and high differentiation are likely to be developed ones
with high technical and operational competencies, but without a strong innovation
system, at least not presently. These countries can have relatively high costs, because,
for example, of high labour costs, themselves the result of distributional and welfare
policies, that resulted from a “glorious past”. Lack of innovative capabilities can be
the outcome of organisational and institutional sclerosis, an insistence on doing
already proven things in already proven ways. This lack of curiosity and innovation
could result in this “stuck in the middle”/question-mark position. It is likely to
characterize developed economies that somehow have lost their way, their incentive
to compete and innovate. Germany in the 1990s may be a case in point; so is Britain
in the 1970s (and it looks like in the 2010s).

Low cost, low differentiation economies are also stuck in the middle, but are likely
to be at an earlier stage of their development, perhaps transition or emerging
economies. Here unit costs can be low because of very cheap labour and resource
costs, but the lack of differentiation/comparative or competitive advantages also place
them in the question-mark category. Eastern European transition economies are cases
in point.

There can be intermediate situations, for example, in more recent years, the
positioning of many South European countries, for example Greece, South Italy,
Portugal and Spain, has been characterised by a very sui-generis model — that of low
costs/moderate or even high skills/competencies. Relative costs have been kept low,
through the creation of the so called 1,000 Euro generation, usually well educated,
skilful and competent graduates who, however, have to work (often far in excess of
the 8 hour working day), for Euro 1,000 a month (and indeed in Greece or Portugal
for as low as Euro 600!). This helps the competitive positions of these countries vis-a-
vis, for example, low cost/low differentiation ones. It is sustained through a sui-

generis, inter-generational transfer of resources (the savings-wealth the parents
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accumulated in previous years), and/or through multiple jobs (when feasible) and grey
market activities. All these help engender their competitiveness despite the absence of
a strong innovation culture/system. At one level, they represent a form of indirect
subsidisation of locally-based firms and industries, which under normal circumstances
(namely if individuals earned more, the state taxed them and used the taxes to
subsidize industry), they would be considered as anti-competitive practices, for
example by the European Commission. They are a form of Non-direct taxation of the
countries’ middle classes.

The relative costs/differentiation matrix does not make an explicit distinction
between stages of development although it is likely that countries in the first column
are likely to be developed, while the other less so, or emerging. The matrix can be of
help to all countries, to identify ways to improve their competitiveness by reducing
unit costs, improving differentiation, strengthening their innovation capabilities. For
example, a small country (let’s say island economy), with excellent climate, low costs
of labour and little manufacturing (thus production costs too), can aim to effect high
country differentiation (let’s say as a tourist destination), with good service (which
need not require much higher costs, if effected through cultural/educational means)
and low costs. Small countries, with ample time to spare, due to lack of employment
opportunities, could aim to effect differentiation through emphasising service
provision, e.g. call centres, IT services etc. These are in effect “niche-differentiation”
strategies. They are likely to be more appropriate for smaller countries which cannot
compete with an across the board differentiation strategy.

This prescription is supported by the excellent account by Shapiro and Taylor
(1990), who point to the “importance of specialized, niche-oriented industrial
strategies for small, open economies” (p. 869) and go on to conclude that “There is no
reason why production for appropriate niches should not initially be supported by
import barriers and export subsidies; ... full industrialization only occurs when infant
firms grow up and can compete more or less effectively on international terms” (p.
873).

A third issue that all countries need to assess is the vehicles and policies through
which competitiveness can be improved. Discussing specific policies is beyond the
scope of this paper - see for example Shapiro and Taylor (1990), Rodrik (2004),
Fagerberg and Gondinho (2005), Pitelis (2007) for more detailed discussions. By

“vehicles” we refer to “FDI” and “clusters”, as per Figure 1. Both independently can
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impact on all determinants of value creation, see Pitelis et al (2006) for a more
extensive account. However the sustainability of value capture requires
embeddedness. This means that countries should preferably aim to create linkages
between clusters and FDI, so that FDI does not “fly” when conditions change, (e.g.
costs go up), because margins have also gone up through higher differentiation,
effected through embeddedness.'

The need for embeddedness is emphasized in the work of Abramovitz (1986),
albeit he uses the term “social capability”. Abramovitz suggests that differences
between the levels of development between countries do present opportunities for
catching-up and convergence, but only provided that these countries have developed a
social capability adequate to absorb existing more advanced technologies. The
concept is very similar to that of “absorptive capacity”, on which recent research
currently takes place in IB scholarship (see Kottaridi et al., 2006 for an account).
From our point of view, the interest lies in the fact that the building of “social
capability” and/of “absorptive capacity” is something that involves by definition (viz
the word “social”) the government and the policy at large — it is not just a matter for
the private sector. In addition, in our context here, local development effected through
clusters represents one way through which “social capability” and ‘“absorptive
capacity” can be enhanced. Indeed the presence of clusters can also be seen as a
manifestation of the existence of social capability that can be fostered through
appropriate government measures.

The three issues raised above can and should be considered simultaneously.
Competitive advantages could be linked to the positioning, clusters should be
diagnosed and upgraded and FDI attracted, in a way that is in line with advantages

and supports the pursued positioning.”

! Jomo et al. (1997) comments on the issue of FDI and sustainability in the context of the development
of the first-tier East Asian countries (like Singapore, South Korea, Taiwan and Hong Kong) and the
second-tier ones, like Thailand, Malaysia and Indonesia as follows: “While the Northeast Asian
economies have been open to foreign investment, they have also been more selective and have
emphasised developing national (not necessarily state-owned, except perhaps in Taiwan) industrial,
technological, marketing and related capacities. In contrast, most rentier entrepreneurs in Southeast
Asia have not been obliged to deploy their rents at such ends” (p. 163).

* The requisite conditions for achieving these are not easy, and are arguably becoming more stringent
for reasons related to technological changes (Fagerberg and Verspagen , 2002), but also institutional
and international governance-related ones. At the time of its economic development, for example,
Japan could get away with pursuing policies that would be considered as anti-competitive under current
WTO regulations, and even received US support to implement them. When Washington-consensus-
type free markets, free-trade policies are imposed on catching-up countries, this may be viewed as an
attempt to “kick away the ladder” (see Stiglitz, 2001; Chang, 2002; and Fagerberg and Godinho, 2005;
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Another consideration concerns adaptation. Detected advantages and positioning
should be reviewed regularly to ensure consistency with evolving
circumstances/stages of development. For example, in order to attract high knowledge
intensive FDI, it may be useful to discourage some FDI, which may require rendering
such FDI expensive to firms, through for example a high-wage policy — pursued for
example by Singapore, Pitelis, (1994), Lall (2000), Fagerberg and Godinho (2005). In
addition, care should be taken to achieve a coincidence between what (selected)
MNEs require in their quest to optimize locational advantages (see Buckley and
Ghauri, 2004), and what the country finds consistent with its advantages/positioning
strategy. Such policies may become possible, in an era of “fragmentation” (see
Venables 2003) that allows MNEs to separate the value-chain and choose “optimal”
locations for each part of their production process.

It is arguable that smaller developing countries have advantages in pursuing such a
strategy. Small size may help render identification of competitive advantages and
positioning easier. It could also help with implementation — for example diagnose
clusters, identify missing linkages, build an innovation system, effect country
differentiation. Countries like Albania (for example, through the “Albania 1 Euro”
initiative), Serbia (through its high-tech IT cluster in Vojnodina), Slovenia and even
Greece through their nation-wide cluster diagnosis and upgrading strategies, help
show that relatively smaller size can be an advantage - see Pitelis et al (2006). In
addition smaller countries are less likely to invite retaliatory moves, as they are too
small to impact on world prices. Importantly smaller countries may only be required
to make one single choice right, in order to jump-start the process of growth. This
could involve developing a single leading cluster and/or MNE, such as Nokia in
Finland or Teva in Israel. The success of such companies in turn can allow smaller
countries to move faster from a comparative advantage to a competitive one. Last, but
not least, in an era characterised increasingly by knowledge-intensity and the
importance of intellectual assets, it is arguable that a smaller country can institute
faster and easier a successful programme of skill/capability/knowledge-upgrading for
its people — sometimes by also drawing on its diaspora. Greece, Israel, Ireland are

cases in point.

for a discussion). Boltho and Allsopp (1987) showed that in the 1980s protectionism in the form of
non-tariff barriers, was on the increase. On the other hand, the WTO can help participant countries to
gain market access, partly offsetting these problems.
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Another potential advantage of smallness is that it renders community links
stronger. This could help with creating conditions of trust that can facilitate clustering
(albeit that could be moderated by cultural factors, as “closeness” can also engender
inter-personal rivalries). In any event, however, smallness is likely to lead to higher
per capita remittances, due to stronger family links, thus helping smaller transition
economies. For example, in an IMF (2005) study, countries with remittances higher
than 10% of GDP were invariably smaller ones and included labour-exporting
transition economies, such as Albania and Moldova. With remittances flows only
second to FDI, this issue is surprisingly under-researched; it could well serve as an
extra competitive (albeit transitory) advantage for smaller countries.

Clearly the above is not to suggest that small is only beautiful. It is arguable that a
major liability of smallness is that it renders the incentive to be corrupt higher, as it
can increase substantially the per capita payoff of corruption. We argued elsewhere
that corruption which involves not only local politicians, but also MNEs, and which
can take many different forms, to include regulatory capture, by local monopolies and
foreign MNEs and rent seeking, can be a potent brake to development (Pitelis, 2004).
It happens that this is more likely to plague smaller countries, which may offset other
advantages of smallness. In addition, Nolan et al. (2008) argue that the “global
business revolution” implies that “firms from low-income countries” access to
developed country markets has become increasingly dependent upon entering into the
global commodity chains of core firms based in high-income countries” (p.33)". This
and increasing non-tariff barriers, support the observation of new emerging

difficulties for catching-up.

6. Summary and conclusion

We discussed the issue of competitiveness and catching-up in general and for
catching-up countries in particular, paying attention to the role of FDI and clusters in
this context. We suggested that extant frameworks for competitiveness lack micro-
(firm-level) foundations, which we aimed to provide. In addition, we claimed that
competitiveness and catching-up include a value capture (not just value creation)
element, usually lacking in the predominantly macro-economic approaches to

competitiveness. In this context, lessons can be derived from strategic management to

! Recent research by Monteiro et al (2008), that “subsidiary isolation” can hinder knowledge transfer to
more “isolated” MNE subsidiaries. One could surmise that more isolated are likely to be subsidiaries in
more distant, smaller developing economies.
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include the issues of positioning, diagnosis and creation of competitive advantages
and alignment between objectives and means to achieve selected strategies. FDI and
clusters can serve a country’s competitiveness, especially when they are combined
and aligned with the country’s competitive advantages and selected competitive
stance/positioning. Emerging and transition economies may implement such
strategies. Transition economies could devise strategies for FDI and/in relation to
clusters that can be aligned to their created competitive advantages and competitive
positioning to serve the purpose of superior competitiveness, and thus catching-up and
economic integration.

At the same time the margins of opportunity may becoming narrower — not least
because of the shifting landscape concerning globalization and global governance, see
Dunning and Pitelis (2008). It is arguable that successful catching-up could be made
much easier for emerging economies, were the international community to appreciate

that such catching-up is good for global economic sustainability.
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Discussion

Chair:

Thank you, Christos. I think we have some time for questions. Ten minutes for questions. Let
me try to give a brief summary of the key points of the two speakers, so I can give you some
time to think. Doctor Vrettos offered us an executive brief interpretation of the crisis at the
real economy level. He gave an overview of the key factors involved in a crisis at the
enterprise level, like consumer spending, demand, risk, cost of debt, liquidity squeeze, key
important factors. And he drew valuable lessons from the Great Depression and from
fascinating case studies, demonstrating how to capture the opportunity with a number of
corporate strategies, such as cutting costs while protecting core business, building loyalty,
refocusing the product portfolio, gaining new customers and developing new products. Doctor
Pitelis gave us an overview of competitiveness at Southeast Europe, nations and firms, by
providing a very fascinating conception framework. In this framework, one can find a wealth
of ideas that are key to developing sustainable competitiveness. He mentioned value creation
versus value wealth capture; he gave the distinction, the incentives’ limitations; he presented
the will of value wealth, presenting hierarchies and players involved in value creation; he
mentioned the VRINA resources and other requirements for creating value; he discussed the
important issue of national and regional positioning; he brought about issues of policy
compatibility between macro and micro levels and gave a number of examples and highlights
at this level, and presented the need for putting in place requisite government structures for
economic sustainability. I would like to invite any questions to our two speakers. The floor is
yours.

Person in the audience:

Both presentations were very-very useful and comprehensive and they touched upon the non-
financial companies. I just have one question for Mr. Vrettos and one for Mr. Pitelis. For Mr.
Vrettos. Niko, your examples were very useful indeed. I just wonder what happens to
companies who suffer from liquidity problems. You mentioned the opportunities that exist
under the crisis, but what about companies which are under this liquidity pressure? And a
question for Professor Pitelis. It has to do with the structure of the Greek companies, the small
and medium size of them, and how these proposals, which of those are more appropriate for
that kind of companies. Thank you.

Nikos Vrettos:

In reality, most companies go into this liquidity squeeze during recession or depression times.
But the first measure usually you take when you are in this situation — I speak about non-
banks, I speak about normal companies — you go fast to cut costs, because this is where your
cash is going and this is what you see also around the globe; but very fast. And there is also a
very good analogy of companies that - I mean actually how fast you do that. When I say fast,
I mean really fast. And there are companies that even take their laggards. They take about six
months’ or eight months’ time, also with the notion “Let dust settle, let me see clearly.” This
doesn’t help. And there are examples, even recent ones, who are actually going fast and
intelligently into cost cutting to go out of this liquidity squeeze. Other companies, what they
do as a mistake is sometimes they try to increase the price of the products, to get more cash
in. And this is a doom scenario. Because one day or another, after some time, they will get
caught up in the spiral and they are out of the market. So in general terms this is the answer,
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although it is a broad answer, but it is a broad question. Because every company is different.
But this is actually what American companies are doing better than European or Asian
companies, in this cost-cutting mode.

Christos Pitelis:

Thank you very much. I would say that for Greek SMEs, first, the implications of what they
said would be to focus on areas where we have comparative, or competitive advantages, or
emerging competitive advantages, adopt strategies that are looking for value for money,
differentiate their products; acquire scale, either through clustering cooperation or through
mergers and acquisitions. From the point of view of government, what this means is basically
to keep removing anti-incentives — and there are many — and stop financing possibly
companies which have no viability. So focus on schemes and companies that actually can
add value to the Greek economy. One could go on. Every particular thing I have said has an
implication for small firms as well. For example, attracting inward investment automatically
creates an ecosystem of small and medium sized enterprises around it. The issue about
competition with cooperation is a big issue these days. There is a long discussion about to
what extent competition policy takes adequately the issue of value creating cooperative
agreements. There is some sort of prima facie thinking to the effect that any type of inter-firm
cooperation is collusive. And this is not necessarily the case. Some types of inter-firm
cooperation, like some strategic alliances, some clustering types of cooperation are not
collusive; they can also promote the general interest.

Chair:

Ok. I would like to ask a question to our speakers. Let me ask Nikos Vrettos. Niko, what
should be our top priority at a tactical and strategic level as a country, do you think? And I
would like to ask Christos Pitelis two questions that came out of his answer right now.
Christo, you mentioned about the issue of removal anti-incentives and I remember I heard a
businessman in a lecture a few weeks ago. He said that Greek companies do not need
incentives; they need the removal of anti-incentives, like the bureaucracy, the tremendous
bureaucracy we have. 1 would like to focus on another point you said, about competition for
innovativeness. Could you possibly give us some examples of how this could be promoted?
What kind of policies and what kind of sectors these could be applicant to?

Nikos Vrettos:

Well, the question is very interesting and broad, I would say. We are caught, as a country, into
the debt crisis. But also, we are caught in an economy which was de-industrialized. In reality,
we don’t have much of an industry in the same way that other nations think of that in Western
Europe, or the US, or in Asia. So I think that at this point of time, what needs to be done is we
have to fix the state finances; and through the program I think we have in place, it goes in the
right direction. And the second thing is to start making the economy infrastructural changes
more competitive. This has to do with labor laws, freeing up all the constraints that exist for
companies to invest, and let the companies then who are left to do their own work, which they
do best. Tactically, in reality Greece has two big sectors, where one can think that they can
propel growth. One is tourism and the other is maybe agriculture. When I speak about tourism,
I don’t speak about rooms to let or getting people into Greece only. If you take the tourism
sector in the second, third and fourth order, it is a much bigger sector for the economy;
because when you have a touristic activity or a hotel, you need also staff there, you need
paper, you need soap, you need tons of things that go together with the product itself, which is
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tourism. I think, as an economy we are able to produce, also for our own sake, maybe also for
the neighborhood, even small, cheap industrial products, assuming the labor costs go down
and the economy is freed up, which the uvyuovio actually tries to do with measures in the next
two to three, or maybe four to five years. And the second sector for me is the agriculture and
not in the way it is today, which is fully subsidized with no output of quality, but freeing it up
into new areas of agriculture, in terms of organic products that can be exported outside. To
give you an idea about the deindustrialization of Greece, I don’t know whether you know, but
even the paper that is used for when we go for elections, o wnpodéitia, which is the lowest
quality paper that is produced worldwide, even that is imported. And you should know that
we had a paper industry. We were producing some kind of paper in the north, but it is going
down. So I think we can revert into that. It is not easy. It takes about five, six, seven years.
We will never produce cars, I think Germans or French are better than us, but there is a hope
that we can go away, unless we like it and we want to go that way. But it is not an easy way.
And I think that the things that are happening now are the first step in the right direction.
Maybe not fair sometimes, but they are in the right direction.

Christos Pitelis:

Yes, thank you very-very much. I would say about anti-incentives, this has been discussed
extensively in Greece. The FEconomist ones wrote: “If the World Bank closed down
tomorrow, nothing much would happen, except they should have stacked one thing that they
are doing and this is the very best. Issuing this business, doing business a broad list.” And
we can see there that we are not doing that great. And of course we don't need the World
Bank to say this. It is actually doing business in here it is almost a herculean task. | mean, the
bureaucracy is an impossibility and the institutional regulatory context is such that almost
everybody is illegal by definition, until they are proven legal. So, it is not an easy thing to do
business. I mean, getting a license to start a business is almost itself like running a business or
more difficult. All of these barriers to entry, I mean they serve other purposes. They do make
some people better off; but they do need to be addressed and I think they are being addressed
for a change. Concerning competition, the best example of competition is probably clusters.
And if | just speak up on what Dr. Vrettos said and I follow this up, I would say that I agree.
We have tourism, agriculture, shipping, health, also fruits. There are a number of things.
Funny enough, one of the most competitive areas in Greece is pharmaceuticals and
underwear; I find this very interesting. In all of these things, some of these things it is very-
very possible to create cooperation with competition simultaneously, especially if you link
things like tourism, agriculture, health together. Because if you create a cluster, for example,
or if you co-create it, they are there already, it is just that you have to identify the missing
links and bring people together in areas that combine, let's say, Mediterranean food with
health provision, which is pretty good, and at the same time, the lovely tourism and
environment, etc, you have a cluster of firms which cooperate on some things, but of course
those who are in the similar activity, they also keep competing. They keep competing for
customers, but they cooperate on infrastructure, vertical and horizontal linkages, on common
training, on common promotion. These are things that could be examples.

Nikos Vrettos:

Before the crisis, between 2004 and 2007, we have been asked as BCG for two very big
global touristic enterprises, together with them to assess the potential of investment in Greece.
This was before the crisis; it was the good party times, with 4% growth. And both
assessments, both feasibility studies turned out negative. And that tells you something about
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how people, companies outside Greece view or have been viewing the economical
environment of this economy. Now, you superimpose into that the crisis effect plus the
credibility effect or the deficits that Mr. Pitelis was saying, and you can see how a CEO of a
company thinks on investment. And I was thinking, if a CEO of an American company thinks
like that, trust me, a Greek CEO or a Greek investor thinks the same. And this is the issue
about the economy today. So, to come back, with the uvyuovio I think it is on the right track,
on the right measures, but it takes some time. So don’t expect to see that in the next one, two
or three years. It takes time to get investments into the economy with a growth potential and
all the benefits that are aligned to that.
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The Greek economy: In the light of new developments '

Yannis Stournaras

General Director of the Foundation for Economic and Industrial Research

It is a great pleasure to be here with you today and I have to say that I am deeply
obliged to the Onassis Foundation for the scholarship that I got in 1980, without
which I would not be able to finish my doctorate at Oxford, because I had a very
serious family problem. So I owe a lot to the Onassis Foundation. And also, 1 would
like to congratulate the Foundation for today’s very important conference, at a critical
juncture for the Greek economy.

So, if you allow me, I will open up the discussion with a small presentation. I will
start with Greece and I will say a few things about the euro zone as well. The title is
“The Greek Economy in Light of the Developments.” What are the crucial
milestones?

If somebody is to see Greece at a glance, he would observe 15 years of over-
performance; that is, a growth rate of two percentage rates higher than the rest of the
euro zone. Of course, the serious fiscal derailment in 2008 and 2009, and he would
observe a paradox; that between 2004 and 2009, we had a conservative government,
but which expanded the limits of the state. So it added circa 100,000 new public
sector employees. We have large two in deficits and a high public debt, but we have
relatively small private debt. However, Greece is not alone in this. We have a non
viable social security system. I will try later to show you some numbers, if I have
time. We have low competitiveness and structural problems. It is true also that the
new government delayed to understand the problem and to take the corrective
measures. Spreads remain very high, despite tough fiscal measures. We have,
obviously, a credibility problem. But, having said all that, I will show you that we
have a very large growth potential and opportunities for cutting deficits. Greece also
has now access to a combined euro zone - IMF substantial bridge loan, 110 billion
euro, the highest bailout program ever in modern history, subject of course to

implementing a comprehensive reform program.  To paraphrase an expression that

" The report was prepared in collaboration with Stelina Chatzichristou, Aggelos Tsakanikas and
Michalis Vassiliadis of the Foundation for Economic and Industrial Research.
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Carl Marx was fond of, Greece has turned out to be the midwife of history. Because
of Greece the euro zone has now something very close to the European Monetary
Fund. It has a special purpose vehicle, which is a rescue package actually, of the order
of 750 billion euro, available to all members in potential trouble; and also the ECB
has used its nuclear option; that is, the purchase of government bonds from the
secondary market.  If you have not realized it, the euro zone has proceeded to a
step forward closer to a fiscal union, due to Greece mainly and also due to the

European south.

Figure 1: GDP growth in Greece exceed that in the euro zone 1995-2009.
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This picture shows that Greece had for a long time a growth rate much higher than
those in the euro zone. I will go very quickly.

The next picture shows the fiscal derailment, which started from general
government expenditure. It actually started in 2007. We used to be much lower in
expenditure, compared to the euro zone, but suddenly, after 2007, we have converged
to expenditure as a percentage of GDP. But that, combined with falling revenue, we
have this result, which is a very high public sector deficit in 2009, minus 13.6% of
GDP, compared to the euro zone average of about 7% of GDP. As you see, both in the
euro zone and in Greece, the deficit increased. But in Greece, we also have a very
high public debt. Of course, with the new program we aim to cut the deficit down to
the European Union average again, and I will show you later that the first results of

the year are rather favorable.
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Figure 2: General government expenditure (% of GDP).
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I will go quickly to certain basic points. This is part of the fiscal problem, the

dynamically more toxic: The un-sustainability of the social security system. From

2007 up to today, Greece spends about 12% of GDP on pensions, which is roughly

equal to the euro area average. But in 40 years’ time, Greece will spend 24% of GDP

in pensions, compared to only 14% in the euro area. This is, in my view, the most

toxic problem for the long-term sustainability of Greek public debt. And this is not so

much because of the aging of the population, because aging is a common feature in

Europe, but it is mostly because of a very high replacement ratio

Figure 3: Interest rate spreads, basis points (10-year bonds).
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These are the spreads of the Irish Republic and Greece. We had the same spread
with Ireland, until November 2009. In November, we revealed the true deficit of
2009, but we have not explained how we are going to reduce it. Ireland, on the
contrary, took very early measures to cut back an even higher deficit than Greece’s
and so the lights of attention fell on Greece and they left Ireland alone. This is exactly
the revolution of spreads, after the revelation of the problem in Greece and Ireland.

The second big problem of Greece is loss of competitiveness. We have lost ground
in structural competitiveness, according to all models. Here are the findings of the
“Doing Business Report”. Also, according to the World Economic Forum, the IMD.
Greece has lost about 30 positions between 2004 and 2009 in structural

competitiveness, in the facility to open up a new company, etc.

e IMD: 46" position in 2010 (out of 58 countries). 37" position in 2004, 42" in 2008, 52" in
2009

e World Economic Forum: 71* position in 2009 (out of 133 countries). 67" position in 2008,
35" in 2004

e Doing Business Report (World Bank): 109™ position among 183 countries in 2009. 100™
position in 2008.

However, in terms of competitiveness measures in unit labor costs, despite all the
analysis of my friend Martin Wolf in the Financial Times, the situation is not as bad.
As you see, the blue line is Germany. Germany has retained competitiveness. The
other lines are the competitiveness of the so-called PIGS, that is Portugal, Italy,
Greece and Spain, and they are not that bad. We have lost competitiveness, but
compared to Ireland, Italy and Portugal, we are slightly better off. Greece’s problem is

not unique in the European south.

Figure 4: Greece has lost cost competitiveness (relative unit labor cost)
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If I were to explain to you in one table Greece’s problem, this is it. This is the
structure of GDP on the demand side. We consume too much. No other small open
economy consumes 90% of its GDP; that is 70% private consumption, 20% public
consumption. And of course, no other small open economy exports too little. We
export only 20% of GDP, about 8% in goods, 12% in services. The second worse is
Portugal, which exports almost 30% of GDP. So, combined these things together we
have the current account problem. But if you look at it carefully, all the southern
European countries have a current account deficit. The blue line is the euro zone
current account. So you see here that despite the very large deficits of the European
south in the current account, the euro zone is about balanced. Which means that the

deficits of the European south are being equal to the surpluses of the European north.

Table 1: EU-15 GDP structure (demand side), 2000-2007 average.

Consumption (%) [Investment(%) |Exports (%) |Imports (%)
Belgium 75.54 20.15 85.12 81.37
Denmark 74.2 20.27 48.14 43.33
Germany 77.56 18.64 38.83 34.64
Ireland 61.65 23.92 87.91 73.98

88.42 (90.83%") 23.68 (20.21%") 22.21 34.61

(20.04%") (31.18%")

Spain 75.73 28.02 26.88 30.9
France 79.76 19.64 26.82 26.75
Italy 78.63 20.65 26.6 26.18
Luxembourg 55.36 20.77 152.52 129.51
Netherlands 73.14 19.99 68.66 61.8
Austria 74.2 21.11 51.18 46.99
Portugal 84.34 23.69 29.44 37.9
Finland 71.96 18.95 41.95 34.87
Sweden 75.08 17.37 47.54 40.23
United Kingdom (85.23 17.32 26.62 29.6
" data for 2009.

Sources: Y. Stournaras and M. Albani (2008), The Greek economy after the crisis: In search of a new
strategy, IOBE, Athens - Quarterly National Accounts, ELSTAT (March 2010)
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This gives me the opportunity to talk about the sustainability of the bailout
mechanism that I talked about before, this 750 billion euro. We can come into that
later. In the meanwhile let us note that GDP changed. So despite all that has been said,
Greece hasn’t performed that badly. We have a -2.5% growth rate in the first quarter,
compared to a target of -4%. In my view, we are going to be slightly better than -4%,
perhaps we are going to be closer to -3%.  So the situation in the depth of recession

is not as bad as thought in the beginning of the year

Figure 5: GDP % change (first quarter of 2010 vs 2009)
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Of course, consumer confidence is still very bad and falling. In the euro zone it has

stabilized, as you can see in the diagram.

Figure 6: Consumer confidence
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Extraordinary circumstances call for extraordinary measures. Greece needed a strong
medicine, but the political system was unwilling to provide it and the comprehensive
reform program imposed by the IMF, the European Commission and the ECB is a
must, given the above mentioned imbalances. This is a front loaded fiscal adjustment
program, with very high safety margins. I will show you why. And all imbalances are
being addressed. Fiscal, pension system and structural. And the government has

already passed the necessary legislation.

Figure 7: Alternative scenarios for the evolution of the General Government Deficit.
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If all measures are implemented, then the fall of the deficit will be much speedier
than the forecast in the microeconomic scenario of the memorandum. This is the blue
line. The orange line is the microeconomic scenario of the memorandum. The blue
line is our forecast. The green line is the original government program. The same is
true for the general government debt. In my view, we will never arrive at the famous
150% debt in 2013. The maximum will be 137%, but then it will fall very rapidly. The
good news is that the world economy recovers, but the positive surprise in Greece will
come from the large potential benefits from structural reform. Actually, we have tried
to quantify these benefits. We have used a general equilibrium model, developed by
the IMF, it is called GIMF: Global Integrated Monetary and Fiscal model we have

calibrated in our Foundation, and we have found that due to all these Soviet style
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constraints we have in the Greek economy, from cabotage, from lorry drivers'
licenses, from fixed profit margins for pharmacists' drugs - the average margin in the
non traded good and services sector is 15% higher than in the rest of the euro zone. So
if we assume that this margin will converge to the average in the euro zone in the next
four to five years, then the benefit in terms of GDP, private consumption, investment,
will be huge. This is the benefit coming only from the liberalization of the product
market, 13%. This has not been priced in in the microeconomic scenario of the
memorandum. In conclusion, we have the worst economic crisis since 1974. The euro
zone and the Greek government delayed in their response; delayed, but fortunately not

lethally, we are still alive.

Table 2: Structural measures could produce benefits.

Overall Effect
GDP 13,2

Private Consumption 15,5

Investment 11,3

Real wage 10,8

Employment (hours) 0,6

General Government Deficit, %6 of GDP -0,1

Source: IOBE, Estimations by adjusting the IMF DSGE model (GIMF) to Greek/Euro Area economy
conditions.

The government has now taken fiscal and structural measures to meet the fiscal
targets and improve competitiveness; and the measures are all front loaded. There are
encouraging signals from the state budget implementation of the first five months of
the year. Actually, we are on target. We have a deficit now less than last year’s at
about 38%, compared to an annual target of 40%, so we are very close to the target.

Of course, there are potential risks, but in my view it is on the implementation, the
management and the durability, rather than the microeconomic conditions. I see no
risks, actually, from the microeconomic conditions. Social acceptance is an issue and
effective crack on tax evasion will help social acceptance. Of course, we need

political consensus. There is no place for populous now. Of course, the euro zone
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environment and the world economy recovery will help. This is a crisis I see as an
opportunity to correct past mistakes and adjust the economy to a sustainable growth
path; and this crisis should not be wasted. The critical factor for success is leadership,
mostly by the government and the political system, accountability, responsibility and
guidance.

Thank you very much. Allow me now to give the floor to Professor Goodhart.
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Panel Discussion

Charles Goodhart:
Thank you very much. What I would like to do is to make one point, which has not in my

knowledge been made in this conference so far today. And that is that the economic crisis of
southern Europe has been mentioned many times. What I think has not been mentioned is
what I would describe as a political crisis of the euro zone as a whole. That is, a vision of
where the euro zone might be going. And I think, to some extent, you and other southern
European countries or peripheral countries have actually been the victim of the failure of the
euro zone to get its political act together.Now, this has very-very deep roots. It goes right
back to the discussions between the French monetarists and the Germany economists at the
time when the Delors Committee was doing its work. The French monetarists, I might add,
have absolutely nothing whatsoever with the Chicago monetarists. What is meant by the
French monetarists is that it was perfectly well understood that a well functioning single
monetary system really required a degree of overall federal control of the fiscal policy and a
degree of political cohesion. And it was believed by the French monetarists, and in particular
Jacques Delors himself, who coined the phrase that being loosely translated means that
Europe will be made by having a single currency or it won’t come together at all. And the
French monetarists believed that the pressures arising from asymmetric shocks and other
factors on a single monetary currency, as fiscal policy was left to national authorities, would
inevitably put pressure on the system as a whole to move towards much more federal
centralism at the fiscal and the political level. I should add that I was on a committee set up by
the European Commission in about 1991, to ask what fiscal measures would be necessary to
support a single monetary system. And we argued that if it was sufficiently well focused, you
could actually have a mechanism that would provide as much stabilization as the American
system, with an overall federal budget at the heart of the euro zone, of no more than two and a
quarter to two and a half per cent of euro zone GDP.

This particular commission’s proposal was pigeonholed - the first time it has ever
happened to me - and when it was put before the nation's states, it was roundly put down,
particularly by the big northern European countries. The German approach, which was the
economists’ approach, was that in order to get a single euro zone, what you needed was to
have a much more convergence between all the economies, until they have moved together so
much that they didn’t have differences in behavior, they had common industries, and you
could really treat them for all practical purposes as a single country. Well, as you know the
French monetarists won the initial battle, because Helmut Kohl needed the support of
Francois Mitterrand for the reunification of Germany; and the price for that was to adopt the
French single monetarists and single central bank. The problem, of course, was that the
French monetarists hoped that this would lead to much more federalism, both at a fiscal and a
political level, but it never came true.

Now, for a long time, from the start of the euro zone in 1999 until very recently, the regime
was actually always relevant successful. It has revived now and it has revived in a way that I
think has been very unhelpful during this crisis. What has actually happened has been that
certain elements in the euro zone, particularly the French and the European Commission, have
tried to seize on this, to move more quickly towards a single federal system, with much more
in the way of fiscal transfers. The idea here is going back to the old French ideal that really
we must make euro zone a single overall, political and economic system, with much more
central control over the budget mechanism. And every time that one of the peripheral
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countries has got into trouble, the immediate reaction of people who want this particular
approach to go ahead has been to say “We cannot possibly allow Greece, or Spain, or
Portugal, or Ireland, or whatever to run into difficulties. Of course, we will provide whatever
is necessary.” And that usually is a statement that is made after some meeting of the finance
ministers or whatever, usually over a weekend. And then, two days later what one gets is a
statement from groups who don't like this, who like the German economists, who say “What
we do not want is a crunch fair union. We cannot move towards a crunch fair union, because
politically it is impossible in Germany, and in any case it doesn’t run under the constitutional
court and we will only do it up to a very limited degree and up to a very limited extent.” At
which point, the difference between these views and visions about where the euro zone as a
whole is going become patently obvious and the markets don’t know which way to turn,
because they don’t know which vision is going to win. All they can see is that there are
effectively two warring visions and this is getting into difficulties. And that I think has been
one of the problems that actually neither markets nor yourselves actually really know where
you or they stand.

And that I think is a very serious problem and I think that until euro zone actually sorts
itself out, the possibility of some disorderly result as the result of the conflict between these
two competitive visions is much more likely than you or I would actually like to see.

Herakles Polemarchakis:
I wanted to start by expressing, like many other speakers did, my gratitude to the Foundation,
not only for this conference, but more importantly — especially for those of us who are in

academia — for the support the Foundation offers to students and the opportunity to study
abroad. Now, I realize that there is a bit of a contradiction, however, in this statement,
because on the one hand we thank the Foundation for the opportunities it gives, on the other
we hear concerns expressed all over the place about the possible brain drain. So I was
wondering what it was exactly that we were saying. Of course, it is clear what we have in
mind. We want people to be happy and willing to return to Greece, or not have them here as a
captive audience; so I understand there is no contradiction, but it seemed a bit funny, since
both things are being said at the same time.

Now, a lot has been said already and I would like to limit my remarks to actually three
rather specific points concerning the crisis, in which Greece and the euro zone and areas
beyond that find themselves right now. As many of us, at least those old enough to have lived
through periods where reading Marxist texts was, if not an academic, at least a social
requirement, may remember that the opening line of the Communist Manifesto is a statement
to the effect that there is a specter that goes around Europe and this is the specter of
communism. That is how Marx opened the Manifesto. Now, if one wanted to paraphrase this
in today’s terms, one would say that it is national debt, it is public indebtedness that seems to
be the ghost or the specter that seems to plague all the European countries and of course the
problem extends beyond the European south and further west.

Now, the point that I want to make is that we have to be a little bit careful about vilifying
debt and considering it as an unquestioned evil, which I don't think it is. And I want to make
two points. So my first point concerns debt and concerning debt, I want to make two points.
The first point is that debt plays an important role. It plays the role of transferring resources
across generations in parallel physical investment. And the optimal mix of physical
investment and debt in transferring resources from one generation to the next leaves a very
active role for debt to play. So we stop thinking of debt as an evil to be eliminated. It has to be
appropriately managed and it has to be sustainable, but it is not a disease from which we
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should try to cure our economies. Second, debt itself does not only play the role of
transferring wealth across generations. It also plays the role of offering inter-generational
insurance. Different generations face different risks, there are productivity shocks, there are
catastrophes, if you want to talk about more dramatic events, and the carryover of debt from
one period to the next can smooth and distribute the costs of these adjustments more evenly
and more efficiently across generations. So again, debt has an important role to play. That is
the first point. That debt is not an evil; it has to be correctly managed and correctly
understood to play the positive role it can play. There is, however, a more specific point that
one can make, concerning the measurement of debt. When the Maastricht criteria were
adopted and the famous, probably soon-to-be-forgotten if not already, targets of a 3% deficit
and a 360% debt, if I am not mistaken, as the criteria were stated, involved an accounting
assumption which can be questioned. And this has to do with the accounting of investment in
the government’s account and the government budget constraint. When the Maastricht criteria
are set in terms of debt and deficit they did not distinguish between debt incurrent for wasteful
or government consumption - whatever term you want to use for purely short-term
consumption expenses; and investment expenditures, which are going to produce socially
productive capital. So there is an argument to be made for restating the Maastricht criteria to
take account to eliminate investment expenditures from the government budget constraint. So
there has to be a reworking of the Maastricht criteria, even when we go beyond the current
crisis and we look into more long-term rules, sustainable situation that would correct the
accounting practices and take appropriate account of investment as opposed to consumption
expenditure. This was the point that was made by a number of economists when the
Maastricht criteria were put forward. I know that Charles has contributed to this debate with a
slightly different formula, but I think given the results to which the criteria have led, or have
been lead to, it is an issue that should be reopened probably. The second point that I want to
make has to do with the policy of quantitative easing that was followed by central banks; first
by the Federal Reserve and by the European Central Bank, in response to the crisis. The point
was even made earlier that when the capital markets froze as a consequence of the events in
2008, then the Federal Reserve proceeded to accept all sorts of commercial paper, in
exchange for which it printed dollar bills.

The way that monetary policy is traditionally carried out is that the Treasury and the
private banks exchange t-bills. This is an attempt to separate monetary from fiscal policy.
Fiscal policy, which an increase of decrease of the public sector deficit is pieces of paper,
Treasury bills traded between the Treasury and the private sector. And monetary policy, on
the other hand, is conducted by the Federal Reserve or the European Central Bank, which is
the purchase of these t-bills from the private banks, in exchange for money that is printed.
These are the two aspects of fiscal and monetary policy. But, more importantly, the open
market operations, through which the central banks, be it the European Central Bank or the
Federal Reserve, adjust and control the money supply and as a consequence the rate of
inflation, involves the exchange of short-term treasury bills for currency, for dollars, for euro.
Quantitative easing involves open market operations between currency on the one hand and
any kind of commercial paper on the other. Now, the danger that is involved in this expansion
of the scope of monetary policy is that the central bank loses its grip on the process of
inflation. By controlling the short-term rate of interest for corresponding to the money supply,
it can still control the average rate of inflation between today and tomorrow, the future. But it
allows for possible fluctuations of the rate of inflation around this average, which may not be
welcome. And it is precisely the expansion of the scope of monetary policy and open market
operations from t-bills to all sorts of commercial paper that deprives the monetary authority
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from its control over the inflation process, which after all is one of the main targets — one may
ask whether it should be the only target of monetary policy, but it is definitely one of the
targets of monetary policy and losing its grip on this is something that one should look at very
carefully. The last point that [ want to make concerns a dilemma or a debate that is a recurring
theme in discussions about the economic policy in Greece, especially after the European
support pack and this special arrangement with IMF were put into effect. And the dilemma, as
it is usually presented, is to say that “Fine. We have started on the road to macroeconomic
balance. We have started on the road to putting our public finances in order, but how about
the other side of the economic policy, which involves growth and development?”’

The dilemma that is presented is as if the economic policymakers have two competing
targets. One being public finance and macroeconomic stabilization and the other being growth
and development. I think this distinction is false. I think that macroeconomic balance is a
crucial ingredient of a policy of growth and development. After all, one purpose of the
economic policy is to aid markets and prices to contain the right information, based on which
private agents will make the right decisions. Budget constraints are precisely the vehicle
through which prices convey information, in particular the scarcity of commodities that
private agents need in order to make their decisions; and the macroeconomic balance is
precisely introducing these kinds of imposing this constraint and this discipline, without
which the private markets cannot operate. So it is not one or the other; both are parts of one
integrated whole that the government has to work for. Thank you.

Phlip Arestis:
I am not going to repeat what | said earlier, but what I was trying to say in my very brief

remarks about the problems we are going through now, was that we have a European
problem. I also liked very much what I heard earlier from Charles about the importance of
history. The question is then can we learn anything from history? In terms, especially, of the
successful or the probability of successful monetary unions. And I think that the answer is a
very positive yes; that we can learn an awful lot about monetary unions and if you go back
even to Roman years up to more recently, in terms of the success of monetary unions, I think
two conclusions emerge. The first is the need to have economic integration; without it, you
will not succeed. And secondly, if you don’t have economic integration, then you have to
have political integration. If we are to apply these two conclusions to the case of the European
Monetary Union, then we know that economic integration, as things stand at the moment, is
very difficult, in the sense that we cannot have labor mobility as we would like to probably,
nor do we have a federal fiscal policy, which is very important if you are to have a successful
economic integration. So what is left is probably political integration. And the question is,
therefore, are we going to have that political integration, which will begin to solve the
problem we are going through in a more positive way, as it is now a European problem. I
think that looking at the last couple of months, in terms of what has been happening in our
Monetary Union, the answer would probably be no, because we keep changing our minds all
the time about what precisely we should do and shouldn't do, nonetheless, more recently. In
fact, there was a meeting the week before last of our leaders in Europe and the conclusion that
one can see from the newspapers is that now people begin to think that maybe we should act
in a kind of different way, a more concentrated way and hopefully in a way that would begin
to promote the notion of political integration in Europe. And I think without that, without
initially the political integration and subsequently the economic integration, I am afraid in
purely historical reasons which are very-very important and I agree with Charles; we might
really lead the European Monetary Union to a failure. Thank you very much.
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Nikos Vrettos:

I want to make a comment on your comments. You are right that debt is not bad, assuming it
goes into investments; because then you produce wealth, which produces the ability to pay it
off, and etc. Actually we may want to say a number of things about chancellor Merkel and
Germany, but if this happens it is in the interest of Germany. It has in there that you can
increase your debt, as long as you put your money into investments.

Phlip Arestis:
But that is not true for Maastricht.

Nikos Vrettos:

No, no, I talk about Germany in order to give an example to make a point. The problem with
Greece was that we used the debt for consumption to a great-great extent; and that was
actually what Yannis was showing us before. I don't know if it is 90%, but it is a humongous
percentage, compared to the money we have brought into the country. I don’t want to be
pessimistic, but there is something that bothers me. Usually, when you analyze a company,
you look at EBIDA to debt ration; so you look at the ability of a company to repay its debt,
either interest, etc. Now, this is not the GDP that you compare to a state, because it is a state
debt. Usually, it is the revenue which actually should be in the equation as is the EBIDA or
any other measure which is in a company. So if you take this assumption and you take
revenue to debt or debt to revenue, this ratio today, assuming that it is about 300 billion more
or less - and I don't include in there guarantees of the state, for example, for OSE. OSE has a
10 billion debt, with a probability to repay zero. So in reality you should add up to the debt.
Assuming it is 300-350 billion, this ratio is about 7.

Person in the audience:

Provided the revenue can all go to paying back the debt, which is a big assumption.

Nikos Vrettos:

Let’s say the revenue is whatever the state has. Now, if you look at the history of the last 100
years of countries that went in default or whatever, this ratio was something between 2 and 5.
80% of all the defaults were on a ratio smaller than 5. Argentina had 2.6. We are at 7 and this
is to me the issue. And the issue of the state, if I translate that to reality, what it means for our
government, for all of us, it is not the cost cutting of the expenses side. This will reduce the
deficit, which means that next year you might have less debt, but you will have more debt in
reality. To me, the question is how do I increase the revenues. This is the key of the success of
this memorandum. Because if we don’t have this, the added revenues, which in reality is
taxes, | think we have a difficulty. | want to put that into the equation, because this is the
reality from the microeconomic view and not from the macro or the politician view. And
because we spoke before about leadership, etc, and because this program has a three to five
years horizon, it is not something you do in the next two months, the program we have
imposed on us. It is about skills of implementation. Ability to implement it. Ability to raise
the taxes. Ability to make all these and change structurally and change the plan and hardwire
IKA and get data. So it is a tremendous job and as your name is Herakles, I would say
Herculean job; and this is where we should focus: the ability to make this plan implementable
in the next three-four years.
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Person in the audience:

I agree with what you said. | wanted to add that the issue of history has been brought up on at
least two occasions. I thought that as it is getting late and probably time for lighter remarks, I
wanted to point out a historical fact that I thought was interesting. Because of the current
discussions about financial instruments and the like, new financial instruments and the role
they play in the crisis, it is interesting to ask the question when was securitization first
practiced. And people might think of it as an invention of the *70s or the ’80s, of the new
finance culture, well actually a friend of mine told me that the first securitization was
practiced in 1364, when the Venetian Republic securitized the proceeds on the Rialto market.
So as exactly as it was done with Attiki Odos and other public works in Greece, it was not an
innovation, neither was it an innovation of Wall Street, because it was carried out 600-700
years ago in Venice.

Chair:
Actually, the Byzantine emperors had done it even before. Eivat ta ypvcofovira. It is a part of
securitization.

Anthony Papadumitriou:
I would like to once again take opportunity to express the views of the practitioners and the

views of the late participants in this conference. We have had a very many professors and
doctors, all speaking more or less ex cathedra and I want to speak up for the rest of us. And
what the rest of us got out from this marvelous day, first of all I will give you a small personal
touch, and that is that I did not fall asleep. | was tempted from time to time, but did not. And
that says a lot, because I just came from New York through London and I am quite jetlagged.
So, that I think speaks for something. =~ Now, what do we practitioners say? According to
Vasilis Constantakopoulos, who is sitting here, when you start a project you are on time and
on budget only once, on the first day. And that I think applies to economic projects like the
European project, like the European Monetary Union and many other projects. They are on
time and on budget only the first day; thereafter, anything can happen. Now, what did we
practitioners get from this? I think we got many things. I will not do the work of Professor
Alexakis in drawing the conclusions, but I would like to say just a few things. History has
been mentioned a couple of times, and in fact to give you just a live example again, what the
Romans did and it was copied successfully by the Byzantines and then by the Ottomans was
that tax collection was privatized, in the sense that the emperor sold the tax collection of
certain provinces to wealthy people. So the wealthy people, businessmen of the time, ted@veg
we call them, they would buy out a whole province’s taxes for one year and they would pay
the emperor cash; and then it was their job to go with the governor of that province and
collect the taxes. And of course, the penalty was that if the tax collections they went too
heavy handedly with it, then the province would arise in resurrection and would kill the
governor and the tax collectors or they would be demoted by the emperor, who would keep
the proceeds and sell the tax collection privilege province to somebody else. Anyway, that is
an idea that is not practical today, but it shows that the ancients had some initiatives. Now,
everything seems to be clear. We have heard a lot about the causes of this crisis, what has
happened, etc. What lessons did we learn from our failure in fact to foresee the crisis? This
was, I think, the most topical matter which we discussed today. What were the lessons? How
can we deal with the crisis, first to mitigate it and then to go back to growth? I think we got a
lot of things. First of all, we got proposals. We got ideas about what to do and that is a rare
thing in a conference. Conferences usually are stale. I liked this conference and I didn’t fall
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asleep, because we had a number of useful proposals. Some of them quite provocative and
maybe the most provocative ones were the most useful. Some of them, like the idea that
central banks should change their focus from monetary stability to financial stability, that was
something which did strike me. The change of the herd theory or the sailing with the wind
behavior, of riding the bubble rational for a short time, that is something which I think is very
useful for all of us practitioners, because we are faced with such problems. When do we start
investing or when do we start selling and when do we start buying again? These are questions
which all of us have to face in our daily businesses.

The main questions of course have remained unanswered, and I don’t think it was the
purpose of this conference to answer such questions as whether the US financial crisis is
going to find its way more into a European depression. We did have a US financial crisis,
which lead into a European Union sovereign debt crisis. What lies in the future? Shall we
have the US deficits becoming such a huge problem that cannot be resolved? What about the
Japanese situation, where the deficit is so huge? I don’t need to remind you that Japan did fail
in the past. What is going to happen with China? Is it in a bubble, as I believe, or is it a
country which, as I hope, will continue growing for the foreseeable future? Is the European
Union going to get into recession? Will there be other firms who are too big to fail except
banks? And I remind you that Enron walked on capital and did fail. It was a huge company.
AIG did fail. Will other too big to fail companies fail in some other area of industry? General
Electric, for example? That is an excellent example: General Electric or General Motors, huge
companies that survived the Great Depression. We don’t know. What will be the causes of
defects of such an eventuality? The answers, of course, cannot be given and nobody expects
such answers to be given. But the takeaway from this Conference was of course that we are
now more informed and in particular that we have more analytical tools that will help us make
decisions.

The main contributing factors supplied by Professor Arestis, the ideas about the European
Union supplied by Professor Goodhart, and I will surprise him by saying that I happen to
agree with him on that, I think these are the main things to keep. And to end with an
optimistic note, I would just want to say my personal opinion. Greece and more generally the
European Union are facing a problem, but they are trying to resolve the problem and they are
taking, all of us, Greece in particular, we are all taking severe steps. We are trying our best to
go ahead, to resolve the crisis.

And I am an optimist and I do believe that the European Union has been built on the
aftermath of crises. I do hope and believe that his particular crisis will help the European
Union to deepen and expand itself. Thank you very much.
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Closing Remarks

Panagiotis Alexakis

Athens University and Scholars’ Association
of the Alexander S. Onassis Publlic Benefit Foundation

Good evening ladies and gentlemen. I will be very brief as the President has covered
most of the important conclusions of this Conference. I just want to add one more,
with respect to the crisis in the euro zone and Greece, namely that the economic
problems of Greece are not an issue of Greece only, but also of Europe. So we need
both Greek and European solutions to face the economic problems of Greece; and not
only Greece, but also Portugal, Spain and the countries that face more or less similar
problems. This important result of this conference implies that a lot of things have to
happen, both in our country and in the European Union, in what we call today
Monetary Union, which is not a complete monetary union so far, in order to have a
lasting solution in the euro area. So, ladies and gentlemen, we have come to the end of
this conference, and having followed the presentations and the discussions, we believe
that the conference touched upon the important issues of the current economic
problems of the world, of the euro zone and our country, Greece. Furthermore, all the
speakers responded positively to our invitation and put their effort to present all
matters, both those that one would wish that they should be achieved and those that
one would wish that they should be avoided, and we listened very carefully to what
they said to us.

I would also like to thank the Chairmen of the Conference, who did a fantastic job,
and although they presented all the speakers, nobody presented the Chairmen. So, I
would like to thank Professor Korliras for chairing the first session, Professor
Thomadakis for chairing the session on the financial issues, also Professor Prastakos,
and finally Professor Stournaras. I would also like to say that we shall try to
communicate all these important conclusions and policy implications to the relevant

bodies and our Association will see to that. In addition, the conference proceedings
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will be prepared in electronic form, and they will become available to everybody. We
have asked all of you to fill a participation form, so that you can be informed of the
developments about this event, as well as for other events that our Association will
organize in the future. I would like to say that our deep gratitude goes to the Onassis
Foundation, its President and the Board of Directors, for continuously encouraging
and supporting the activities of the Onassis Scholars’ Association and we are really
grateful to them; throughout all these years, since 1986 that this Scholars' Association
was created at the initiative of the scholars. I would also wish to thank very much the
program committee, and in particular Professor Grammenos, Mr. Thomopoulos from
the Bank of Greece, as well as Professor Constantinides, who continuously supplied
us with information and their comments and advice in preparing all this program and
having this conference. Moreover, I would like to say that this conference would not
become a reality without the tireless effort and professionalism of the personnel of the
direction of the Onassis Foundation. We are very grateful to them. So, ladies and
gentlemen, on behalf of the Onassis Scholars' Association, thank you very much.

Thank you.
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2ovoyn ToV Bacik®v onueia Tov cuvedpiov Yo
™V XpnpuotomoetoTik)-Owovopkn Kpion ko

™v Emotpoon ot Xtabepotnra

OloxMpwoe pe emrvyio t1g epyaciec Tov ) Agvtépa 21 Iovviov 2010 to debvég
EMOTNUOVIKO GUVESPLO TTOV JOPYAVAOGE 0 LVVIESHOS YTOoTpdpmv Touv Kotvmpelovg
[dpOpatog ArEEavopog 2. Qvaong, pe B€ua TNV YPNUOTOTIGTOTIKY] KOl OIKOVOLUILKT)
Kpion kot v emotpoPn otn otafepotnta. To cuvédplo TpaypatoromOnke vd TV
aryida tov Idpdpatog Qvéon, oto apeiBéatpo tov Meydpov Kapatlda g EOvikng
Tpamréing e EALGS0G.

Ot glonyntég tov cuvedpiov NTAV SOKEKPIUEVOL OKOOTUOTKOL KOt ETaryyeAHOTiES
and v Evponaikn Evoon kot t Bopeio Apepikr). Zvppeteiye o Aoiknmg g
Tpanéing g EAAGO0g, xabnynmc k. Topyog IlpoPoémoviog. To akpooatrpro
amoTELEITO amMd EKTPOCAONTOVG TOV TOMTIKOD KOGLOV, TPECPELS, OTEAEYN TOV
YPTLOTOTICTMOTIKOD TOUED KOl TOV EMYEPNOEMV YEVIKOTEPO, OKAOIUATKODS Kot
eoumtéc, and tov [Ipodedpo kot péAn tng doiknong tov Idpvpatog Qvaon kot ard
vrotpdPovg Tov [dpvparoc. O wpanyv Ipodedpog g BovAng k. Anuntpng X1oveag, o
Evpopovievtrg tov [TA.Z0.K. kor Avtinpdedpog tov Evpomaikod Kowopoviiov k.
2tovpog Aaumpiviong kot o Tpdny Ymovpyds Yyelag k. Anuntpng APpapdmoviog
YOUPETICAV TIC £PYACieg TOV cuvedpiov, 610 omoio mapevpédnkayv o Yurovpyog
Ymodoumv, Metapopav kot Aiktdmv K. NiKog Zneovvakng, o BOVAELTNG emkpaTEiNG
mg N.A. k. Evdyyehog Avtdvopoc, o mpodnv Ymovpyos EEmtepwav x. IIétpog
MoXvBudtng kot dArot.

AdBnke £ueaom O6T0 TAOG OLUOPPAOVETOL GNUEPO TO TOYKOOUIO GKNVIKO Kol
aKoOAOVONGOV CLUUTEPAGUATO KOU TPOTACES TOMTIKNG Yoo pio otabepn kot
avamtuocOuevn Taykocsuo owovopio. Idwitepn éupacn 80Onke katd T Owdpkela

Tov ovvedpiov oV oKovoulkny Kpion ommv evpolodvn kot ommv  EALGSa.
Metaéd TV BasIKOV CUUTEPACUATMOV TOV GLVEIPIOL OVOPEPOVTOL:

Avaivon twv atiov ¢ Kpiong:
H moaykoopio owovopkn kpion MABe ®¢ omoTtéAecpo  HOG  HOKPOYPOVIOG

AAANAETIOPOONG CNUAVTIKOV OVOSIOVEUNTIKOV TAGE®V TOL 0dNYNoaV GTNV avENOT
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NG CLUUETOYNG TOV KEPOMV GTO TAYKOCUIO TPOIOV OAAL Kol OTNV aLEAVOUEVT
GUUUETOYN TOL YPNUOTOMIGTOTIKOV TOUEN OE aLTE €VA TAPAAANAC pEIOONKE TO
TOGOGTO GLUUETOYNG TV apolpadv tov epyalopéveov oto AEIL AxoiovOnce n
abénon Tov AOYOu TOV YPEOLG TPOG TO EVEPYNTIKO TV YPNUATOTICTOTIKMOV
WPLHATOV Kot 1 ovIANYT LYNAOD KIVOOVOL €K HEPOVG TOVG. LVVEROAOY TPOS OVTH
mv katevhuvon M YPNUOTOTICTOTIKY OTEAELOEPMOT Kol Ol YPNUATOTICTOTIKES
KOWOTOUIEG OV OEV GLVOJELTNKAV OO OVAAOYY TPOCOPUOYN TOV EAEYKTIKMOV
UNYovicp®v, ot dleBvelg otkovopukég avicoppomieg e teAevTaiog dekoeTiog, KafdS
Kol 1 TPOKLKAMKY Agttovpyia TV d1eBvdv oikwv YPNUATOTIGTOTIKNG 0E0AGYNOTG.

[Mepartépw, petd amd 600 dekaeTiE AOKNONG TS VOUGHOTIKTG TOAITIKNG 1E 6TOYO
ATOKAEIGTIKA TN GLYKpATnomn tov TAnbwpiopnod, mov oty E.E. cuvdvdotnke pe v
epappoyn tov [poypdppatog Lrabepodtntog kot Avantoéng, akoAovdnce 1 eloywyn
KeEHVOIOVAOV  TOMTIKOV 7oL  divovv Eppacn ot oLvolkn (Rmmon yw v
avTipetonion g Kpiong. Qotdéco, and 10 2009 gpappdlovior ONUOGLOVOUIKES
TOMTIKEG oTafEPOTOINONG TNG OWKOVOLHOG e opatd Tov Kivouvo vo emavéABel og
Vpeon 1M moykoOoul otkovopio kai, dlaitepa, 1 gvpwldvr, KOODG o1 yYMPEG
TPOCTOHOVV VO LELOGOVV T SNUOGIOVOUIKA TOVG EAAEIHpOTO. XE GUVIVAGUO PE TNV
TOPOTNPOVUEVT] TACT, ©OC amOpPPol. NG Kpiong, Ol OmTOTOUEVLCELS Vo givat
UEYOAVTEPEG TOV EMEVIVCEWMV, TPEMEL VO EEETACTOVV KOl EMEKTATIKEG OMLLOGLOVOUIKES
ToMTIKEG. MOvo 0tav pio owkovopio «vmepBeppaivetary Ba mpénel vo evepyomoteitat

n owdwocios yioo ™V pelmon Tov vrEPPOMK®V ONUOGIOVOMUK®OV EALELUUATOV.

Ilpotdaoeig yio Ty ypnuotomoTtmTiky oTodepotnTa Ko Ty avarTodn.
Ot e€glielg Ko o1 mapdyovteg mov £dpacay, 00NYoVV GTNV AVAYKY| EYKOTAAELYTNG TOV
HOVAOTKOD GTOYOL TOV £Y0LV 01 KEVIPIKES TPpATECEC 0 0moiog apopd T oTabepoTnTal
TOV TILOV, KOOGS Ogv Qaivetoar va gyyvdtol tnv otabepdtnta g owkovouiog
ocvvolkd. Eivar avaykaiog 0 GLVIOVIGHOG TNG VOUIGUOTIKAG UE TN ONUOGLOVOLIKTY
TOMTIKY, OAAG kol pio véa katevBuvon oe 0Tl agopd T KOplo Asttovpyion KGO
KeEVIPIKNG tpdmelac mov mpoteivetor va  elvar M efacedion g &V Yével
PN LLOTOTICTMOTIKNG 6TOOEPITNTAGS.

Ot potdoelg yio T S1aGPAALoT) TG ¥PNUOTOTICTOTIKNG oTafepdTNTOg EKTEIVOVTOL
and v emPoir] opiwv oto péyebog mov pmopel va EOACEL Eva YPNUATOTICTMOTIKO
Opopa, v e£aretyn N onuovTiKy peiowon tov mpdéemv yio idto Aoyoaplacud (own

account trading) kot yevikd TV €nevovGE®V Y10 1010 AOYOPLOGUO TV Tpamel®V Kot
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g Wiokmoiog Kepaioimv omoAidtov Oetikng amodocemg (hedge funds), g v
GLUVOAIKT] avadldpOpmon tov ypnuatomoT®Tikov Topéa. Toviotnke | mpotepondTNTO
mov mpémel vo. 000el amd TIG YMPES Ko TIC KeEVIPKEG Tpdmeleg MOTE TO
YPNUOTOTICTMOTIKO GUGTNLA VO OPQL €K TV TPOTEPMOV. AVTO pmopel va emtevydel pe
v adénon tov Wiov KeQOA®V TOV YPNUITOTICTOTIKOV 1OPVUATOV KoTd TIg
OIKOVOUIKE  avEPYOUEVEG TEPLOOOVG MOTE VO €ivorl KovA va  avipetonilovv
OTOTEAECUATIKO TLUYXOV TpoPAnuata kotd T kaBodwkég mepidoove. Axoua,
TPOTAONKE 1 1GYVPN KOl ATOTELECUATIKT] EMONTEIN (DG OVGACTIKO GVGTUTIKO GTOYELD
OTOL0.GONTOTE UETAPPVOLULOTG TOL YPNUATOTIGTOTIKOD TOHEN. Z0LNTOOVTOL KOO KO
Tpothoel; Omwg M EMPOA  QOPOV  YPNUATOTICTOTIKNG  otabepdtnrog Kot
YPNUOTOTIOTOTIKNG dpaoctnprotntas. Eyelpovrar ouwg epomuoata €dv, pe v
avaAnyn T€Tolv HETPOV, 0 YPNUOTOTICTOTIKOS Topéns Oa umopel v mapéyel Tig
VANPESIES TOV YOPIg Vo PelwBel oNUOVTIKA 1) KEPSOPOPIN TOL OAAL KOl 1 TIGTOTIKN
tov Agrtovpyia. To tomio dev givan EexdBapo akodpa. Ot TpoTdcelg Paivoviol apKeTA
ouvBeteg, evm, emumpoobitmg, Bo ypelootel HOL TOYKOOUIO CLHE®VIOL Yoo TNV
EQUPLLOYT TOVG.

Eriong, éywvav avagopéc oto un ypnuoatomiototikd topén. Exel eivar ovolaotikn
N avlykn eEAAEWYNS CNUOVTIKOV OVTIKIVITP®V OV AEITOLPYOVV OVOCTOATIKO TPOG
™MV WBIOTIKY  ETYEPNUOTIKOTTO Kol gUmodilovy TNV OKOVOUIKY  avamtuén.
Ewdwotepa, péoa amd tm cvoompevpévn eumelpia, avapépOnke TMOG Ol EMYEPNOELS
pumopovv vo. aflomomoovv gukopieg péco amd TV Kpion pe ™ ANyn UETpOV
QULVTIKOD KOl EMOETIKOD YOPOKTAPA KoL VO EXITOYOVY dtatnpiotun ovémtuén. o
avtd elvarl avaykoio 1 €0TIOOT GE CUYKPITIKA TAEOVEKTNUOTO, GE OIKTUMGELS TMV
EMYEPNOEWMV, GE TOLOTIKA - SLOUPOPOTOINUEVE, TPOIOVTO TOV TPOGPEPOVY «aia yio
AP . Enuel®Onke eniong o oNUAvTIKOS POAOG TV ENEVOVCEDV ad TO £EMTEPIKO.

Toviotnke yevikodtepa OTL Ta KPATN-PEAN pe Onuociovoutkd mieovdcuota Oo
TPEMEL VO TPOYMPNGOLY CE ONUOGIOVOUIKTY EMEKTOON OOTE Vo Ponbncovv v
owkovoutkt avaxkopymn oty Evpoldvn, evd Ba mpénel va evioyvBovv ot punyovicpot
cuvtovicpoL evtog g E.E. Avtd evioybovtar and 1o yeyovdg OtL 11 0KovopIKY| Kpiomn
g Evpwldvng ameilel kot ydpeg dnwg v Itoria, v Iomavia, v [Hoptoyoria kot
mv Iplavoia. ‘Etor amoutodvtor cuvolkotepeg €upmTOiKEC ADCES ol omoiec Ha
otpilovv v owovopukn avakopym ™ Evpolovng aAld kot Oa gpfabovoovv v
OLKOVOUKT] TNG OAOKANP®OT], GUUTEPIAAUPAVOVTOS KOl OVGLOCTIKG Becpikd pétpa

oV 0dNyovV Gg Ui yviola voutopatiky Evoor. H kpion oty EAAGOa kot oe GAleg
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yopeg g E.E. dnuovpyel v gukaipio vo Tpoympnoel Tpog to EUTPOS 1) EVPOTOIKT
oAoKANpwon, mpog 6eroc ¢ moAtikng ¢ E.E. H ONE dev pmopei va cvveyioet
onwg eivar. Tlapapéver (OTIKNG onuaciag Yy TOvg OOKOVVTEG TNV OIKOVOLUIKT
oAtk NG Evpdnng va mpocdiopicovv gupmmaikég Abcelg mov Ba eEunnpetodv 10

GUUPEPOV OA®V TV TOMTOV TG Evpdnng.

O1 auties e EAAnviknG kplong:

Xe OTL aQOopa TNV EAANVIKY] OIKOVOULKY] KPIoT, TPOEKLYE OTL QLTI GUVOLETOL LIE TTEVTE
KOpleg artieg: (o) pe TV ONUOGLOVOMIKY advvapio Tov eEAAnVikoy kpdtovg, (B) tov
TEPLOPICUO OTNV ACKNOYN €OVIKNG ONUOGIOVOUKNG KOl VOLIGUOTIKNG TOAITIKNG
LETOPEPOVTOG TNV TECT TNG OWKOVOUIKNG TPOCAPUOYNG TNV ayopd epyaciog (ko
KOT® EMEKTOON OTN MAEVPE TNG GUVOAIKNG TPOCPOPOCS) UE UM EIGETL IKOVOTOUTIKA
ATOTEAECUATO GE OTL OPOPA TNV OVTAYOVIGTIKOTNTO, (Y) TN otabepr], Olaypovikn
YEPOTEPEVOT| TNG OVIAYMVIGTIKOTNTAG TNG EAANVIKNG OlKovopiag, (9). TNV mayKoco
OLKOVOUKT] KPIOT| IOV YEPOTEPELGE TO ONUOGIOVOUIKA HEYEON Kat (€) TN OPUUOTIKY
avénon tov Bapouvg ToLV KOGTOVG TMOV EMLTOKIMV.

Toviomke 611 LOVO N TPAOTN AmO TIG O TAV® OLTiEg cLVIEETOL AVOUPIPBOAD e TV
mpoondfela mov mpémel va kotaPdiel 1 EALGSe HEGm TOL TAKETOV OMUOGLOVOUIKNG
neapyiog. Ot GAAeg €youv 1oYLPN ELPOTAIKY OACTOCT KOl TPEMEL VoL
avtipetonicfovv oto eninedo ™¢ E.E. o avtd ypedletar ko n ocopfoin g EKT
o711 ONUOGLOVOUIKT e€vuyiovon kol otV Tpoomadeia EAAEYMG TV avicoppomidv. To
EMMMVIKO TOKETO TPEMEL VAL EYEL LOKPOTTPODEGO TPOGOVATOMGLO, LE TIG AMYOTEPES
duvatég emdpdoelc ot Rnom, va emddéel ™ cOAANYN TG POPOSPLYNGS, TO
mhyopo mebov kot ) onuovpyio Tov dNUOctovopkoy mhsovacuatog. Toviotnke
W00UTEPA 1) OVOLYKOOTNTO ETITUYIOG TOV TPOYPAULOATOS ONUOCIOVOMKNG EVYiaVOTG
KaB®G 01 EVOALUKTIKEG AVOELS deV €lval KAAVTEPES Kol EMALEAVOLY T TPOPANLaTa,
Bétovtog o€ Kivouvo TNV OWKOVOUIKT] OVATTTUEN KOt TNV KOWMVIKT GUVOYN TG XDPOg
Yl TOAAGQ YPOVICL.

210 mAicl0 0TO, amd TNV €lonynon tov Atotkntov g Tpoanélng g EALGoog x. T
[TpoBdémovrov mpoékvye OtL N Topeion LAOTOINGNG TOL pUvnpoviov oTNPENG HETAED
g EALGdag, g E.E., g EKT kot tov Aebvoidg Nopopatucod Topeiov Paivet
KAVOTomTIKA Kot 6Tt TEAMKA O VAoTonOel pe emTLYio GTO YPOVOSIAYPOLLLLLL TTOV EYEL
tebel. Xvykekpuéva, o K. TIpofomoviog tOvice 0Tl To PHETPO OTAOIKA GLUPAAAOLV

omv oamokatdotaon NG aflomotiog TOV  OMUOGOVOUKAOV  peyebmv.  Avto
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TPOOJEVTIKA Bol 0ONYNOEL KO GTNV ATOKATAGTAOT] TNG AEI0MICTIOG TOV AyopdV Y1
™V EAMNVIKY] owkovouia, otV TEPUTEP® Uelwon TV emrToKiov, KoB®OS Kot otnv
£€€000 NG Ydpag and TV kpiorn. Tovice, eMTPocHETOC, OTL TO CLYKEKPIUEVO TOKETO
amotelel LOVAOIKY gukaipio Yo TNV TPOGOPLOYT TG OIKOVOUING, MG LAIVOVTOG Kot
™V avaykn Aqyng dapBpotikodv pétpov. Térog, onueiowoe 6Tt 1 EAANVIKT okovopio
Oolafétel onUAVTIKES avamTLELOKEG TPOOTTTIKEG, KATL TOL OOVTG KOl OTIC OUTIACELS

TOV OVOALTOV OTL 1] SLVOULKT] TOL YPEOVS Eival U SLoTnPNOLUN.

H dwayeipion tov Kivovvov — Ot etoupies alloloynong:

H ypnuotomototikny kpion odnyel kot o€ opiopéva Poctkd GUUTEPAGHOTO GE O,TL
agopd tn dayeipion Tov Kvdvvov. 'Eva mpdto pdbnua eivar 6t avaykaiog 6pog yio
TNV OTOTEAEGUOTIKY] AELTOVPYiD €VOG CLGTNUOTOG OlaYEIPIONG KvddvoLu &lval va
owabétel emapkn, axpipn kot Eykoipn TAnpoeopnon. ‘Eva axoua pabnua eivor 6t 10
YPTUOTOTIOTMOTIKO GUGTNHO OTMG AEITOVPYEL ONUEPA EIVOL «POPTOUEVO» LE TOAAY
mpoPAiuato. mov  Bétovv  oe  Kivduvo  KOL  YOAOPOVOLY  TOVG  (PNOTOVG
YPNUOTOTIOTMTIKOVG Kavoveg (moral hazard) ce kdOe Prpa. Télog, ot diebveic oikot
aloAdynong mpémel va. avayvopicovv 0Tt 1 XPNUOTOOOTNON TOV CULVOEETOL LE
dounpévo Tpoidvia Olaeépel amd mPOIOVTO OMMG vl To ETOPIKE OUOAOYA KO
TPENEL VO AvATTOEOVY €PYOAEID YioL VO EKTIHOVY 0pBA Tovg Kvdvvovs. O TpodTOg
arol{nuioong avtodv tev oikwv Bo mpémel va petaPAndel dote va eaietyer ™
TPEYOVGO  GUYKPOLGT] GLUEEPOVT®OV HETAED TV oikwv 0a&loAdyNong Kol TV
EMYEPNGEOV TOV OMNOVPYOHV ovTd To. dopmuéva mtpoidvta. Télog, ot Tpdmeleg Kot
AL YPNUOTOTIOTOTIKA WOpVpaTa O TPEMEL VO TEPLOPIGOVV TNV AVTOYT GTOV Kivouvo
TOV GLOTNUATOV doyelplong Kivduvou ov Kat€yovv. Avtd Ba odnynoel oe avénon
TOV OVOYKOV TOUG G€ KEQPAANLN, TNV aOENON TOV HETOYIKOV TOVLG KEPUAMIOV, TOL
LOKPOTPOBEG OV YPEOVS TOVG Kot 6TV EXADENOT) TG SLAPKELNG TOV Ppayvrpofeciov

YPEOVS TOVC.

AMa ovumepoouozo:

Etvon axopo ovaykaio vo peiwbel n TpoKuKMKOTNTA 7OV TOPATNPEITOL OTO
APNHOTOTIOTOTIKO  cvotnuo.  Opiletar  ®¢ mn dwypovikn  SuVOUK]  TOL
YPNUATOTIGTMOTIKOD GLGTNLOTOG KOl TNG TTPOYUOTIKNG OLKOVOUTOG Vo, EVIGYDoLV 1 pia
™V GAAN, aVEAVOVTOG TNV EKTACT] TNG VOO0V OAAA Kot TG KaBAO0L Kol ETOPDOVTOG
OLOUEV(DG GTN GTOOEPOTNTO TOV YPNUATOTICTOTIKOD TOUEN Ko TG otkovouioc. o

avtd 10 Adyo ypelaletal vo mPoGOOPIGTOHV Ol TOPAYOVIEG TOV EVIGYLOLV TNV
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TPOKLVKAKOTNTA KOl vo  avaAneBovv Opdoelg mov 1 pewwvovv. Ot Paocikég
KaTeELOOVOEIS AVTAOV TOV OPAGE®V, Ol OMOlEG MOPOVGLACTNKAV OEE0OIKE GTO
ouvéoplo, Pplokovtalr o610  OWKOVOMIKO TEPPAAAOV, O©TO  YPNUOTOTICTMOTIKO
neplPdAlov, o1 OOUOPP®GCT TNG OWKOVOUIKNG TOMTIKNG Kol oto  Oecpuxd
YOPOAKTNPLOTIKA TOV YPNUOTOTIGTOTIKOV GLUGTHLOTOC.

Téhog, to cuvédplo aoyornOnke kot pe Bépata TepPAALOVTOG Kol 1O10iTEPQ E TIG
OIKOVOUIKEG EMMTOGELS TOV eQappolopevov tepioriioviikomv mtoAtikov. H gunepio
Oglyvel 0TI, aKOUO KOt KOTA TNV TPEYOLGA TEPIOS0 TG OKOVOULKNG KPIoNG, O1 YDPES
OV EMEVOVOVY GE PETPO TEPPUAAOVTIKNG TPOGTACING MPEAOVVTOL Kol OVOTTUELKA
and avtég TG enevovoelc. Emopévog, n tpéyovca owovopikny kpion 0ev mpémel va
amotedel SwkaoAoyior U OVAANYNG TETOIWV EMEVOVCEWV, OAAL OavTIOET®S, Vo
VAOTTOOVVTOL PE PLEYOADTEPT TOLTNTO KATA TNV TpEYovca mepiodo. Emmpocsbétme, n
owovolkn Bewpior aokel pe ™ oepd g OBetikn emidpaocn otV wEPPAALOVTIKY
TOMTIKN KaBMG LE Ta OIKOVOLIKA TNG epyaleia delyvel mmg 1 televtaio EMOPA oTNV

KOWVMVIKT] gunuepio

[Movayidg AreEakng
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