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Fir die einen ist es eine Revolution, fir die anderen eine Randnotiz der Technik-Geschichte.
Es herrscht ein Riesen-Hype um die Blockchain. 24,6 Millionen Treffer spuckt Google in
0,32 Sekunden dazu aus, und in den Uberschriften ist die Rede von ,,Gefahr*, ,, Top-Trend*,
einem ,,Mysterium® und dem ,,wahren Disruptor®. Fakt ist: Blockchain ist eine noch junge,
extrem spannende Technologie mit groBem Potenzial. Und dieses Potenzial gilt es nun zu
erkunden und auszuschopfen. Was kann Blockchain leisten und was nicht?

Das Konzept der Blockchain — auch wenn der Name damals nicht verwendet wurde — wurde
erstmals 2008 beschrieben von einer Person (oder einer Gruppe von Personen) mit dem
Pseudonym Satoshi Nakamoto in ,,Bitcoin: A Peer-to-Peer Electronic Cash System*
(https://bitcoin.org/bitcoin.pdf). Die wichtigste Neuerung, die die Blockchain brachte, ist die
Kombination von asymmetrischer Kryptographie (Verschliusselung) und verteilten
Netzwerken.

Erinnern Sie sich noch an Napster?

Die asymmetrische Kryptographie ermdglicht unverénderliche Aufzeichnungen und sichere
Transaktionen. Erfunden wurde sie in den 1970er-Jahren von Rivest, Shamir und Adleman —
deren Namen im bertihmten RSA-Algorithmus verewigt sind. Verteilte Netzwerke bedeutet:
Die Netzwerke sind nicht von einer zentralen Instanz abhéngig, sondern von der
Rechenpower und dem Datenspeicher aller teilnehmenden Rechner. Viele tausend Gerate
sind dabei miteinander verknupft.

Erinnern Sie sich zuriick an eines der ersten verteilten Netzwerke der Computergeschichte:
die Musiktauschborse Napster. Die Napster-Software ermdglichte es, dass ein Kunde sich
eine MP3-Datei vom Rechner eines anderen Kunden herunterl&ddt (Peer-to-Peer). Nach
demselben Prinzip funktioniert die Blockchain. Alle Computer eines Netzwerks werden
miteinander verknupft, und auf jedem dieser Computer wird eine Blockchain als sich standig
aktualisierende Kette aller im System getatigten Transaktionen eingerichtet.

Datenubertragung direkt zwischen den handelnden Parteien

Die Daten werden verschlisselt Ubertragen, und das direkt zwischen den handelnden
Parteien. Will ein Kunde Aktien kaufen, braucht er dafur keine Borse mehr. Will er Geld
Uberweisen, muss er keine Bank bemihen. Und die Transaktionen werden in exakt der
zeitlichen Abfolge dokumentiert, in der sie erfolgten und sind nachtréglich nicht mehr
verénderbar.

Die Blockchain-Technologie ermdglicht also einen schnellen, kostenglinstigen, direkten und
sicheren Austausch von Informationen, welcher in Zeiten des Internets nahezu (Uberall
anzutreffen ist. Das macht die Blockchain so interessant flr viele Branchen — auch fir den



Finanz- und Versicherungssektor. Derzeit wird viel geforscht, getestet und experimentiert.
Auch bei der Allianz.

Seit ihrer Grindung im Oktober 2016 hat die Blockchain-Initiative B3i
MiItgliedsunternehmen in Asien, Europa und auf dem amerikanischen Kontinent gewonnen.
So forderte zum Beispiel der franzosische Allianz Accelerator das Start-up Everledger.
Everledger sorgt fur sichere Transaktionen, wenn es um Diamanten geht — Everledger
schreibt in der Blockchain fest, dass die Steine echt sind, nicht gefélscht und nicht gestohlen.
Die Allianz Risk Transfer AG und Nephila haben im vergangenen Jahr erfolgreich die
Durchfiihrung einer Naturkatastrophen-Anleihe getestet. Fazit: Die Handelbarkeit von
Katastrophenanleihen verbesserte sich. Der Einsatz der Blockchain-Technologie ist auch in
anderen Versicherungstransaktionen absolut denkbar. Theoretisch mdglich wére zum
Beispiel, sein Auto via Blockchain zu kaufen, zu versichern und zuzulassen. Alles vom Sofa
aus, mit dem Smartphone in der Hand. In der Kette wird festgeschmiedet, wer der
Eigentimer und wer der Versicherer des Kfz ist, einer Online-Zulassung stiinde damit nichts
mehr im Weg.

Die Blockchain-Technologie lasst sich auf verschiedensten Ebenen einsetzen. Innerhalb eines
Unternehmens. Branchenibergreifend. Oder branchenintern. Allianz, Aegon, Munich RE,
Swiss Re und Zurich haben im Oktober 2016 die Blockchain Insurance Industry Initiative
B3i gegriindet. Gemeinsam wollen die Mitglieder von B3i die Mdglichkeiten ausloten, diese
neue Technologie zu nutzen. Das Ziel: schnelle, niitzliche und sichere Services fir Kunden
zu entwickeln. Die Blockchain-Technologie eréffnet zahlreiche Anwendungsmaoglichkeiten.
Nicht alle von ihnen sind sinnvoll, das ist klar. Wichtig ist jetzt, mit der neuen Technologie
zu experimentieren, mogliche Anwendungen zu testen und neue Erkenntnisse zu gewinnen.
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Contracts, transactions, and the records of them are among the defining structures in our
economic, legal, and political systems. They protect assets and set organizational boundaries.
They establish and verify identities and chronicle events. They govern interactions among
nations, organizations, communities, and individuals. They guide managerial and social
action. And yet these critical tools and the bureaucracies formed to manage them have not
kept up with the economy’s digital transformation. They’re like a rush-hour gridlock trapping
a Formula 1 race car. In a digital world, the way we regulate and maintain administrative
control has to change.

Blockchain promises to solve this problem. The technology at the heart of bitcoin and other
virtual currencies, blockchain is an open, distributed ledger that can record transactions
between two parties efficiently and in a verifiable and permanent way. The ledger itself can
also be programmed to trigger transactions automatically.

How Blockchain Works
Here are five basic principles underlying the technology.

1. Distributed Database

Each party on a blockchain has access to the entire database and its complete history. No
single party controls the data or the information. Every party can verify the records of its
transaction partners directly, without an intermediary.

2. Peer-to-Peer Transmission
Communication occurs directly between peers instead of through a central node. Each node
stores and forwards information to all other nodes.

3. Transparency with Pseudonymity

Every transaction and its associated value are visible to anyone with access to the system.
Each node, or user, on a blockchain has a unique 30-plus-character alphanumeric address that
identifies it. Users can choose to remain anonymous or provide proof of their identity to
others. Transactions occur between blockchain addresses.

4. Irreversibility of Records



Once a transaction is entered in the database and the accounts are updated, the records cannot
be altered, because they’re linked to every transaction record that came before them (hence
the term “chain”). Various computational algorithms and approaches are deployed to ensure
that the recording on the database is permanent, chronologically ordered, and available to all
others on the network.

5. Computational Logic

The digital nature of the ledger means that blockchain transactions can be tied to
computational logic and in essence programmed. So users can set up algorithms and rules
that automatically trigger transactions between nodes.

With blockchain, we can imagine a world in which contracts are embedded in digital code
and stored in transparent, shared databases, where they are protected from deletion,
tampering, and revision. In this world every agreement, every process, every task, and every
payment would have a digital record and signature that could be identified, validated, stored,
and shared. Intermediaries like lawyers, brokers, and bankers might no longer be necessary.
Individuals, organizations, machines, and algorithms would freely transact and interact with
one another with little friction. This is the immense potential of blockchain.

Indeed, virtually everyone has heard the claim that blockchain will revolutionize business and
redefine companies and economies. Although we share the enthusiasm for its potential, we
worry about the hype. It’s not just security issues (such as the 2014 collapse of one bitcoin
exchange and the more recent hacks of others) that concern us. Our experience studying
technological innovation tells us that if there’s to be a blockchain revolution, many barriers—
technological, governance, organizational, and even societal—will have to fall. It would be a
mistake to rush headlong into blockchain innovation without understanding how it is likely to
take hold.

True blockchain-led transformation of business and government, we believe, is still many
years away. That’s because blockchain is not a “disruptive” technology, which can attack a
traditional business model with a lower-cost solution and overtake incumbent firms quickly.
Blockchain is a foundational technology: It has the potential to create new foundations for
our economic and social systems. But while the impact will be enormous, it will take decades
for blockchain to seep into our economic and social infrastructure. The process of adoption
will be gradual and steady, not sudden, as waves of technological and institutional change
gain momentum. That insight and its strategic implications are what we’ll explore in this
article.

Patterns of Technology Adoption

Before jumping into blockchain strategy and investment, let’s reflect on what we know about
technology adoption and, in particular, the transformation process typical of other
foundational technologies. One of the most relevant examples is distributed computer
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networking technology, seen in the adoption of TCP/IP (transmission control
protocol/internet protocol), which laid the groundwork for the development of the internet.

Introduced in 1972, TCP/IP first gained traction in a single-use case: as the basis for e-mail
among the researchers on ARPAnet, the U.S. Department of Defense precursor to the
commercial internet. Before TCP/IP, telecommunications architecture was based on “circuit
switching,” in which connections between two parties or machines had to be preestablished
and sustained throughout an exchange. To ensure that any two nodes could communicate,
telecom service providers and equipment manufacturers had invested billions in building
dedicated lines.

TCP/IP turned that model on its head. The new protocol transmitted information by digitizing
it and breaking it up into very small packets, each including address information. Once
released into the network, the packets could take any route to the recipient. Smart sending
and receiving nodes at the network’s edges could disassemble and reassemble the packets and
interpret the encoded data. There was no need for dedicated private lines or massive
infrastructure. TCP/IP created an open, shared public network without any central authority
or party responsible for its maintenance and improvement.

Traditional telecommunications and computing sectors looked on TCP/IP with skepticism.
Few imagined that robust data, messaging, voice, and video connections could be established
on the new architecture or that the associated system could be secure and scale up. But during
the late 1980s and 1990s, a growing number of firms, such as Sun, NeXT, Hewlett-Packard,
and Silicon Graphics, used TCP/IP, in part to create localized private networks within
organizations. To do so, they developed building blocks and tools that broadened its use
beyond e-mail, gradually replacing more-traditional local network technologies and
standards. As organizations adopted these building blocks and tools, they saw dramatic gains
in productivity.

TCP/IP burst into broad public use with the advent of the World Wide Web in the mid-1990s.
New technology companies quickly emerged to provide the “plumbing”—the hardware,
software, and services needed to connect to the now-public network and exchange
information. Netscape commercialized browsers, web servers, and other tools and
components that aided the development and adoption of internet services and applications.
Sun drove the development of Java, the application-programming language. As information
on the web grew exponentially, Infoseek, Excite, AltaVista, and Yahoo were born to guide
users around it.

Once this basic infrastructure gained critical mass, a new generation of companies took
advantage of low-cost connectivity by creating internet services that were compelling
substitutes for existing businesses. CNET moved news online. Amazon offered more books
for sale than any bookshop. Priceline and Expedia made it easier to buy airline tickets and
brought unprecedented transparency to the process. The ability of these newcomers to get
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extensive reach at relatively low cost put significant pressure on traditional businesses like
newspapers and brick-and-mortar retailers.

Relying on broad internet connectivity, the next wave of companies created novel,
transformative applications that fundamentally changed the way businesses created and
captured value. These companies were built on a new peer-to-peer architecture and generated
value by coordinating distributed networks of users. Think of how eBay changed online retail
through auctions, Napster changed the music industry, Skype changed telecommunications,
and Google, which exploited user-generated links to provide more relevant results, changed
web search.

Companies are already using blockchain to track items through complex supply chains.

Ultimately, it took more than 30 years for TCP/IP to move through all the phases—single
use, localized use, substitution, and transformation—and reshape the economy. Today more
than half the world’s most valuable public companies have internet-driven, platform-based
business models. The very foundations of our economy have changed. Physical scale and
unique intellectual property no longer confer unbeatable advantages; increasingly, the
economic leaders are enterprises that act as “keystones,” proactively organizing, influencing,
and coordinating widespread networks of communities, users, and organizations.

The New Architecture

Blockchain—a peer-to-peer network that sits on top of the internet—was introduced in
October 2008 as part of a proposal for bitcoin, a virtual currency system that eschewed a
central authority for issuing currency, transferring ownership, and confirming transactions.
Bitcoin is the first application of blockchain technology.

The parallels between blockchain and TCP/IP are clear. Just as e-mail enabled bilateral
messaging, bitcoin enables bilateral financial transactions. The development and maintenance
of blockchain is open, distributed, and shared—just like TCP/IP’s. A team of volunteers
around the world maintains the core software. And just like e-mail, bitcoin first caught on
with an enthusiastic but relatively small community.

TCP/IP unlocked new economic value by dramatically lowering the cost of connections.
Similarly, blockchain could dramatically reduce the cost of transactions. It has the potential
to become the system of record for all transactions. If that happens, the economy will once
again undergo a radical shift, as new, blockchain-based sources of influence and control
emerge.

Consider how business works now. Keeping ongoing records of transactions is a core
function of any business. Those records track past actions and performance and guide
planning for the future. They provide a view not only of how the organization works
internally but also of the organization’s outside relationships. Every organization keeps its
own records, and they’re private. Many organizations have no master ledger of all their
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activities; instead records are distributed across internal units and functions. The problem is,
reconciling transactions across individual and private ledgers takes a lot of time and is prone
to error.

For example, a typical stock transaction can be executed within microseconds, often without
human intervention. However, the settlement—the ownership transfer of the stock—can take
as long as a week. That’s because the parties have no access to each other’s ledgers and can’t
automatically verify that the assets are in fact owned and can be transferred. Instead a series
of intermediaries act as guarantors of assets as the record of the transaction traverses
organizations and the ledgers are individually updated.

In a blockchain system, the ledger is replicated in a large number of identical databases, each
hosted and maintained by an interested party. When changes are entered in one copy, all the
other copies are simultaneously updated. So as transactions occur, records of the value and
assets exchanged are permanently entered in all ledgers. There is no need for third-party
intermediaries to verify or transfer ownership. If a stock transaction took place on a
blockchain-based system, it would be settled within seconds, securely and verifiably. (The
infamous hacks that have hit bitcoin exchanges exposed weaknesses not in the blockchain
itself but in separate systems linked to parties using the blockchain.)

A Framework for Blockchain Adoption

If bitcoin is like early e-mail, is blockchain decades from reaching its full potential? In our
view the answer is a qualified yes. We can’t predict exactly how many years the
transformation will take, but we can guess which kinds of applications will gain traction first
and how blockchain’s broad acceptance will eventually come about.

In our analysis, history suggests that two dimensions affect how a foundational technology
and its business use cases evolve. The first is novelty—the degree to which an application is
new to the world. The more novel it is, the more effort will be required to ensure that users
understand what problems it solves. The second dimension is complexity, represented by the
level of ecosystem coordination involved—the number and diversity of parties that need to
work together to produce value with the technology. For example, a social network with just
one member is of little use; a social network is worthwhile only when many of your own
connections have signed on to it. Other users of the application must be brought on board to
generate value for all participants. The same will be true for many blockchain applications.
And, as the scale and impact of those applications increase, their adoption will require
significant institutional change.

How Foundational Technologies Take Hold

The adoption of foundational technologies typically happens in four phases. Each phase is
defined by the novelty of the applications and the complexity of the coordination efforts
needed to make them workable. Applications low in novelty and complexity gain acceptance
first. Applications high in novelty and complexity take decades to evolve but can transform
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the economy. TCP/IP technology, introduced on ARPAnet in 1972, has already reached the
transformation phase, but blockchain applications (in red) are in their early days.
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We’ve developed a framework that maps innovations against these two contextual
dimensions, dividing them into quadrants. (See the exhibit “How Foundational Technologies
Take Hold.”) Each quadrant represents a stage of technology development. Identifying which
one a blockchain innovation falls into will help executives understand the types of challenges
it presents, the level of collaboration and consensus it needs, and the legislative and
regulatory efforts it will require. The map will also suggest what kind of processes and
infrastructure must be established to facilitate the innovation’s adoption. Managers can use it
to assess the state of blockchain development in any industry, as well as to evaluate strategic
investments in their own blockchain capabilities.

Single use

In the first quadrant are low-novelty and low-coordination applications that create better, less
costly, highly focused solutions. E-mail, a cheap alternative to phone calls, faxes, and snail
mail, was a single-use application for TCP/IP (even though its value rose with the number of
users). Bitcoin, too, falls into this quadrant. Even in its early days, bitcoin offered immediate
value to the few people who used it simply as an alternative payment method. (You can think
of it as a complex e-mail that transfers not just information but also actual value.) At the end
of 2016 the value of bitcoin transactions was expected to hit $92 billion. That’s still a
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rounding error compared with the $411 trillion in total global payments, but bitcoin is
growing fast and increasingly important in contexts such as instant payments and foreign
currency and asset trading, where the present financial system has limitations.

Localization

The second quadrant comprises innovations that are relatively high in novelty but need only a
limited number of users to create immediate value, so it’s still relatively easy to promote their
adoption. If blockchain follows the path network technologies took in business, we can
expect blockchain innovations to build on single-use applications to create local private
networks on which multiple organizations are connected through a distributed ledger.

Much of the initial private blockchain-based development is taking place in the financial
services sector, often within small networks of firms, so the coordination requirements are
relatively modest. Nasdaq is working with Chain.com, one of many blockchain infrastructure
providers, to offer technology for processing and validating financial transactions. Bank of
America, JPMorgan, the New York Stock Exchange, Fidelity Investments, and Standard
Chartered are testing blockchain technology as a replacement for paper-based and manual
transaction processing in such areas as trade finance, foreign exchange, cross-border
settlement, and securities settlement. The Bank of Canada is testing a digital currency called
CAD-coin for interbank transfers. We anticipate a proliferation of private blockchains that
serve specific purposes for various industries.

Substitution

The third quadrant contains applications that are relatively low in novelty because they build
on existing single-use and localized applications, but are high in coordination needs because
they involve broader and increasingly public uses. These innovations aim to replace entire
ways of doing business. They face high barriers to adoption, however; not only do they
require more coordination but the processes they hope to replace may be full-blown and
deeply embedded within organizations and institutions. Examples of substitutes include
cryptocurrencies—new, fully formed currency systems that have grown out of the simple
bitcoin payment technology. The critical difference is that a cryptocurrency requires every
party that does monetary transactions to adopt it, challenging governments and institutions
that have long handled and overseen such transactions. Consumers also have to change their
behavior and understand how to implement the new functional capability of the
cryptocurrency.

A recent experiment at MIT highlights the challenges ahead for digital currency systems. In
2014 the MIT Bitcoin Club provided each of MIT’s 4,494 undergraduates with $100 in
bitcoin. Interestingly, 30% of the students did not even sign up for the free money, and 20%
of the sign-ups converted the bitcoin to cash within a few weeks. Even the technically savvy
had a tough time understanding how or where to use bitcoin.

One of the most ambitious substitute blockchain applications is Stellar, a nonprofit that aims
to bring affordable financial services, including banking, micropayments, and remittances, to
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people who’ve never had access to them. Stellar offers its own virtual currency, lumens, and
also allows users to retain on its system a range of assets, including other currencies,
telephone minutes, and data credits. Stellar initially focused on Africa, particularly Nigeria,
the largest economy there. It has seen significant adoption among its target population and
proved its cost-effectiveness. But its future is by no means certain, because the ecosystem
coordination challenges are high. Although grassroots adoption has demonstrated the
viability of Stellar, to become a banking standard, it will need to influence government policy
and persuade central banks and large organizations to use it. That could take years of
concerted effort.

Transformation

Into the last quadrant fall completely novel applications that, if successful, could change the
very nature of economic, social, and political systems. They involve coordinating the activity
of many actors and gaining institutional agreement on standards and processes. Their
adoption will require major social, legal, and political change.

“Smart contracts” may be the most transformative blockchain application at the moment.
These automate payments and the transfer of currency or other assets as negotiated conditions
are met. For example, a smart contract might send a payment to a supplier as soon as a
shipment is delivered. A firm could signal via blockchain that a particular good has been
received—or the product could have GPS functionality, which would automatically log a
location update that, in turn, triggered a payment. We’ve already seen a few early
experiments with such self-executing contracts in the areas of venture funding, banking, and
digital rights management.

The implications are fascinating. Firms are built on contracts, from incorporation to buyer-
supplier relationships to employee relations. If contracts are automated, then what will
happen to traditional firm structures, processes, and intermediaries like lawyers and
accountants? And what about managers? Their roles would all radically change. Before we
get too excited here, though, let’s remember that we are decades away from the widespread
adoption of smart contracts. They cannot be effective, for instance, without institutional buy-
in. A tremendous degree of coordination and clarity on how smart contracts are designed,
verified, implemented, and enforced will be required. We believe the institutions responsible
for those daunting tasks will take a long time to evolve. And the technology challenges—
especially security—are daunting.

Guiding Your Approach to Blockchain Investment
How should executives think about blockchain for their own organizations? Our framework
can help companies identify the right opportunities.

For most, the easiest place to start is single-use applications, which minimize risk because
they aren’t new and involve little coordination with third parties. One strategy is to add
bitcoin as a payment mechanism. The infrastructure and market for bitcoin are already well
developed, and adopting the virtual currency will force a variety of functions, including IT,
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finance, accounting, sales, and marketing, to build blockchain capabilities. Another low-risk
approach is to use blockchain internally as a database for applications like managing physical
and digital assets, recording internal transactions, and verifying identities. This may be an
especially useful solution for companies struggling to reconcile multiple internal databases.
Testing out single-use applications will help organizations develop the skills they need for
more-advanced applications. And thanks to the emergence of cloud-based blockchain
services from both start-ups and large platforms like Amazon and Microsoft, experimentation
is getting easier all the time.

Localized applications are a natural next step for companies. We’re seeing a lot of investment
in private blockchain networks right now, and the projects involved seem poised for real
short-term impact. Financial services companies, for example, are finding that the private
blockchain networks they’ve set up with a limited number of trusted counterparties can
significantly reduce transaction costs.

Organizations can also tackle specific problems in transactions across boundaries with
localized applications. Companies are already using blockchain to track items through
complex supply chains, for instance. This is happening in the diamond industry, where gems
are being traced from mines to consumers. The technology for such experiments is now
available off-the-shelf.

Developing substitute applications requires careful planning, since existing solutions may be
difficult to dislodge. One way to go may be to focus on replacements that won’t require end
users to change their behavior much but present alternatives to expensive or unattractive
solutions. To get traction, substitutes must deliver functionality as good as a traditional
solution’s and must be easy for the ecosystem to absorb and adopt. First Data’s foray into
blockchain-based gift cards is a good example of a well-considered substitute. Retailers that
offer them to consumers can dramatically lower costs per transaction and enhance security by
using blockchain to track the flows of currency within accounts—without relying on external
payment processors. These new gift cards even allow transfers of balances and transaction
capability between merchants via the common ledger.

Blockchain could slash the cost of transactions and reshape the economy

Transformative applications are still far away. But it makes sense to evaluate their
possibilities now and invest in developing technology that can enable them. They will be
most powerful when tied to a new business model in which the logic of value creation and
capture departs from existing approaches. Such business models are hard to adopt but can
unlock future growth for companies.

Consider how law firms will have to change to make smart contracts viable. They’ll need to
develop new expertise in software and blockchain programming. They’ll probably also have
to rethink their hourly payment model and entertain the idea of charging transaction or
hosting fees for contracts, to name just two possible approaches. Whatever tack they take,
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executives must be sure they understand and have tested the business model implications
before making any switch.

Transformative scenarios will take off last, but they will also deliver enormous value. Two
areas where they could have a profound impact: large-scale public identity systems for such
functions as passport control, and algorithm-driven decision making in the prevention of
money laundering and in complex financial transactions that involve many parties. We expect
these applications won’t reach broad adoption and critical mass for at least another decade
and probably more.

Transformative applications will also give rise to new platform-level players that will
coordinate and govern the new ecosystems. These will be the Googles and Facebooks of the
next generation. It will require patience to realize such opportunities. Though it may be
premature to start making significant investments in them now, developing the required
foundations for them—tools and standards—is still worthwhile.

CONCLUSION

In addition to providing a good template for blockchain’s adoption, TCP/IP has most likely
smoothed the way for it. TCP/IP has become ubiquitous, and blockchain applications are
being built on top of the digital data, communication, and computation infrastructure, which
lowers the cost of experimentation and will allow new use cases to emerge rapidly.

With our framework, executives can figure out where to start building their organizational
capabilities for blockchain today. They need to ensure that their staffs learn about blockchain,
to develop company-specific applications across the quadrants we’ve identified, and to invest
in blockchain infrastructure.

But given the time horizons, barriers to adoption, and sheer complexity involved in getting to
TCP/IP levels of acceptance, executives should think carefully about the risks involved in
experimenting with blockchain. Clearly, starting small is a good way to develop the know-
how to think bigger. But the level of investment should depend on the context of the
company and the industry. Financial services companies are already well down the road to
blockchain adoption. Manufacturing is not.

No matter what the context, there’s a strong possibility that blockchain will affect your
business. The very big question is when.
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Title: The IMF Report Seeks to Provide Detailed Classifications for Distributed Ledger
Technology

Author: Samuel Haig

From: Bitcoin News

Date: June 28, 2017

IMF Publishes Report Detailing Regulatory Recommendations for the Cryptocurrency
Industries

The International Monetary Fund (IMF) has released a report that focuses on advancements
within the fintech industry, specifically looking at the rapidly evolving cross-border
payments industry. An emphasis is placed upon discussing distributed ledger technology,
which is presented as having the “potential to offer important service improvements and costs
savings.” Much of the report seeks to define and classify the cryptocurrency industry, whilst
highlighting key concerns and recommendations with regards to regulators and lawmakers.

The report stresses that these “new technologies may require jurisdictions to revise rules
governing ownership and contractual rights and obligations”. Greater KYC guidelines,
regulatory oversight and regulation pertaining to new cryptocurrency development, and a
critical discussion pertaining to balancing privacy and transparency considerations are
recommended as prospective policy considerations for governments in assessing DLTs —
framing such as necessary in order to gain widespread consumer trust in distributed ledger
technology (DLT). Greater regulatory oversight was also advocated for the purposes of
combating money laundering, tax evasion and terrorist financing.

The IMF report seeks to provide detailed classifications for distributed ledger technology.
The report categorizes DLT as being either ‘permissionless’, or ‘permissioned’.
‘Permissionless’ DLTs are likened to Bitcoin, and described as “open schemes” that “could
be very disruptive if successfully implemented.” ‘Permissioned’ DLTs on the other hand, are
defined as having a “validation process... [that is] controlled by a preselected group of
participants (‘consortium’) or managed by one organization (‘fully-private’)”.

The Report’s Classifications May Inform Governments’ Future Cryptocurrency
Regulations

The IMF report seeks to demarcate between “intrinsic tokens”, and “asset-based tokens”.
“DLT records the transfer of ownership of ‘digital tokens’, which are essentially units in a
ledger. They can either have intrinsic value (an ‘intrinsic token’ like Bitcoin), or be digital
representations of a physical or digital asset that exists outside the ledger (an ‘asset-based
token’, representing an interest in another asset, such as securities).” This semantic
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differentiation is important as it could be used as the basis to develop separate juridical
frameworks for tokens tied to a fully developed and functioning platform/project, and tokens
that have been issued by a project that is conducting an ICO — allowing for the demarcation
to be used as a basis for regulators to clamp down on the rapidly proliferating ICO industry.

The report also discusses the antagonism the decentralized trustless execution of transactions
on blockchain networks increasingly becoming tied to ‘real-world’ transactions. “The legal
status of a digital token, and the legal effect of its transfer are not clear. For example, would
the transfer of an asset-backed token (e.g., representing a security) on a ledger transfer legal
ownership of the security or would registration outside the ledger (e.g., in a corporate share
registry) still be required? Jurisdictions are trying to develop answers to these questions but
country practice varies. The resolution of these questions is crucial for the economy to
function and will require more thought by policymakers.”

The IMF Report Has a Number of Positive Implications for the Cryptocurrency
Industry

The report advocates that “policymak[ers] will need to be nimble, experimental, and
cooperative”, and ultimately encourages governments to work together in developing an
inclusive regulatory apparatus for distributed ledger technology. The IMF also promotes the
adoption of distributed ledger technology on the part of banks and financial institutions and
encourages the creation of “regulatory sandboxes” for the purposes of fostering the
“innovative and dynamic” DLT industry.

The IMF report has a number of positive implications for the cryptocurrency industry. The
encouragement of inclusive regulatory frameworks and promotion of governments seeking to
work with the DLT industry shows that major global economic institutions are recognizing
the innovative potential of bitcoin, and seeking to harness rather than oppress such. The
report also recognized that the distributed ledger technology is producing an incredible array
of what are essentially free technological breakthroughs.

Despite signifying a path toward mainstream adoption for cryptocurrencies and digital ledger
technology, there are many within the cryptocurrency community that are deeply skeptical of
the IMF’s report. Some fear that blockchain and distributed ledger technology will become
another tool wielded by the state for centralization and control. The report’s cautious
recognition of bitcoin’s “disruptive potential”’, and classification of bitcoin as a
“permissionless” token may signify a preference toward the development and use of DLT
projects that compete with bitcoin’s utility, but can be subject to influence from governments
and institutions.
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Title: A Way to Own Your Social-Media Data
Author: Luigi Zingales and Guy Rolink
From: New York Times

Date: June 30, 2017

The European Union imposed a 2.4 billion euro ($2.7 billion) fine on Google last Tuesday for
manipulating its search engine results to favor its own comparison shopping service. It is just
the latest institution to recognize the increasing monopolization of the technology industry.

Google has about a 90 percent market share in searches, while Facebook has a penetration of
about 89 percent of internet users. Economists have a fancy name for this phenomenon:
“network externalities.” In traditional product markets, one customer’s choice (for example, a
particular car tire) does not directly affect other individuals’ preferences for that product, and
competition generally ensures that consumers enjoy the best products at the lowest possible
price.

In the market for social media, by contrast, when one customer uses Facebook over Myspace,
it has a direct (and positive) impact on other customers’ preferences for the same social
network: | want to be in the social network where my friends are. These markets naturally
tend toward a monopoly.

Historically, there have been two main government interventions to reduce this risk of
monopoly power. The first is price regulation. When railway companies gained excessive
market power in the late 1800s, the United States government created the Interstate
Commerce Commission and gave it the power to set maximum prices. (In the long run, the
remedy turned out to be worse than the disease, but that’s another story.)

The second is antitrust. When Standard Oil, in the early 1900s, controlled 90 percent of oil
refinery capacity in the United States, the federal government used its antitrust power to
break it up into more than 30 smaller companies. A similar breakup was imposed 70 years
later on AT&T.

Still, there is a problem with traditional antitrust policy when looked at through the lens of
network externalities: It focuses only on consumers’ benefits from competition. But
consumers love Google and Facebook since they do not pay a dime for their services.

What many users do not fully appreciate is that they do pay for these services, in the form of

very valuable information. And those who appreciate this cost have no choice: There is no
major search engine that does not store our past searches or collect information on our
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activities, and there is no significant social media platform that does not retain our
preferences. That is the cost of using these technologies. Lack of competition also means lack
of choice, which is ultimately lack of freedom. But what can be done?

For a 21st-century problem, we suggest a 21st-century solution: a reallocation of property
rights via legislation to provide more incentives to compete. In fact, the idea is not new.
Patent law, for example, attributes the right to an invention to the company a scientist works
for, to motivate companies to invest in research and development. Similarly, in the mobile
industry, most countries have established that a cellphone number belongs to a customer, not
the mobile phone provider. This redefinition of property rights (in jargon called “number
portability”’) makes it easier to switch carriers, fostering competition by other carriers and
reducing prices for consumers.

The same is possible in the social network space. It is sufficient to reassign to each customer
the ownership of all the digital connections that she creates — what is known as a “social
graph.” If we owned our own social graph, we could sign into a Facebook competitor — call
it MyBook — and, through that network, instantly reroute all our Facebook friends’ messages
to MyBook, as we reroute a phone call.

If 1 can reach my Facebook friends through a different social network and vice versa, | am
more likely to try new social networks. Knowing they can attract existing Facebook
customers, new social networks will emerge, restoring the benefit of competition.

Today Facebook provides developers with application-program interfaces that give them
access to its customers’ social graph, Facebook Connect and Graph A.P.l. Facebook controls
these gates, retaining the right to cut off any developer who poses a competitive threat.
Anticipating this outcome, very few developers invest seriously in creating alternatives,
eliminating even the threat of competition.

By guaranteeing access to new customers’ data and contacts, a Social Graph Portability Act
would reduce the network externality dimension of the existing digital platforms and ensure
the benefits of competition.

Google and Facebook will no doubt display their enormous lobbying power to kill this idea in
its infancy. But they would do so at their own risk. If their monopoly is not curbed by
competition, it will eventually be curbed by regulation, and experience suggests that will be
worse, not only for consumers, but also for Google and Facebook themselves.

As the uproar over United Airlines’ treatment of a passenger it ejected from a flight has
shown, people’s tolerance for companies’ market power is running low. A “social graph to
the people” revolution is in the making; Congress better be in front of it or find itself
overwhelmed.
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Title: Die Bank als Teil Digitaler Okosysteme
Author: Thomas Puschmann

From: Neue Zircher Zeitung

Date: September 17, 2016

Die branchenubergreifende Bundelung von Angeboten gewinnt auch in der Finanzwelt an
Bedeutung.

Nutzen Sie immer noch eine Bank fir Finanzangelegenheiten, oder haben Sie bereits zu
Ihrem personlichen  «Finanz-Okosystem» gewechselt? Dass Banken Teile ihrer
Leistungserstellung wie die Zahlungs- oder Wertschriftenabwicklung an spezialisierte
Dienstleister auslagern, ist seit langem ein Trend. Dadurch wurden zwar die
Wertschopfungsketten durch die daraus entstehenden Banknetzwerke immer komplexer,
bestehende Branchengrenzen wurden aber nur selten durchbrochen. Nun aber verwischen die
Grenzen zwischen einzelnen Branchen immer mehr, und es bilden sich sogenannte
Okosysteme als neue Form der Leistungserstellung heraus. Diese biindeln Angebote
verschiedenster Unternehmen branchenubergreifend zu kundenorientierten Losungen. Auch
die Finanzbranche ist von dieser Entwicklung immer starker betroffen.

Blndelung von Kompetenzen

Beispiele sind Zahlungsdienstleistungen, die in Apps und Plattformen der Sharing-Economy
integriert sind, oder Versicherungsangebote, die sich nahtlos fir selbstfahrende Autos
einbinden lassen. Der Grund fir diesen Trend sind innovative Technologien und deren
zunehmende Konvergenz, die einerseits zu neuen Produkten und Services fuhren und
andererseits die Zusammenfiihrung unterschiedlicher Kompetenzen erfordern. Als Beispiele
waren etwa die Nutzung von Online-Payment-Services wie Paypal im Online-Banking oder
die Integration von Crowdfunding-Plattformen wie Kickstarter in traditionelle
Anlageportfolios einer Bank zu nennen.

Die kundenzentrierte Konfiguration von Finanzangeboten konkurrierender Anbieter hat eine
grundlegende Verénderung der traditionellen Marktmechanik zur Folge. Beispiele aus
anderen Branchen, in denen die Digitalisierung bestehende Strukturen bereits radikal
veréndert hat, finden sich in der Musikindustrie oder im Handel. Die Herausbildung solch
neuer technologieinduzierter und kundenorientierter Okosysteme hat gleichsam mikro- und
makro6konomische Implikationen.

Aus makrodkonomischer Sicht verwischen derzeit die Strukturen einzelner Branchen. Diese
Entwicklung deutet auf eine Reform des bereits 1937 in den USA etablierten Standards
Industrial Classification System (SIC) hin, das klassische Industrien wie etwa Retail Trade
oder Finance, Insurance and Real Estate benennt. Ein Beispiel ist die Kooperation zwischen
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dem spanischen Telekommunikationsunternehmen Telefénica und der Fidor-Bank, die es
dem Telekomunternehmen ermdglichen soll, neue, mit anderen Services verbundene
Finanzdienstleistungen auf dem Smartphone anzubieten. Ein anderes Beispiel ist die
Zusammenarbeit von Allianz und Panasonic, die zum Ziel hat, eine neue Hausratversicherung
auf der Basis der Sensortechnik (Smart Home) zu entwickeln.

Ein wichtiges Muster hinter der Auflésung von Branchengrenzen ist der Wechsel von einer
anbieter- und produktzentrierten Sicht zu einer konsumenten- und bedirfniszentrierten Sicht.
Im Mittelpunkt stehen die Konsumentenbedirfnisse hinsichtlich Mobilitdt, Gesundheit,
Arbeit, Unterhaltung, Kommunikation, Einkauf, Wohnen und Freizeit, die sowohl von
Finanz- als auch von Nicht-Finanzdienstleistungsunternehmen erbracht werden.

«Crowd-Okonomie»

Aus mikro6konomischer Sicht steht dagegen nicht die Gesamtwirtschaft im Zentrum der
Betrachtung, sondern vielmehr der einzelne Finanzdienstleister und dessen Einbindung in
diese neuen Okosysteme. Als Konsequenz der genannten Verdnderungen konnten
beispielsweise etablierte, hierarchisch organisierte (Gross-)Banken langfristig kleiner werden
oder sogar ganz verschwinden. Stattdessen wirden sich, wie sich dies bei Fintech-Firmen
abzeichnet, kleinere Unternehmen als Anbieter herausbilden, die sich Buros und andere
Infrastrukturen teilen, um im Okosystem die vom Kunden geforderten Leistungen gemeinsam
zu erstellen.

Diese «Crowd-Okonomie» fiihrt letztlich zu einer héheren Spezialisierung, die nur deshalb
maoglich wird, weil die Technologie deren Koordination erleichtert. Beispiele hierfir sind
etwa die elektronischen Marktplitze Freelancer.com oder Innocentive. Ubertragen auf die
kiinftigen Okosysteme bedeutet dies, dass der Konsument die relevanten Dienstleistungen
uber eine digitale Infrastruktur bezieht. Dabei kommt dem Bereich Finanzen und
Versicherung eine ubergreifende Rolle zu. Denn die Services sind flr alle anderen
Konsumentenbedurfnisse relevant. Beispiele sind neue Ubergreifende Bezahldienste fir
Mobilitat, Crowd-basierte Finanzierungslésungen fir Immobilien im Bereich Wohnen oder
Versicherungslosungen fur die Wohnungseinrichtung beim Vermieten von Wohnungen uber
elektronische Vermittlungsplattformen wie Airbnb im Bereich Freizeit.

Risiken und Chancen

Fur Banken bedeutet die Evolution neuer digitaler Okosysteme Risiko und Chance zugleich.
Es ergeben sich funf Perspektiven:

m Erstens stirken die sich neu herausbildenden Okosysteme die Verhandlungsmacht der
Kunden. Wenn diese kinftig tber elektronische Marktplatze ihre individuellen Lésungen
selbst zusammenstellen kénnen, werden die jeweiligen Anbieter austauschbarer und missen
sich primdr Uber das Leistungsangebot differenzieren. Die Tendenz zur Standardisierung
reduziert zudem die Wechselkosten, etwa indem Produkte und Dienstleistungen auch online
bezogen werden kdnnen.

m Zweitens steigt durch die Standardisierung und die erhohte Markttransparenz auch die
Rivalitat zwischen den Marktteilnehmern und den Fintech-Firmen. Hierzu tragen nicht
zuletzt auch Vergleichsplattformen bei.
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m Drittens sinken durch die Digitalisierung die Eintrittsbarrieren fiir neue Anbieter. Beispiele
hierfir sind etwa die Bestrebungen der Finma, eine «Banklizenz light» einzuftihren, oder die
Initiative der britischen Aufsichtsbehérde Financial Services Authority, technische
Schnittstellen (Open API) fur alle Akteure offenzulegen.

m Viertens nimmt fiir Banken die Bedrohung durch substitutive Produkte und
Dienstleistungen zu. Zu nennen sind die 180 Fintech-Startups in der Schweiz, aber auch
grosse Technologiekonzerne wie Apple mit Apple Pay. Zudem haben sich kirzlich Amazon,
Apple, Google, Paypal und Intuit zur Allianz Financial Innovation Now
zusammengeschlossen, um die Entwicklung solcher Services zu intensivieren.

m Und schliesslich nimmt, fiinftens, durch die stirkere Vergleichbarkeit des
Leistungsangebots auch die Verhandlungsmacht der Dienstleister der Banken ab. Beispielhaft
hierfiir ist DNAppstore, ein elektronischer Baukasten fur Dienstleistungen fiir Banken, der
das Angebot unterschiedlicher Lieferanten auf einer Plattform bundelt.

Sich auf Starken besinnen

Die sich abzeichnenden Verdnderungen werden schwerwiegende Konsequenzen fiir die
Finanzbranche und damit auch fir die Banken haben. Der Aufbau eigener Okosysteme sowie
die Integration in bestehende Okosysteme erfordern grosse Investitionen, fir die einige
Bankinstitute bereits grosse Summen aufwenden. Der spanische Banco Santander etwa hat
mit Santander Innoventures einen Fonds mit 100 Mio. € gedufnet, der auf die Schaffung
kiinftiger Okosysteme zielt.

Grundsatzlich sollten sich Banken in Sachen Okosystemen auf drei ihrer Stirken
konzentrieren:

m Erstens verfiigen sie iiber das notwendige Know-how, um auch komplexe Finanzprodukte
und Prozesse abzubilden. Damit konnen sie dem Bedarf nach Ubergreifenden
Finanzdienstleistungen in der digitalen Infrastruktur Rechnung tragen. Die Fintech-Firmen
fokussieren sich héaufig auf weniger komplexe Anwendungsfelder, so dass womdglich
komplementére Potenziale gehoben werden kdnnen. Ein Beispiel waren Anlageprodukte, die
sich individuell aus Crowdfunding- und Fonds-Elementen zusammensetzen.

m Zweitens ist die sichere Verwahrung von Geld und Daten seit je eine Domine der Banken.
Die Sicherheitsliicken zeigen, dass die Verwahrung immer wichtiger wird und Banken in
diesem Bereich neue Dienstleistungen anbieten konnten. Ein solches Angebot kdnnte
beispielsweise die Verwahrung personen- und verhaltensbezogener Daten sein, bei denen
kinftig der Konsument (und nicht der Anbieter) tber deren Verwendung durch Anbieter
entscheidet.

m Drittens haben Banken im Bereich der Regulierung in den vergangenen Jahrzehnten
umfangreiches Know-how aufgebaut. In dieser Hinsicht geniessen sie bei der Umsetzung
neuer Losungen gegenlber branchenfremden Anbietern einen Wettbewerbsvorteil. Die
Allianz Financial Innovation Now hat beispielsweise in ihrem jungsten Bericht die
regulatorischen Hurden fur die Entwicklung innovativer Finanzdienstleistungen durch Nicht-
Banken dargelegt. Dies ist auch ein wesentlicher Grund dafiir, dass sich Nicht-
Finanzdienstleister bis jetzt vor allem auf regulatorisch weniger heikle Bereiche wie Zugang
und Kanéle (Google), Servicemarktplatz (Apple) oder Entwicklungsumgebung (FidorOS)
konzentrieren.
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Geforderte Banken

Insgesamt betrachtet, deuten die Bewegungen in der Finanzbranche und der IT-Industrie
darauf hin, dass die Komplexitat digitaler Okosysteme kiinftig noch zunehmen wird. Banken
sind daher gefordert, nicht nur ihre eigene Leistungserstellung und deren
Wertschopfungstiefe zu Uberdenken. Sie missen zudem die Entwicklung digitaler
Okosysteme in Angriff nehmen und sich darin richtig positionieren.

Title: IMF Releases “Fintech and Financial Services: Initial Considerations”
Author: Chris Linton and Helen Scott

From: Mondaq

Date: June 26, 2017

Amidst a growing body of global thought leadership on blockchain and distributed ledger
technology (DLT), the International Monetary Fund (IMF) released its "Fintech and Financial
Services: Initial Considerations" staff discussion note on 19 June 2017 (IMF Paper)1.

The IMF Paper provides an excellent and accessible summary of the opportunities presented
by fintech (and in particular, DLT) for the financial services sector. Given the IMF's mandate
to promote the stability of the international monetary system, it focusses on rapidly changing
cross-border payments. It highlights three areas:

1.Technology and regulation

2.Central bank digital currencies

3.Re-shaping cross-border payments.

We discuss each below.

1.Technology and regulation
The IMF Paper identifies a number of current risks (or uncertainties) with emerging
technologies:

*Financial instability (due to):

1.accelerated speed/volumes of financial transactions;

2.higher asset price correlations as a result of automated transactions;
3.cyberattack vulnerabilities; and

4.concentration risk on key nodes.

*Oversight: The need to regulate the algorithms underlying fintech innovations and verify the
robustness of the underlying technology;
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*Privacy: Balancing privacy with the need for transparency to reduce transaction costs and
conduct supervision. For example, existing laws cover data controllers — however, with DLT,
there is no data controller;

*Property and contract law: Current property and contract laws may not reconcile with
transfers in ownership of digital tokens. For instance would a registration outside the ledger
(eg in a corporate share registry) still be required?

Settlement finality: Some jurisdictions prohibit the reversal of payments, to ensure certainty
of transaction settlements. However, this may not work in a distributed network based on
technologies that provide only probabilistic (rather than settlement) finality at a definitive
point in time.

The regulatory environment needs to respond, and adapt, to the emerging technologies. For
example:

*Some jurisdictions (including the United Kingdom, Australia and Canada) have already
established 'regulatory sandboxes'. These allow new technologies and business models to be
tested in a controlled environment and enable regulators to address the potential risks of new
technologies. The IMF stresses that these are not a substitute, however, for permanent
regulatory frameworks.

*Ensuring AML/CFT requirements are met is another example of the regulatory challenges
presented by DLT and digital currencies/wallets. The Financial Action Task Force (FATF)
has issued guidance for countries to impose customer due diligence (CDD) obligations and
other AML/CFT preventive measures (by clarifying the financial institution status) on some
virtual currency service providers (primarily virtual currency exchanges). The European
Commission is also considering imposing CDD obligations, but for wallet service providers
as well.

The IMF Paper acknowledges that the current lack of consistency in regulatory approaches
across jurisdictions has the potential to both undermine regulation at the national level and
create incentives for regulatory arbitrage. It also acknowledges efforts to strengthen cross-
border co-operation and harmonisation, including:

*Bilaterally: through co-operative arrangements for innovation and information sharing; and

*Multilaterally: a number of international standard setters have been monitoring and studying
the implications of technology change. For example, the International Organisation of
Securities Commissions' February 2017 Research Report on Financial Technologies, and the
Committee on Payments and Market Infrastructures' February 2017 report Distributed Ledger
Technology in Payment, Clearing and Settlement: An Analytical Framework. The Financial
Stability Board is also working on the topic.

2.Re-shaping cross-border payments
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The IMF Paper discusses how DLT could reshape the cross-border payments landscape:

*Back-end processes: DLT could be used to improve the speed, transparency and end-to-end
tracking of cross-border payments, including reconciliation with invoices. Liquidity and risk
management could also be optimised using DLT;

*Compliance: DLT could be used for know-your-customer utilities, digital identification, and
meeting AML/CFT regulation. This, however, is currently limited by privacy and security
iSsues;

*Means of payment: DLT-based virtual currency could be used to underpin an entirely new
means of payment. It identifies two possible ways to achieve this:

'A hub and spoke' payment network: where fiat money is exchanged with virtual currency,
transferred, and then exchanged back into foreign fiat money. Although this will shorten the
payments chain (cutting out correspondent banks), risks such as fluctuations in the value of
virtual currency, trust issues, and lack of interoperability among networks could remain. If
networks are not interoperable, network externalities could be strong and providers can take
advantage of market power to charge higher fees. EXxisting regulators for retail payment
systems, such as UK's Payment Systems Regulator, could minimise this risk.

oCentral banks could offer their own digital currencies (discussed below).

3.Central bank digital currencies

The IMF Paper also suggests that central banks could offer their own digital currencies as a
widely available DLT-based representation of fiat money. This would reduce the risk of lack
of interoperability and trust associated with private virtual currency networks.

A DLT-based central bank digital currency may also:

*Allow the central bank to perform its role in ensuring an effective payments infrastructure
(issuing currency and fulfilling its lender of last resort function) more efficiently;

*Reduce coin and note costs for the state;

*Reduce transaction costs for individuals and small enterprises that have little or costly access
to banking services;

*Allow the central bank to retain control of monetary policy effectiveness, if private virtual
currencies gain significant traction;

*Be more secure and resilient than current settlement systems, which are exposed to a single
point of failure risk;
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*By facilitating small value payments, boost the adoption and efficiency of the new,
decentralised, service economy; and

*Increase trust in the technology (as the digital currency will be backed by the central bank).

Next steps, and the future of DLT

The IMF Paper is designed:

"... to showcase policy-related analysis and research being developed by IMF staff members
and is published to elicit comments and to encourage debate. The views expressed ... are
those of the author(s) and do not necessarily represent the views of the IMF, its Executive
Board, or IMF management".

It concludes that fintech is an international issue, that international co-operation will be
essential, and that the IMF is well placed to play a significant role.

The IMF Paper will be the subject of much deliberation and debate by central banks,
regulators, and the financial services sector globally, as they continue to grapple with the
rapidly changing face of technology. It highlights the transformative role of DLT (in
conjunction with other technologies), the continuing role of digital currencies and wallets,
and the need for an engaged, co-ordinated, and global, sector and regulatory response.
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Title: Fintech: Capturing the Benefits, Avoiding the Risks
Author: Christine Lagarde

From: IMF

Date: June 20, 2017

When you send an email, it takes one click of the mouse to deliver a message next door or
across the planet. Gone are the days of special airmail stationery and colorful stamps to send
letters abroad.

International payments are different. Destination still matters. You might use cash to pay for
a cup of tea at a local shop, but not to order tea leaves from distant Sri Lanka. Depending on
the carrier, the tea leaves might arrive before the seller can access the payment.

All of this may soon change. In a few years, cross-border payments and transactions could
become as simple as sending an email.

Financial technology, or Fintech, is already touching consumers and businesses everywhere,
from a local merchant seeking a loan, to the family planning for retirement, to the foreign
worker sending remittances home.

But can we harness the potential while preparing for the changes? That is the purpose of the
paper published today by IMF staff, Fintech and Financial Services: Initial Considerations.

The possibilities of Fintech

What is Fintech precisely? Put simply, it is the collection of new technologies whose
applications may affect financial services, including artificial intelligence, big data,
biometrics, and distributed ledger technologies such as blockchains.

While we encourage innovation, we also need to ensure new technologies do not become
tools for fraud, money laundering and terrorist financing, and that they do not risk unsettling
financial stability.

Although technological revolutions are unpredictable, there are steps we can take today to
prepare.

The new IMF research looks at the potential impact of innovative technologies on the types

of services that financial firms offer, on the structure and interaction among these firms, and
on how regulators might respond.
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As our paper shows, Fintech offers the promise of faster, cheaper, more transparent and more
user-friendly financial services for millions around the world.

The possibilities are exciting
*Artificial intelligence combined with big data could automate credit scoring, so that
consumers and businesses pay more competitive interest rates on loans.

*“Smart contracts” could allow investors to sell certain assets when pre-defined market
conditions are satisfied, enhancing market efficiency.

*Armed with mobile phones and distributed ledger technology, individuals around the world
could pay each other for goods and services, bypassing banks. Ordering tea leaves from
abroad might become as easy as paying for a cup of tea next door.

These opportunities are likely to reshape the financial landscape to some degree but will also
bring risks.

Intermediaries, so common to financial services—such as banks, firms specialized in
messaging services, and correspondent banks clearing and settling transactions across
borders—will face significant competition.

New technologies such as identity and account verification could lower transaction costs and
make more information available on counterparties, making middlemen less relevant.
Existing intermediaries may be pushed to specialize and outsource well-defined tasks to
technology companies, possibly including customer due-diligence.

But we cannot ignore the potential advances in technology that might compromise consumer
identities, or create new sources of instability in financial markets as services become
increasingly automated.

Rules that will work effectively in this new environment might not look like today’s rules.
So, our challenge is clear—how can we effectively build new regulations for a new system?

Regulating without stifling innovation

First, oversight needs to be reimagined. Regulators now focus largely on well-defined
entities, such as banks, insurance companies and brokerage firms. They may have to
complement this focus with more attention on specific services, regardless of which market
participants offers them. Rules would be needed to ensure sufficient consumer safeguards,
including privacy protection, and to guard against money laundering and terrorist financing.

Second, international cooperation will be critical, because advances in technology know no
borders, and it will be important to keep networks from moving to less regulated
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jurisdictions. New rules will need to clarify the legal status and ownership of digital tokens
and assets.

Finally, regulation should continue to function as an essential safeguard to build trust in the
stability and security of the networks and algorithms.

The launch or our paper today is one of the steps in the process of preparing for this new
digital revolution. As an organization with a fully global membership, the IMF is uniquely
positioned to serve as a platform for discussions among the private and public sectors on the
rapidly evolving topic of Fintech.

As our research shows, adapting is not only possible, but it is the only way to ensure that the
promise of Fintech is enjoyed by everybody.

Title: IMF Studies Distributed Ledger Technology on a Global Level

Author: Matthew De Silva

From: ETH News

Date: June 21, 2017

Yesterday, the International Monetary Fund (IMF) published a Staff Discussion Note on how
distributed ledger technology may enhance the global economy. The authors share insights
into cross-border payments, central banking, and regulatory guidance.

IMF expresses need for blockchains

On Monday, June 20, 2017, the IMF published a 49-page paper entitled Fintech and Financial
Services: Initial Considerations. Focusing on cross-border payments, the authors discuss
distributed ledger technology (DLT) as well as the shifting role of central banks and
regulators.

In total, the IMF’s Staff Discussion Note demonstrates that the organization has an
understanding of DLT and remains relevant in the evolving global economy (despite being
more than 70 years old). The paper provides a detailed account of the digital economy
ecosystem and adequately expresses the regulatory advances needed across the globe.

It begins with a cursory introduction that explains the importance of the IMF as a facilitator
of international trade and financial stability. Highlights from the paper are as follows:

“13. As DLT can take different forms, its potential as well as challenges will vary
accordingly.”

In the second section, the authors acknowledge the rapid pace of FinTech innovation and
describe the potential of DLT. In point 13, they discuss permissionless versus permissioned
DLT (also indicating the various management structures that could control private ledgers).
Furthermore, the authors mention the upcoming challenges posed by scalability,
interoperability, and privacy concerns.
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“16. Technological progress can promote the development and adoption of new services
especially when targeted at unmet user needs—what this paper calls ‘shortcomings’ of
services.”

In the third section, the authors point to market “shortcomings” which result from
technology, regulation, and/or market structure. They explain that the dynamics of each
segment influence the others. None of these components exist in a silo. Instead, the three feed
into one another and influence how each develops.

“22. Emerging technologies could raise financial stability risks.”

In the fourth section, the authors explain that DLT might encourage greater market
efficiencies, such as price discovery, but caution that widespread adoption could expose the
global economy to a greater risk of cyberattacks.

“32. As new technologies operate seamlessly across borders, international cooperation is
essential to ensure effective regulation.”

Surreptitiously pointing out that national standards vary (or, in some cases, do not exist), the
authors suggest that countries could work together to establish regulatory norms. National
support and multi-lateral “harmonization” may encourage global FinTech adoption.
Comparing snail mail to email, the authors ponder whether payment structures could
eventually transcend borders in a similar fashion. Remittances are one potential area for
growth.

“41. Token-based systems simply involve the transfer of a payments object.”

In the fifth section, the authors consider how DLT could streamline the payment process.
Historically comprised by capturing, messaging, settlement, and disbursement, the evolved
payment system could make this bureaucratic infrastructure obsolete.

“62. A second avenue exists to leverage DLT for a novel means of payment; central
banks could offer their own digital currencies.”

The authors propose that central bank digital currency (CBDC) could operate in parallel with
traditional fiat currencies, allowing these institutions to maintain control of monetary policy
and supply.

In all, the IMF’s paper shows that DLT has achieved global prominence, but sorely lacks a
comprehensive framework that will expedite widespread adoption. The IMF’s managing
director, Christine Lagarde, offered a brief commentary on the matter. DLT remains a
nascent industry with many actors and institutions searching for guidance. Continued
discourse and study will be essential to ensure that the global economy thrives in its next
iteration. The good news is that the IMF has taken the first step.
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Title: Technological Change and the Future of Financial Intermediation
Author: John Kay

From: Author’s personal website

Date: June 24, 2017

In London | am often asked to give talks about developments in the finance sector to a
general audience. One question which routinely comes up is “what do people who work in
the finance sector, in those large office blocks and in the City of London and Canary Wharf,
actually do?” And the answer I give is that, to an extent that almost defies belief, what they
do is trade with each other.

World trade in goods and services has expanded greatly since the Second World War. But
today the volume of global trading in foreign exchange is a hundred times the volume of
global trade in goods and services. The total value of exposures under derivative contracts
amounts to between two and three times the total value of all the assets in the world. And
when | wrote about this process of financialisation in 2014, | highlighted the activity of a
company called Spread Networks in building a telecommunications link across the
Appalachian Mountains to reduce the time to transmit data between Chicago and New York
from 7.3 to 6.6 ms. Since then, improvements in microwave technology have reduced the
time required to something closer to the physical lower bound, which is the four milliseconds
it takes for light to travel between the two cities.

My description of this activity typically prompts further questions. The obvious one is “what
is the purpose of all this activity?” And a more sophisticated version of that question asks
“what value-added can be gained from a group of people trading paper claims on existing
assets with each other in secondary markets?”

Of course there can be no doubt that finance is indispensable to modern economies.

We need finance for four primary purposes.
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The payment system is the essential utility of finance, the mechanism by which we receive
our wages and salaries, pay our bills and enable businesses to transact with each other.

A second role of finance is to allow wealth management. We need to finance education when
young, retirement when old, and we need to save in the intervening years in order to make
these things possible.

Wholesale financial markets as they operate today are directed at two other functions —
capital allocation, the process of directing funds from savers and investors to companies and
borrowers, and risk management, the business of reducing the costs of bearing the risks
inseparable from modern economic and social life.

My introduction to modern developments in finance came when | became involved in the
process of reconstruction in the Lloyd’s insurance market, following the near collapse of that
market at the end of the 1980s. Lloyd’s came into being in the 17th century. The institution
famously originated in Edward Lloyd’s coffee shop, where English gentlemen would
gamble on many things, including the fate of ships and the state of tides. Lloyd’s remains
today the centre of the global marine insurance market, but by the 20th century had come to
be predominantly a reinsurance market.

Lloyd’s was above all the place to which brokers would bring idiosyncratic risks. The modus
operandi was that a lead underwriter would price the risk and take a proportion of it. Other
underwriters operating from what was known as “The Room’, literally a large room, would
follow that lead and determine what proportion of the overall risk they were prepared to take.
The system worked on the basis of mutual knowledge and respect within the underwriting
community.

But by the 1980s, the market had changed. Aggressively entrepreneurial Lloyd’s brokers
realised that if you could sell reinsurance you would also sell reinsurance of reinsurance. And
reinsurance of reinsurance of reinsurance. In what became known as the LMX spiral,
complex contracts were constructed which involve multiple layers of insurance, in which it
was simply impossible to drill down and identify the structure of the underlying risks. All
that could be done was to model some of these contracts and establish that in the past nothing
would have been paid out on them.

| recall two particular moments of revelation as | learnt about these market developments. |
asked how much of the growth in business, of which the market was so proud, had come in
‘through the front door’, as distinct from being generated within the market itself. My
surprise was not just that it took time to establish the answers, but that people were surprised
by the question. Another salutary exchange was when | asked a particularly arrogant
underwriter to explain why he had not ’blown the whistle’ on the colleagues whose
incompetence he had been denouncing with such vehemence. His answer was simple.
‘Because they were willing to buy risks at prices at which I was delighted to sell them.” The
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market had changed from one in which the process was primarily one of mutualisation of
risks to one in which risks were being transferred from people understood a lot about them to
people who knew little. The trading of risks within the market was not spreading these risks
but concentrating them in the hands of those who did not realise what they were doing.

And so it proved when a series of disasters hit the insurance industry generally and the
Lloyd’s market in particular in the late 1980s. The first such incident was the destruction by
fire of Piper Alpha, an oil rig in the North Sea. That loss was then the largest single marine
insurance claim ever made, and it turned out that the total volume of claims at Lloyd’s which
resulted from it amounted to more than ten times the original value of the loss. People who
had never heard of Piper Alpha had in fact insured it over and over again. And that was how
some of the stately homes of England were emptied of furniture in order to meet the losses of
Lloyd’s names.

All this was preparation for understanding what was happening in the rapid credit expansion
from 2003 to 2007. During that period I found myself asking ‘who are the equivalent in credit
markets today of those stately homeowners who did not understand the magnitude of the
exposures which they had assumed?’ In 2008 we found the answer to that question; much of
the exposure lay in large banks, many of them in Europe.

The widespread trading of credit exposures began with the securitisation first of mortgages
and then of other loans in the 1980s. The shift in emphasis from syndication of primary issues
to secondary markets in securities originated by a single lender directly paralleled the prior
developments I had observed at Lloyd’s. But these changes represented only a small part of
the overall process of financialisation of Western economies, the putting of finance at the
centre of economic life, which gathered pace steadily from the 1960’s. The nature of equity
markets changed also.

The equity markets with which we are familiar came into being in the 19th century to finance
railways and railroads. Railways and railroads were capital intensive projects, and the capital
required was specific to that particular use. There is little you can do with a railway except
run trains on it. The savings needed were collected in modest amounts from large numbers of
moderately well-off individuals. These individuals bought both equity and bonds in the new
enterprises, and were provided with a degree of liquidity through expanded capital markets.

This financing model, then closely bound up with imperialism and the development of the
interior of the United States, was then extended to resource companies, and in due course to
the manufacturing businesses which came to dominate Western economies in the course of
the 20th century. The zenith was reached in mid-century — in the first Fortune 500 list in
1956, nine out of the 10 top companies were manufacturers. Among them were three
automobile companies and three steel companies.

If one looks at the 10 largest companies by market capitalisation today, the picture has
radically changed. The list is dominated by new economy businesses — Apple, Alphabet
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(Google), Amazon, Microsoft and Facebook. There is only one manufacturing company on
the list — and that, Johnson & Johnson, is a very different kind of business from the steel and
automobile makers of 50 years before. Berkshire Hathaway, sui generis, includes
manufacturing businesses among its collection of investments. That company may be at once
a relic of the past and portent of the future — the era of the diversified manufacturing
conglomerate is coming to an end, but the holding company and the private equity house
which internalizes the process of capital allocation are direct responses to the excessive costs,
burdensome regulation, and weak governance characteristic of modern public equity markets.

Apple’s market capitalisation today exceeds $800 billion, and Alphabet the holding company
for Google, is not far behind. For both these companies, operating assets account for about
$30 billion of that value. Modern businesses like these employ very little capital, and such
assets as they do use mostly need not be owned by the company that operates from them and
typically are not.

As a source of capital for business, equity markets no longer register on the radar screen. In
Britain and United States, the countries with the largest equity markets, funds withdrawn
from these markets through acquisitions for cash and share buybacks have recently routinely
exceeded the amounts raised in rights issues and IPOs.

At the same time, savings have become institutionalised. Initially such institutionalisation
took place mainly through the investment activities of pension funds and insurance
companies. Today much of their activity has been outsourced and while pension funds and
insurance companies are still important players, the equity investment chain is today
dominated by the major asset managers — Blackrock, Vanguard, Fidelity and their
competitors. And sovereign wealth funds are an increasingly important fraction of public
market equity ownership.

The paradox of modern capital markets is that although there is less and less need for market
activity from the point of view of either the end users of finance, or the investors who are the
ultimate beneficiaries of finance, the volume of market activity has increased exponentially.
And yet policy towards capital allocation places more and more emphasis on markets.
European regulation, centred inevitably around acronyms, finds M as its most frequent
abbreviation, so we have MAD, the Market Abuse Directive, rather than CAD, the customer
abuse directive, as though it were the market rather than the customer which required
protection. The centrepiece of European financial regulation is MIFID, the Markets in
Financial Instruments Directive. And today the primary objective of European financial
policy is to create a capital markets union.

We have extensive discussion in Europe today of the promotion of ‘simple, transparent,
standardised securitisation’. It is intrinsic to securitisation that it is neither simple nor
transparent. And the belief that mortgages could advantageously be standardised and
securitised, perhaps with the assistance of government agencies, led more or less directly to
the 2008 global financial crisis. The notion that securitisation is the answer to deficiencies in
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the availability of small business finance can only be promoted by people, whether policy
makers or lobbyists for investment banks, who have no idea what is really involved in the
provision of small business finance.

The growth of secondary market trading at the expense of an understanding of the underlying
exposure led to disaster in the global financial crisis of 2008, just as it had earlier led to
disaster at Lloyd’s. If we think for a moment outside the context of financial markets, we see
how rare it is in the modern economy that transactions are anonymous; even our everyday
purchases are not simple or transparent or standardised. For small value transactions we rely
on the reputation of the seller, for larger value transactions we make our own specific
enquiries.

The notion that through standardisation of financial transactions we can resist the universal
tendency away from standardisation in markets of all kinds represents a fundamental
misunderstanding of basic economics. Standardisation is not an answer to the problem of
information provision in financial markets, nor is pervasive information asymmetry
successfully resolved by insistence on the provision of detailed financial information on a
standardised basis, whether in company accounts or key features documents.

| have described how excessive trading amongst intermediaries is created not solved the
problems we encounter in markets for risk, markets for debt, and markets in equity securities.
| believe it is time to raise question marks over the entire market based model of financial
services provision. We should be talking about risk management and capital allocation
without any presumption that markets are the best way of handling these issues.

It is instructive to look at the economic role that many of the new economy companies |
described above now play. The primary role of intermediaries like eBay and Amazon is to
enable people to transact with confidence with suppliers and providers of whom they
themselves have no knowledge. Even more strikingly, Uber and Airbnb are innovative
business models which have come into being to serve precisely this function; to replace
traditional structures of regulation or lengthy and complex chains of intermediation by
providing immediate verification of the reliability of both buyer and seller.

The rise of Uber and Airbnb is a forceful illustration that although we need less
intermediation in financial markets than we have today, the right level of intermediation in
future is not zero. Some people take the view that disintermediation through peer-to-peer
lending and crowdfunding will transform the provision of finance to individuals and
businesses. | am sceptical of this claim. The thesis | have been developing is that both
investment and risk transfer are unavoidably heterogeneous, idiosyncratic transactions. In
consequence, algorithmic scoring can never replace, although it may be able to assist, a
qualitative and quantitative assessment of an experienced loan officer or shrewd investor.
Like most people interested in business, | have never seen a business plan for a start-up
which did not look superficially promising. It is only once you have seen 20 or 30 similarly
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promising proposals, and have experience of what happened to them, that you are able to
begin to distinguish effectively between the effective entrepreneur and the perennial optimist.
| think the future of peer-to-peer lending is that the institutions which survive fraud, losses
and increased regulatory scrutiny will increasingly resemble the organisations which we used
to call banks.

The appropriate number of intermediaries in finance is in most cases somewhere between one
and two. An intermediary who genuinely adds value will generally be one who has some
specialist knowledge of one or both of the end-users of finance — either the borrowers and the
beneficiaries of equity investment, or the depositors and investors whose savings are
necessarily the ultimate source of such finance. A few minutes on a trading floor today
demonstrates that the principal knowledge many intermediaries have is that of the behaviour
of other intermediaries.

When | was a schoolboy in Scotland in the 1960s, joining the Bank of Scotland or the Royal
Bank of Scotland was a career for the boys in my class who were not going to get good
enough grades to go to leading universities. Even when a few years later | began my teaching
career at Oxford, careers in the City of London were mostly for undergraduates who were not
academically distinguished but nevertheless socially polished and well-connected. All that
has changed, and not altogether for the better, as was evident when the Bank of Scotland and
the Royal Bank of Scotland failed in 2008, after three centuries of prudent success, under the
stewardship of able individuals with good degrees from the finest universities and business
schools.

Larry Summers, former president of Harvard and US Treasury Secretary, once observed that
finance had once been the preserve of people whose primary skills were those of good
companions at the 19th hole of the golf course, but had become the province of people with
the sophisticated mathematical skills required to price complex derivatives. Summers, with
skills better adapted to solving differential equations than conviviality at the 19th hole, noted
this shift with evident approval. | am not so sure.
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Title: A French Case for Dismantling GAFA, America’s Tech Oligarchy
Author: Cécile Crouzel

From: World Crunch (orig. Le Figaro)

Date: July 19, 2017

PARIS — Without freedom, there is no human dignity. And yet, men have a dangerous
propensity to choose bondage, either for comfort, or due to laziness or fear. Tyrants know
this, and have used it time and again to impose themselves. Today, it's the large technology
companies we should be watching out for lest they accumulate too much power and threaten
our democratic society.

That, at least, is the thesis developed by Jean-Hervé Lorenzi, professor of economics at Paris-
Dauphine University and president of the Cercle des Economistes (Circle of Economists),
who co-wrote a new book called L'Avenir de notre liberté (“The Future of our Freedom").
The work's subtitle is particularly topical and seductive: "Should we dismantle Google ... and
some others?"

It's urgent that political bodies reassert their authority.

The book — written in collaboration with Mickaél Berrebi, a financier and member of the
Institute of Actuaries — reminds us that GAFA (Google, Apple, Facebook and Amazon) and
their Chinese equivalents (Alibaba, Tencent, Baidu, etc.) control our personal data, have
incomparable financial strength, and tend to grow quickly by creating monopolies. Their
leaders have become the new prophets, decrypting the world of tomorrow, which further
strengthens their influence.

Scientific breakthroughs could prove to be particularly perilous, the authors argue. It's urgent,

therefore, that political bodies reassert their authority. Researchers already have the ability to
practice genetic modifications. How, Lorenzi and Berrebi ask, can we no be worried about
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that? What can be used to improve health could also lead to eugenics or become a weapon of
mass destruction, a failing gene that can contaminate a population in a few generations.

And what about artificial intelligence? Will it come to dominate mankind? Intrusion into
private life, widespread surveillance, the establishment of a society divided between a few
elected officials — a kind of "augmented men" thanks to genetics and integrated microchips
— and a host of losers ... This bleak picture, the authors argue, is what awaits us if we allow
ourselves to passively submit.

Individuals should have "the right to be forgotten*

Critics can certainly take issue with the book's alarmist bias. But it has the merit of proposing
solutions. It's not enough, say the authors, that the GAFA companies be obliged, finally, to
pay more taxes; they should be dismantled. Google's web search function, for example, could
split from other domains (Gmail, Google Maps, Android, YouTube, cloud). Facebook's social
network could be separated from its advertising arm. The measures may seem radical,
Lorenzi and Berrebi argue, but they're neither unfeasible nor unprecedented. The U.S.
government has broken up monopolies on several occasions. Think Standard Oil and AT&T.

The authors also call for an implementation of stricter state privacy and data protection rules.
Among other things, they argue, individuals should have "the right to be forgotten” — to
have all personal details removed from online search engines. Lorenzi and Berrebi also
consider it essential to establish compulsory ethical rules concerning genetics, and advocate
for the development of international cooperation. A task nearly as immense as the internet
itself.
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Title: I’'Epoque Exige une Vision Humaniste de I’Economie
Author: Philippe Mabille

From: La Tribune

Date: July 7, 2017

A l'ouverture des Rencontres économiques d'Aix-en-Provence 2017, le président du Cercle
des économistes explique que, dix ans aprés la crise financiére de 2008, le monde vit dans
une bulle d"'incertitudes absolues" et doit inventer de nouveaux modeles pour retrouver une
croissance durable. Le théme choisi, "A la recherche de nouvelles formes de prospérité",
résonne avec I'époque, faite d'une montée insupportable des inégalités et du danger populiste
et protectionniste. Pour Jean-Hervé Lorenzi, face a I'échec des solutions tant libérale que
keynésienne, il est temps de mettre en avant I'épanouissement de I'individu.

LA TRIBUNE - Les Rencontres Economigues d'Aix-en-Provence 2017 ont choisi pour
théme la prospérité. C'est la question de notre temps, dix ans apreés la crise financiére ?

JEAN-HERVE LORENZI - Oui, nous le pensons. Nous sommes convaincus que les
problemes des sociétés actuelles ne se résument pas a la seule question du retour de la
croissance, mais nécessitent de couvrir un champ plus large qui recouvre l'inclusion, I'équité,
la durabilité. L'époque exige une vision humaniste de I'économie, parce que nous vivons une
transition qui se caracterise par des bouleversements technologiques, climatiques,
énergeétiques, et une montée des inégalités. Cela nécessite de refonder notre contrat social et
de réformer nos institutions pour prendre en compte ces nouvelles exigences.

Cette réflexion s'inspire des travaux d'Amartya Sen, Prix Nobel d'‘économie, mais aussi
d'auteurs comme John Rawls : il est temps d'inventer un modéle économique et social de long
terme, pour batir de nouvelles formes de prospérité, afin de concilier la qualité de vie et
I'épanouissement personnel dans un contrat social humaniste. Bref, c'est une vision
économique qui veut remettre I'humain au centre du jeu.
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Les économistes ont-ils trop eu tendance a occulter ce facteur humain dans leurs travaux ?

Pour I'économie classique, I'nomme est un agent censé étre rationnel et sujet d'analyses
comportementales. Mais peu de travaux ont mis en avant la question des capacités et de
I'épanouissement de l'individu, sauf peut-étre le Prix Nobel Edmund Phelps dans son dernier
ouvrage sur La prospérité de masse [Odile Jacob, 2017, ndlr], ou il met en avant ce concept
de good life. Pour la grande majorité des economistes, l'institution dominante, celle qui
garantit le contrat social, c'est soit le marché pour les libéraux, soit I'Etat pour les keynésiens.
Poser la question de la prospérité, c'est donc remettre l'individu au centre, chercher de
nouvelles réponses la ou les deux écoles de pensée dominantes ont échoué.

Dix ans apreés la crise financiére, le monde peut-il connaitre un nouveau cycle de croissance ?

Je crois qu'il faut rester tres prudent a ce sujet. Ce que l'on constate, c'est plutdt un
changement de paradigme. La société de 2017 n'a plus rien a voir avec celle de 1997, lors de
la derniére période de croissance mondiale forte. La situation que nous vivons dix ans apres
la plus grave crise financiere depuis les années 1930 porte d'autres exigences que le seul
retour a ce que nous appelons la croissance.

Les termes du probléme ont changé : face a la mondialisation ou aux progres technologiques,
on voit bien qu'il y a des gagnants et des perdants. Et que ces perdants, partout dans le
monde, notamment les classes moyennes des pays avancés, se révoltent sous différentes
formes. 1l y a la montée des populismes et des violences sociales ou confessionnelles que
nous n'avions pas connues depuis longtemps, comme le terrorisme.

Sans tomber dans le discours sur la stagnation séculaire de Robert J. Gordon, plus personne
ne pense que le monde va retrouver une croissance aussi forte que celle des années 1990 et de
début 2000. Cela va de pair avec la prise de conscience que la pensée économique a failli. La
crise financiere a démontré que le libéralisme fournit une analyse inadaptée des sociétés dans
lesquelles nous vivons. Et les solutions keynésiennes mises en place a la suite de la crise
n'ont pas non plus prouvé leur efficacité. Nous vivons une période d'incertitudes absolues
devant l'avenir.

De la méme maniére que l'on voit apparaitre des réflexes protectionnistes et de repli sur soi
pour rejeter la mondialisation, des réactions négatives apparaissent contre les groupes
technologiques géants qui veulent dominer le monde en détenant nos données personnelles.
Le tout se nourrit d'une nouvelle perception des inégalités qui se creusent parce que les
institutions ne parviennent plus a réguler la mondialisation et le pouvoir de la technologie.
Dans des sociétés vieillissantes ou le choc des générations se manifeste de facon plus nette
que par le passé, tout cela invite les économistes et le monde politique a réfléchir a de
nouvelles réponses.
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« Si vous possédez un jardin et une bibliothéque, vous avez tout ce qu'il vous faut », a dit
Cicéron. C'est cela, les nouvelles formes de prospérité auxqguelles il nous faut aspirer dans un
monde plus sobre?

Le point commun entre cette citation de Cicéron et nous, c'est en effet que nous devons
mettre en avant I'épanouissement de I'individu ou plutdt des individus qui font la société. Il
faut leur fournir un jardin et une bibliotheque, au sens de les aider a se former et a développer
leurs capacités tout au long de leur vie, et non pas seulement de 3 a 16 ans, comme le propose
aujourd'hui I'école. C'est cela, la nouvelle responsabilité sociale, dans un monde ou il faudra
apprendre a s'adapter en permanence.

Il ne faut pas compter sur les grandes politiques économiques pour nous sauver. Apres dix
ans de crise, les politiques monétaires et budgétaires ont épuisé leurs effets et il ne reste pas
beaucoup de marges de manoeuvre en utilisant les instruments macroéconomiques
traditionnels.

Face a la prochaine crise, nous sommes désarmés. La solution sera donc ailleurs : dans
I'éducation et la formation, pour élever le niveau du capital humain, car c'est le meilleur
moyen pour lutter contre les inégalités. Nous vivons dans un monde trés inégalitaire. Et je
regrette que nous n'ayons pas assez travaillé cette question. Quels sont les ressorts des
inégalités ? Quelle est la limite de ce qui, jusqu'a maintenant, était jugé acceptable et
désormais ne l'est plus ? La question du revenu universel est désormais sur la table dans
toutes les sociétés modernes.

Dans votre livre, L'avenir de notre liberté*, vous vous livrez & une critigue virulente des
Gafa, les géants technologiques de la Silicon Valley, et appelez méme a démanteler Google.
Ils sont une des causes de ces inéqgalités ?

Je voulais soulever ce débat qui m'est apparu évident : I'innovation est-elle forcément bonne
pour le progres, la croissance, l'inclusion sociale ? Selon moi, la révolution technologique est
une des sources de la montée actuelle des inégalités. 1l y a une captation, une concentration
de richesses entre quelques mains, aux Etats-Unis les Gafa, dont la capitalisation boursiére
approche le PIB de la France. Cela pose probléme car il y a aussi de leur part une vision tres
arrogante et dominatrice, universelle, qui est dangereuse a terme si personne n'y met un coup
d'arrét. Est-ce que cela viendra du monde politique, des clients, ou des autorités antitrust ?
Personne ne peut le dire mais oui, pour un économiste, cette domination technologique pose
un probléme réel et sérieux.

Dans le monde a venir, la technologie devra étre mise au service de I'numain, et non l'inverse,
comme c'est le cas actuellement guand nous « travaillons » gratuitement pour Google. Au-
dela des seuls Gafa, I'accélération des progrés dans le domaine de l'intelligence artificielle et
de la génétique, la recherche sur I'embryon humain, le ciseau génétique CRISPR-Cas9, tout
cela souléve des interrogations nouvelles, d'ordre éthique et philosophique : serons-nous
encore humains dans ce monde-la ?
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La réponse de I'économiste face a ces progres, ce n'est bien sir pas de proscrire I'innovation.
Elle apporte aussi des avancées dans la médecine, la facon dont nous travaillons, ou nous
déplacons.

La concurrence doit permettre de réguler ces nouveaux monopoles, mais ce n'est qu'une
partie du sujet. Ce qu'il faut aussi, c'est ré-humaniser la technologie. Démanteler Google, c'est
adresser un signal fort en ce sens.

Google vient de se voir condamné a une tres lourde amende par la Commission européenne
pour abus de position dominante concernant son comparateur de prix. C'est un signal fort
adressé a I'économie des plateformes ?

Nous avons ciblé Google, et quelques autres, disons-nous dans le livre avec Michael Berrebi,
mais d'abord Google, parce que c'est le seul qui a créé une société holding, Alphabet, pour
détenir des activités dans tous les domaines de notre vie sociale. C'est le cas le plus
emblématique ; mais Facebook, Amazon et quelques autres soulévent les mémes questions.
L'enjeu, c'est de faire comprendre aux citoyens et aux consommateurs qu'ils doivent
reprendre le contrble de leurs données personnelles. Il faut aussi, dans le domaine de la
génétique, interdire la recherche sur I'embryon humain par un accord international.

Je souhaite la mise en place d'une agence mondiale de la génétique et de l'intelligence
artificielle, construite sur le méme modele que celle qui lutte contre la prolifération de I'arme
nucléaire. Il faut créer des institutions a la mesure des nouveaux dangers de notre temps, et
fixer avant qu'il ne soit trop tard des limites claires a ne pas dépasser.
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Title: Jean-Hervé Lorenzi: 1l y a une Dictature de la Technologie
Author: Laure-Anne Elkabbach

From: Public Senat

Date: April 2017

Qui gouverne vraiment aujourd’hui ? Est-ce que les responsables politiques ont encore la
main sur 1’économie, sur les marchés ? Pas vraiment, si on en croit 1’économiste Jean-Hervé
Lorenzi : « Ils ont évidemment moins de pouvoir que par le passé (...) Ce qui aujourd’hui
détermine la vision du monde, ce n’est ni Monsieur Trump, ni Madame May, ni Madame
Merkel, ce sont quelques dirigeants de tres grandes entreprises ».

Mais pour le président du Cercle des économistes, cette situation n’est pas la faute de ces
entreprises mais la notre et celle du pouvoir politique, qui avons laissé la place, par une
«incapacité que nous avons », « consommateurs, citoyens », « de nous exprimer sur ce que
nous voulons dans 1’avenir ».

Pourtant Jean-Hervé Lorenzi n’est pas tendre avec les GAFA, ces géants du web : « Parce
qu’ils s’approprient les données, sans qu’il y ait de contrdles, d’autodétermination de vous ou
de moi, [ils] se retrouvent en réalité¢ a nous déterminer I’endroit ot nous sommes, ou nous
allons aller, ce que nous allons acheter, ce que nous allons penser...ce qui finit par poser un
petit probleme de liberté ». Et « ce n’est rien par rapport a ce qu’il va se passer » nous met
en garde I’économiste.

Malgre tout, Jean-Hervé Lorenzi reste optimiste car il pense qu’un sursaut citoyen se fera

dans le futur : « Vous verrez que la réaction du citoyen viendra vraisemblablement plutdt de
I’autre c6té de 1’ Atlantique. A un moment les gens auront envie de conserver leur liberté ».
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Title: Handcuffed by Heritage

Author: Kristian T. Sgrensen, interview with Chris Skinner
From: Chris Skinner Blog on the Finanser

Date: July 2017

Chris Skinner needs no introduction in the fintech and banking space. His work and
publications have not only described the future of financial services and banking — it is
shaping it as great many of the world’s leading banks look to Chris Skinner and his
publications for advice and inspiration when shaping their strategies and solutions. We met
Chris Skinner for a talk on the latest global banking trends and how banks mainly in Europe
and North America deal with the challenges of their legacy systems and position and face the
dramatic changes in the financial services market.

Legacy economies vs. Innovation economies

Chris Skinner describes how mainly Europe and North America are shaped by an ageing
financial services infrastructure which was laid in place before the internet appeared and
therefore needs refreshing. While both Europa and North America falls into the group of
what Chris Skinner labels legacy economies, he does note that Europe is ahead of North
America in terms of trying to overcome the issues because the US also struggles with an
antiquated regulatory structure for financial services, which further impair innovation in
banking.

An example of how the European legislators actively work to accelerate innovation and

development is PSD2, but according to Chris Skinner, PSD2 is more a result of the regulators
acknowledging and reacting to a more overarching global trend:
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“What I see happening is the unlocking of financial data through open sourcing which is far
wider than an open API for payments. It is a smorgasbord of APIs across the whole of the
landscape of customer information that links front and back-office. The front office is all
apps-based, and the back office is all artificial intelligence and analytics”.

This trend of flexible platforms and the unbundling of financial services apply even more
clearly to another group of economies — the innovation economies. Chris Skinner highlights
China as the fastest movers in the financial services innovation:

“China has leapfrogged the legacy economies as they have implemented everything in the
last 15 year as fresh new internet-based services. This is why Baidu, Tencent and Alibaba are
offering services which are lightyears ahead of everyone else”.

But not only the fast development of China is shaping the future of financial services:

“We also see completely new ways of thinking about financial services coming out of The
Philippines, Indonesia, Latin America, and in particular sub-Saharan Africa — are creating a
mobile wallet based financial services economy that is completely new and different from
anything we have seen before”, says Chris Skinner.

The legacy challenge

Chris Skinner does not shy away from having firm opinions on the state of things and clearly
states that he is directly annoyed by the state of the core systems of the legacy economy
banks. According to him these banks only continue to get away with building on top of this
foundation as long as they have what he calls “legacy customers”. When asked if there really
is nothing good to be said about the legacy platforms, the response falls swiftly and bluntly:

“No, there is nothing good! It is an indictment of leadership that we’ve got so rotten systems
at the core of our banks.”

And the outlook for these banks is quite bleak according to Chris Skinner:

“If the banks’ leadership do not stand up to the challenge of dealing with that issue then they
are going to die. There is no way you can survive in a globalised internet economy with
systems that are built for batch overnight updates — it is ridiculous.”

The banks have, to a large degree, failed to solve this legacy challenge as they have only
managed to embrace the new technologies as new channels for distribution on par with the
branch or ATM networks. This way of thinking of distribution of products is according to
Chris Skinner as outdated as the systems powering these processes:

“The distribution structure is now irrelevant because the core of the future bank is a digital
structure combined with an enterprise data architecture that can analyse the customers’ digital
footprint in-depth and service them effectively through a front-end user experience that is
based on devices. The devices are not channels — they are just access-capabilities to data”.
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Turning banking on its head

Understanding the ongoing paradigm shift will, according to Chris Skinner, turn banking on
its head when moving from distributing products through a physical network to organisations
that aggregate, curate and distribute data through digital networks. But it requires a
completely new approach to the data management. Chris Skinner explains that the challenge
for banks in Europe and North America is that the legacy infrastructure tie data to products
and processes. Comparing that to data-driven companies like Amazon, Apple, Google,
Facebook, Tencent, Baidu, Alibaba, who would never start to silo their data as they data-wise
all work on a holistic enterprise level. Without the holistic data, perspective banks will have a
huge problem according to Chris Skinner:

“Banks are plagued with dirty data. You cannot work efficiently in an internet age with that
structure as you cannot apply machine learning and artificial intelligence to do data analytics
on dirty data. It is not possible to give the customer an experience equivalent to an Amazon
or an Alibaba if you got dirty data.”

As an example of where the banks’ services fall short due to lack of analytical capabilities
and thereby open a flank for competitors, Chris Skinner quotes Ollie Perdue, the millennial
CEOQO of the neobank Loot in the UK. According to Ollie Perdue, he and his fellow
millennials cannot see the value in transaction overview provided by the traditional banks.
Historical data is a view of the past, but what millennials want is a view of the future — they
want to know if they can afford to go out, afford to travel and afford their tuition. According
to Chris Skinner, the fact that the traditional banks cannot provide these type of service is that
their legacy systems are built for branch ledger based historical debits and credits recording.
They are not built for cash-flow forecasting. When asked what banks can do about the legacy
challenge, Chris Skinner explains:

“we are handcuffed by heritage because the data is locked into the processing systems. If you
moved the data from the AS/400 or similar engine from the 1980s into a private cloud
structure where you cleanse the data into an enterprise data architecture, then the data
becomes independent of the processing. Once data becomes independent of the processing
you can literally take out the engines over the weekend and replace them with new ones”.

This way of operating resembles what consumers are used to from the app economy of
smartphones:

“On your Android or Apple phone, you wouldn’t expect apps never to be updated. Typically,
they are updated every week — why don’t banks update system once per week? Because they
can’t — in fact, they are lucky if they can update them once per year,” Chris Skinner
concludes.

Coming together
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While legacy economy banks in Chris Skinner’s opinion are clearly challenged, they do also
have something to bring to the table in collaboration with the fintech startups and as they all
need to learn banking. Chris Skinner explains:

“I have encountered are quite naive to financial markets. They think that banks are big, slow
and ugly and then discover that yes, they are big and yes, they are slow, but they are only
ugly because they are forced to be that by the regulations and by the structure of the markets.
Gradually a lot of the startups learn that once they understand the regulatory requirements of
financial services, they are required to be a little bit ugly themselves.”

Chris Skinner believes that the two groups need to come together:

“The fintechs need some grey hairs in their boardrooms, and the banks need some diversity
and youth in their boardrooms — That is what fintech is all about — the ‘tech’ is bright young
things, and the ‘fin’ is people who have been around for a while.

Title: GAFA Have Already Opened Banks... Just Not In America
Author: Chris Skinner

From: Chris Skinner Blog on the Finanser

Date: February 2017

| heard a rumour the other day. The rumour goes something like: are you not surprised that
banks grow into big beasts, as it’s government supported? Governments want banks to be
big and regulated, because governments can then access the data the bank is keeping about
their clients. IT’s access to data for tracking financial flows and movements that is at the
core of government interests here.

The person was alluding to a collusion between large financial firms and government
snooping. The idea being that a government can spot illegal activities through the financial
system. Well, of course that’s true. That’s why governments use banks as their online
police.

But what happens when consumers stop banks and governments tracking them through the
system in this way? This is the idea of a self-sovereign identity scheme: I own my identity,
and give access when needed and explicitly permissioned.

If a bank needs to do KYC, | give permission for a validation of my name, address and

nationality to the bank to my identity data — just those parts they need to access — for a period
of up to 24 hours.
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| have other parts of my record available forever to certain organisations, such as my medial
data records are accessible when needed by any registered doctor, but only if 1 am present
with that doctor. This would cover any medical emergency requirements.

Otherwise, you have to ask permission to access my record and | give you limited access to
what is needed.

This turns things on the head: what happens when customers own their identity, and therefore
their data, and organisations have to ask for access? There is no government authorise right
of access. You can only access if | authorise.

This gets interesting. It gets even more interesting when you consider how data is generated
and strode today. As an individual, | create huge amounts of digital information about
myself.  Originally, back in the 1990s, companies believed they could leverage their
knowledge of customers using data warehousing techniques. The industries targeted to use
those technologies were those that had high frequency of contact with the customer — banks,
retailers, telco’s — and the whole idea was to get an in-depth analysis of the customer data to
cross-sell and leverage knowledge of their needs and habits. This was very crude compared
to today’s world where those who have the most frequent contact with the customers are the
firms that never see them — namely the internet giants of GAFA (Google, Apple, Facebook
and Amazon) and BAT (Baidu, Ant Financial and Tencent).

These companies interact with us many times a day in most instances, and can collect and
leverage huge analytics of our digital footprints, and they do. That’s what makes them
sticky. By comparison, banks, retailers and telco’s are luddites with data. As Vernon Hill,
founder of Metro Bank, said in the papers this week, the “banks’ IT systems are only one step
above the quill pen”.

Even with their billions being invested in digital transformation, the banks major challenge is
that it is like trying to turn an elephant into a duck. It just doesn’t fit.

Meantime, the GAFA’s and BAT’s were built on data, and so they just get data in their
bones. This has led to a really interesting new development, particularly in China. China’s
consumers have embraced mobile services, so much so that they use mobile more than
money.

This has led to a raft of new bank start-ups owned by the mobile network giants of BAT and
more. Ant Financial has opened MYBank in China, and Tencent has WeBank. Baidu has
Baixin Bank, a JV with CITIC. Xiaomi, one of China’s biggest online smartphone sellers,
bought a 30% stake in Sichuan XW Bank. Meituan.com, a website that specializes in group
buying, also formed an internet bank called Jilin Yilian Bank.

It is natural if you are unshackled from history that a networked company would offer
networked finance. The fact that GAFA haven’t done this is therefore surprising, or maybe
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not. The US banks fear GAFA and would naturally try to block them from access to their
cartel-controlled marketplace by lobbying Washington. Mind you, they couldn’t do much
about this if Amazon acquired a bank, could they? And this is just what was posted as a
possibility by Banking Technology. It’s never going to happen in the USA though. Wal-
Mart has tried to open a bank for the past quarter century and been blocked by regulators, so
why would Amazon or any other commercial firm get a bank licence when everyone else has
been blocked? American Banker expands on this theme further, but the bottom-line is that if
banks do not leverage data to better effect, then they are leaving a wide open gap that
someone’s is going to fill.

Title: Globalizing Finance through FinTech
Author: Chris Skinner

From: Chris Skinner Blog on the Finanser
Date: July 2017

| got to thinking about yesterday’s post on humanity in part due to a discussion of global
banking. Global, universal banking was the mantra of the 2000s and HSBC, Citi, Bank of
America, BNP Paribas, Deutsche and more were all jumping on the bandwagon. After the
global financial crisis, they all jumped off it again, and most global, universal banks
ambitions are now clipped back to purely being able to support their global corporate clients’
needs. It’s not universal, just commercial.

As this has happened, we have seen a counter-trend occurring, as the maturing FinTech
specialists branch out to create global monoline services in platforms. Klarna, SoFi, Stripe,
PayPal, ANT, WeChat and more are branching out to deploy their services in the marketplace
of apps, APIs and analytics and succeeding to a greater or lesser extent. So, the universal
model of a bank doing 1000 things averagely around the world is replaced by 1000
companies doing 1000 specialist things brilliantly, thanks to the deployment of technology
for financial processing. They are also succeeding.

In fact, many of these early start-ups are now maturing into global players and looking at
getting banking licences to paly across more of the spectrum of finance. Certainly, we’ve
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seen that with Klarna, SoFi and Zopa, and | expect there to be more, purely because linking
credit with debit or making payments as a specialist service, avoids attacking the core
function of a value store, and we need global value stores.

This is obvious when you look at the fledgling hiccups of bitcoin. There are few trusted value
stores of bitcoin and the ones that exist are regulated. Many others — the most recent being
bithumb and arbX — are building on the MtGox issue. They are not trusted value stores but
just trading exchanges. You need to get your bitcoin off the exchange and into a trusted
value store — digital or regulated — to really be able to believe in this currency.

The libertarians tell me this is all democratised and the democracy will regulate the currency.
That’s all well and good, until you lose your store of value, and have no comeback or say on
what happened. What do you do then? Tough.

But | was equally struck by a banker who laughs at the idea of a global currency that
circumvents banks. Banks will always be needed as your value store, he said. He thinks
bitcoin is stupid and the kids will learn to grow up one day, and put their bitcoins in banks.

| glared at the guy, as | thought how arrogant and complacent are you? Of course, kids will
find ways to democratise their value stores. They will also find ways to get around the banks,
and they already are.

For example, if the specialist FinTech processors I’ve mentioned could combine forces with
each other and then with other global platform players like Facebook, Amazon, Google,
Uber, Airbnb, Snapchat and company, what would they achieve? Imagine a marketplace of
global players aligning forces where they work together in partnership. This could offer
global financial integration into our social and consumer lives through APIs. In fact, it
already is. The fact that we can integrate our payment cards and bank accounts into PayPal,
Uber and Facebook has already changed that game.

So, | am imagining the future world where full banking licenced global players from Ant
Financial to Stripe work in partnership with Facebook, Uber and co, to give us a world where
we still need banking but we don’t need banks. Some may think that is fanciful but, give it
ten years ....
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Title: Who Is Responsible for a Declining Labor Share of Output? Michael Porter.
Author: Luigi Zingales

From: Pro-Market

Date: November 16, 2016

Most researchers assume that the share of total output lost by labor went to the owners of
capital. However, a new working paper shows that the capital share has also declined, while
the profit share has gone up. Could this be related to an increase in firms’ market power?

One of the issues most hotly debated in economics these days is the decline in the share of
total output that goes to workers (see Figure 1). This labor share is computed simply by
summing total compensation received by employees and dividing it by GDP. The recent
sharp decline in this share is particularly puzzling, since in the United States it had remained
roughly constant for the previous 75 years. Is this the macroeconomic consequence of
stagnating median wages? What caused this decline? Possible explanations abound: from the
demise of the unions to the introduction of technology that favors capital over labor, from
managers’ greed to Piketty’s ‘fundamental laws of capitalism’ (for an intelligent discussion
see).

In conducting this analysis, most researchers assumed that whatever was not going to labor
had to flow to the owners of capital. After all, in capitalist economies profits tend to go to

54



equity investors. Yet, economic theory distinguishes between labor share, capital share, and
profits, i.e. the residuals left after both capital and labor have been paid.

In a new working paper, Simcha Barkai, a PhD student at the University of Chicago Booth
School of Business and a fellow at the Stigler Center, studies what happens if we abandon the
old practices and follow what theory suggests. When he separates the capital share (i.e., cost
of capital times amount of capital divided by output) from the profits share (the residuals), he
obtains:

Piketty’s fundamental laws notwithstanding, the capital share declines as fast as the labor
share. The big winner is the profit share, which goes from 2 percent of GDP in 1984 to 16
percent in 2014.

This is not just a relabeling. In a world where capital gets all of the residuals after labor is
paid, a reduction in labor share automatically means an increase in return to capital, which
should make investing very attractive. Thus, why are firms today so profitable but invest so
little?

By contrast, if we distinguish between return to capital and profits—as Barkai does—we can
appreciate that sometimes profits may come from (non-replicable) barriers to entry and
competition, not from capital accumulation. In these cases, additional investments may not be
as profitable as past ones. In other words, if what makes Coca-Cola so profitable is its magic
formula, new capital investments will have a significantly lower return, because they will be
unable to add to the formula. Hence, Coke can be very profitable and not invest a lot.

Distinguishing between capital share and profits allows Barkai to gain some theoretical
insights on the cause of the decline in these shares. If markups (the difference between the
cost of a good and its selling price) are fixed, any change in relative prices or in technology
that causes a decline in labor share must cause an equal increase in the capital share. Thus, if
both labor and capital share dropped, we cannot blame a decline in the price of labor, it must
be a change in markups, i.e. in the ability of firms to charge more than their cost (pricing
power).

Does this mean that the decline in capital and labor shares is due to an increase in firms’
market power? Barkai provides a clue this might be true: a strong cross-sectional correlation
between the increase in concentration of an industrial sector between 1997 and 2012 and the
corresponding decline in the labor share in that sector. This conclusion is strengthened by a
recent Fed working paper, which finds that on average M&As significantly increase markups,
but have no statistically significant effect on productivity.

What Barkai does not address is the ultimate source of this increase in market power. Given
the phenomenon occurred in the last twenty five years, it would only be natural to attribute it
to the network externalities created by the ICT revolution. But the increase in markups is not
limited to the high-tech sector. It could also be the effect of the demise of antitrust
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enforcement. But the phenomenon seems to take place even in industries that are not very
highly concentrated.

My hypothesis is that markups have increased because firms became better at creating
product differentiation and erecting barriers to entry. In 1980 Michael Porter wrote
Competitive Strategy, the ninth most influential book of the 20th century according to the
Academy of Management. In this book, Porter explained how firms can create barriers to
entry and obstacles to competition to increase their pricing power. The book became the
primary textbook of all of the strategy courses taught in business schools and the gospel of
the leading consulting firms. It captured also Warren Buffet’s investment rule. As he
famously stated: “In business, I look for economic castles protected by unbreachable
‘moats’.” Should we then be surprised if firms finally learned how to apply it?

If this were the case, Barkai’s model clearly shows that the outcome is inefficient: economic
output and welfare could be greater if there were more competition. But how to promote it?
The traditional antitrust method, which looks predominantly at mergers and market shares,
could be insufficient. If Barkai’s conclusions prove to be robust, we may need to start
thinking about new policies to promote competition.

Title: Declining Labor and Capital Shares (sel.)

Author: Simcha Barkai

From: University of Chicago, Booth — Stigler Center for the Study of the Economy and the
State

Date: November 2016

Abstract

This paper shows that the decline in the labor share over the last 30 years was not offset by an
increase in the capital share. | calculate payments to capital as the product of the required rate
of return on capital and the value of the capital stock. | document a large decline in the capital
share and a large increase in the profit share in the U.S. non-financial corporate sector over
the last 30 years. | show that the decline in the capital share is robust to many calculations of
the required rate of return and is unlikely to be driven by unobserved capital. | interpret these
results through the lens of a standard general equilibrium model, and | show that only an
increase in markups can generate a simultaneous decline in the shares of both labor and
capital. 1 provide reduced form empirical evidence that an increase in markups plays a
significant role in the decline in the labor share. These results suggest that the decline in the
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shares of labor and capital are due to an increase in markups and call into question the
conclusion that the decline in the labor share is an efficient outcome.

[...]

4.5 Discussion

My results show that the decline in the labor share is strongly associated with an increase in
concentration. This is consistent with my hypothesis that an increase in markups plays a
significant role in the decline of the labor share. Unlike the aggregate results of Section 2, the
results of this section do not rely on capital data and are not subject to concerns with the
measurement of capital. Using alternative sources of data and variation, this section
complements my aggregate findings. The results of this section are consistent with several
price-setting mechanisms. First, the results are consistent with a model in which firms face
barriers to entry, where prices are the result of monopolistic competition. An increase in
barriers to entry results in higher concentration driven by a decline in the number of firms,
higher markups driven by an increase in prices, and a decline in the labor share. The results
are also consistent with a model of a dominant firm and a competitive fringe, where prices
are equal to the marginal cost of the firms in the competitive fringe. In such a model, an
increase in the productivity of the dominant firm also results in higher concentration driven
by the growth of the dominant firm, higher markups driven by a decline in production costs
of the dominant firm, and a decline in the labor share. Further research is needed to tell apart
these models of competition.

5 Conclusion

In this paper | show that the decline in the labor share over the last 30 years was not offset by
an increase in the capital share. I calculate payments to capital as the product of the required
rate of return on capital and the value of the capital stock. Using aggregate time series data, |
document a large decline in the capital share and a large increase in the profit share in the
U.S. non-financial corporate sector over the last 30 years. | show that the decline in the
capital share is robust to many calculations of the required rate of return on capital and is
unlikely to be driven by unobserved capital. | interpret these results through the lens of a
standard general equilibrium model. The model is based on two important assumptions: first,
production is homogeneous in capital and labor; second, the static first-order conditions of
firms are satisfied, i.e., labor and capital inputs fully adjust to their long run levels. If we
accept the assumptions of the model, then we are led to conclude that the decline in the
shares of labor and capital are caused by an increase in markups and are an inefficient
outcome. | provide reduced form empirical evidence that an increase in markups has played a
significant role in the decline in the labor share. The reduced form results rely on cross-
sectional variation, rather than time series variation, and do not rely on capital data. Taken as
a whole, my results suggest that the decline in the shares of labor and capital are due to an
increase in markups and call into question the conclusion that the decline in the labor share is
an efficient outcome.
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Title: Is There a Connection Between Market Concentration and the Rise in Inequality? (sel.)
Author: Asher Schechter

From: Pro-Market
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[...]

Much of the panel focused on the dramatic rise in corporate profits. A recent, much-discussed
Stigler Center working paper by Simcha Barkai found that over the past 30 years, as labor’s
share of output fell by 10 percent, the capital share declined even further. This finding goes
against the argument that the labor share went down due to technological changes. Barkai’s
paper finds no evidence to support the technological argument. “We’re spending less on all
inputs. If you think of this from the perspective of a firm, this is terrific. After accounting for
all of my costs—material inputs, workers, capital—I am left with a large amount of money,
much more so than in the past.” What Barkai does find, however, is that profits have gone
way up. From 1984 to 2014, the profit share increased from 2.5 percent of GDP to 15
percent.
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“To give you a sense of how large these profits are, if you look over the past 30 years and
you ask, ‘How much have profits increased?’ you can give a number in dollars. A better way
to think about that is, “Per worker, how much have these dollars increased?” It’s about
$14,000 per worker. That’s a really large number because, in 2014, personal median income
was just over $28,000. It’s about half of personal median income,” said Barkai.

Barkai went on to say that these findings were more pronounced in industries that
experienced an increase in concentration. “Those industries that have a large increase in
concentration also have larger declines in the labor share,” he said. Barkai’s conclusions were
echoed by a separate study that was recently published by David Autor, David Dorn,
Lawrence Katz, Christina Patterson, and John Van Reenen, in which they found that higher
concentration is connected to the fall in the labor share.

Title: The Impact of Financialization on Management and Employment Outcomes
Author: Rosemary L. Batt and Eileen Appelbaum

From: Upjohn Institute for Employment Research
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Abstract

This paper examines three questions: 1) How and why have financial models of doing
business emerged in the last three decades? 2) What new forms of financial capitalism have
become important in the current period? 3) How do new financial intermediaries, such as
private equity, and the financial strategies of nonfinancial corporations affect the
management of companies and employment outcomes? The paper describes how
deregulation and institutional change created the conditions for a new, more powerful role for
finance capital in the governance of U.S. companies, and it synthesizes the empirical
evidence on the process and outcomes of financialization in large publicly traded
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corporations, as well as those taken over by private equity. Areas for future research are
identified to examine how financialization affects management and employment relations in
the postcrisis period.

In the field of labor and employment relations, scholars have focused on product and labor
market forces and institutions to explain variation in management strategies and employment
outcomes. Particularly important have been the rules of industrial relations systems and how
they shape and constrain managerial prerogative and the relative power of unions to bargain
contracts that determine human resource practices. In addition, the field has paid close
attention to the changing nature of technologies and rules governing product markets—
factors that influence the relative bargaining power of capital and labor. As a result, in recent
decades we have come to understand how the deregulation of labor markets, the declining
power of unions, and the deregulation and globalization of product markets have shifted the
balance of power from labor to capital, leading in turn to wage stagnation, increasing income
inequality, and a deterioration in the quality of jobs for many working people. The field
largely has failed, however, to pay serious attention to the ways in which changes in financial
markets and institutions also have influenced the relationship between management and labor
and labor market outcomes more generally. These changes—which have been referred to as
financialization, or the rise of financial capitalism—have altered the behavior of investors
and introduced new models for doing business in the current economy.

Financialization refers to a shift from managerial capitalism, in which the returns on
investments derive from the value created by productive enterprises, to a new form of
financial capitalism, where companies are viewed as assets to be bought and sold and as
vehicles for maximizing profits through financial strategies. The purpose of this paper is to
examine these changes in financial markets and in the financialization of nonfinancial firms
and to assess the implications for management and employment outcomes. We focus on three
questions: 1) How and why have financial models of doing business emerged in the last three
decades? 2) What are the emerging forms of financial capitalism that have become important
in the current period? 3) What are the specific mechanisms through which new financial
intermediaries and the financial strategies of nonfinancial corporations affect the
management of firms and employment outcomes?

The paper begins by defining the concept of financialization and then turns to a brief
overview of the factors that led to the unraveling of managerial capitalism from the 1950s on.
These include regulatory changes that deregulated the financial services industry and altered
corporate and tax laws in ways that allowed large pools of capital to accumulate and move
more freely and allowed new, unregulated financial instruments and intermediaries to
emerge. These were complemented by fundamental shifts in the structure of power and
decision making in large corporations. We then turn to the pivotal decade of the 1980s, when
new models of financial engineering and leveraged buyouts emerged, and to the 1990s, when
the lessons of the 1980s were diffused through the economy more generally and became
institutionalized. The third section examines the different forms of financial business models
in the 2000s, comparing the financial strategies of the private equity business model with
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those of publicly traded firms. While they share certain features, they also have unique
opportunities given their different structures and strategies. We conclude by raising the
critical question for scholars of management and employment relations: What are the key
avenues of research that need to be pursued in order to advance our understanding of
financial capitalism and advance public policy debates.

WHAT IS FINANCIALIZATION? The concept of financialization is increasingly used to
capture the idea that a fundamental shift has occurred in the character of capitalist activity
over the last few decades. Central to this idea is that capitalist firms used to make money by
producing or trading goods and services, but increasingly their profits depend on financial
activities (Arrighi 1994; Epstein 2005; Palley 2007; Krippner 2011). Under managerial
capitalism, which emerged as a business model in the first half of the 20th century, returns on
investment were based on the value created by productive enterprises. Since the late 1970s, a
system of financial capitalism has emerged in which companies are viewed as assets to be
bought and sold and vehicles for maximizing profits through financial strategies. These
financial strategies include trading, buying and selling companies or divisions of companies,
selling off assets, using debt for tax advantages, or share price manipulation—strategies for
making profits without regard to the effects on organizational productivity, quality,
innovation, employment, or long-term competitiveness. Efforts to measure the extent of
financialization that has occurred have focused on the growing size of the financial sector and
the proportion of profits in the economy that are due to financial activities. For example, the
financial sector has captured a growing share of corporate profits in both the United States
and Europe—growing from 25.7 percent to 43 percent in the United States between 1973 and
2005 (Palley 2007, p. 36), and from 21 percent to 36 percent of EU-15 countries between
1970 and 2005 (Watt and Galgoczi 2009, p. 192).

Krippner (2011)provides two different estimates of the relationship between the financial and
nonfinancial sectors: one based on the profit ratio and the other on cash flow. She argues that
pure profit measures overstate the growth of the financial sector relative to the nonfinancial
sector while cash flow measures (which include depreciation allowances) do the opposite.
Her analysis of these two measures brackets the range of possible change.1 She finds that
both measures remained relatively stable in the 1950s and 1960s and increased modestly in
the 1970s (with the ratio of profits at a somewhat higher level). Both increased sharply in the
1980s, declined somewhat in the early 1990s, and then surged in the late 1990s. By 2001, the
ratios (depending on which one is used) were three to five times higher than in the 1950s and
1960s (Krippner 2011, p. 40). A second measure of financialization examines nonfinancial
firms alone and estimates the relative proportion of revenue that comes from financial
activities compared to productive activities. Krippner measures financial activities in
nonfinancial firms as the ratio of portfolio income (dividends, capital gains, interest
payments) to corporate cash flow. She finds that this ratio remained stable in the 1950s and
1960s at less than 10 percent; rose to approximately 20 percent by 1980 and 40 percent by
1989, before falling off and then stabilizing in 2000 at about 40 percent (2011, p. 36).
Another measure—the ratio of net acquisition of financial assets to tangible assets in
nonfinancial firms—also supports the idea of increased financialization, especially after
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1980. The ratio was relatively stable at 40 percent or less till 1980, when it rose dramatically
to about 100 percent in 2000 (2011, p. 39). These indicators provide substantial evidence that
a process of financialization is under way and that it particularly took off in the 1980s. The
process can be seen in both the growing dominance of the financial sector in the economy as
a whole and the growing importance of financial activities in nonfinancial firms. These
figures do not, however, capture the interaction between the financial and nonfinancial actors
in the real economy. At the organizational level, financialization entails the process by which
external financial actors—Wall Street analysts, investment banks, large investors and
shareholders—are able to influence or control the internal organizational strategies and
financial outcomes of nonfinancial firms. In this sense, the financial sector has become a
primary governance agent and organizer of the real economy. Central to this mode of
governance is the development of new financial instruments (e.g., junk bonds and
commercial mortgage—backed securities), and new financial intermediaries, such as hedge
funds and private equity funds that make capital highly mobile and available to quickly buy
and sell companies or their assets. Hence, the idea of a “market for corporate control”
emerged in the 1970s and 1980s (Lazonick 1992). If a company’s stock is undervalued
relative to its assets, it may be easily bought, reorganized, and the underperforming parts
resold, with the market the final arbiter of value.

The significance of capital mobility extends beyond the fact that companies are “bundles of
assets” that may be bought and sold. From a strategiC perspective, it also means that
companies no longer need to commit themselves to competing in any particular product
market. If the competition is too steep, they can get out. This resonates with Hirschman’s
(1970) classic theory of exit, voice, and loyalty. In his analysis, dissatisfied customers can
voice their discontent or exit. Dissatisfied workers can exercise voice through collective
action or find another job. In the current period, companies can exit product markets they
don’t like or that are too competitive. This differs from the past, when investments in plant
and equipment tied up capital in fixed investments, and managers had to figure out ways to
improve productivity, quality, and innovation in order to compete. Jack Welch developed this
approach as CEO of General Electric in the early 1980s. “If a business wasn’t first or second
in its industry or didn’t have a good chance of getting there, Welch unloaded it. This knocked
GE for a loop.” (Lowenstein 2004, p. 55). Lazonick (2009) has noted a related
phenomenon—financial models of firms lead managers who want to avoid a takeover to
focus on stock price and use retained earnings for stock buybacks rather than investments in
R&D, innovation, and worker skills. In addition, the easy exit strategy provides another
reason why firms may reduce their commitment to invest in R&D for long-term growth and
development. Businesses following a financial business model may find it easier and more
profitable to exit a competitive product market than to invest in the kinds of innovations
needed to compete effectively in a tough global economy.

Once capital investments are viewed as relatively liquid, rather than fixed assets, employees
also become disposable. The idea of labor as a quasi-fixed asset (Oi 1962), or human capital
as valuable and firm specific (Becker 1964) becomes obsolete as well. Labor returns to its
status as a variable cost to be minimized. Because firms increasingly make profits from
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financial activities, and their success depends less on productive activities, their welfare is
less intertwined with the welfare of employees. The decoupling of this relationship, due to
the high mobility of capital, unravels the incentives that management traditionally had for
investing in labor skills and engaging in productive labor-management relations.

INSTITUTIONAL CHANGE AND THE EMERGENCE OF FINANCIAL CAPITALISM A
series of institutional changes occurred in the United States from the 1950s on that
dismantled the system of managerial capitalism that had emerged over the prior 50 years and
allowed a new system of financial capitalism to emerge. Those changes were both regulatory
and organizational: Legal changes altered the external environment in which firms operated,
and internal organizational shifts wrought new approaches to corporate decision making.

The Decline of Managerial Capitalism The system of managerial capitalism depended on the
market stability created by securities laws, put in place during the New Deal, which limited
speculative behavior. The structure of decision-making and successful growth of large
corporations depended on the separation of ownership and managerial control, which had
emerged as an effective model in the railroad industry in the 1920s (Chandler 1954). Because
ownership shares were widely dispersed, shareholders had little influence over decision
making—a division that Berle and Means (1932) and more recently agency theorists (Jensen
and Meckling 1976) decried as allowing managers to ignore the interests of shareholders.
Business historians, however, have shown how this separation of ownership and control
enabled managers to direct the accumulation of capital and use retained earnings for
investments in technology, machinery, skills, and R&D, or for the strategic acquisition of
other companies. Corporations hired and internally trained and developed professional
managers and experts to develop new products and processes, enhance corporate growth, and
expand market share. Managers were loyal to the organization and were motivated to
improve firm performance because human resource practices, or internal labor markets,
provided opportunities for promotion, income growth, status, and long organizational careers.
In the process, they created large-scale production facilities and mass distribution of goods
and services to a growing middle class. Shareholders profited from a steady stream of
dividends (Chandler 1977; Lazonick 1992), and workers benefited from rising wages that
supported the growth of mass consumption (Palley 2007). This argument is not meant to
paint the managerial business model as ideal, as large corporations faced their share of
opportunistic managers and labor-management conflict. In the postwar period, however,
employers largely abided by labor laws, if grudgingly, and union contracts linked wage
growth to productivity growth, fueling demand for mass-produced goods. Large nonunion
corporations imitated the employment practices of union firms to avoid unionization
(Kochan, Katz, and McKersie 1986). Relative prices tracked productivity gains, falling in
industries where productivity rose (Appelbaum and Schettkat 1995). As a result, employees
and consumers shared in the gains from productivity growth (Chandler 1990; Davis 2009;
Lazonick 1992). At the same time, primary service industries such as banking,
telecommunications, airlines, transportation, health care, and education were highly
regulated, producing wide distribution of basic services; service labor markets were mainly
local and shielded from broader competition. The dismantling of managerial capitalism began
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with the rise of the diversified conglomerate in the 1950s and lasted through 1970s. The
diversified conglomerate as a business model grew in response to Congressional passage of
the 1950 Celler-Kefauver Act—an antitrust law designed to limit corporate monopolies that
occurred when companies bought out their competitors (horizontal mergers and acquisitions),
suppliers, or customers (vertical integration). Corporations responded to the Celler-Kefauver
law by diversifying into unrelated businesses, leading to the emergence of very large
conglomerates that controlled companies’ portfolios. The development of portfolio theory in
the context of financial assets justified this development, but it undermined the managerial
model in several ways. Managerial opportunism was easier in these sprawling organizations,
and financial performance did decline. Measures of product-specific divisional performance
gave way to managing by the numbers (Lazonick 1992, p. 177), and financial numbers were
the ones that were comparable across radically different lines of business. Moreover, the
frequent buying and selling of companies created a new norm of viewing companies as assets
to be bought and sold. These developments undermined the power of line managers to make
strategic decisions and build productive organizations while shifting power to chief financial
officers (CFOs) who could manage the numbers (Fligstein 1990; Hayes and Abernathy
1980).

Emergence of a New Financial Business Model By the end of the 1970s, a decade of
recession and inflation, the rise of Japanese competitors, and poor performance made
conglomerates vulnerable to hostile takeover bids. While not all conglomerates were poor
performing, most were viewed as having excess cash on hand and poor corporate governance
practices that had allowed CEOs to be complacent and take advantage of perks and a
privileged lifestyle (Lowenstein 2004; pp. 6—7). For large corporations, the cash reserves kept
the cost of capital low for investing in new products and processes, but corporate raiders
sought to “disgorge the cash” (Jensen 1986, p. 323) and return it to shareholders. As
Lazonick articulates (1992, pp. 167-168), the conflict was over the control of retained
earnings: Strategic managers wanted a low dividend/earnings ratio in order to finance internal
investments, while shareholders wanted a high dividend/earnings ratio for higher returns. At
the same time, a series of regulatory changes freed up large pools of capital for investment in
the stock market and fueled the rise of pools of private capital available to new financial
intermediaries. This included pension legislation that for the first time allowed pension funds
and insurance companies to hold shares of stock and high risk bonds in their portfolios
(Employment Retirement Income Security Acts [ERISA] of 1974 and 1978). Based on
modern portfolio theory, ERISA and Labor Department regulations governing this act
substituted the “prudent investor rule” for the “prudent man mule.” Under ERISA, the
fiduciary must make a determination that the investment is prudent as part of the portfolio of
the pension plan, taking into consideration the diversification, liquidity, and projected return
of the portfolio. The fiduciary’s investment decisions in individual assets are evaluated not in
isolation but in the context of the portfolio as a whole (Federal Deposit Insurance
Corporation 2005). This enabled pension funds to invest in riskier assets. Similarly, Reagan-
era policies facilitated the mobility of capital and the break-up of conglomerates. The U.S.
Supreme Court overturned state antitakeover laws, which allowed corporate raiders more
opportunities (Jarrell 1983). The Federal Trade Commission made it easier to undertake
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horizontal mergers so laws no longer favored the acquisition of companies across diverse
industries. These changes also facilitated the rise of the market for corporate control—that is,
the market for external actors to buy enough shares of publicly traded stock to take control of
a corporation—which could occur through hostile takeovers or through “tender offers,” in
which investors bypassed the CEO and boards of directors and went directly to shareholders
to buy their stock at a higher-than-market price (Baker and Smith 1998, p. 18).

In addition, in 1982 Congress passed legislation allowing Savings and Loan banks (S&Ls) to
make commercial loans (the Garn-St. Germain Act of 1982). This opened the door for
investment in risky commercial activities, including junk bonds. High-risk bonds are rated by
credit rating agencies as below investment grade because they have a higher likelihood of
default (while yielding higher returns). They are more speculative in nature, and hence junk
bonds. These legislative and judicial changes led to the emergence of large pools of liquid
capital for junk bonds, which facilitated leveraged buyouts and the purchase of large blocks
of shares of publicly traded companies by corporate raiders. Leveraged buyouts (LBOs) were
used by investors to acquire companies using a small amount of their own capital and
borrowing the rest based on the assets of the acquired company, which were pledged as
collateral. With a debt to equity ratio of 80/20 or higher, target companies saddled with this
level of debt often experienced distress or went bankrupt.

The leading architect of the leveraged buyout model of the 80s was the firm of Kohlberg,
Kravis, and Roberts (KKR). With its purchase of the Houdaille Corporation in 1979, it
launched a model of financial engineering that became the dominant LBO model for the
decade (Anders 2002; Baker and Smith 1998). A Fortune 500 company with 7,700
employees, Houdaille had lots of cash on hand, little debt, and was undervalued in the stock
market. KKR put together a highly complex financial structure for the deal, which used very
little of KKR’s own capital and loaded the debt on Houdaille. Debt was critical to financial
gains because it disciplined managers; and the retained earnings and tax savings from the
increase in leverage and extensive use of tax arbitrage were used to service the debt (Baker
and Smith 1998, p. 65ff).

Within a few years, the KKR model of leveraged buyouts gained legitimacy, and more and
more investors and lenders participated. During the decade, almost half of all US public
corporations had a takeover attempt (Mitchell and Mulherin 1996). Twenty-nine percent
(144) of Fortune 500 firms in 1980 were subject to hostile takeovers in the following decade,
and 125 of the attempted takeovers were successful. Firms that were less likely to be takeover
targets had high market-to-book ratios, high debt, and more institutional ownership; while
companies with finance CEOs were more likely to be targets, and older companies were more
likely to be hostile targets (Davis and Stout 1992, pp. 624-625). At the same time,
acquisitions during the decade were primarily horizontal mergers. Among Fortune 500 firms,
the total level of diversification dropped by one-third between 1980 and 1990, and the level
of unrelated diversification dropped by 44 percent (Davis, Diekmann, and Tinsley 1994, pp.
554-561).
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While buyout firms provided the financial innovations, of particular importance was the
growth of institutional shareholders, who were active participants in buyout funds (Useem
1996). Their overall share of ownership in the stock market almost doubled—from under 30
percent to over 50 percent—between 1980 and 1996 (Gompers and Metrick 2001).
Donaldson (1994) argues that the rise of institutional shareholders was critical in shifting the
balance of power in the 1980s from corporate stakeholders to shareholders. In addition, the
junk bond market expanded during the decade, providing easy money for buyout targets. This
source of debt financing for acquisitions became increasingly common—a practice that soon
led to the rash of bankruptcies by the late 1980s.

The model was further legitimated by academic theorists. Agency theory emerged as the
dominant theory that provided overarching justification for a shift to maximizing shareholder
value as the exclusive goal of the corporation and provided the rationale for leveraged
buyouts. In this view, the principal cause of the low profitability of firms was the principal-
agent problem. Opportunistic managers (the agents) with control over decision making were
able to make decisions that favored their own interests at the expense of shareholders (the
principals) because they were dispersed and unable to sufficiently monitor or control
managerial power (Jensen 1986; Jensen and Meckling 1976). When investment and other
spending decisions are financed out of retained earnings, managerial decisions are not subject
to a market test of whether they are, in fact, the best use of these funds. Managers, not
markets, allocate capital (see Lazonick and O’Sullivan 2000, pp. 13-35). Agency theory
argues that it is more appropriate for managers—especially those in mature firms in low-
growth industries—to return free cash flow to investors and shareholders through share buy-
backs and dividends and to use debt to finance new investment (Jensen and Meckling 1976).
This approach subjects investment projects to scrutiny by financial firms and to a market test
for efficiency (Kaufman and Englender 1993). Mature firms in particular are likely to have
accumulated assets that can be used as collateral when they borrow, and their high freecash
flow can repay the debt without creating financial distress. Moreover, the necessity to repay
debt keeps managers focused on maximizing shareholder value (Jensen 1986, pp. 59-75). To
curb managerial opportunism, agency theory suggested that shareholders needed to take a
more active role. Corporate raiders could do this by purchasing the undervalued stock of
companies. A small group of new owners could unseat the CEO and corporate board and
insist on selling nonprofitable divisions or changing the strategic direction of the company.
They could purchase companies through leveraged buyouts that loaded the companies with
debt, which then subjected managers to the discipline of the market. Managers would need to
use retained earnings to pay down the debt, and if they needed credit for investment, their
decisions about the use of funds would be subject to a market test.

Note that agency theory also provided justification for attacks on trade unions, which were
viewed as purely rent-seeking agents of workers and an obstacle to maximizing shareholder
returns. Apart from a handful of labor-management partnerships in some industries, corporate
attacks on unions and concessionary bargaining accelerated in the 1980s, encouraged by
Reagan’s firing of the Professional Air Traffic Controllers Organization in 1981. In addition,
new theories of compensation were a handmaiden to agency theory. To make managers think
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and act like owners, one had to turn them into owners. Theories of pay-forl4 performance
and awarding of generous stock options emerged in the 1980s and became dominant in the
1990s as the preferred approach in economics and strategic human resource management
(Jensen and Murphy 1990).

Finally, while agency theory and compensation theory addressed the financial alignment of
shareholder and managerial interests, they did not deal with organizational strategy. The
theory of competitive advantage, advanced by strategic management scholars, provided a
rationale and set of guidelines for organizational restructuring that was consistent with
maximizing shareholder value. Prahalad and Hamel (1990) argue that firms could best
compete in global markets by focusing on their core competencies and eliminating other lines
of business. This was a direct attack on diversified conglomerates, many of which had
performed poorly in the 1970s and 1980s. By focusing resources and talent with laser-like
precision on a core business, undistracted by other product lines, companies could be best in
class. While the gist of the argument did not focus on maximizing shareholder value, it
nonetheless dovetailed nicely with agency theory: Selling off noncore—typically the less
profitable divisions—provided immediate cash flow to shareholders while also subjecting the
remaining core to more transparent shareholder scrutiny. The approach became justified in
strategic management as a theory of competitive advantage in response to globalization of
product markets. In sum, the interaction of changes in financial regulations, new forms of
financial engineering, the rise of institutional investors, and the theories of activist academics
led to the emergence of a new business model for the American corporation—one based far
more on financial strategies than productive ones. By the end of the decade, U.S.
corporations had restructured into substantially leaner, focused firms designed to deliver high
stock prices to shareholders.

Institutionalization of the Financial Model As companies acquired in leveraged buyouts and
saddled with high debt burdens filed for bankruptcy in record numbers by the early 1990s,
the leveraged buyout model of the 1980s itself was discredited and viewed as dead, but many
other trends continued. Despite the widespread fraud and bankruptcies of the period; for
example, U.S. regulators continued to deregulate banking in a series of laws that repealed the
Glass-Steagal Act of 1933—the law that separated commercial and investment banks in order
to reduce speculative behavior following the Great Depression. These actions culminated in
the 1999 Gramm-Leach-Bliley Act (GLBA), which allowed commercial banks, investment
banks, securities firms, and insurance companies to consolidate. This provided nonbank
financial institutions with access to insured deposits at commercial banks and dramatically
increased the pools of liquid capital available for trading and speculation. The financial
industry also created new complex financial instruments—commercial mortgage—backed
securities used to securitize the debt, collateralized debt obligations, credit default swaps, and
other derivatives—which were unregulated and became useful tools for financial engineering
in the 1990s and 2000s.

The successful financial strategies of the 1980s also continued or were modified in the 1990s
and became institutionalized. The junk bond market, for example, soon returned. The use of

67



junk bonds declined in the 1980s with the credit crunch, but returned to 1980s levels by the
late 1990s (Holmstrom and Kaplan 2001, p. 125). Large corporations incorporated market
discipline into their organizational practices through performance management and
compensation programs that linked managerial pay to the extent to which returns on capital
exceeded the cost of capital, thus focusing managerial attention on this cost. Board vigilance
increased, and institutional investors exerted more shareholder pressure, in part due to the
relaxation of SEC rules in 1992 that substantially reduced the cost to shareholders of
mounting proxy contests that challenge management teams (Holmstrom and Kaplan 2001, p.
132-134). Particularly important was the dramatic rise in use of stock options that tied CEOs
to Wall Street. Legitimized by their growing use in Silicon Valley and by Jensen and
Murphy’s influential article on executive pay in the Harvard Business Review, their use took
off after 1990 (Lowenstein 2004, pp. 17-19). Academic justification for stock option pay is
that it helped solve the principal-agent problem by aligning the interests of top management
and shareholders so that managers would make decisions to maximize corporate
performance. The logical flaw in the academic theory, however, is that unlike shareholders,
top managers did not invest their own money—there was no downside risk. In addition, the
only metric used to measure corporate performance was share price. Other indicators that
were important under managerial capitalism and are particularly important in tough global
markets—productivity, quality, innovation, market share, sustainability—were secondary.
Stock option pay did realign the interests of managers, from their commitment and loyalty to
organizational performance and sustainability to a commitment to managing share price to
maximize their personal wealth as shareholders (Lazonick 1992, p. 175).

Stock option pay, which began in the 1950s (Lazonick 1992, p. 172), stood at 20 percent of
CEO compensation in 1980, but 50 percent in 1994; this represented a tenfold increase in the
sensitivity of CEO pay to performance (Hall and Liebman 1998). This heightened sensitivity
to the creation of shareholder value led to the increased use of derivatives and a variety of
accounting and off-balance sheet practices designed to obscure the real financial volatility of
companies and manipulate earnings reports and share price—practices that in the extreme
were fraudulent and brought another round of scandals by early 2000s with the downfall of
global corporations such as Tyco, Global Crossing, Enron, WorldCom, and consulting firm
Arthur Anderson (Lowenstein 2004). The financial engineering of the bankrupt companies
threw thousands of people out of work while destroying their pensions as well. In sum, the
innovations by LBO investors in the 1980s became diffused throughout U.S. corporations in
the 1990s as they embraced shareholder value as the single most performance metric, leading
Steven Kaplan to write, “We are all Henry Kravis now” (1997). These innovations all
contributed to the increased mobility of capital to quickly move in and out of investments.
More generally, broader interest in the stock market as the single indicator of a strong
economy grew. By the mid-1990s, about half of Americans owned stock, in part due to the
spread of 401(k) retirement plans that were made possible through legislative changes in the
early 1990s. Reflecting these trends, the media’s coverage of the stock market also radically
increased, thus diffusing the discourse of shareholder capitalism throughout the economy
(Lowenstein 2004, pp. 22-24).
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GROWTH OF FINANCIALIZATION IN THE 2000S With the new round of financial
scandals in the early 2000s, Congress sought to reign in the worst excesses of earnings
manipulation and fraudulent accounting behavior with the passage of the Sarbanes-Oxley Act
in 2002. The law strengthened corporate governance rules, for example, by increasing the
responsibilities of audit committees of boards, requiring CEOs and CFOs to swear to the
accuracy of their financial statements, and prohibiting auditors from involvement in
consulting activities for their clients. The New York Stock Exchange also changed its rules to
require more independence of directors and subjecting stock-option plans to shareholder
votes (Lowenstein 2004, pp. 205-207). At the same time, however, despite the financial
scandals, dot.com bust, and the recession of 2001, the ongoing trend in financial
deregulation—designed to increase the mobility of capital—continued. Under the 2000
Commodity Futures Modernization Act, for example, Congress (at the request of the Clinton
administration) explicitly excluded from regulation complex financial instruments such as
derivatives and credit default swaps that lacked transparency and had been tools for
accounting fraud. And in 2004, the SEC allowed investment banks to hold even less capital in
reserve, thereby facilitating greater use of leverage in trading activities.

In the 2000s, the on-going effects of financial deregulation and liberalization on firm
behavior manifested themselves in two ways. First, many large corporations had become
adept at using a variety of financial strategies to make money and had reduced their
dependence on productive activities. Second, large pools of unregulated capital had emerged
in the form of hedge funds and private equity funds that allowed financial engineering and
the shareholder model to be taken to new levels. While these two examples have a number of
things in common in their use of financial strategies, they also are different in fundamental
ways. In particular, large corporations continue to rely on stock price manipulation to
maximize shareholder returns. By contrast, the private equity business strategy resuscitates
the LBO model of the 1980s by making extensive use of debt leveraged on the acquired
companies to buy out publicly traded companies and take them private (or using debt to buy
out independent companies and keep them private). Stock price strategies are irrelevant.
Rather, in the case of private equity, external investors intervene directly in the internal
operations of their portfolio firms and exercise a more direct form of shareholder activism
than that found in large publicly traded corporations. 19

Publicly Traded Firms: Downsizing, Outsourcing, Offshoring, and Stock Buybacks In the
2000s, publicly traded companies expanded their use of stock option pay for top
management, linking their personal interests more tightly to those of shareholders. An
important mechanism for stock price manipulation is the use of stock repurchases by
companies and top managers, which Lazonick (2011) describes as becoming “systemic and
massive” since the 1980s, when the Securities and Exchange Commission loosened the rules
on stock repurchases. Because so much of executive compensation comes from stock options,
top executives have a strong incentive to take steps to increase their company’s stock price,
and stock buybacks provide an easy tool to do so. Lazonick examines stock buybacks in the
292 companies of the S&P 500 that existed in both 1981 and 2007. In 1981, stock buybacks
represented 3.6 percent of corporate net income in this sample of companies, while in 2007
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they represented 89 percent (Lazonick 2011, p. 19). Stock buybacks, in turn, mean less
investment in innovation and job creation. Lazonick (2009) points to this mechanism as a
major force undermining the competitiveness of U.S. industry in a global economy in which
competitiveness depends on massive investment in R&D, process innovations, and
knowledge-intensive products and services. Importantly, he finds that the use of stock
buybacks, which had been concentrated in traditional large corporations in the 1990s, spread
to leading ICT corporations in the 2000s— those firms that have led the ICT revolution and
been the source of U.S. competiveness and innovation over the last two decades. In the
2000s, companies such as Microsoft, Cisco, Intel, Oracle, Texas Instruments, IBM, HP, and
Dell had stock repurchase payouts that exceeded their investments in R&D (p. 233).

Also notable among large publicly traded companies is the sharp rise in business strategies to
cut costs via downsizing, outsourcing, and offshoring as a strategy to boost stock prices. The
extent of downsizing, outsourcing, and offshoring in public corporations over the last three
decades has been well documented in the economics and labor relations literature. These
practices largely have been attributed to the deregulation and the globalization of product
markets, the intensification of competition, and the decline in the power of unions to
influence corporate restructuring and mitigate job loss. While these explanations are
important, the role of financialization in creating incentives for these practices has been less
explored. Financial approaches to business management are likely to exacerbate the use of
downsizing, outsourcing, and offshoring, or to make these practices the first, rather than the
last, resort for competing in global markets. In firms that focus on maximizing shareholder
value above all, selling off less profitable businesses is a quick source of improving profit
margins. The downsizing of existing operations via outsourcing and offshoring also provides
a quick fix for cutting costs and boosting quarterly profits.

How has the focus on shareholder value and core competencies affected management and
employment outcomes? Some recent research has documented the link between shareholder
maximization strategies and employment loss in major S&P 500 corporations in the 1980s—
2000s (Jung 2011). Using a continuous-time event history analysis of downsizing
announcements by 681 large, publicly held companies between 1984 and 2006, Jung argues
that firms, under pressure from powerful shareholder groups, have used downsizing as a
strategy to increase share price. Another analysis of 95 of the largest U.S. corporations
between 1996 and 2006 finds that those firms with finance-oriented CEOs and higher
dividends per share were more likely to announce layoffs than other firms. In addition,
corporations that announced more layoffs offered higher compensation to CEOs in
subsequent years (Shin 2010). These studies incorporate a series of controls for industry
market conditions and other measures of firm characteristics and performance. They are
suggestive, although it is somewhat difficult to separate the relative importance of
shareholder pressures from real pressures facing firms in costcompetitive markets.

A second effect is the growth in the proportion of jobs that have relatively low wages and

benefits. As large corporations have outsourced work to subcontractors, primarily as a way to
either cut costs or avoid union contracts, low-wage employment has moved up the
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occupational scale and the proportion of low-wage jobs in industries has grown. Empirical
research on inhouse versus outsourced establishments providing similar services, for
example, shows that the in-house call centers offer a significant wage premium over
outsourced centers, even after controlling for the level of skills and task complexity of the
work (Batt and Nohara 2009).

The vertical disintegration of firms and the growth of low-wage jobs in small subcontractors
are also associated with rising wage inequality. The core competency theory of management
suggests that firms should continue to refine a specialized division of labor, spread across
different types of firms and networks of organizations. The premium jobs that remain in
primary firms represent a much smaller share of jobs compared to a much larger pool of
lowpaid jobs in secondary firms and small independent organizations. Primary firms use
subcontractors to cut costs and put pressure on those firms to deliver low-cost inputs, which
in turn puts downward pressure on wages and benefits. Subcontractors also are less likely to
be unionized or have the resources to pay wages comparable to primary firms. Davis and
Cobb (2010) analyze time-series data from the United States since 1950 and from 53
countries around the world in 2006. They find that the higher the proportion of employment
concentrated in large firms, the lower the income inequality. In other words, as firms
vertically disintegrate, income inequality rises. Maximizing shareholder value along the lines
promoted by the core competency argument may also help explain what David Weil (2010)
has referred to as the “fissurization” of the labor market (2010, p. 20-22). Weil argues that
there has been an explosion in the use of franchise business models across many industries.
This provides another vehicle for primary firms to maintain control over operations while
shifting responsibility for labor and employment relations to franchisees, who typically offer
worse pay, benefits, and working conditions. Moreover, the use of multiple tiers of ownership
and subcontracting has created fragmented labor markets in which it is difficult or impossible
to trace who is legally liable for employment decisions and contracts.

Maximizing shareholder value via core competency strategies also undergirds the strategy of
offshoring work and the expansion of global value chains, according to the work of Milberg
and Winkler (2009). Based on an analysis of 35 manufacturing and service industries for the
1996-2008 period, they show that multinational corporations have raised profit margins by
offshoring work to lower-cost regions, which has allowed them to lower input prices and
even increase cost markups, leading to higher profit rates. This represents a shift in the
sources of profits—from domestic product markets to foreign input markets. During the same
period, both employment and the labor share of national income in the United States were
negatively associated with increased offshoring. This strategy also puts downward pressure
on the wages and conditions of employment of U.S. workers (Milberg and Winkler 2009).
Supporting the link between financialization and offshoring, Krippner (2011) finds that
between 1977 and 1999, the ratio of financial to nonfinancial profits earned abroad rose much
more sharply than did the same ratio for domestic profits. While the ratio of profits earned
abroad starts at a much lower level in 1997, it surpasses the ratio for domestic profits by the
mid23 1990s. She finds a similar trend for nonfinancial firms alone. Between 1977 and 1999,
the ratio of foreign-source portfolio income to cash flow rose sharply in the 1980s, leveled
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off in the early 1990s, and then skyrocketed by the end of the decade. By contrast the ratio of
domestic portfolio income to cash flow grew only modestly. By 1999, the ratio for foreign
income was twice the level as for domestic income, indicating a much stronger trend in
financialization for offshoring activities (Krippner 2011, p. 48).

Importantly, however, the increased profits that multinational corporations have made abroad
often have not been used to invest in productive enterprises at home. The U.S. tax code
allows corporations to defer taxes on corporate profits held abroad, which has led many
corporations to continue to hold those profits in foreign accounts rather than reinvest them at
home. In 2011, U.S. business corporations held an estimated $1.4 billion in offshore accounts
(Lazonick 2011, p. 28). In addition, when profits are repatriated, firms have often used these
higher profits to repurchase their own stock in order to boost prices. This pattern has been
well documented by Lazonick, who refers to this type of financial business model as one of
creating . . . profits for the sake of higher stock prices rather than creating the high value-
added jobs that are the essence of a prosperous economy” (Lazonick 2011, p. 9).

New financial intermediaries: Private equity in the 2000s Private equity, which emerged as a
major source of unregulated, private investment in the late 1990s, represents another
approach to the financialization of firms. Its explosive growth in the 2000s took many by
surprise. By 2011, they managed roughly $1.3 trillion in funds and, with leverage, they
controlled an investment portfolio that is several times the base capital (Wharton Private
Equity 2011). According to one estimate, there are roughly 2,300 private equity firms in the
United States, with financial control over 14,200 U.S. companies that employ 8.1 million
people (Private Equity Growth Capital Council 2011) — a number slightly higher than the
number of union members in the entire U.S. private sector. Private equity organizes its funds
as separate business entities, and most of these funds as well as most hedge funds have
avoided regulatory oversight by the SEC because their small size has exempted them from
reporting requirements of national securities laws. This has allowed them, in contrast to
mutual funds for example, to engage in financial practices such as making use of substantial
leverage, selling securities short, and adopting performance-based fees that increase with
fund gains but do not necessarily decrease with losses. The funds operate with little
transparency (even to their investors) and without board oversight (Fruhan 2010, p. 10). As of
2012, however, funds with more than $150 million in assets are required to register with the
SEC and abide by basic reporting requirements in accordance with the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2011. Reporting requirements include basic
organizational and operational information on each fund managed by a private equity firm,
the size and ownership of each fund, nature of services, types of clients. employees, advisory
and nonadvisory activities, and potential conflicts of interest (Federal Register 2011;
PriceWaterhouseCoopers 2011). While the industry claims that these rules are overly
burdensome, it appears they will not alter their business model.

Private equity and hedge funds also benefit from U.S. tax laws, which define their earnings as

carried interest rather than performance-based pay. This allows their earnings to be taxed as
capital gains (currently at a 15 percent tax rate), rather than at the corporate or ordinary
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income rate (as high as 35 percent) (Fleischer 2008; GAO 2008, p. 72; Marples 2008). In
addition, most private equity and hedge funds register offshore in order to avoid other tax
requirements. They use the offshore fund for certain U.S. tax exempt investors and for non-
U.S investors (Jickling and Marples 2007, p. 6). Finally, U.S. tax laws provide incentives to
use the leveraged buyout model because the interest on debt is subtracted from taxable
income, whereas retained earnings or dividends are taxable as profit. In the typical private
equity business model, the private equity firm (the general partner) raises capital for a fund
from large institutional investors or other wealthy individuals (the limited partners). The
private equity firms typically buy out target companies and take them (or keep them) private,
with the goal of improving financial performance and exiting the investment within five
years. Each fund is a separate legal entity, so that deals made by one fund do not affect the
firm’s other funds. Each deal also creates a separate legal entity and is constructed using high
leverage to purchase the company while using the assets of the company as collateral for debt
and obligating the acquired company—not the private equity firm or the fund that acquired
the company—to repay the debt. In a deal with 70 percent leverage, for example, most of the
remaining 30 percent would be put up by the limited partners, with the private equity partners
contributing a very small percentage (perhaps 2—3 percent of the equity). If a deal goes badly,
the partners will lose their equity in that particular deal, but neither the private equity firm nor
the investment fund is liable for any losses.

Private equity partners have two sources of pay. Traditionally they have collected a flat 2
percent annual management fee on all funds committed by the limited partners (20 percent of
committed funds over the 10-year life of the investment fund), whether or not the funds have
been invested.2 Limited partners must keep these funds in liquid assets, available for when
the private equity firm calls on them. The general partners in the fund also receive 20 percent
of all investment profits once a hurdle rate of return has been achieved. This pay-for-
performance 2 In the postcrisis period, large LPs have been able to negotiate over
management fees. It is not unusual for management fees to be set at 2 percent of total
committed capital for the first 5 years and a lower percent in later years (Metrick and Yasuda
2009). model has little downside risk, as the private equity partners are not liable for losses
on investments that go sour; and while they put up a fraction of the at-risk equity in the deal,
they collect 20 percent of the profits.

The multiple fund structure of PE firms also creates unique incentives to maximize
shareholder returns over the entire set of portfolio companies in a fund and across funds,
rather than maximizing returns for any one company in particular. That is, if one or two deals
go poorly, they can be written off, given the number of other deals that the private equity firm
is managing. Each portfolio company is part of a larger numbers game. Thus, private equity
seeks to maximize overall returns to a fund’s investors across all of its investments over a
period of a few years, rather than maximizing the long-term competitiveness or sustainability
of any individual operating company in its portfolio.

When private equity firms buy a target company, they have a number of ways to make
money. First, they may improve operations by investing in new technologies or processes,
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expanding into new markets, closing less profitable establishments or divisions, or reducing
labor costs via downsizing or wage or benefit reductions. Second, between the time of
acquisition and exit, they may benefit from an increase in stock prices (due to operational
improvements or to a generally rising stock market, as occurred in the 2000s). These two
options are available to any firm.

Financial engineering strategies based on the use of very high leverage and aggressive tax
arbitrage are more unique to private equity firms. For example, a study of 153 private equity
buyouts between 1985 and 2006 showed that the private equity—owned firms had an average
net debt to enterprise value level of 67 percent, compared to 14 percent for comparable
publicly traded firms. Average net debt to EBITDA (earnings before interest, taxes,
depreciation, and amortization) was 5.4 percent in the buyouts and 1.1 percent in the public
firms (Axelson et al. 2007, cited in Strdmberg 2008, p. 7). Purchasing companies using high
leverage that is loaded on the acquired company allows private equity firms to make higher
returns while reducing their risk. Debt disciplines managers to cut costs and increase
revenues in order to service the debt. The interest on debt is also tax deductible, so that high
use of leverage lowers taxes substantially. Private equity firms also frequently take out
additional debt that is loaded on the company, in the form of high risk junk bonds, and pay
themselves and their investors dividends (referred to as dividend recapitalizations) or by
dipping into the company’s cash flow. Private equity firms also can profit from selling off the
real estate and other assets of the acquired company without regard to the effect of such
actions on the long-term viability of the portfolio company.

The extensive use of debt magnifies returns when private equity successfully exits an
investment, but it also raises the risk of financial distress or bankruptcy for the portfolio
company that must service the debt. Asset stripping and the payment of dividends also make
portfolio companies more vulnerable to failure. Thus, these financial strategies often
undermine the long-term viability of the portfolio company.

How is this model different from past models in its effects on management and workers?
First, because ownership is concentrated, private equity owners typically drive corporate
strategy and decisions. Because the company is loaded with debt, managers are under intense
pressure to produce high returns and cut costs. In the parlance of agency theory, managers are
disciplined by the market: their time horizons are shorter, and they have significantly less
discretion to use resources to invest in or manage their relations with labor, suppliers, or
customers. Managers, who know their business and competitors well, may understand that
these short-term measures undermine the capacity for innovation and longer-term
competitiveness, as well as relationships with employees, suppliers, and customers, but their
power to influence decisions has shrunk. Moreover, private equity provides incentives to
managers to focus on short-term returns through a form of pay-for-performance: by providing
them with an opportunity to share generously in the upside returns if the private equity firm is
able to exit the investment successfully.
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In these circumstances, the strategies of new owners who are not familiar with the business
may undermine implicit relations of trust (intentionally or unintentionally) upon which
enterprises depend for long-term survival. The management literature has shown that trust-
based relations, within and across organizations, are needed to achieve sustainable
competitive advantage (Appelbaum, Gittell, and Leana 2008; Gittell, Seidner, and Wimbush
2010; Heckscher and Adler 2005). A case in point is the private equity leveraged buyout of
Mervyn’s department store by a private equity consortium led by Sun Capital in 2004. The
chain depended on a decades-long relationship with a creditor in order to ensure regular
shipments of merchandise from suppliers. When the new PE private equity owners took
charge, they were unwilling to back the same relationship terms, and the creditor refused to
front the necessary cash to suppliers. Mervyn’s could not sufficiently replenish merchandise
and sales plummeted (Appelbaum, Batt, and Clark forthcoming).

Second, these intense cost pressures also often lead to heightened job loss. Two
comprehensive studies of the impact of private equity on employment find that overall job
loss in private equity —owned firms was higher than in comparable publicly traded firms
(Davis et al. 2008, 2011). A 2008 study examines 5,000 U.S. firms and 300,000
establishments to examine employment growth in target firms and establishments acquired by
PE relative to employment growth in carefully matched controls in 1980-2006. The study
finds that gross job creation was equal in private equity—owned establishments and
comparable non-private equity-owned establishments, but gross job destruction was much
higher in the former, particularly in retail trade, services, and FIRE (finance, insurance, and
real estate). On average, the two-year cumulative employment difference was 6.7 percent
lower in private equity—owned establishments. This is offset somewhat by higher growth of
jobs in private equity—owned greenfield sites (Davis et al. 2008). The second study, using the
same data set but a smaller subset of firms and establishments, also finds greater job loss at
private equity—owned establishments compared to the non-private equity-owned control
group: 3 percent more after two years and 6 percent over five years. At the firm level,
however, the researchers argue that the effects were smaller because PE-owned firms were
more likely to open greenfield sites. However, as their results show, the effects of greenfield
plants on employment in private equity— owned firms was relatively small. Rather, the
private equity—owned firms gained jobs by acquiring other establishments (Davis et al. 2008,
2011). These jobs, of course, were not created by private equity and do not represent net new
jobs in the economy. In sum, even the more positive study still finds substantially greater job
loss (or slower job gains) in private equity— owned companies than in comparable non-
private equity-owned public companies.

A third important difference between private equity—owned companies and comparable
publicly traded companies is their higher risk of financial distress and bankruptcy. For
example, a worldwide study comparing private equity—owned firms and comparable publicly
traded firms between January 1970 and June 2007, prior to the global financial crisis, finds
that the former had twice the level of bankruptcy rates as the latter—1.2 percent annually
versus 0.6 percent (Stromberg 2008). Since 2007, when firms faced the economic recession,
bankruptcy rates have been much higher. For example, one study of highly leveraged firms
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(half of which were owned by private equity), finds particularly high rates for 2007-2010,
when the default rate for these firms increased to 25 percent (Hotchkiss, Smith, and
Strémberg 2011).

In recent years, bankruptcies of prominent private equity—owned firms include NewPage
Corporation (the largest bankruptcy in 2011); Simmons Mattress, Reader’s Digest, Friendly’s
Ice Cream; Fortunoff Jewelers in New York City; Sbarro; Harry & David; Archway and
Mother’s Cookie Company; Extended Stay Hotels; SSI Group, which operates Grandy’s and
Souper Salad restaurants; and Real Mex, which operates El Torito Restaurant and Chevys
Fresh Mex (Appelbaum and Batt 2012, p. 27-29). Some major retail chains were unable to
emerge from bankruptcy and were liquidated, including Linens ’n Things, Mervyn’s
department store chain, and Anchor Blue clothing stores. Among the businesses purchased by
private equity firm Bain Capital between 1984 and 1999, 22 percent either filed for
bankruptcy reorganization or were liquidated by the end of the eighth year (12 percent by the
end of the fifth year) following the investment (Maremont 2012). In addition, a large number
of LBOs from the 2005-2007 period have large debt loads that private equity has been able
to refinance, but their futures remain uncertain. Thousands of jobs have been lost in these
bankruptcies. In a number of these cases, private equity firms also have turned over pension
liabilities to the U.S. government—backed insurance program, Pension Benefits Guarantee
Corporation, when their portfolio firms entered bankruptcy. This strategy enables the
bankrupt company to offload its pension responsibilities, while retirees receive lower pension
payouts.

The risk of bankruptcy is enhanced by a frequently used private equity strategy of splitting
portfolio companies into two pieces: a property company, which owns the real estate and
other assets, and an operating company. Private equity typically sells the property company
and pockets the returns, guaranteeing its return on its initial investment regardless of how the
operating company performs, while requiring the operating company to pay rent for the real
estate it previously owned. In retail, store ownership has historically protected businesses
during downturns in the economy when cash flow falls. Returning to the Mervyn’s example,
after the private equity acquisition, the private equity owners immediately split the company
in two and, after holding the properties long enough to obtain a tax advantage, sold them off
to a real estate investment firm. Mervyn’s stores were required to pay high rents to lease back
the property— this in addition to the cost cutting strategies that had undermined employee
and supplier relations. These and other strategies undermined Mervyn’s capacity to compete,
and it a suffered a $64 million loss in 2007, before the onset of recession. This was less than
the $80 million annual increase in its rent payments following the LBO. Mervyn’s ended up
in bankruptcy in 2008, and 18,000 employees lost their jobs (Appelbaum, Batt, and Clark
forthcoming).

A fourth consideration is the effect of private equity on labor management relations and
collective bargaining. Here, the U.S. evidence is equivocal. There is little evidence that
American private equity owners are more hostile to labor unions than American corporations
more generally. There are examples of small and large private equity firms that have
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negotiated contracts in good faith with unions (Croft 2009) and others in which their
antiunion animus has led to serious labor law violations (Appelbaum and Batt 2012). A more
serious concern is that even when private equity firms have negotiated union contracts, their
overall business model is one of extracting wealth for shareholders and favors private equity
owners over employees; further, the risky use of leverage puts the overall sustainability of the
enterprise at risk. A good example is the 2007 private equity buyout of TXU, the Texas
utility company now known as Energy Future Holdings—the largest private equity buyout in
history—worth $48 billion at the time of acquisition. The private equity consortium launched
an inclusive stakeholder strategy (and a $17 million lobbying campaign) that brought
together Texas politicians and environmental groups who backed the deal on the promise of
the closure of coal-powered plants. It also negotiated a contract with the union (the
International Brotherhood of Electrical Workers), which ensured union recognition and no
job loss for three years (Beeferman 2009, Kosman 2009, pp. 10-11). Nonetheless, the
enterprise was in financial distress as of 2012 because its business strategy failed. As of
January 2012, it still held $17.8 billion of an original debt of some $40 billion. Credit default
swap traders were betting a 91 percent chance that the company would not meet its financial
obligations in the next three years (Childs and Johnsson 2012).

A final question is whether private equity funds fulfill their promise of paying higher returns
to their investors. This is important because, like the leveraged buyouts of the 1980s,
institutional investors, particularly large public pension funds, have played a critical role as
key investors. In 2007, for example, the top four investors in private equity funds were
CalPERS (California Public Employees’ Retirement System), CalSTERS (California State
Teachers’ Retirement System), PSERS (Pennsylvania Public School Employees’ Retirement
System), and the Washington State Investment Board (Private Equity Analyst 2008, cited in
Kaplan and Stromberg 2009). This involvement of workers’ capital in private equity
acquisitions has raised important dilemmas for these pension funds. While they invest in
private equity in order to boost returns for their retirees, they are faced with numerous
examples of private equity takeovers that have resulted in plant closings, layoffs of workers,
and antiunion campaigns in portfolio companies.

It is noteworthy then that the available evidence is equivocal on whether private equity firms
fulfill their promise of higher returns. Kaplan and Schoar (2005), for example, examine data
for the 1980 to 2001 period and find that on average returns to private equity funds, net of
fees and the carried interest collected by the private equity firm, were slightly less than those
of the S&P 500 index. They find that returns for funds whose performance places them in the
top quarter of funds outpaced the market for publicly traded companies but the majority did
not. The wide variability in the returns earned by these funds means that returns to limited
partners frequently underperform the broad stock market. Other studies have reached similar
conclusions (Higson 2010; Phalippou and Gottschalg 2009). More recently a New York
Times analysis of public pension funds finds that pension funds with a higher proportion of
investments in alternative funds (private equity, hedge funds, and real estate funds) had lower
returns than those with less risky investments. Those funds that had a third to over half of
their money in alternative investments paid almost four times more in management fees than
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did those funds that avoided these risky investments, and they had returns that were more
than a percentage point lower on average than returns of funds that avoided these investments
(Creswell 2012). Thus, the justification that private equity improves the retirement income
for middle-class Americans is questionable.

IMPLICATIONS FOR RESEARCH AND CONCLUSIONS Our analysis of the current
research has identified some of the implications of financialization for the management of
firms and the outcomes for employees and other stakeholders. The literature is suggestive of
the kinds of problems linked to financialization and of the regulatory reforms that may be
needed. But our theoretical and empirical understanding of financialization is at an early
stage, and many unanswered questions remain. Several questions need further investigation.
First, we need a better understanding of the various ways in which different financial
mechanisms extract wealth from firms. We have highlighted the role of stock options, stock
buybacks, aggressive tax avoidance strategies, high leverage, and asset stripping, but we need
a finer-grained analysis of these and other mechanisms and their contingencies. How do
differences in industry and market conditions alter the feasibility and payoffs to distinct
financial strategies? How do different national regulations and institutions affect the
feasibility of these strategies, the magnitude and distribution of wealth extraction, and other
outcomes?

Similarly, we need to disaggregate different types of financial ownership and financial
intermediaries. In this paper, we have compared examples from large publicly traded firms
and private equity. This is only a starting point. For example, how do the mechanisms for
value creation and extraction vary across different types of publicly traded companies and
across different types of financial intermediaries: private equity, hedge funds, venture capital
funds, and others? Or across companies in different market segments? How do they vary by
industry or sector, and do they lead to different rates of productivity growth, bankruptcy, or
profitability? Second, and related, what is the relative importance of financial and productive
sources of earnings in nonfinancial corporations, and how does this differ across distinct
types of firms, sectors, and regulatory contexts? How are the two interrelated? Answering
these questions requires an analysis of the ways in which financial processes are linked to
labor processes. How does the structure of financing and ownership affect management
decisions regarding business strategies, location of activities, and organizational
restructuring? How does it affect the organization of work, investment in employee skills and
development, and managerial discretion?

In this paper, we have largely portrayed financial and productive strategies for profit making
as producing zero-sum outcomes: Financial strategies that use retained earnings for stock
buybacks rather than productive investment or those that sell off assets for short-term gains
when those assets are needed for longer-term stability and growth. Of course, the outcomes
depend upon the strategy, the context, and the sets of incentives driving economic behavior.
Anecdotal evidence points to examples of private equity firms providing their portfolio firms
with capital for technology, process improvements, or market expansion, or to gain access to
financial expertise or economies of scale in purchasing or distribution. How widespread are
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these examples? Are they idiosyncratic and dependent upon the goodwill or ideological
commitment of individual actors? Are they more common in smaller firms with smaller debt
loads and with fewer assets that can be used as collateral? Or are they a response to a set of
structured incentives? We need much more research to understand the factors that encourage
productive investment behavior rather than financial engineering among new financial
intermediaries. Third, the theoretical explanations linking financial incentives and
management decisions are poorly understood. Much of the argument points to the change in
the alignment of incentive structures for top management so that their decisions respond to
their own self-interest as shareholders rather than as long-term stewards of the companies
they manage. But managers are subject to other external pressures as well. Under what
conditions do managers retain independent scope of action that allows for longer time
horizons or a consideration of broader stakeholder perspectives?

In the context of the sharp rise of pay-for-performance for managers, some research points to
a concomitant rise in the callousness of managers’ actions and behaviors—what Steve
Greenhouse (2008) refers to as “the big squeeze”—as it ripples through organizational
hierarchies. But is it possible to untangle the relative importance of simultaneous factors—
global competition, deregulation, deunionization, in addition to shareholder demands—which
have intensified pressure on cost-cutting and lean organizations. Recent research provides
some insights into this question. Desai, Brief, and George (2010), for example, draw on
psychological, sociological, and economic theories of power to argue that the rise in CEO
compensation leads to enhanced perceptions of power in organizations, which empirical
research has shown is associated with lower empathy and more likelihood of objectifying and
stereotyping others. Their data on 261 top U.S. corporations linked CEO compensation to the
Kinder, Lydenberg, Domini & Co. (KLD) Company Profile data (which rates the employee
relations policies of firms among other things). They find that the higher the compensation of
a company’s CEQO, the poorer, or “meaner,” the employee relations practices. The results of
their laboratory experiment were consistent with this interpretation. This type of research can
begin to unpack causal explanations.

Fourth, researchers in labor and employment relations need to address the question of
sustainability and broaden the range of stakeholders included in our analyses. In the examples
we have studied, suppliers, creditors, consumers, and homeowners have been adversely
affected by the risky behavior of private equity firms. How much leverage is too much for
sustainable enterprises? Under what conditions does financial capitalism create sustainable
enterprises and stable jobs? Which workers win or lose, and are there changes in the level of
inequality in wages and working conditions between more and less privileged or skilled
occupational groups? Are different groups of stakeholders affected differently? Do
consumers win or lose, and why?

Fifth, specific studies of the labor process in the financial industry itself are needed. Recent
examples include workplace ethnographies that explain the social and psychological
dynamics of investment banks and other financial services organizations that create perverse
incentives for employees (Ho 2009; Zaloom 2006). These provide deeper insights into how
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and why the financial industry has succeeded in creating the incentives that drive behavior
and decisions that affect the nonfinancial sector. In sum, recent research is advancing our
understanding of financial capitalism and the ways in which it changes the nature of
corporate governance and decision making, and in turn, management and employment
practices, and the sustainability of enterprises. Much more work is needed, however, to build
a solid theoretical foundation and provide the empirical evidence that will enable new
policies and institutions to be devised that can curb the worst excesses of financial
engineering and provide incentives for innovation and economic growth.

Title: The Financialization of the U.S. Economy has Produced Mechanisms That Lead
Toward Concentration — Interview with Gerald Berk

Author: Interview by ProMarket editors with Gerald Berk

From: ProMarket

Date: June 2, 2017
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The discourse on concentration, market power, and bigness in many U.S. industries has
increased dramatically in the last year. Do you believe that we have enough empirical
evidence to show that concentration is on the rise and having adverse effects on the

economy?

Yes, especially in banking and retail. In banking, a long process of consolidation and
intrasectoral integration since the crisis of the Savings and Loan industry in the 1980s and
1990s has produced a far more concentrated and inter-linked industry. This process was
deepened and extended by state sponsored mergers in the Long Term Capital and Subprime
crises through state-sponsored mergers and bailouts. While bailouts were a temporary fix,
they advanced concentration by giving the largest institutions advantages in borrowing and
lending.

Tight linkages between far-flung parts of the industry decreases safety as formerly local
crises tend to spread. And concentration tends to squeeze out small & local borrowers. In
retail, studies of Wal-Mart demonstrate widespread monopsony power, which often drives
down product quality and safety; while large on-line retailers, like Amazon, use predatory
pricing, deferred profits, and unequal access to financial markets to drive specialized
competitors to the wall. Like banking, concentration and predatory competition in retail tends
to drive down product standards, safety, and the quality of service. It also drives down labor
standards.

In your opinion, what are the main reasons for the rise in concentration?

While the proximate causes of concentration are economic motives for monopoly rents and
government deregulation (e.g., the suspension of antitrust), as an historical institutionalist
political scientist and economic sociologist, | see the deeper causes as ideational, cognitive
and coalitional. In response to the economic crisis of the 1970s, a coalition of academic
lawyers and economists, state officials, bankers, and managers rethought the relationship
between finance, competition and the state. Together, they produced a loosely coordinated,
yet common institutional project, which subordinated production to trade and finance.
Concentration, in that project, has served diverse purposes for the members of this coalition.
For government regulators, it provided a logic for American competitiveness. For retailers, it
has provided an instrument to take transactional rents. And for bankers, it has expanded
access to tradable assets, by creating what the sociologist Gerald Davis calls the “portfolio
society.”

Which industries should we be concerned with when we look at guestions of concentration?

Banking, retail, media, and high tech. |1 know less about the so-called “sharing economy”
sectors, like Uber and AirBnB, but these sectors appear to be using similar predatory tactics
to the ones that have resulted in concentration in other industries.
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Has consolidation in the financial industry played a role in concentration or antitrust issues in
the U.S.?

My answers to [questions] 1 and 2 begin to address this question, where | indicate that the
financialization of the U.S. economy has produced mechanisms that lead toward
concentration in finance and other sectors. However, financialization has had multiple and
often contradictory effects on concentration.

By shifting the logic of corporate management from production to finance, which is
documented so well by the work of H. Thomas Johnson, it made it possible to see all
corporate property as tradable assets. This meant both concentration and de-concentration of
American industry, as success was measured by the revenues generated by asset transactions
rather than sales of products and industrial firms turned their attention to financial
transactions and mergers and acquisitions instead of research and development.

The five largest internet and tech companies—Apple, Google, Amazon, Facebook, and
Microsoft—have outstanding market share in their markets. Are current antitrust policies and
theories able to deal with the potential problems that arise from the dominant positions of
these companies and the vast data they collect on users?

No. | believe that current policies overemphasize monopolization in single markets and do
little to get at the sorts of predatory tactics firms that firms can deploy by their simultaneous
presence in multiple markets.

Is there a connection between the growing inequality in the U.S. and concentration, dominant
firms, and winner-take-all markets?

Yes. There is a direct relationship between monopsony power in some labor markets and low
wages, under-employment, sporadic hours, poor working conditions, and anti-union activity.
Wal-Mart is the most obvious case, which has been documented by a number of studies. But
there is also an indirect mechanism between financialization, concentration, and inequality
that is currently being documented and analyzed by sociologists and political scientists.
Studies have begun to show that high income earners in concentrated sectors, like finance,
high tech, and retail, are far less likely to support transfer payments through government than
the rest of us. Increasingly, they work longer hours in lucrative, though precarious, jobs,
which lead them perceive the underemployed and working poor as fundamentally different
from themselves and less deserving.

President Trump has signaled before and after the election that he may block mergers and go
after certain dominant companies. What kind of antitrust policies should we expect from
him? Pro-business, pro-competition, or political antitrust?

Early signs show that antitrust policy under Trump will be more of the same—mostly hands
off of large scale mergers and acquisitions and little in the way of investigating or
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prosecuting structural power and predatory practices. Although this perspective has been cast
as pro-competitive, in my view, it’s anything but.

That said, Trump’s style would predict political antitrust. That is, backroom threats of
antitrust prosecution will be one among many of the carrots and sticks the Trump
administration will use to negotiate highly visible business investments, which will be used to
augment the Trump “political brand.” It may be that a few highly visible antitrust cases will
be necessary in order to augment the power of the presidency in these negotiations by making
threats credible. This is not unlike the way Teddy Roosevelt used “trust busting.”

83
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Terwijl in het begin van de jaren *90 de meeste bankleningen naar het bedrijfsleven gingen en
een kleiner deel naar vastgoed- en financiéle markten, was de situatie in 2008 omgekeerd.
Onze economische groei en stabiliteit zouden gebaat zijn bij het terugdringen van deze
schuldverschuiving door te bevorderen dat krediet reéle investeringen financiert — denk aan
betere infrastructuur in het noorden van het land, of de transitie naar duurzame energie. Dat
betoogt Dirk Bezemer tijdens zijn oratie op dinsdag 14 maart. ‘Toepassing van Hyman
Minsky’s theorie over schuldverschuiving helpt ons de kwetsbaarheden van het Nederlandse
groeimodel te zien, zodat we er iets aan kunnen doen’, concludeert Bezemer in onderstaande

blog.

Het lijkt erop dat de Nederlandse economie in 2017 de crisis van 2008 en de langdurige
stagnatie die erop volgde eindelijk achter zich laat. Het consumentenvertrouwen én het
producentenvertrouwen zijn hoog, de bestedingen groeien, de werkloosheid daalt, de
investeringen stijgen, de bbp-groei ligt boven de 2 procent. Het CBS spreekt van een
hoogconjunctuur.

Maar het is wel een boom met vreemde kenmerken. De rente blijft ongewoon laag, de
bezettingsgraad in bedrijven neemt vooralsnog af. Nederland blijft in de top-3 van landen met
de hoogste huishoudschulden, zoals blijkt uit onderstaande figuur.

Hoe dit te duiden? Mijn onderzoek bouwt voort op het werk van de Amerikaanse econoom
Hyman Minsky (1919-1996). Hij beschreef hoe er naast de conjunctuurcyclus ook een veel
langere financi€le cyclus bestaat. Investeerders beginnen zo’n cyclus met veilige
investeringen, maar schuiven in de loop van de cyclus op naar steeds risicovoller
investeringen.

We kunnen deze theorie vertalen naar de verdeling van financiéle middelen in de economie.
Als maatstaf daarvoor keek ik naar de verdeling van bankkrediet. De verschuiving die
Minsky beschreef doet zich dan voor als een vermindering van leningen aan niet-financiéle
bedrijven, en een toename van bankleningen aan financiéle bedrijven en, vooral, van
eigenwoninghypotheken.

In Nederland is deze schuldverschuiving bijzonder groot geweest. Terwijl in het begin van de
jaren 90 nog de meeste bankleningen naar het bedrijfsleven gingen en een kleiner deel naar
vastgoed- en financiéle markten, was de situatie in 2008 omgekeerd, zoals te zien is in
onderstaande figuur.

Schuldverschuiving in Nederland van 1990 tot aan de crisis, bron: De Nederlandsche Bank

[]
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Nederland staat niet op zich. Met mijn onderzoeksteam hebben we over ruim 70 economieén
data verzameld. Het is opvallend dat schuldverschuiving in verreweg de meeste landen te
zien is. Dat sluit aan bij recente theorieén over een wereldwijde financiéle cyclus.

Wat zijn de gevolgen? De groei van leningen richting vastgoed-en financiéle markten
financiert geen productie en consumptie. Ondersteuning van de inkomensgroei blijft daardoor
achterwege. Groei van leningen richting vastgoed-en financiéle markten blaast vooral
bubbels op vermogensmarkten, en resulteert vooral in kapitaalinkomen voor de hogere
inkomens. Uit onze statistische analyse van de data blijkt dat schuldverschuiving daarom
leidt tot lagere inkomensgroei, grotere kwetsbaarheid voor schokken en een schevere
verdeling van inkomens.

Dat geldt ook Nederland. Na de crisis van 2008 bleek dat Nederland, na een kwart eeuw
schuldverschuiving, inderdaad erg gevoelig was geworden voor financiéle schokken. Banken
kwamen in nood, de economie stagneerde. Met de toename van inkomensongelijkheid viel
het gelukkig erg mee, dankzij onze welvaartsstaat.

Schuldverschuiving is ook nu nog geen verleden tijd. De verdeling van bankkrediet is nooit
teruggeschoven naar niet-financiéle bedrijven, zoals de volgende figuur laat zien. Terwijl de
hypotheekverstrekking weer toeneemt, daalde de kredietverlening aan bedrijven de laatste
jaren.

Schuldverschuiving in Nederland sinds 2008, bron: De Nederlandsche Bank [...]

Passen we de logica van Minsky’s theorie toe op de Nederlandse situatie, dan moeten we
concluderen dat de huidige hoogconjunctuur wel eens fragiel zou kunnen zijn, met gevaar
van bubbels en instabiliteit. In een situatie van hoge schulden kan bij een schok het sentiment
snel omslaan. Dat is met name het geval als een schok de financieringsmogelijkheden zou
treffen.

Eén zo’n schok komt er vrijwel zeker aan. Rentes in de VS zullen gaan stijgen als de
overheid gaat investeren. Om kapitaaluitstroom te voorkomen zal Europa moeten volgen. Een
kleine renteverhoging kan in geval van hoge schulden een forse aanslag op cash flows zijn.
Zal dit het vertrouwen waarop de economie nu drijft niet aantasten?

Nu is Nederland een kleine open economie, waar de inkomensgroei voor een belangrijk deel
afhangt van buitenlandse groei, niet slechts van binnenlands vertrouwen. De globale groei is
echter zwak, alweer omdat ook internationaal de private schulden uitzonderlijk hoog zijn.
Instellingen zoals het IMF, de OESO en de Bank voor Internationale Betalingen hebben hier
de afgelopen jaren meerdere keren voor gewaarschuwd.

Onze economische groei en stabiliteit zouden gebaat zijn bij het terugdringen van
schuldverschuiving, door te bevorderen dat krediet reéle investeringen financiert — denk aan
betere infrastructuur in het noorden van het land, of de transitie naar duurzame energie. We
hebben kansen om duurzame groei te bevorderen en onze financiéle fragiliteit te
verminderen. De toepassing van Minsky’s theorie op schuldverschuiving helpt ons de
kwetsbaarheden van het Nederlandse groeimodel te zien, zodat we er iets aan kunnen doen.
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Over the past 30 years, financial markets became increasingly central to the daily activities of
households, corporations, and states. Families became enmeshed in financial markets as their
pensions and college savings were invested in mutual funds and their mortgages, auto loans,
credit card accounts, and college debt were turned into bonds and sold to global investors
(Krippner 2011). Corporations now asserted that they existed to create shareholder value and
adopted a host of structures and strategies to demonstrate their primary allegiance to their
shareholders (Fligstein & Shin 2007, Zuckerman 1999). After the bust-up takeover wave of
the 1980s, the bloated conglomerates that provided long-term employment and stable
retirement benefits were replaced by disaggregated corporate structures sanctioned by
financial markets through higher valuations (Davis 2013). States around the world also
adopted finance-friendly policies, from reducing capital controls and creating domestic stock
markets to rendering their central banks independent from political oversight (Polillo &
Guillen 2005)." This was financialization. Epstein (2005, p. 3) defines financialization as “the
increasing role of financial motives, financial markets, financial actors and financial
institutions in the operation of the domestic and international economies.” By this definition,
there can be little doubt that the past generation has witnessed financialization in the United
States and around the world. Owing to a combination of economic theory, information
technology, and a supportive turn in ideology, financial markets spread widely, both in
geographic space (the number of countries with a domestic stock market doubled after 1980;
Weber et al. 2009) and in social space (such as creating financial instruments based on life
insurance payoffs from the terminally ill; Quinn 2008).

This article reviews recent sociological research on financialization. As our article shows,
finan- cialization has implications for nearly every aspect of contemporary society, from
inequality and mobility to the conduct of war. No single article could cover all this territory.
We therefore focus on a central unifying theme, namely how and why financial markets have
spread and with what effect on central research domains in sociology. Countless topics
related to finance merit attention but are necessarily left out by this focus, e.g., the pricing of
life insurance for children, the spread of payday lenders, the role of technology in market
microstructure, or the economic valuation of slaves. We constrain our review primarily to
recent sociological work on the antecedents and effects of the spread of financial markets
since the 1970s.
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The argument that emerges from our review is that how finance is intermediated in an
economy—that is, how money is channeled from savers (investors) to borrowers
(households, companies, governments)—shapes social institutions in fundamental ways.
Households make dif- ferent choices about housing and education when mortgages and
student loans can be resold as securities rather than held by banks until they are paid off
(Davis 2009). Businesses funded pri- marily by financial markets, as in the United States,
look different from businesses funded by families or banks, as in Germany (Zysman 1984).
When they raise money exclusively through taxes and loans, states’ capacities look different
from when they raise funds on financial markets (Carruthers 1996). Financialization entails a
shift in which finance is intermediated by markets rather than banks and other institutions.
The displacement of financial institutions by financial markets creates qualitative shifts that
we are only beginning to understand.

We first present evidence on financialization and arguments about its causes. The spread of
financial markets was enabled by the confluence of supportive ideology and historical
circumstance, economic theories that allowed the creation of financial instruments, and
information technology that sped up their valuation. We then review how financialization
connects with central concerns in sociology. First, we examine the effect of the shareholder
value movement on corporations, finding that financial markets have favored disaggregation
of the corporation into dispersed supply chains.

Second, we survey the influence of financialization on inequality, culture, areas beyond
markets, and social change. In each case, financial markets have had a surprising and
pervasive influence. In the final section we argue that a fundamental feature of
financialization is a shift from financial institutions to financial markets. This shift accounts
for the unbalancing effect of financialization on different varieties of capitalism. We
speculate that underlying these diverse outcomes is a similar dynamic: information enables
markets that undermine institutions.

EVIDENCE FOR FINANCIALIZATION

Financialization describes a historical trend since the late twentieth century in which finance
and fnancial considerations became increasingly central to the workings of the economy. The
concept of financialization gained significance particularly because it marks a fundamental
discontinuity between the postwar economy, driven by industrial production and trade of
goods, and the current economy, focused mainly on financial indicators. Reflecting this
historical transition, Krippner (2005) defines financialization as “a pattern of accumulation in
which profits accrue primarily through financial channels rather than through trade and
commodity production” (p. 174).

Financialization of the economy is observable at three levels: industry, firm, and household.
At the industry level, the financial industry gained increasing prominence as the most
profitable, and arguably the most important, industry among all in the United States. The
financial sector’s share of GDP increased from 15% in 1960 to approximately 23% in 2001,
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surpassing manufacturing in the early 1990s. The percentage of corporate profits in the
financial industry increased from 20% in 1980 to 30% in early 1990s and to roughly 40% by
2000 (Krippner 2005). In the years leading up to the recent financial crisis, bank profits
reached a historic high (Tregenna 2009). This soaring profitability was reflected in employee
earnings. Kaplan & Rauh (2010) report that the top five hedge fund managers in 2004 earned
more than all the CEOs in the S&P 500 companies combined.

At the firm level, financialization manifests itself in the form of a stronger emphasis on
maximizing shareholder value and an increased engagement in financial activities by
nonfinancial corporations. The rise of the financial sector was accompanied by doctrines
arguing for shareholder primacy in corporate governance (Davis 2005, Fama & Jensen 1983).
An increasing emphasis on shareholder value was reflected in a shift of power from
traditional functions such as manufacturing and marketing to financial executives (Fligstein
1990, Zorn 2004). The change was also observed in the source of profits in nonfinancial
firms, as they derived a growing proportion of their overall income from financial sources by
financing the lease or purchase of their products. The proportion of portfolio income (i.e.,
corporate income from interest payments, dividends, and realized capital gains on
investments) relative to the entire corporate cash flows had been relatively stable until the
early 1970s and started to grow sharply since then through the years of financialization
(Krippner 2005).

Financialization is also evident at the household level. The proportion of financial assets
relative to total household assets grew significantly, and this trend was not confined to the
wealthy (Keister 2005). This growth was due primarily to the long-term shift from defined
benefit to defined contribution pensions, such as 401(k) plans (Hacker 2004), and soaring
household involvement in the stock market through direct share ownership or mutual funds
(Davis 2008). Increased household debt also played a major role (Hyman 2008). Owing to
greater access to credit by the general population, accompanied by stagnant income,
household consumption was increasingly maintained not by earnings but by accumulating
debts. The proportion of median household debt to income grew from 0.14 in 1983 to 0.61 in
2008, and the median debt service ratio (i.e., the percentage of income devoted to required
debt payment) increased from 5% in 1983 to 13% in 2007 (Dynan 2009).

ANTECEDENTS TO FINANCIALIZATION

Households, corporations, and states are increasingly connected to financial markets, which
them- selves are increasingly global. What accounts for the spread of financial markets?

Macro-Level Explanations for Financialization Scholars from diverse disciplines have
provided various explanations for how financialization came about at the level of the
economy. Three major explanations are given from political economy, economic sociology,
and political/historical sociology perspectives. The academic roots of financialization are
found in the early studies of political economists and Marxist theorists. They characterized
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financialization as the rentier class’s alternative regime of capital accumulation in the face of
stagnationist tendencies of mature industrial capitalism (Sweezy & Magdoff 1987).

Marxist theorists argued that advanced industrial capitalism has a natural tendency toward
stagnation because the absence of a wealth redistribution mechanism prevents market
demands from keeping up with the increased production capacity of oligopolistic
corporations. As the dwindling income of the general population could not afford the
growing supply of industrial production, the rentier class increasingly turned to financial
activities to maintain the existing rate of wealth accumulation. Therefore, financial capitalism
arose as a novel regime of accumulation alternative to industrial capitalism (Foster 2007).
Related to this, world-systems theorists connect this stage theory of capitalism to the history
of world hegemony and understand financialization as an effort to protect American
hegemony in the world polity (Arrighi 2010). These theorists argue that similar transitions to
finance happened in previous transitions, such as the final decades of Genoese, Dutch, and
British hegemony, when new hegemons arose to replace those in decline. Financialization in
this account is an indication of imminent decline for economic great powers.

Economic sociologists understand financialization as resulting from the confluence of diverse
factors, including macroeconomic conditions, regulatory changes, and technological
advances. In this perspective, financial domination over corporations was caused largely by
the emergence of a corporate takeover market, which in turn is a product of disappointing
corporate performance in the 1970s, deregulations of the financial industry by the Reagan
administration, and a series of financial innovations such as junk bonds (Davis 2005).
Through the active operation of a corporate takeover market, large conglomerates were
broken into leaner and more focused firms, and compensation for executives was tied more
closely to stock market performance. Along with this trend, corporate ownership became
increasingly concentrated in a handful of institutional investors, who encouraged corporations
to spin off inefficient parts, lay off employees, and engage in corporate restructuring, all in
the name of maximizing shareholder value (Useem 1996).

Last, political sociologists place more emphasis on the role of the state and explain the rise of
finance as an unintended consequence of political responses to the administrative crisis in the
1970s. At the end of postwar prosperity, the US government faced three types of crises, all of
which resulted from a mismatch between increasing demands by diverse social groups and
shrinking economic resources under government control: increasing tension and conflict
between social groups (social crisis), the structural gap between government spending and
revenue (fiscal crisis), and declining confidence in government (legitimacy crisis). Krippner
(2011) explains that the US government overcame these crises essentially by delegating
difficult decisions on prioritizing diverse social needs to the market mechanism and by
deregulating financial markets that created the (false) sense of resource abundance through
increased accessibility to credit and the influx of foreign capital. Through these moves, the
government “transformed the resource constraints of the 1970s into a new era of abundant
capital” (Krippner 2011, p. 22) and successfully resolved (or delayed) the crisis. However,
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these policy decisions created unintended but more serious consequences: explosive growth
of the financial sector and the transition to structurally unstable financial capitalism.

Micro-Level Explanations for Financialization A defining feature of financialization is a shift
in how capital is intermediated, or channeled, from savers to borrowers. Broadly, the shift
can be seen as one from financial institutions, such as banks, to financial markets. The shift
from institutions to markets was enabled by both theory and information technology. First,
conceptual developments in finance were central in changing market practices. Financial
economics developed a set of sophisticated mathematical tools for valuing financial assets,
from discounted cash flow analysis to the capital asset pricing model to the Black-Scholes
options pricing model. New tools allowed markets to develop for new kinds of financial
instruments. Performativity—the idea that theories guide practices in a way that leads them to
become true—is a recurring theme in finance (Callon 1998, MacKenzie et al. 2007).
MacKenzie & Millo (2003) document how the Black-Scholes options pricing model shifted
from being a clearly inaccurate description of pricing to a guide for trading that thereby
became true. Methodologies for assessing creditworthiness, from rating systems for small
businesses (Carruthers & Kim 2011) to the ratings for bonds issued by Moody’s, Standard
and Poor’s, and Fitch (Rona-Tas & Hiss 2010), become guides to behavior for those seeking
credit. All these in turn help enable tradability. These tools convey an image of impersonality
and precision and contrast with the personal touch (and potential for bias) of a human banker.

Second, equally important are technological changes that enabled rapid valuation of financial
assets. Discounted cash flow analysis is easier with a calculator than with a slide rule, easier
still with a computerized spreadsheet. The ability to gather, analyze, and share data rapidly,
combined with the elaboration of financial tools, made valuing financial assets more tractable
and therefore made trading on markets more plausible. Take a simple example: What is the
value of a pool of 1,000 viaticals, that is, the rights to the future payoffs of life insurance
contracts for 1,000 currently living individuals? Relevant information would include the
value of each policy’s payoff; the age, health history, and predicted life span of the insured,
the financial state of the insurer; the rate of inflation; and the Fed’s discount rate; among
other factors. Until fairly recently, it would have been difficult to imagine a bond based on
viaticals as a reasonable investment, because the information demands for valuation were far
too great. Now, owing to advanced information technology, viatical-backed bonds are
entirely plausible, if not commonplace yet (cf. Quinn 2008).

One of the most critical yet underappreciated enablers of financialization is securitization.
Securitization is the process of taking assets with cash flows, such as mortgages held by
banks, and turning them into tradable securities (bonds). A single mortgage is illiquid and its
payment is often unpredictable: The homeowner might lose his or her job due to a medical
emergency, or the homeowner might win the lottery and pay off the mortgage early, or the
neighborhood might be leveled by a tornado. But when bundled with hundreds of other
mortgages in other parts of the country, the payoff becomes more predictable, owing to the
law of large numbers, and suitable for being divided up into bonds, with different tranches
having different risk profiles.
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Mortgage-backed bonds are the most familiar form of securitization, but the same basic
process can be done with almost any kind of cash flow, including auto loans, college loans,
credit card debt, business receivables, insurance and lottery payoffs, veterans’ pensions,
property liens, and more. Quinn (2008) describes the origins of the viatical market, in which
investors purchase the life insurance payoffs of the terminally ill or elderly. Naturally, the
sooner the viator dies, the quicker (and thus more valuable) the payoff, creating some
potentially malign incentives. This can work both ways: In the United Kingdom, the
enhanced annuity provides better pension rates to retirees who have impaired health
conditions, including those who smoke, are overweight, or have high blood pressure, under
the assumption that those with impaired health condition will not live as long as their healthy
counterparts, therefore requiring fewer annuity payments (French & Kneale 2012).

Securitization may seem obscure or peripheral, but it represents a fundamental shift in how
finance is done. A loan represents a relationship between a bank (or other institution) and a
borrower. A traditional 30-year mortgage or business loan reflected a lasting mutual
commitment, and both banker and borrower had reasons to maintain that relationship for
mutual benefit (cf. Carruthers 1996). From the bank’s perspective, a loan is an asset. Selling
that asset through securitization fundamentally changes the relationship. From the borrower’s
perspective, the bank looks more like an underwriter than an ongoing partner. Securitization
thus shifts debt from a concrete relationship with an entity (a bank) to an abstract connection
to the financial markets. This shift became clear during the mortgage meltdown, when far-
flung buyers of asset-backed securities that were plummeting in value sought to locate the
borrowers on the other end, relying on the haphazard paperwork documenting their
ownership.

Commercial banks, traditionally the most powerful financial institutions, look very different
when their loans are merely temporarily illiquid assets intended to be resold on the market.
Commercial banks traditionally took in deposits (or issued bonds) and used the proceeds to
fund loans to borrowers. Their marble-pillared facades conveyed a sense of permanence and
security. But if the loan will be quickly resold, then the bank was little more than a one-time
intermediary. There is little functional difference between underwriting a bond issue (which
investment banks did) and issuing a loan that will be quickly resold and securitized (which is
what commercial banks came to do). In this sense, the wall between commercial banking and
investment banking erected by the Glass-Steagall Act had become largely moot. With
widespread securitization, the largest American commercial banks were transformed into
universal banks with substantial investment banking operations. Meanwhile, whether they
knew it or not, borrowers had become issuers on financial markets. Their debt was owned not
by the bank (or credit card issuer, or auto financer) that issued it, but by the market (Davis
2009).

The effects of financialization were most visible early on in changes in the strategies and
structures of corporations, particularly in the United States. As markets spread more broadly,
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so too did their influence on social dynamics. The next two sections review recent research
on each of these effects.

Corporate Governance and Strategy MSV [maximizing shareholder value] created a single-
objective yardstick for corporate performance that was visible to all. Manne (1965), a founder
of the law and economics movement, argued that share price provided a continuous measure
of management performance and that compensation tied to share price gaveexecutives a
direct incentive to maximize shareholder value. Moreover, widespread stock ownership by
the public and ubiquitous financial media meant that by the late 1990s firms were under
relentless pressure to deliver. The general public now relied on stock market returns to afford
college and retirement (Hacker 2006). [...]

Financialization and Inequality One area with which financialization was frequently
associated is increased economic inequality. Research has shown that the rise of finance
heightens income inequality because the increased payback from financial investment is not
reinvested in the firms for productive activities, causing stagnation of real wages and
increased indebtedness of wage earners (van der Zwan 2014). [..] Summarizing these findings
at the global level, Zalewski &Whalen (2010) report a weak but growing correlation between
the IMF financialization index and national income inequality (0.184 in 1995 to 0.254 in
2004).

Financialization and Culture The impact of financialization extends to the everyday life of
ordinary people, as participation in finance arguably reshapes the way people think about
their lives and the world around them. Financialization underwrites narratives and discourses
that emphasize individual responsibility, risk-taking, and the calculative nature of financial
management (Martin 2002). Our physical environment is filled with pervasive images and
texts of financialization, such as “advertising campaigns, money magazines, investment
manuals and financial literacy campaigns” (van der Zwan 2014, p. 112). This prevalent
“finance culture” creates an image of the individual as an “invest- ing subject” (Aitken 2007,
p. 13), who “insures himself against the risks of the life cycle through financial literacy and
self-discipline” (van der Zwan 2014, p. 113). For the investing subject, the uncertainty of the
future is not something to be feared but to be embraced, because financial theory posits that
only those who bear risks can achieve investment returns. Moving away from the security
provided by the postwar welfare schemes, ordinary American citizens are told to embrace
such instability as an opportunity to bear risk and be successful in the “ownership society”
(Davis 2010). [...] those at the bottom of the income distribution were forced to pursue
careers as “financially self-determinant professionals,” otherwise known as “precarious
workers” suffering from job insecurity (Chan 2013). Moreover, the flip side of the ownership
society was the return of debtor’s prisons not seen since the time of Charles Dickens. Stricter
enforcement of individual financial responsibility by the state is reflected in the recent spike
of arrest warrants to prosecute borrowers who fail to repay small debts, as low as $250
(Lebaron & Roberts 2012).
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Financialization Beyond Markets Along with the financialization of everyday life, financial
interest now extends to areas traditionally considered outside the market economy. For
example, financial markets and actors have become central to the production of urban spaces.
The proliferation of predatory equity (i.e., private equity’s extensive investment in affordable
rental housing) is shaping urban living conditions. [...] Financialization beyond markets
accelerated as financial practices such as securitization ex- tended to domains traditionally
considered to be outside of financial transactions. Financialization of local politics provides
one representative example. In the form of tax increment financing, the predicted increases in
property tax receipts to local governments are securitized to raise funds for urban
redevelopment, consequently leading to the financialization of urban politics, in which
economic development professionals exert an unprecedented influence on municipal
budgetary decisions (Pacewicz 2012). In the same vein, Chicago attracted billions of dollars
from global investors by bundling and selling future property tax income, but this also
subjected administrative decisions about urban redevelopment to the logic of investment and
speculative thinking, causing an oversupply of space and a property bubble in the city (Weber
2010). Even the notion of sustainability is becoming financialized by introducing devices
such as sustainability accounting, which integrates noneconomic factors such as social,
environmental, and ethical values into the realm of financial calculation (Hiss 2013).
Although these new tools enabled corporations to measure their noneconomic impacts, they
also led to the omission of key sustainability-related aspects that are difficult to objectively
measure and quantify—essentially, while water usage or greenhouse gas emission attracts
greater attention, complex social consequences of corporate actions on local communities are
more likely to be overlooked.

Meanwhile, a wave of bank mergers reduced the number of commercial banks dramatically,
and most large cities lost their major local bank to a handful of acquirers (particularly Bank
of America and JPMorgan Chase). As a result, the cities’ local power elite no longer had a
regular connecting point. Chu & Davis (2013) found that the interlock network had largely
collapsed by 2012, as boards shunned the well-connected directors they had previously
sought.

FINANCIAL MARKETS AND SOCIAL STRUCTURES

Our review thus far suggests that the implementation of financial markets can reshape social
institutions. Below we speculate on a theoretical account for how this happens, and how it
might vary cross-nationally.

Financial Markets and Economic Power A shift in financial intermediation from institutions
to markets has important implications for economic power. It is not simply a transfer from
Main Street to Wall Street, but a qualitative change in the nature of power relations. Indeed,
many features of contemporary financial markets have historical roots in the political
struggles between the monarchy and an increasingly empowered British Parliament in the
late seventeenth century. The Parliament’s eventual victory in this struggle limited the
discretion of the Crown, facilitated the development of an international credit market for
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state-building, and assured the strict enforcement of financial property rights, all of which
constituted the foundation of modern financial markets (North & Weingast 1989). Strong
financial markets resulted in constrained executive power and a particular framework of laws
for governing finance, features that endured for centuries (Carruthers 1996). [..] the
expansion of financial markets arguably transformed power relations in the broader economy
in a counterintuitive way: Rather than move power from one identifiable set of actors to
another, financial market expansion limited the concentration of power in the hands of any
discrete actor. In contrast to the conventional belief that financialization augmented the
influence of Wall Street and its international counterparts, the recent shift to the financial
markets may have ultimately weakened the significance of financial institutions, both
commercial and investment banks. One might hear that Wall Street has never been more
powerful and that bankers exercise a shadowy but pervasive influence on society. Yet in
2008, three of the five major independent investment banks in the United States (Bear
Stearns, Lehman Brothers, and Merrill Lynch) disappeared. The biggest insurance company
(AIG) along with the two biggest mortgage-funding companies (Fannie Mae and Freddie
Mac) were effectively seized by the state. The biggest thrift (Washington Mutual), along with
the two biggest freestanding mortgage issuers (Countrywide and New Century), went
bankrupt. It is a particularly cagey form of power that ends up with businesses being
liquidated or taken over by the government and their top ranks of executives fired. The
American case vividly illustrates this shift from institutions to markets. [..] Mizruchi (2013)
describes how this and other factors led to a fracturing of the American corporate elite.
Changing from a densely connected class able to act cohesively to influence state policy,
business executives in the United States had become increasingly hapless and incapable of
locating and acting on common interests, such as health care, taxes, investment in
infrastructure, and foreign policy. In a sense, a cohesive corporate elite was a casualty of the
shift from relationship- based businesses (such as commercial banking) to markets. Although
this is most evident in the United States, similar effects are observable around the world.

At the surface, financialization appears to be a power shift from industrial corporations to the
financial sector, but the deeper underlying trend may indicate a shift from social institutions
to markets as the dominant organizing principle of contemporary societies,

Varieties of capitalism [...] Research under the rubric of varieties of capitalism suggests that
national economies can be described in terms of a matrix of institutions (North 1990) that
shape the appearance of economic organizations (corporations, banks) and the prevalence of
different sectors. This matrix includes institutions that regulate product market competition,
labor markets, capital markets, education systems, and the provision of social welfare (cf.
Amable 2003, Hall & Soskice 2001). In industrialized economies, these institutions combine,
akin to an institutional terroir, to enable particular types of firms and industries to thrive. The
globalization of finance can shape the balance of institutions in an economy by tilting the cost
profile of using markets. But how this plays out depends crucially on existing institutions.
One ambitious effort to assess the influence of financial globalization on national economies
is Kogut’s (2012) collection The Small Worlds of Corporate Governance, which examines
networks of corporate boards and corporate ownership in two dozen countries in 1990 and
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2000. The study provided distinctive insights into how highly diverse economies responded
differently to financial expansion. The varieties-of-capitalism approach is not without its
critics. There is a hazard of devolving into neofunctionalism. Streeck (2011) points to the
danger of treating economic transitions as case studies of generic processes of institutional
change. But, without oversimplifying, this approach provides a useful starting point in
contemplating different trajectories of financialization at a national level.

CONCLUSION

Over the past 30 years financial markets have spread broadly across geographic and social
spaces. Stock markets have opened in dozens of new countries, changing the ways businesses
are structured and how they operate. In some countries, as in Israel, a new class of
entrepreneurs, enriched by IPOs and changing the culture of business and society, has
emerged (Drori et al. 2013). Public policies have become more accommodating to both
domestic and foreign investment. More types of assets, from student loans to lawsuit
settlements, have been securitized. Domains not normally considered assets were transformed
into tradable financial products, such as tax increment financing premised on predicted
increases in future property tax revenues (Pacewicz 2012). It seemed that almost any kind of
cash flow could be securitized and turned into a financial instrument. Our review suggests
that these processes introduce dynamics of financial markets into areas where they were
previously absent, and as a result can have pervasive social consequences. We have explained
several of these consequences, such as the transformation of the corporate sec- tor, increases
in inequality, and new means and targets of social movement activism. We have also outlined
some of the evidence on how financialization varies cross-nationally and how national
institutions interact with the incursions of financial markets. Along the way we have aimed to
summarize a unifying account. We have described how theory and technology enabled
trading: Information enables markets. We have also conveyed the many ways that financial
markets challenge long-standing institutions, such as banks and the notion of home
ownership: Markets undermine institutions. Nearly every domain of our social life, from
inequality and social mobility to local politics and urban planning to social movements and
state power, has been touched by financialization. This trend makes financial markets and the
logic of finance an increasingly influential force that shapes the future of our economy and
society. By offering a brief and occasionally speculative overview of this emerging force, we
intend to increase sociologists’ awareness of a fledgling but potentially significant shift in the
underlying mechanisms of the contemporary economy, and encourage a more expansive
sociological focus on the issue. We have just started to comprehend the nature of change, and
certainly, much work remains to be done.
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Author: Pierre de Lauzun

From: Les Echos

Date: June 8, 2017

10 ans apres le début de la crise et plusieurs vagues de réformes financieres, il est urgent
aujourd’hui d’évaluer les impacts sur 1’économie et la croissance des régulations mises en
place. Une tache de grande ampleur, mais indispensable pour s’assurer que ces réformes
prennent en charge les vrais risques et n’ont pas d’effets contreproductifs sur I’activité.

Un travail titanesque certes, compte tenu de la complexité et de I’ampleur des réformes
engagées depuis 2007 au niveau du G-20 et du Conseil de la stabilité financiére (CSF).
Reéformes concoctées au fil des ans dans des forums réunissant les autorités sectorielles,
ensuite entérinées par les politiques puis appliquées de maniére plus ou moins harmonisées
par les pays membres du G-20. Ces forums sont peu connus du public, mais essentiels dans
le dispositif, notamment le Comité de Béale qui réunit les banques centrales et régulateurs
bancaires, ’OICV (IOSCO en anglais) qui est 1’organisation mondiale des régulateurs des
marchés, ou le Conseil de stabilité financiére (CSF) qui les coiffe et prépare les G 20 etc.

Or, on le pressent, I’appétit des autorités internationales pour retoucher ces textes est faible :
outre qu’ils ont été difficilement négociés, leur déclinaison législative et leur mise en oeuvre
nationale ont été souvent sources de tension. De plus, les éléments matériels a recueillir pour
une telle évaluation nécessitent quantité d’expertises et des données souvent difficilement
disponibles, sans parler de la méthodologie.

Pourtant le besoin d’une telle évaluation est manifeste. Non seulement la plupart des
décisions et des calibrages ont été arrétés sans véritable mesure d’impact, mais la coherence
d’ensemble de I’approche est tout sauf démontrée. Ainsi, des décisions prudentielles lourdes
ont été prises conduisant a une réduction sensible de I’activité de teneur de marché des
banques, pour des raisons tenant exclusivement a la solidité de celles-ci (ce qui est en soi
Iégitime), mais sans évaluation de leur impact sur la liquidité du marché, notamment en cas
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de secousse. De méme la cohérence de ces mesures avec celles visant la sécurité des
opérations elles-mémes (appels de marges sur les dérivés) n’a pas été véritablement testée.
Ces exemples mettent en outre en lumiere un déséquilibre majeur dans le poids relatif des
autorités et conséquemment des points de vue qu’ils défendent. Force est de constater en effet
un certain effacement des autorités de marché (en 1’occurrence I’OICV) en regard de la
surpuissance désormais écrasante des banques centrales, notamment & travers le puissant
Comité de Bale, mas aussi indirectement par la puissance de leurs interventions directes. Le
tout relayé au niveau du CSF, qui regroupe certes superviseurs bancaires, régulateurs de
marchés et représentants des Trésors, mais ou les banques centrales dominent.

Dans la pratique donc, ce sont les régulateurs prudentiels qui déterminent le sens des
réformes. Au risque de donner la prépondérance au renforcement des établissements,
conduisant en outre a leur concentration, et cela au détriment de I’analyse de 1’interaction sur
le marché de ces mémes banques, des émetteurs et des investisseurs. Car le marché est un peu
le parent pauvre de la réflexion et de ’action régulatrice depuis 2008 (a I’exception notable
de I’impulsion donnée en faveur des chambres de compensation, mais la encore on reste dans
I’institutionnel).

C’est si vrai que l’on constate désormais une tendance des banques centrales a
progressivement s’occuper des marchés elles-mémes. A titre d’illustration, des codes de
conduite internationaux voient le jour sur des segments de marchés majeurs, le marché des
changes par exemple avec le Forex Global Code of Conduct, demain sans doute celui des
produits de taux ; mais c’est sous I’égide des banquiers centraux qu’ils se développent et
surtout ce sont eux qui leur conférent une portée internationale de fait contraignante.
Notamment en obligeant les établissements qui travaillent avec eux a respecter ces codes.
Mais cela ne saurait remplacer une réflexion spécifique au bon fonctionnement des marchés,
d’abord sur la liquidité certes, mais aussi sur les risques propres aux marchés, tenant aux
emballements possibles, ou a la nocivité de certains produits et pratiques, avec
potentiellement des effets systémiques comme on I’a vu.

En principe ce devrait étre le role de I’OICV. Mais le format multilatéral et consensuel de
I’OICV, la surpuissance américaine en son sein, et ses faibles moyens ne se prétent guére a
des initiatives fortes ou a des études en profondeur, quand, dans le méme temps, les moyens
plus développés et le format plus resserré du Comité de Bale conferent aux banquiers
centraux une autorité et des pouvoirs autrement plus etendus. Pour se limiter a un seul
exemple, il y aurait pourtant bien besoin, de stress-tests de marchés, pour tenter notamment
d’évaluer leur résilience, de fagon analogue aux stress-tests pratiqués sur les banques.

En un mot, il est impératif que 1’appréhension spécifique des problématiques de marché ne
soit pas occultée. On I’a dit, ’approche prudentielle ne peut étre 1’unique perspective
lorsqu’il s’agit d’étudier les évolutions de marché.

Alors que la transcription nationale des réformes financiéres est en passe de s’achever, il est
grand temps, au niveau international, d’en prendre la pleine mesure, avec les moyens que cela
exige.
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Gerald Epstein is a professor of economics and a founding co-director of the Political
Economy Research Institute (PERI) at the University of Massachusetts-Amherst. He has
written extensively about U.S. and global finance and recently delivered the Distinguished
Faculty Lecture at UMass-Ambherst titled “When Big is Too Big: Do the Financial System’s
Social Benefits Justify Its Size?” In April, he sat down with Dollars & Sense co-editor
Alejandro Reuss to discuss major themes in his current research—the dramatic growth in the
financial sector, the transformation from regulated “boring” banking to deregulated “roaring”
banking, the ways the current system has ill-served the economy and society, and the need for
regulation of private finance and development of alternative financial institutions.

What should we be looking at as indicators that the financial sector has grown much larger in
this most recent era, compared to what it used to be?

There are a number of different indicators and dimensions to this. The size of the financial
sector itself is one dimension. If you look at the profit share of banks and other financial
institutions, you’ll see that in the early post-war period, up until the early 1980s, they took
down about 15% of all corporate profits in the United States. Just before the crisis, in 2006,
they took down 40% of all profits, which is pretty astonishing.

Another measure of size is total financial assets as a percentage of gross domestic product. If
you look at the postwar period, it’s pretty constant from 1945 to 1981, with the ratio of
financial assets to the size of the economy—of GDP—at about 4 to 1. But starting in 1981, it
started climbing. By 2007, total financial assets were ten times the size of GDP. If you look
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at almost any metric about the overall size of the financial sector—credit-to-GDP ratios,
debt-to-GDP ratios, etc.—you see this massive increase starting around 1981, going up to a
peak just before the financial crisis, in 2006.

Two more, related, dimensions are the sizes of the biggest financial firms and the
concentration of the industry. For example, the share of total securities-industry assets held
by the top five investment banks was 65% in 2007. The share of the total deposits held by the
top seven commercial banks went from roughly 20% in the early postwar period to over 50%.
If you look at derivatives trading, you find that the top five investment banks control about
97% of that. So there’s a massive concentration in the financial system, and that hasn’t
declined—in some ways, it’s gotten worse—since the financial crisis.

Could you describe the gualitative changes in financial institution behavior in this same era,
and the origins of these changes? When we hear that year 1981, we immediately think of
dereqgulation. Is it just deregulation, or is there more to it than that?

We can roughly think about two periods of banking and finance in the post-World War Il era.
Coming out of the Great Depression, when there was a lot of financial regulation, the Glass-
Steagall Act separated investment from commercial banking, there were rules governing the
issuing of complex and risky securities, rules for different kinds of financial institutions in
terms of what kinds of assets they could hold. Savings and loans could mostly focus on
housing, commercial banks primarily on business loans, investment banks couldn’t take
deposits and mostly engaged in underwriting and those kinds of activities. There were
interest-rate ceilings, high capital requirements, leverage requirements. During this period,
most of the activity of banks, commercial banks particularly, was in terms of taking in
deposits and making individual loans—business loans, mortgages, real-estate loans. Many
people call this the age of “boring banking.” It was also called the age of “3-6-3" banking—
bankers paid 3% interest, lent out at 6%, and got to the golf course by 3:00 in the afternoon.

Then starting in the late 1970s and early 1980s, their activities really changed, partly as a
result of financial deregulation, partly as a result of increased competition from other kinds of
financial institutions. Relatively unregulated banks could pay depositors higher interest rates,
could charge higher interest rates on their loans, and could engage in new kinds of financial
innovation—such as securitization, which is placing a bunch of loans into a bundle, such as
an asset-backed security or mortgage-backed security, and selling these things off. “Boring
banking” could no longer compete, so instead of engaging in one-to-one lending, they started
engaging in more activities with the capital markets—bundling up or securitizing loans,
selling them off, using derivatives to hedge risks but also to make bets. They kind of became
like hedge funds in the sense of doing a lot of trading, buying and selling a lot of derivatives,
engaging with the securities and capital markets. But they still had the government
guarantees like they were banks.

How does finance measure up, during this most recent era of derequlated finance, against the
key claims that are made about its socially constructive role?
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If you look at the textbook description of the positive roles that finance plays, basically it
comes down to six things: channel savings to productive investment, provide mechanisms for
households to save for retirement, help businesses and households reduce risk, provide stable
and flexible liquidity, provide an efficient payments mechanism, and come up with new
financial innovations, that will make it cheaper, simpler, and better to do all these other five
things. If you go through the way finance operated in the period of “roaring” banking, one
can raise questions about the productive role of banking in all of these dimensions.

Taking the first role, channeling finance to productive investment, in the early post-war
period, nonfinancial corporations on average got about 15-20% of their funding for
productive investment from outside sources, from banks and from the capital markets. For the
rest, they used retained earnings. In the latter period, after around 1980 or so, this was cut
more or less in half—to 7-10%. So finance didn’t really provide a huge percentage of funds
for nonfinancial corporate investment in the age of roaring banking. So you have this
paradoxical situation where the income going to finance grew significantly while the real
contribution to providing funding for investment went down. During the 1960s, finance got
about 40 cents for every dollar they gave to nonfinancial corporations for investment. By the
2000s, it was up to 66 cents.

What was finance doing instead? As Juan Montecino, Iren Levina, and | point out in a paper
we wrote, they started lending to each other, instead of to the real economy or nonfinancial
corporations. So we looked at intra-financial sector lending as a share of total lending from
1950 to 2010 and we found that, from 1950 up to around 1980 or so, they were only doing
about 10% of total lending to each other. Just before the crisis in 2008 or so, they were doing
almost 30% of all lending to each other. This lending to each other really was a way of
providing finance for derivatives trading and other kinds of betting, rather than financing real
investment.

The second role is providing mechanisms for households to save for retirement. There are a
lot of studies that show that banks didn’t do a very good job in the period of roaring banking.
Part of the problem is that the savings vehicles that finance provides for households come at a
very high cost. If you put your money in a mutual fund, say, with Fidelity or one of these
other companies, oftentimes the fees that you have to pay are very high, and the returns that
you get aren’t any better—sometimes worse—than if you put your money in a broad
portfolio of stocks, like the S&P 500 or something like that. There are a lot of studies that
show that the returns that you get from putting your money in these active funds is more than
2% less than if you just put it into a broad stock portfolio. Well, this 2% is going directly to
the company, to Fidelity and the people who work for them, so it’s a way that finance is
overcharging.

The way in which finance has failed in helping households save for retirement is even more

stark if you realize that, for most households in the United States, most of the wealth that
people have is in their homes. If you think about what the financial sector did to people’s
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savings in their houses in that period, it’s a pretty dismal record—especially for African-
American and Hispanic and other minority households, much more so than for white
households. Already, African Americans’ wealth is just a fraction of white wealth, and most
of their wealth was in their houses. The financial crisis of 2006-2007 pretty much wiped out a
large percentage of African-American wealth during this period. So clearly, roaring banking
didn’t do much to help households save for retirement.

The third role is to reduce risk. You just need to look at the kinds of financial products that
banks were selling under the guise of reducing risk—Ilike credit default swaps, mortgage-
backed securities, asset-backed securities, etc. These products lost enormous amounts of
value during the financial crisis, and would have lost almost all of their value if the
government hadn’t bailed them out. The financial sector was a source of enormous risk,
rather than a source of reducing risk.

The same can be easily said of the fourth function, providing stable and flexible liquidity. If
you look at the housing bubble and the tremendous run-up in asset prices provided by the
tremendous increase in liquidity from the financial sector—through asset-backed securities,
subprime lending, and so forth—you realize that it was not stable. It was actually what led to
the asset bubble and crash. So private banking does not provide stable or flexible liquidity. In
the end, in 2008, the Federal Reserve had to come in and provide enormous amounts of
liquidity to the system to keep it from melting down entirely.

For the fifth role, to provide an efficient payments mechanism, we see a similar kind of thing.
The only thing that kept the payments system operating after the financial crisis was the
enormous amounts of liquidity that the Federal Reserve flooded into the financial system.

Moreover, if anyone has ever tried to transfer money from one bank to another, or overseas,
you realize that our payments mechanism—even in normal times—is very inefficient. Banks
can hold onto your funds for two or three or four days before making them available to you,
when you try to transfer from one bank to another, just as a way of extracting more money
from households. Both in abnormal times and in normal times, the payments mechanism in
the period of roaring banking is very poor.

Finally, that brings us to banking innovations. Paul VVolcker famously told a group of bankers
in 2009 that the only financial innovation that he could see in the last 20 years that had been
at all efficient was the ATM. There’s no evidence that financial innovations have led to more
economic growth. Jim Crotty and | did a literature survey that showed that at the minimum
30-40% of financial innovations over the last 20 years or so are used at least to some extent,
if not largely, to evade regulations or to evade taxes—that is, to shift around pieces of the pie
from the public to the banks, rather than to increase the size of the pie.

In short, roaring banking has done a pretty dismal job of providing any of these functions that
the textbook case says finance should provide.
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Of course, bubbles burst and exacerbate the severity of downturns. One of the amazing things
about the aftermath of the recent crisis has been the apparent imperviousness of the financial
sector to serious reform—especially in contrast to the Great Crash of 1929 and the Great
Depression. How do you make sense of that?

You have to use a political economy approach to understand the sources of political support
for finance. | call these multilayered sources of support the “bankers’ club.”

The lead group in the bankers’ club is the bankers themselves, and the politicians that they’re
able to buy off with financial contributions and so forth. Their ability to do that, of course,
has become much greater with changes in the campaign finance reform laws and Citizens
United and so forth, so it makes it much easier for the banks to throw enormous amounts of
money at politicians and prevent significant reform. This is true for both parties, for the
Republicans and for the Democrats. We know how important finance was to Bill Clinton’s
political coalition in raising money. That’s been true for Democrats for many years, not just
Republicans.

The bankers have a lot of other support as well. Historically, the Federal Reserve has been
one of the main orchestrators of the bankers’ club. You can clearly see that in the role that
Timothy Geithner played—when he was at the New York Fed, and then after he became
Treasury Secretary under Obama—in fighting tooth-and-nail against any significant reform.
He was one of the main figures in the opposition to tough reform through the Dodd-Frank
Act. The Federal Reserve, through many mechanisms—the “revolving door” mechanism, the
fact that they regulate banks, and so on—is a very strong member of the bankers’ club.

A perhaps surprising group in the bankers’ club has been many economists, especially
academic economists who work on finance. Some of them take quite a bit of money from
financial firms as consulting fees or are on the boards of directors of financial firms. Jessica
Carrick-Hagenbarth and | studied this, looking at a group of 19 well-known academic
economists who were working with two groups, the Pew Charitable Trusts Financial Reform
Project and the Squam Lake Working Group on Financial Regulation, on financial reform
issues. And they were coming up with financial reforms that, while some of them were OK, a
lot really lacked teeth. We found that many of them, if not most of them, had some kind of
association with financial firms, but were not disclosing this when they would write their
academic papers speak on the radio or on TV or give testimony.

An important source of power of the bankers’ club is that bankers can threaten to fail if we
don’t bail them out. They can threaten to leave—to move to London, Frankfurt, Hong Kong,
or Shanghai—if we don’t give them what they want. So this threat is the ultimate “club” that
the bankers hold over our heads, and they use that all the time in the fight over financial
reform.

On top of that, there’s an important member of the bankers’ club that in the 1930s wasn’t a
member—nonfinancial corporations. This time around, if you look at the fight over Dodd-
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Frank, you find very little opposition to banks from other members of the capitalist class.
They were either silent or supported the banks. This is a big contrast to the 1930s when a lot
of industrial firms did not support the banks, and in fact joined with FDR on financial
regulation. Why is this? Why didn’t we see more opposition from other capitalists to what the
banks had done? After all, what the banks did led to this massive recession and hurt profits, at
least initially, created all sorts of problems for nonfinancial corporations—and yet they
supported the banks. Part of the answer may be that nonfinancial corporations have now
become financialized themselves. The CEOs of these corporations get a lot of their incomes
and wealth through stock options and other kinds of financial activities. Some nonfinancial
firms have large financial components themselves. GE, for example, is now spinning off its
financial subsidiary, GE Capital. But for many years it was getting quite a lot of income from
GE Capital. And it’s not just GE but also many other large nonfinancial corporations.

So there was a united front among the capitalists to oppose strong financial reform. Finance
had plenty of money to buy off politicians. And while there was strong and valiant effort on
the part of Americans for Financial Reform, Better Markets, some academic economists who
were opposing what the banks did, and important roles played by Elizabeth Warren and some
other senators—it just wasn’t enough, given this united front of capitalists, the money
machine, and the academic economists who were giving legitimacy to what the banks were
doing.

That brings us to the question of a reform agenda for now. We’ve heard a lot about the need
for re-reqgulation of finance, with an eye toward the restoration of the boring banking of the
1950s-1970s. The other question is whether the functions of finance require capitalist banks
at all, even within a capitalist economy. Could all the functions of finance be done better by
public and cooperative financial institutions, rather than private capitalist banks?

The way I’ve been thinking about it is that we need both—that they’re complements to each
other. Short of complete overthrow of capitalism, and having a totally socialist economy,
which is unlikely to happen in the immediate future, what I think we should argue for is both
re-regulation of private finance and a much stronger push for what I call “banks without
bankers.” We need to have re-regulation of private finance as long as it continues to exist, for
two reasons.

First, as we’ve seen—and as John Maynard Keynes and Hyman Minsky and others argued—
private finance can create a lot of problems if it’s not regulated. As Keynes put it, when
“enterprise is a bubble on a whirlpool of speculation,” we’re in big trouble. You have to bring
private finance under control so that it can’t continue to generate these massive bubbles and
then crashes, which create enormous problems for workers and for households all over the
world.

Second, as long as there’s private finance out there and the bankers are making enormous

profits and incomes, not only does that generate a worsening of the income distribution—it’s
an engine for inequality—it also makes it hard to have a stable and productive public
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financial sector. If you have public or cooperative banks, and you have people running those
institutions and they think of themselves as financiers or bankers, and they realize that they
could jump ship and work for the private financial sector and make five, ten, fifteen, twenty
times what they’re making in the public interest, this can be extremely tempting. Or it can get
them to reorient the activities that they engage in to make them more profitable and look
more like private banks. This is what happened to a number of public financial institutions
around the world in the run-in up to the financial crisis. The first financial institution that
really got into trouble, or one of the first, was a Landesbank, a regional provincial public
bank in Germany that was supposed to be making boring banking investments, but instead
was making roaring banking investments, because they wanted to keep up with the private
financial institutions.

You can’t let there be too big a gap between the activities and the incomes and pay between
the public sector and the private sector if the public sector is going to do the job it needs to
do. Of course, you can have a gap, and it can be somewhat large, but it can’t get as big as it
got in the 2000s. So for both of those reasons | do think that we do need to control private
finance.

But in order to break up the bankers’ club and to provide the real kind of finance that society
needs, we do need to promote more cooperative finance and public finance. How do you do
that? Well, there are a bunch of different ways. For example, there’s the State Bank of North
Dakota, and there are a number of organizations that are trying to promote state banks in
other states. I know there’s been an organization in Massachusetts, for example, that’s been
trying to do this. There are credit unions all over the country, so building the credit unions by
having a national credit union bank to support them. These are all things that should be done.

The government should stop subsidizing the “too big to fail” banks by bailing them out. This
lowers the cost of funds for these banks, allows them to grow larger and squeeze out
cooperative and other kinds of community banks. So the government should end too big to
fail as a way to make more room for these other kinds of public and cooperative banks. The
Federal Reserve could serve as a backstop for these types of banks, by agreeing to act as a
lender of last resort, to let them use their securities as collateral for borrowing. So there are
all different kinds of ways that the government could support the creation or expansion of
these sorts of institutions.

I think that’s necessary for us to get out of the trap that we’re in.
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Title: Financialization Has Turned the Global Economy Into a House of Cards. Interview
Gerald Epstein

Author: C. J. Polychroniou

From: Truth Out

Date: July 23, 2017

To rein in financial instability and other destructive financial practices, we not only must re-
regulate finance -- we must develop more public options in finance.

Contemporary capitalism revolves around neoliberalism, globalization and financialization,
with the latter being the dominant force in this triad. Yet, there is still confusion about the
nature and dynamics of financialization, including its impact on the economy. What is clear,
however, is that capitalism has become quite prone to regular and systemic crises under
financialization as the system now thrives ever increasingly on debt and quick profits. In this
interview, professor of economics and co-director of the Political Economy Research
Institute at the University of Massachusetts at Amherst, Gerald Epstein, a leading authority
on financialization, sheds light on finance capital and why it needs to be brought under
control.

Since the 1980s, the financial sector and its role have increased significantly, allowing us
thereby to speak of the financialization of the economy. In your view, what's the best way to
define financialization, and does it represent a distinct stage in the evolution of capitalism?
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"Financialization™ is the latest, and probably most widely used term by analysts trying to
"name” and understand the contemporary rise of finance and its powerful role. The term had
been developed long before the crisis of 2008 but, understandably, since the crisis hit, it has
become even more popular. This vast and rapidly expanding literature on financialization has
a number of important strands....

| have defined the term quite broadly and generally as: "The increasing role of financial
motives, financial markets, financial actors and financial institutions in the operation of the
domestic and international economies.” This definition focuses on financialization as a
process, and is quite agnostic on the issue of whether it constitutes a new mode of
accumulation or broadly characterizes an entire new phase of capitalism. Broad definitions
like mine have the advantage of incorporating many features, but have the disadvantage,
perhaps, of lacking specificity....

Another important debate is on the periodization of "financialization.” Is it only a recent
phenomenon -- say, important since the 1980s? Or does it go back at least 5,000 years, as
Malcolm Sawyer has suggested? If it goes back a long time, does it come in waves, perhaps
linked with broader waves of production, commerce and technology, or is it a relatively
independent process driven by government policy, such as the degree of financial regulation
or liberalization? [ltalian scholar of political economy and sociology Giovanni] Arrighi
famously argued that over the course of capitalist history, financialization tends to become a
dominant force when the productive economy is in decline, and when the dominant global
power (or "hegemon”) is in retreat. Think, for example, the early 20th century when Great
Britain was losing power relative to Germany and the US, and the UK economy was
stagnating. This was a period also of a great increase in financial speculation and instability.

In this way of thinking, financialization represents a new phase of capitalism, perhaps one
that signals a decline in the power of the hegemonic country, in this case, the United States.

| hesitate to make such a sweeping claim. | think it is clear that financialization is a highly
important phenomenon that is having big impacts on our economy. Does it define our epoch?
This is a crowded stage. Financialization can cause massive problems, but unlike climate
change, it is not likely to destroy the planet.

In saying this, does it mean that we can speak of the macroeconomics of financialization?
And if so, how does financialization impact on investment, consumption and distribution?

Yes. There has been important research on the macroeconomics of financialization. Eckhard
Hein and Til Van Treeck from Berlin, Tom Palley of the US and Engelbert Stockhammer
from the UK have been among the forerunners in this research area. These researchers
identify three key channels through which financialization can affect macro variables and
outcomes: 1) The objectives of firms and the restrictions that finance places on firm behavior;
2) New opportunities for households' wealth-based and debt-financed consumption; and 3)
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The distribution of income and wealth between capital and labor on the one hand, and
between management and workers on the other hand.

Financialization almost always increases inequality. In addition, it almost always leads to
financial instability and even crises.

The net effect of these factors can mean that financialization can lead to economic expansion
or stagnation, depending on the relative size of these factors. But it almost always increases
inequality. In addition, it almost always leads to financial instability and even crises.

Empirical work has looked at more specific impacts. Much of the macroeconomic literature
on financialization concerns the impact of financialization on crucial macroeconomic
outcomes, such as economic growth, investment, productivity growth, employment, stability
and income distribution. Stockhammer pioneered the theoretical analysis of the impact of
financialized manager motives on investment. He showed that finance-oriented management
might choose to undertake lower investment levels than managers with less financialized
orientations. [Lecturer in the department of economics at the University of Massachusetts at
Ambherst] Ozgiir Orhangazi used firm level data to study the impact of financialization on real
capital accumulation in the United States. He used data from a sample of non-financial
corporations from 1973 to 2003, and finds a negative relationship between real investment
and financialization.

[Assistant professor of economics at Middlebury College] Leila Davis provided further
evidence of negative impact of financialization on real investment. Her results are consistent
with the concerns expressed by heterodox analysts and others that financialization will tend
to reduce real investment.

Many chief financial officers are willing to sacrifice longer-term investments in research and
development in order to meet short-term earnings per share targets.

An increasing chorus of analysts have expressed concerns that "short-termism™ associated
with financialization may be coming at the expense of investments in human capital, research
and development, employment and productivity growth. In a set of surveys of corporate
managers, economists have shown that many chief financial officers are willing to sacrifice
longer-term investments in research and development and hold on to value employees in
order to meet short-term earnings per share targets. Other empirical studies show that
managers are willing to trade off investments and employment for stock repurchases that
allow them to meet earnings per share forecasts. [In their book Private Equity at Work: When
Wall Street Manages Main Street] Eileen Appelbaum and Rosemary Batt find in a survey of
econometric studies of private equity firms that especially large firms that use financial
engineering to extract value from target companies have a negative impact on investment,
employment, and research and development in these companies. In short, there is significant
empirical evidence that "short-termism"” and other aspects of financial orientation have
negative impacts on workers' well-being, productivity and longer-term growth.
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In the US, the top earners -- the 1% or even .01% -- get the bulk of their incomes from CEO
pay or from finance.

This raises the issue of the overall impact of financialization on income distribution. There
has been some empirical work to look at the impact of financialization on income and wealth
distribution. Descriptive analysis in the US indicates that the top earners -- the 1% or even
.01% of the income distribution -- get the bulk of their incomes from CEO pay or from
finance.

There has also been interesting research on the relationship between financialization and
economic growth. As the massive recession stemming from the great financial crisis makes
clear, there is no linear relationship between the size and complexity of financial markets and
economic growth. Several econometric studies have suggested an inverted U-shaped
relationship between the size of the financial sector and economic growth. A larger financial
sector raises the rate of economic growth up to a point, but when the financial sector gets too
large relative to the size of the economy, economic growth begins to decline. To the extent
that this relationship is true, economists are still searching for the explanation. One argument
is that as the financial sector increases in size, because of its relatively high pay levels, it
pulls talented and highly educated employees away from other sectors that might contribute
more to economic growth and productivity. As a university professor teaching economics
since the 1980s, I can verify that many of my undergraduate students had the dream of going
to work on Wall Street. Perhaps some of them could have contributed more elsewhere.

Adding up all these factors in the case of the United States, Juan Montecino and | estimated
that, at the margin, the US financial sector in its current configuration has had a net negative
on the US economy. We estimate that it has cost the US economy as much as $22 trillion
over a 30-year period.

Is financialization linked to globalization?

Yes, definitely. In fact, modern globalization has, as one of its key components, a massive
amount and increase in the level of financial transactions of all kinds. To take one stark
measure, according to the Bank for International Settlements (BIS), there were $5.1 trillion in
foreign exchange trades per day in 2016, compared with only $80 billion of trades in goods
and services per day. In short, there are more than $6 of foreign exchange trading for every
$1 of foreign trade. What's being done with all this foreign exchange trading? Presumably,
the buying and selling of foreign financial assets and liabilities -- much of this for
speculation. The interconnection -- financialization and globalization in this sense -- is so
intertwined that for years, mainstream economists and some policymakers have been
referring to the current era in financial economic relations as one of "financial globalization"
-- even before the term "financialization" became popular. Another clear sign of the global
nature of "financialization" comes from the international nature of financial crises in recent
decades -- the most recent one being the great financial crisis of 2008. In this case, European
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banks in particular were greatly implicated in the deals that led up to the crisis, and a number
of them are still paying the price.

But it is not just the international banks that are involved in global aspects of financialization.
Much of global investment by multinational corporations (MNCs) have highly financialized
components to them. The New School's William Milberg and his co-author, Deborah
Winkler, have written a terrific book called Outsourcing Economics that describes the
financial activities of MNCs. They argue that these financial activities can sometimes support
real investment that creates jobs and enhances productivity, but that much of it can also be
engaged in other, less productive activities, such as tax evasion through the purchasing of
financial assets or other financial dealings, and also various forms of financial speculation.
[For further information, see: "Financialization: There is Something Happening Here";
Citizens for Tax Justice; Nicholas Shaxson's Treasure Islands; Uncovering the Damage of
Offshore Banking and Tax Havens; and James Henry, who has written widely on global
aspects of the financial underground.]

There have been scores of financial crises from the late 1970s onwards, more than any other
time in the history of capitalism, with the financial crisis of 2008 having by far the most
destabilizing effects. What makes financialization such a destabilizing force?

Finance is inherently destabilizing because it is based on a promise about the future that can
be reneged on, or just plain miscalculated.

For centuries, finance and banking have been associated with financial crises, both domestic
and international. The late, great economic historian Charles Kindleberger wrote in his
famous book Manias, Panics and Crashes that international financial crises are a "hardy
perennial." Going back to the 16th century, Kindleberger estimated that a financial crisis
happened someplace in the world once every seven years on average.

Finance is inherently destabilizing because it is based on a promise about the future that can
be reneged on, or just plain miscalculated, since, as Keynes reminded us, the future is highly
uncertain. And finance can easily lead to a whole chain of fragile interconnections through
the economy which can come down like a house of cards. Now this would not matter much if
finance wasn't important to the operations of modern economies, but it is. And this is
especially true of "financialized economies" ... in financialized economies, finance has
become more and more central to the operations of the economy ... finance has insinuated
itself into almost every nook and cranny, and so, when something goes wrong, the
vulnerability can spread and wreak havoc. And | am not talking only about instability and
crises, but also about destructive aspects of the everyday operations of the economy.

Interestingly, economists Carmen Reinhart and Kenneth Rogoff showed in their book This
Time is Different: Eight Centuries of Financial Folly, this cycle was interrupted in the first 35
years or so after the Second World War, when there was virtually no financial crisis
anywhere in the world. Why was this the case? The reason was that private finance, and
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especially global private finance, played a relatively small role in the period 1945-1980. This
is because public finance was so important, because financial regulations were so stringent,
and also because private finance had crashed so badly in the 1930s and it took decades for it
to recover.

The financial deregulation pushed by the bankers and their allies in the decades following the
Second World War eventually succeeded, and for the last several decades, we have been back
in the world of the "hardy perennial™ financial crisis.

A certain segment of the left advocates a return to the era of industrial capitalism as a means
of countering the destructive effects of financialization. First, is this a realistic policy stance,
and second, is it one that should be embraced by those who identify with the vision of the left
for a more rational and humane socioeconomic order?

| think the impulse to bring finance under social control and reduce its role and destructive
economic and political behaviors is absolutely correct and must be accomplished if we are
going to make significant progress on reining in financial instability and other destructive
financial practices. To do this, we need to not only re-regulate finance, but also need to
develop and spread more public options in finance, what | have called "finance without
financiers" -- more "stakeholder financial institutions™ -- banks, savings institutions,
insurance providers that are controlled by stakeholders and not shareholders.

Now that doesn't necessarily mean that these set of financial initiatives ought to be
accompanied by more "industrial” activities as our salvation. This is a very complex question
that | cannot pretend to answer, especially in a short interview. But suffice it to point out the
obvious problem that we are faced with: an existential threat of climate change. This means
that our economic alternatives must confront this problem. As my colleague Robert Pollin
and his colleagues have shown, a significant push in the US and elsewhere toward the
production of renewable energy and energy conservation can have many corollary benefits,
including job creation and reduction in income inequality. It is these initiatives that a
reformed and revitalized finance can help to promote and that we should focus on, especially
in the US and other rich countries.

One final question: Before the next financial crisis erupts, as it will surely erupt, what signs
in the economy should we be looking for in order to predict it?

While it is true that no two financial crises are ever exactly the same, and that massive crises
like the one we had in the 1930s and then again in 2007-2008 are infrequent, there are,
nonetheless, a few common signs to watch out for.

First, massive increases in private debt in relation to the size of the economy. High levels and

large increases in "leverage," as this debt ratio is called, has been shown to be one clear sign
of financial vulnerability.
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Second, big asset bubbles, such as we saw in the housing market in 2004-2007, or that we
saw in the US stock market in the 1920s, or in tulips in Amsterdam in the 17th century --
these can be very dangerous because they are usually fed by massive increases in debt -- the
first point above -- which leads to dangerous interconnections and the building of a financial
house of cards.

Finally, complacency. The idea that "this time is different,” we have reached a "new age,"
such that bubbles and massive increases in private debt aren't dangerous this time because of
some new invention or strategy ... these self-delusional ideas are always present in the
buildup to crisis, and are always wrong.

Title: Don’t Forget Culture
Author: William Rhodes
From: Breaking Views
Date: July 18, 2017

The U.S. Treasury’s recent 147-page report, "A Financial System That Creates Economic
Opportunities,” details a rollback of many of the measures imposed to make banking safe and
sound after the financial crisis. The proposals include substantial weakening of the Dodd-
Frank financial-reform law. At the same time, White House appointments to several bank
regulatory agencies are likely to promote measures that result in reductions in bank
compliance costs, capital requirements and liquidity constraints.

Right now, consideration is also being given in the euro zone to ease regulatory requirements
on banks to promote more lending and add stimulus to the economy. And, in the UK,
measures are also likely to lighten the regulatory burdens to incentivize banks in the City to
stay in a post-Brexit Britain.

The moves toward a new era of relaxed regulation and supervision make it all the more

necessary that still greater attention be given to the important issues of banking culture and
conduct.
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It is a decade since the financial crisis started, and public confidence in the system remains
low because some large banks continue to behave improperly. A number of banks still put
short-term profit maximization ahead of serving their communities and customers.

The Group of 30, an international group of public- and private-sector financial leaders,
continues to monitor this situation, having published a major report two years ago that called
for far-reaching reforms. The G30 has now decided to launch a further review later this year
with the aim of publishing a new report in 2018. The G30’s report made comprehensive
reform recommendations, but implementation by a number of financial institutions has been
less than satisfactory.

The UK decision to prosecute former senior executives of Barclays over alleged wrongdoing
at the height of the financial crisis has again placed issues of banking integrity into the
headlines. But new cases of wrongdoing abound, from recent major settlements agreed by
Deutsche Bank to resolve misdeeds on both sides of the Atlantic, to the creation of fake
consumer retail accounts at Wells Fargo.

The financial costs are large. Boston Consulting Group has estimated that the banks have
paid $321 billion in fines since the financial crisis for all manner of violations, including $42
billion alone in 2016. And the cost is still rising in 2017, with RBS being ordered to pay $5.5
billion for miss-selling most recently. Investors should view cultural failure as material to the
profitability and long-term success and sustainability of the banks.

As the wrongdoing continues and the fines rise, so it seems at times as if some bankers
believe that the enormous settlements are just a cost of doing business. Bank employees and
board directors who take this view should be replaced.

| believe there are bankers who do not appreciate that cultural reform needs to be a
continuous process, not a single destination at which point they can announce "job done."
There are also some senior bankers who make the right integrity statements in public, but
their actions speak louder — especially when they appear to be more interested in their
compensation.

CEOs who constantly blame a few rogue employees every time another set of illegal or
unethical actions is exposed are sending the wrong message. They need to take responsibility
and place more importance on the culture and conduct of their institutions.

And one crucial area that needs to be addressed is whistle-blowing. Employees who see
abuse must be encouraged to believe that if they speak up they will be listened to, not
victimized. They must be confident that their actions are treated confidentially, rather than
fear management actions to unmask them. They can be a positive force for sound risk
management, but if they believe both that they will be ignored and that they have reason to
fear their supervisors, then, as happened at Wells Fargo, they will first inform the press or
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regulators. Only after the full scandal erupted did the Wells Fargo board acknowledge that
top management was to blame for the extensive wrongdoing that damaged customer trust in
the bank and, more generally, its overall reputation.

A corporation’s culture is a unique blend of tradition, history and values — it cannot be
imposed by laws and regulatory decrees. But regulators, by gathering experiences from many
firms, can provide insights and exchange information on best practices in this area with
boards of directors and senior managers — and they need to do more of this.

The new U.S. Treasury report for financial deregulation contains a section on the Consumer
Financial Protection Bureau that was established under Dodd-Frank and that took the lead in
the recent Wells Fargo case. The Treasury’s plans call for curbs on the CFPB’s powers, its
reach and its independence. But there is not a single mention in the report of the importance
of banking culture and conduct.

Having worked in a major bank for my entire professional career | understand why so many
bankers complain of regulatory overreach and are likely to welcome further deregulation.
However, if banks do not address the deficits in reputational management and conduct, then
there will be a future backlash — more regulation, more shareholder anger, and a further
public decline in public confidence.

Title: Deutsche Bundesbank Exposes the Lies of Mainstream Monetary Theory
Author: Bill Mitchell

From: Author’s personal blog

Date: April 26, 2017

On one side of the Atlantic, it seems that central bankers understand the way the monetary
system operates, while on the other side, central bankers are either not cognisant of how the
system really works or choose to publish fake knowledge as a means to leverage political
and/or ideological advantage. Yesterday, the Deutsche Bundesbank released their Monthly
Report April 2017, which carried an article — Die Rolle von Banken, Nichtbanken und
Zentralbank im Geldschopfungsprozess (The Role of Banks, Non-banks and the central bank
in the money-creation process). The article is only in German and provides an excellent
overview of the way the system operates. We can compare that to coverage of the same topic
by American central bankers, which choose to perpetuate the myths that students are taught
in mainstream macroeconomic and monetary textbooks.

Today’s blog will also help people who are struggling with the Modern Monetary Theory
(MMT) claim that a sovereign government is never revenue constrained because it is the
monopoly issuer of the currency and the fact that private bank’s create money through loans.
There is no contradiction. Remember that MMT prefers to concentrate on net financial assets
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in the currency of issue rather than ‘money’ because that focus allows the intrinsic nature of
the currency monopoly to be understood.

A succinct summary of the full article in the Deutsche Bundesbank’s Monthly Review can be
found here (again in German) — How money is generated (published April 25, 2017).

The full article begins by noting that during the GFC, the ECB and its national central bank
partners (in the Eurosystem) ran a very expansionary monetary policy which “caused a sharp
increase in the central bank assets of the (commercial) banks in the euro area”.

These assets are what we call bank reserves.

Please note the quotes begin and end where | have translated the German. For brevity, | will
typically not include the original German text.

But, “the annual growth rate of the money supply M3” (that is, broad money) has
“nevertheless remained at a moderate level over the last two years, which has rekindled the
interest in the links between the creation of central bank deposits and the growth of broader
money supply”.

In most university courses on banking, money and macroeconomics, students are taught what
| call fake knowledge (aka lies).

By way of summary:

1. The mainstream textbooks claim that the money multiplier transmits changes in the so-
called monetary base (the sum of bank reserves and currency at issue) into changes in the
money supply (M).

2. By controlling the monetary base, the central bank then is alleged to control the broader
money supply, via the money multiplier, which is a formula that depends on various
monetary parameters (required reserves, cash-to-deposit ratio etc).

3. The ‘money creation’ causality is alleged to be as follows: Say $100 is deposited in a bank
(which is constructed as a financial intermediary seeking deposits in order to loan them out),
which is required by the central bank to hold 10 per cent in reserves. The bank loans out $90
which is then deposited elsewhere and that deposit receiving bank then loans out 90 per cent
of that ($81) and so on.

4. The “important job” of the central bank (according to Mankiw’s textbook) “is to control
the quantity of money that is made available to the economy, called the money supply.
Decisions by policymakers concerning the money supply constitute monetary policy
(emphasis in original).

5. Mankiw claims the central bank maintains that control by conducting “open market
operations — the purchase and sale of ... government bonds” and can deprive banks of
deposits (reducing bank reserves) by selling bonds, which reduces the money supply and vice
versa.

6. The mainstream also believe that an increase in bank reserves is immediately translated
into a multiplied into a larger increase in the broad money supply because banks have more
‘money’ to loan out.
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7. It follows that the central bank is responsible for causing inflation because the mainstream
allege that inflation is the result of excessive growth in the money supply.
All of which is fake knowledge.

The Bundesbank clearly understand the false nature of the mainstream story as has the Bank
of England and some divisions of the Federal Reserve Bank in the US.

For example, please read:

1. The New York Federal Reserve Bank’s 2008 paper — Divorcing Money from Monetary
Policy.

2. The Bank of England’s 2015 working paper — Banks are not intermediaries of loanable
funds — and why this matters.

The Bundesbank article seeks to address the links (if any) between bank reserves and broad
money and also analysis the claims that banks (credit institutions) should cover 100 per cent
of their deposits with reserves, a populist proposal of late.

The Bundesbank start by noting that commercial banks create most of the broad money
supply via transactions with their customers.

They emphasise that when a credit worthy customer seeks a loan, the commercial bank
approval creates, with the stroke of a pen (or computer key) a deposit (a credit to a bank
account).

This is, of course, the familiar MMT statement: Loans create deposits.

Why that is important to understand (getting the causality right) is that it negates the
mainstream view of the bank as an intermediary who waits for customers to make deposits
before it loans them out again.
The Bundesbank establishes two important principles at the outset.
First:
Das widerlegt einen weitverbreiteten Irrtum, wonach die Bank im Augenblick der
Kreditvergabe nur als Intermediér auftritt, also Kredite lediglich mit Mitteln vergeben

kann, die sie zuvor als Einlage von anderen Kunden erhalten hat

Which means that the central bankers clearly understand that the commercial banks are not
intermediaries in the way depicted in the mainstream monetary theory.

Second:

Ebenso sind vorhandene (berschissige Zentralbankguthaben keine notwendige
Voraussetzung fiir die Kreditvergabe (und die Geldschopfung) einer Bank.

That existing reserves (excess or otherwise) are not a prerequisite for lending (and money
creation) by the commercial banks.
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That position was also supported by the Bank of England in the paper cited above. They said:
The currently dominant intermediation of loanable funds (ILF) model views banks as barter
institutions that intermediate deposits of pre-existing real loanable funds between depositors
and borrowers. The problem with this view is that, in the real world, there are no pre-existing
loanable funds, and ILF-type institutions do not exist.

They said:
. in the real world, there is no deposit multiplier mechanism that imposes
quantitative constraints on banks’ ability to create money in this fashion. The main
constraint is banks’ expectations concerning their profitability and solvency.

The BoE paper correctly noted that:
... banks technically face no limits to increasing the stocks of loans and deposits
instantaneously and discontinuously does not, of course, mean that they do not face
other limits to doing so. But the most important limit, especially during the boom
periods of financial cycles when all banks simultaneously decide to lend more, is their
own assessment of the implications of new lending for their profitability and
solvency.

Banks lend if they can make a margin given risk considerations. That is the real world. If they
are not lending it doesn’t mean they do not have ‘enough money’ (deposits). It means that
there are not enough credit-worthy customers lining up for loans.

Banks lend by creating deposits and then adjust their reserve positions later to deal with their
responsibilities within the payments system, knowing always that the central bank will supply
reserves to them collectively in the event of a system-wide shortage.

The Bundesbank notes that the money-creating capacity of the commercial banks is finite
(“Unendlich sind die Geldschopfungsmdglichkeiten der Geschiftsbanken allerdings nicht.”)
Why? Because there are regulutions (capital adequacy) and “not least by the profit
maximisation calculus of the bank’s themselves ... a bank needs to finance the created loans
despite its ability to create money, since it require central bank reserves to settle transactions
drawn on the deposits they create”.

How it finances the loans depends on relative costs of the different available sources. As
costs rise, the capacity to make loans declines.

The banks’ capacity to create money is also “is limited by the behavior of companies and
households, in particular by their credit demand and investment decisions” (“Die
Geldschopfungsmaglichkeiten des Bankensystems werden zudem durch das Verhalten von
Unternehmen und Haushalten begrenzt, insbesondere durch ihre Kreditnachfrage sowie ihre
Anlageentscheidungen.”).
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MMT adopts the endogenous money theory that is the hallmark of the Post Keynesian
approach, and, stands in stark contradistinction to the mainstream monetary theory of
exogenous money (that is, central bank control of the money supply).

The mainstream monetarist approach claims that the money supply will reflect the central
bank injection of high-powered (base) money and the preferences of private agents to hold
that money via the money multiplier. So the central bank is alleged to exploit this multiplier
(based on private portfolio preferences for cash and the reserve ratio of banks) and
manipulate its control over base money to control the money supply.

It has been demonstrated beyond doubt that there is no unique relationship of the sort
characterised by the erroneous money multiplier model in mainstream economics textbooks
between bank reserves and the “stock of money”.

When we talk about endogenous money we are referring to the outcomes that are arrived at
after market participants respond to their own market prospects and central bank policy
settings and make decisions about the liquid assets they will hold (deposits) and new liquid
assets they will seek (loans).

The essential idea is that the “money supply” in an “entrepreneurial economy” is demand-
determined — as the demand for credit expands so does the money supply. As credit is repaid
the money supply shrinks. These flows are going on all the time and the stock measure we
choose to call the money supply, say M3 is just an arbitrary reflection of the credit circuit.

So the supply of money is determined endogenously by the level of GDP, which means it is a
dynamic (rather than a static) concept.

Central banks clearly do not determine the volume of deposits held each day. These arise
from decisions by commercial banks to make loans.

The central bank can determine the price of “money” by setting the interest rate on bank
reserves. Further expanding the monetary base (bank reserves) as we have argued in recent
blogs — Building bank reserves will not expand credit and Building bank reserves is not
inflationary — does not lead to an expansion of credit.

The Bank of England paper is categorical:
The deposit multiplier (DM) model of banking suggests that the availability of central
bank high-powered money (reserves or cash) imposes another limit to rapid changes
in the size of bank balance sheets. In the deposit multiplier model, the creation of
additional broad monetary aggregates requires a prior injection of high-powered
money, because private banks can only create such aggregates by repeated re-lending
of the initial injection. This view is fundamentally mistaken. First, it ignores the fact
that central bank reserves cannot be lent to non-banks (and that cash is never lent
directly but only withdrawn against deposits that have first been created through
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lending). Second, and more importantly, it does not recognise that modern central
banks target interest rates, and are committed to supplying as many reserves (and
cash) as banks demand at that rate, in order to safeguard financial stability. The
quantity of reserves is therefore a consequence, not a cause, of lending and money
creation.

The Bundesbank article makes it clear that bank lending is not reserve-constrained.
Geldschopfung erfolgt zunédchst unabhéngig von bestehenden Zentralbank-guthaben
der Banken ... Geldschopfung zeigt im Besonderen, dass die Kreditvergabe
grundsatzlich ohne vorherige Zu tsse von Kundeneinlagen statt finden kann.

Or, “Money is first created independent of the banks’ existing bank balances ...” at the
central bank and that bank “lending can always take place without prior inflow of customer
deposits.”

The Bundesbank says that this insight:
Dies widerlegt einen weitverbreiteten Irrtum, wonach die Bank im Augenblick der
Kreditvergabe nur als Intermedidr auftritt, also Kredite lediglich mit Mitteln vergeben
kann, die sie zuvor als Einlage von anderen Kunden erhalten hat.

Or, this insight “rejects the widespread error” that sees the bank as a intermediary allocating
loans with funds “previously received as deposits from other customers”.

So the idea that building up central bank balances (reserves) will enable commercial banks to
expand loans is dismissed as lies as is the idea that the bank relies on deposits to make loans
— two central propositions of mainstream monetary theory that MMT has exposed in the past.
This also bears on the arguments early in the crisis that Quantitative Easing would help to
expand loans because it would expand bank reserves.

It also rejects the mainstream claim that bank reserves are loaned out.

Banks do not lend out reserves and a particular bank’s ability to expand its balance sheet by
lending is not constrained by the quantity of reserves it holds or any fractional reserve
requirements that might be imposed by the central bank.

Loans create deposits, which are then backed by reserves after the fact.

Building up reserves at the central bank does nothing to enhance the capacity of the
commercial banks to make loans, which is why there is no direct link between the central
bank balance sheet and the broad money supply measures.

Compare that to the narrative provided by the Federal Reserve Bank of Minneapolis in its

December 2015 issue of The Region, an in-house publication — Should We Worry About
Excess Reserves (December 17, 2015).
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| analysed that article in this blog, a few days after it was published — Central bank
propaganda from Minneapolis.

I concluded that the article suggested that the author hasn’t really been able to see beyond his
intermediate macroeconomics textbook and understand what is really been going on over the
last several years.

It was all about how the excess reserves in the US banking system were a time bomb because
the banks now had a massive extra capacity to make loans and this “greater liquidity is
associated with higher prices”.

The standard Monetarist lies.

The banks do not loan out reserves to retail customers. They shuffle them between
themselves to cover daily shortfalls in liquidity in order to ensure all the transactions are
settled (cheques do not bounce) but that is it.

The Bank of England also highlighted the:
. related misconception ... that banks can lend out their reserves ... Reserves can
only be lent between banks ... consumers do not have access ... [to central bank
reserve accounts].

This insight is also confirmed in an interesting article published in September 2008 by the
Federal Reserve Bank of New York in their Economic Policy Review entitled — Divorcing
money from monetary policy.

We learn that commercial banks require bank reserves for two main reasons. First, from time
to time, central banks will impose reserve requirements, which means that the bank has to
hold a certain non-zero volume of reserves at the central bank. Most nations only require the
banks to keep their reserves in the black on a daily basis.

Second, the FRNBY states that “reserve balances are used to make interbank payments; thus,
they serve as the final form of settlement for a vast array of transactions”.

There is daily uncertainty among banks surrounding the payments flows in and out as
cheques are presented and other transactions between banks are accounted for.

The banks can get funds from the other banks in the interbank market to cover any shortfalls,
but also will choose to hold some extra reserves just in case. If all else fails the central bank
maintains a role as lender of last resort, which means they will lend reserves on demand from
the commercial banks to facilitate the payments system.
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The Bank of England also concludes that the existence of new reserves, even if they are well
in excess of the banks’ requirements to operate an orderly clearing system, “do not, by
themselves ... change the incentives for the banks to create new broad money by lending”.

The question then is, why are students in our universities forced to learn material that has no
foundation in the system they are purporting to understand? The answer is that the
educational opportunity is replaced by a propaganda exercise to suit ideological agendas.

The other question is, why does a branch of the Federal Reserve Bank in America allow an
author to publish such misrepresentations of the way the banking system operates?

Finally, what about 100 per cent reserve regulations?
| have written about this in this blog — 100-percent reserve banking and state banks.

The Bundesbank paper notes the tension in the public debate where there are calls for a 100
per cent reserve system to be imposed as part of banking reform.

The claim is that by restricting the credit creation capacity of banks (the fractional reserve
system noted above), the banks would be more stable and there would be less chance of
crisis.

So if banks had to always have reserves equal to their loan book then stability would be
enhanced.

But the Bundeshank is as on to that nonsense as MMT is.

It emphasises that banks make loans which create deposits in response to demands from
credit worthy customers (borrowers).

So forcing banks to hold reserves equal to their loan book would have “little effect on the
banks’ credit facilities”.

The provision of bank reserves is not really a choice factor for the central bank unless it
desires to run a zero interest rate policy or is willing to pay interest on excess reserves.

So if the banks are making loans which then have to be backed by reserves, the central bank
has to ensure there is sufficient liquidity in the system to accompany that level of banking
activity or else lose control of its short-term policy interest rate.

The Bundesbank note that the only way to restrict credit creation is for:
In einem System der vollstdndigen Deckung von Sichteinlagen durch Zentralbankgeld
miussen vielmehr zusétzlich die institutionellen Voraussetzungen oder bestehende
Regulierungsvorschriften so geédndert werden, dass eine Geldschopfung durch
Geschaftsbanken de facto nicht mehr maéglich ist.
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Or, “the institutional requirements or existing regulatory regulations must be modified in
such a way that it is no longer possible to create money by commercial banks.”

Which would represent a major break on economic activity and largely undesirable
consequences.

There is a case (which we outline in our upcoming book) for the nationalisation of banks. But
to only allow banks to loan out deposits it has already gleaned is highly restrictive and would
certainly limit economic activity.

Conclusion

The Bundesbank article is worth reading (if you handle German okay). | have summarised its
main message which is becoming a common narrative from the more enlightened central
banks.

Unfortunately, there are still nonsensical claims coming out of some divisions of the central
bank in the US but they are becoming a minority.

But, still the classrooms continue to make these nonsensical misrepresentations of the way
the banking system operates, which only serve to condition students attitudes in favour of
poor and irresponsible macroeconomic policies, of the sort that have led to and prolonged the
crisis.

The academy is slow to change unfortunately.

Title: How Market Power Leads to Corporate Political Influence
Author: Asher Schechter

From: ProMarket

Date: July 12, 2017

Neoclassical economic theory assumes that firms have no power to influence the rules of
the game. A new paper by Luigi Zingales argues: This is true only in competitive
product markets. When firms have market power, they will seek and obtain political
influence and vice versa.
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In 2016, the advocacy group Global Justice Now published a report showing that 69 of the
world’s largest 100 economic entities are now corporations, not governments. With annual
revenues of $485.9 billion, Walmart topped all but nine countries. As the world’s
corporations continue to grow bigger and more profitable, so does the power and influence
they wield: multinational corporations employ vast armies of lobbyists, lawyers, and PR
people across borders and continents, and they have more than enough resources to capture
regulators and elected representatives the world over.

Yet, the prevailing economic definition views firms as merely “a nexus of contracts” with
“no power of fiat, no authority, no disciplinary action any different in the slightest degree
from ordinary market contracting between two people.” How is it possible to reconcile these
two views? A new paper by Luigi Zingales (Faculty Director of the Stigler Center and one of
the editors of this blog) tries to bridge this gap.

The Medici vicious circle

The neoclassical model of the firm, notes Zingales, is a reasonable description of firms
operating in highly competitive markets, where firms have little incentives and fewer
resources to distort the rules of the game. Little incentives because in a neoclassical
framework firms are relatively small, and thus the costs of these activities tend to exceed
their share of the benefits. Fewer resources, because a competitive market does not provide
firms with abnormal profits to spend in lobbying activities.

The opposite is true in concentrated markets, where firms enjoy sufficiently high profits to
spend in lobbying activity. Some market power is particularly important to gain political
influence when cash bribes are relatively rare, writes Zingales. In such an environment, firms
gain political power through promises of future benefits. Only if firms have significant
market power do they have rents to allocate. At the same time, firms’ promises of future rents
are credible only to the extent that firms are expected to be around in the future, a prospect
greatly enhanced by the existence of some barrier to entry in the markets in which they
operate. Thus, firms can gain political power only when they have significant market power.
If market power is needed to acquire political influence, political influence is needed to
protect market power. In fact, whenever prices are greater than marginal cost, the government
can intervene to appropriate part of the difference, without affecting the quantity of goods
produced. Consistently, writes Zingales, governments tend to expropriate firms only when
they enjoy rents due to the ownership of scarce natural resources (e.g., oil) or natural
monopolies (as the postal service was historically). In democratic regimes there is a political
justification to expropriate monopolistic firms: the government can claim that it does so to
redress market distortions. Thus, firms with market power fear expropriation the most, and
therefore they will try to control the government as a preemptive move, to avoid ending up
being owned by the government.

In sum, market concentration can easily lead to what Zingales refers to as the “Medici vicious
circle.” Named after the banking family that ruled Florence throughout the Italian
Renaissance, the Medici vicious circle can be summed up as: “money is used to gain political
power and political power is then used to make more money.”

A balance between state and private power
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Is it necessarily bad for firms to have political power? The more a state is predatory, the more
firms need political influence to prevent political expropriation, contends Zingales. But the
more political influence firms have, the more the state will meddle with the economy,
transforming itself from an impartial arbiter to an arbitrary dictator.

The ideal state of affairs, writes Zingales, would be a balance between the power of the state
and the power of firms. “A state that is too weak is unable to enforce property rights, and as a
result, firms will either resort to enforcing these rights by themselves (through private
violence) or collapse. If a state is too strong, rather than enforcing property rights it will be
tempted to expropriate from firms,” he argues. On the other hand, if firms are too powerful,
“they may end up shaping the definition of property rights and its enforcement in their own
interest and not in the interest of the public at large.” Finding a balance between the two
hinges on the existence of a strong, impartial administrative state and a competitive private
sector economy.

Perfect balance is unattainable, given the various tradeoffs involved with each approach,
writes Zingales, but there are countries that are relatively close to that ideal, like the Nordic
countries and the U.S. during the latter half of the 20th century. While the United States does
relatively well in international and historical comparisons, this result should not be taken for
granted.

The last two decades have seen a significant decline in competition across most sectors of the
U.S. economy. In conjunction with the rise in concentration, political engagement by
corporations has grown substantially. To mitigate the risks of the United States falling into a
Medici vicious circle, Zingales proposes several reforms, such as improvements in corporate
democracy, better rules against revolving doors, and more attention to the risk that
economists end up being captured by corporate interests.

A key policy tool would be a more aggressive enforcement of antitrust laws. “The size of
many corporations exceeds the modern state. As such, they run the risk of transforming
small- and even medium-sized states into modern versions of banana republics, while posing
economic and political risks even for the large high-income economies,” he writes.

Yet the single most important remedy, argues Zingales, may be raising public awareness. The
ultimate genius of democracy is to extract some crucial economic decisions from the hands of
vested interests and allocate them to the public at large. This transfer, however, does not
deliver the desired outcome if the public is not aware of the risks it faces.

Without public awareness of the risks that the U.S. political system is facing today, the
possibility of a Medici vicious circle looms large. By the time the Medicis’ rule ended, notes
Zingales, Florence had turned from one of Europe’s most industrialized and powerful cities
to a marginal province occupied by a foreign empire. “At least the Medici period left some
examples of great artistic beauty in Florence,” he remarks. “I am not sure that the market
capitalism of the 21st century will be able to do the same.”
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Title: European Union — More Integration is Still the Right Goal for Europe
Author: Karl Lamers and Wolfgang Schauble

From: Financial Times

Date: August 31, 2014

Ideally, Europe would be a political union. As such it would be best placed to meet the

challenges of the 21st century in a way that serves its own interests. This was also the
original idea behind the move to bring about European unity after the second world war.
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Those efforts were stymied as early as 1954, when the French National Assembly failed to
ratify the European Defence Community. As a result, the decision was made to focus on
economic co-operation. This enjoyed legitimacy: the people of Europe rightly expected rising
prosperity.

Since then, the project of European integration has been a process in which each step forward
has been the step that was feasible at the time. This was also the case 20 years ago when
disputes arose over whether to widen or deepen the EU. In 1994, when we published
“Reflections on European policy”, we argued that what Europe needed first was a
constitution. And second we argued that because of the varying appetites of individual
member states for integration Europe had to be flexible in moving forward. But we were
convinced that within this flexibility Europe needed a solid core to press forward with
integration.

This became reality with the establishment of monetary union in 1999. That event was
preceded by a huge debate over what should come first: political or monetary union? We said
at the time: start with the monetary union and conclude a stability pact with rules that every
member has to observe. But sadly Germany and France undermined the pact in 2003, setting
a bad example that others followed. We all know what happened after that. Today, after
much effort, we are emerging from the crisis step by step.

The task now is to keep moving forward along this path. This will include a focus on
Europe’s “core” — in every sense of the word. It is necessary to undertake a review of
Europe’s core tasks, and to distribute responsibilities in accordance with the subsidiarity
principle, whereby power resides locally wherever possible — just as we argued 20 years ago.
We look forward to specific proposals from the UK on these issues as well.

We believe that the EU should focus mainly on the following areas: a fair and open internal
market; trade; currency and financial markets; climate, environment and energy; and foreign
and security policy. In these areas lasting success can be achieved only if member states act
at the European level.

EU-level action is also required to deal effectively with demographic challenges and the
concomitant shortage of skilled labour. If we want to remain strong and competitive, we need
enough qualified workers. The EU’s fundamental freedoms will help us to achieve this aim.
We must uphold the freedom of establishment — the right of people and companies to carry
out business wherever they want. But even here, it is essential to set the right incentives in
order to prevent “benefit tourism” and a wave of poverty-driven immigration. Levels of
economic wellbeing still diverge greatly throughout Europe; for this reason, when it comes to
legislation on access to social security systems, we have to find EU-level solutions that take
these differences into account.
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Once responsibility for these tasks is situated where they can be tackled most effectively,
each tier of government — regional, national or supranational — must be given the appropriate
legislative powers and the authority to enforce the rules.

To do this, we have to revisit the EU’s core institutions and procedures. Consider two
proposals. Why not have a European budget commissioner with powers to reject national
budgets if they do not correspond to the rules we jointly agreed? We also favour a “eurozone
parliament” comprising the MEPs of eurozone countries to strengthen the democratic
legitimacy of decisions affecting the single currency bloc.

However, most member states are currently unwilling to transfer additional authority to
Europe. And that brings us back to the heated debates over European policy in 1954 and
1994. Then, as now, our conclusion remains the same. We must continue to advance the
European project using the imperfect and incomplete instruments and institutions that we
have today. To this end, our efforts in the coming years must focus on policy areas that are
decisive for boosting growth and employment. This means ensuring sound public finances,
continuing to regulate financial markets and to reform labour markets, deepening the internal
market, concluding a transatlantic free-trade agreement and curbing harmful tax competition.
And it means building an energy union and a digital union in Europe.

In order to make progress in all of these areas, we should keep using the approach that proved
its mettle back in 1994: to establish cores of co-operation within the EU that enable smaller,
willing groups of member states to forge ahead.

Title: Dr Schauble’s Plan for Europe: Do Europeans Approve?
Author: Yanis Varoufakis

From: Author’s personal website

Date: July 17, 2015
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The reason five months of negotiations between Greece and Europe led to impasse is that Dr
Schéuble was determined that they would.

By the time | attended my first Brussels meetings in early February, a powerful majority
within the Eurogroup had already formed. Revolving around the earnest figure of Germany’s
Minister of Finance, its mission was to block any deal building on the common ground
between our freshly elected government and the rest of the Eurozone.

Thus five months of intense negotiations never had a chance. Condemned to lead to impasse,
their purpose was to pave the ground for what Dr Schéiuble had decided was ‘optimal’ well
before our government was even elected: That Greece should be eased out of the Eurozone in
order to discipline member-states resisting his very specific plan for re-structuring the
Eurozone. This is no theory of mine. How do | know Grexit is an important part of Dr
Schauble’s plan for Europe? Because he told me so!

I am writing this not as a Greek politician critical of the German press’ denigration of our
sensible proposals, of Berlin’s refusal seriously to consider our moderate debt re-profiling
plan, of the European Central Bank’s highly political decision to asphyxiate our government,
of the Eurogroup’s decision to give the ECB the green light to shut down our banks. I am
writing this as a European observing the unfolding of a particular Plan for Europe — Dr
Schéuble’s Plan. And I am asking a simple question of Die Zeit’s informed readers:

Is this a Plan that you approve of? Is this Plan good for Europe?

Dr Schiuble’s Plan for the Eurozone

The avalanche of toxic bailouts that followed the Eurozone’s first financial crisis offers
ample proof that the non-credible ‘no bailout clause’ was a terrible substitute for political
union. Wolfgang Schauble knows this and has made clear his plan to forge a closer union.
“Ideally, Europe would be a political union”, he wrote in a joint article with Karl Lamers, the
CDU’s former foreign affairs chief (Financial Times, 1st September 2014).

Dr Schauble is right to advocate institutional changes that might provide the Eurozone with
its missing political mechanisms. Not only because it is impossible otherwise to address the
Eurozone’s current crisis but also for the purpose of preparing our monetary union for the
next crisis. The question is: Is his specific plan a good one? Is it one that Europeans should
want? How do its authors propose that it be implemented?

The Schduble-Lamers Plan rests on two ideas: “Why not have a European budget
commissioner” asked Schiuble and Lamers “with powers to reject national budgets if they do
not correspond to the rules we jointly agreed?” “We also favour”, they added “a ‘Eurozone
parliament’ comprising the MEPs of Eurozone countries to strengthen the democratic
legitimacy of decisions affecting the single currency bloc.”

The first point to raise about the Schauble-Lamers Plan is that it is at odds with any notion of
democratic federalism. A federal democracy, like Germany, the United States or Australia, is
founded on the sovereignty of its citizens as reflected in the positive power of their
representatives to legislate what must be done on the sovereign people’s behalf.

In sharp contrast, the Schéuble-Lamers Plan envisages only negative powers: A Eurozonal
budget overlord (possibly a glorified version of the Eurogroup’s President) equipped solely
with negative, or veto, powers over national Parliaments. The problem with this is twofold.
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First, it would not help sufficiently to safeguard the Eurozone’s macro-economy. Secondly, it
would violate basic principles of Western liberal democracy.

Consider events both prior to the eruption of the euro crisis, in 2010, and afterwards. Before
the crisis, had Dr Schéuble’s fiscal overlord existed, she or he might have been able to veto
the Greek government’s profligacy but would be in no position to do anything regarding the
tsunami of loans flowing from the private banks of Frankfurt and Paris to the Periphery’s
private banks. Those capital outflows underpinned unsustainable debt that, unavoidably, got
transferred back onto the public’s shoulders the moment financial markets imploded. Post-
crisis, Dr Schéuble’s budget Leviathan would also be powerless, in the face of potential
insolvency of several states caused by their bailing out (directly or indirectly) the private
banks.

In short, the new high office envisioned by the Schauble-Lamers Plan would have been
impotent to prevent the causes of the crisis and to deal with its repercussions. Moreover,
every time it did act, by vetoing a national budget, the new high office would be annulling the
sovereignty of a European people without having replaced it by a higher-order sovereignty at
a federal or supra-national level.

Dr Schéuble has been impressively consistent in his espousal of a political union that runs
contrary to the basic principles of a democratic federation. In an article in Die Welt published
on 15th June 1995, he dismissed the “academic debate” over whether Europe should be “...a
federation or an alliance of states”. Was he right that there is no difference between a
federation and an ‘alliance of states’? I submit that a failure to distinguish between the two
constitutes a major threat to European democracy.

Forgotten prerequisites for a liberal democratic, multinational political union

One often forgotten fact about liberal democracies is that the legitimacy of its laws and
constitution is determined not by its legal content but by politics. To claim, as Dr Schauble
did in 1995, and implied again in 2014, that it makes no difference whether the Eurozone is
an alliance of sovereign states or a federal state is purposely to ignore that the latter
can create political authority whereas the former cannot.

An ‘alliance of states’ can, of course, come to mutually beneficial arrangements against a
common aggressor (e.g. in the context of a defensive military alliance), or in agreeing to
common industry standards, or even effect a free trade zone. But, such an alliance of
sovereign states can never legitimately create an overlord with the right to strike down a
states’ sovereignty, since there is no collective, alliance-wide sovereignty from which to draw
the necessary political authority to do so.

This is why the difference between a federation and an ‘alliance of states’ matters hugely. For
while a federation replaces the sovereignty forfeited at the national or state level with a new-
fangled sovereignty at the unitary, federal level, centralising power within an ‘alliance of
states’ is, by definition, illegitimate, and lacks any sovereign body politic that can anoint it.
Nor can any Euro Chamber of the European Parliament, itself lacking the power to legislate
at will, legitimise the Budget Commissioner’s veto power over national Parliaments.

To put it slightly differently, small sovereign nations, e.g. Iceland, have choices to make
within the broader constraints created for them by nature and by the rest of humanity.
However limited these choices, Iceland’s body politic retains absolute authority to hold their
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elected officials accountable for the decisions they have reached within the nation’s
exogenous constraints and to strike down every piece of legislation that it has decided upon
in the past. In juxtaposition, the Eurozone’s finance ministers often return from Eurogroup
meetings decrying the decisions that they have just signed up to, using the standard excuse
that “it was the best we could negotiate within the Eurogroup”.

The euro crisis has expanded this lacuna at the centre of Europe hideously. An informal body,
the Eurogroup, that keeps no minutes, abides by no written rules, and is answerable to
precisely no one, is running the world’s largest macro-economy, with a Central Bank
struggling to stay within vague rules that it creates as it goes along, and no body politic to
provide the necessary bedrock of political legitimacy on which fiscal and monetary decisions
may rest.

Will Dr Schéuble’s Plan remedy this indefensible system of governance? If anything, it
would dress up the Eurogroup’s present ineffective macro-governance and political
authoritarianism in a cloak of pseudo-legitimacy. The malignancies of the present ‘Alliance
of States” would be cast in stone and the dream of a democratic European federation would
be pushed further into an uncertain future.

Dr Schéuble’s perilous strategy for implementing the Schiuble-Lamers Plan

Back in May, in the sidelines of yet another Eurogroup meeting, | had had the privilege of a
fascinating conversation with Dr Schduble. We talked extensively both about Greece and
regarding the future of the Eurozone. Later on that day, the Eurogroup meeting’s agenda
included an item on future institutional changes to bolster the Eurozone. In that conversation,
it was abundantly clear that Dr Schiuble’s Plan was the axis around which the majority of
finance ministers were revolving.

Though Grexit was not referred to directly in that Eurogroup meeting of nineteen ministers,
plus the institutions’ leaders, veiled references were most certainly made to it. I heard a
colleague say that member-states that cannot meet their commitments should not count on the
Eurozone’s indivisibility, since reinforced discipline was of the essence. Some mentioned the
importance of bestowing upon a permanent Eurogroup President the power to veto national
budgets. Others discussed the need to convene a Euro Chamber of Parliamentarians to
legitimise her or his authority. Echoes of Dr Schéuble’s Plan reverberated throughout the
room.

Judging from that Eurogroup conversation, and from my discussions with Germany’s
Finance Minister, Grexit features in Dr Schéduble’s Plan as a crucial move that would
kickstart the process of its implementation. A controlled escalation of the long suffering
Greeks’ pains, intensified by shut banks while ameliorated by some humanitarian aid, was
foreshadowed as the harbinger of the New Eurozone. On the one hand, the fate of the
prodigal Greeks would act as a morality tale for governments toying with the idea of
challenging the existing ‘rules’ (e.g. Italy), or of resisting the transfer of national sovereignty
over budgets to the Eurogroup (e.g. France). On the other hand, the prospect of (limited)
fiscal transfers (e.g. a closer banking union and a common unemployment benefit pool)
would offer the requisite carrot (that smaller nations craved).
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Setting aside any moral or philosophical objections to the idea of forging a better union
through controlled boosts in the suffering of a constituent member-state, several broader
questions pose themselves urgently:

Are the means fit for the ends?

Is the abrogation of the Eurozone’s constitutional indivisibility a safe means of securing its
future as a realm of shared prosperity?

Will the ritual sacrifice of a member-state help bring Europeans closer together?

Does the argument that elections cannot change anything in indebted member-states inspire
trust in Europe’s institutions?

Or might it have the precise opposite effect, as fear and loathing become established parts of
Europe’s intercourse?

Conclusion: Europe at a crossroads

The Eurozone’s faulty foundations revealed themselves first in Greece, before the crisis
spread elsewhere. Five years later, Greece is again in the limelight as Germany’s sole
surviving statesman from the era that forged the euro, Dr Wolfgang Schauble, has a plan to
refurbish Europe’s monetary union that involves jettisoning Greece on the excuse that the
Greek government has no ‘credible’ reforms on offer.

The reality is that a Eurogroup sold to Dr Schduble’s Plan, and strategy, never had any
serious intention to strike a New Deal with Greece reflecting the common interests of
creditors and of a nation whose income had been crushed, and whose society was
fragmented, as a result of a terribly designed ‘Program’. Official Europe’s insistence that this
failed ‘Program’ be adopted by our new government ‘or else’ was nothing but the trigger for
the implementation of Dr Schéuble’s Plan.

It is quite telling that, the moment negotiations collapsed, our government’s argument that
Greece’s debt had to be restructured as part of any viable agreement was, belatedly,
acknowledged. The International Monetary Fund was the first institution to do so.
Remarkably Dr Schéauble himself also acknowledged that debt relief was needed but hastened
to add that it was politically “impossible”. What I am sure he really meant was that it was
undesirable, to him, because his aim is to justify a Grexit that triggers the implementation of
his Plan for Europe.

Perhaps it is true that, as a Greek and a protagonist in the past five months of negotiations,
my assessment of the Schéuble-Lamers Plan, and of their chosen means, is too biased to
matter in Germany. Germany has been a loyal European ‘citizen’ and the German people, to
their credit, have always yearned to embed their nation-state, to lose themselves in an
important sense, within a united Europe. So, setting aside my views on the matter, the
question is this:

What do you, dear reader, think of it? Is Dr Schéuble’s Plan consistent with your dream of a
democratic Europe? Or will its implementation, beginning with the treatment of Greece as
something between a pariah state and a sacrificial lamb, spark off a never-ending feedback
between economic instability and the authoritarianism that feeds off it?

Title: Schauble’s Gathering Storm
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Author: Yanis Varoufakis
From: Project Syndicate
Date: October 23, 2015

ATHENS — Europe’s crisis is poised to enter its most dangerous phase. After forcing Greece
to accept another “extend-and-pretend” bailout agreement, fresh battle lines are being drawn.
And, with the refugee influx exposing the damage caused by divergent economic prospects
and sky-high youth unemployment in Europe’s periphery, the ramifications are ominous, as
recent statements by three European politicians — Italian Prime Minister Matteo Renzi,
French Economy Minister Emmanuel Macron, and German Finance Minister Wolfgang
Schduble — have made clear.

Renzi has come close to demolishing, at least rhetorically, the fiscal rules that Germany has
defended for so long. In a remarkable act of defiance, he threatened that if the European
Commission rejected Italy’s national budget, he would re-submit it without change.

This was not the first time Renzi had alienated Germany’s leaders. And it was no accident
that his statement followed a months-long effort by his own finance minister, Pier Carlo
Padoan, to demonstrate Italy’s commitment to the eurozone’s German-backed “rules.” Renzi
understands that adherence to German-inspired parsimony is leading Italy’s economy and
public finances into deeper stagnation, accompanied by further deterioration of the debt-to-
GDP ratio. A consummate politician, Renzi knows that this is a short path to electoral
disaster.

Macron is very different from Renzi in both style and substance. A banker-turned-politician,
he is President Francois Hollande’s only minister who combines a serious understanding of
France’s and Europe’s macroeconomic challenges with a reputation in Germany as a
reformer and skillful interlocutor. So when he speaks of an impending religious war in
Europe, between the Calvinist German-dominated northeast and the largely Catholic
periphery, it is time to take notice.

Schéuble’s recent statements about the European economy’s current trajectory similarly
highlight Europe’s cul-de-sac. For years, Schéauble has played a long game to realize his
vision of the optimal architecture Europe can achieve within the political and cultural
constraints that he takes as given.

The “Schiuble plan,” as I have dubbed it, calls for a limited political union to support the
euro. In brief, Schauble favors a formalized Eurogroup (composed of the eurozone’s finance
ministers), presided over by a president who wields veto power — legitimized by a Euro
Chamber comprising parliamentarians from the eurozone member states — over national
budgets. In exchange for forfeiting control over their budgets, Schauble offers France and
Italy — the primary targets of his plan — the promise of a small eurozone-wide common
budget that would partly fund unemployment and deposit-insurance schemes.
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Such a disciplinarian, minimalist political union does not go down well in France, where
elites have always resisted forfeiting sovereignty. While politicians like Macron have moved
a long way toward accepting the need to transfer powers over national budgets to the
“center,” they fear that Schiuble’s plan asks too much and offers too little: severe limits on
France’s fiscal space and a macroeconomically insignificant common budget.

But even if Macron could persuade Hollande to accept Schiuble’s plan, it is not clear
whether German Chancellor Angela Merkel would consent to it. Schauble’s ideas have so far
failed to persuade her or, indeed, the Bundesbank (which, through its president, Jens
Weidmann, has been hugely negative toward any degree of fiscal mutualization, even the
limited version that Schauble is willing to trade for control over the French and Italian
budgets).

Caught between a reluctant German chancellor and an indisposed France, Schauble imagined
that the turbulence caused by a Greek exit from the eurozone would help persuade the
French, as well as his cabinet colleagues, of his plan’s necessity. Now, while waiting for the
current Greek “program” to collapse under the weight of its inherent contradictions,
Germany’s finance ministry is preparing for the battles ahead.

In September, Schauble distributed to his Eurogroup colleagues an outline of three proposals
for preventing a new euro crisis. First, eurozone government bonds should include clauses
that make it easy to “bail in” bondholders. Second, the European Central Bank’s rules ought
to be altered to prevent commercial banks from counting such bonds as ultra-safe, liquid
assets. And, third, Europe should ditch the idea of common deposit insurance, replacing it
with a commitment to let banks fail when they no longer fulfill the ECB’s collateral rules.

Implementing these proposals in, say, 1999, might have limited the gush of capital to the
periphery immediately following the single currency’s introduction. Alas, in 2015, given the
eurozone members’ legacy public debts and banking losses, such a scheme would cause a
deeper recession in the periphery and almost certainly lead to the monetary union’s breakup.
Exasperated by Schiuble’s backtracking from his own plan for political union, Macron
recently vented his frustration: “The Calvinists want to make others pay until the end of their
life,” he complained. “They want reforms with no contributions toward any solidarity.”

The most troubling aspect of Renzi’s and Macron’s statements is the hopelessness they
convey. Renzi’s defiance of fiscal rules that push Italy further into an avoidable debt-
deflationary spiral is understandable; but, in the absence of proposals for alternative rules, it
leads nowhere. Macron’s difficulty is that there seems to be no set of painful reforms that he
can offer Schauble to persuade the German government to accept the degree of surplus
recycling necessary to stabilize France and the eurozone.

Meanwhile, Germany’s commitment to “rules” that are incompatible with the eurozone’s

survival undermines those French and Italian politicians who were, until recently, hoping for
an alliance with Europe’s largest economy. Some, like Renzi, respond with acts of blind
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rebellion. Others, like Macron, are beginning gloomily to accept that the eurozone’s current
institutional framework and policy mix will ultimately lead either to a formal breakup or to a
death by a thousand cuts, in the form of continued economic divergence.

The silver lining in the gathering storm cloud is that minimalist proposals for political union,
like Schduble’s plan, are losing ground. Nothing short of macroeconomically significant
institutional reforms will stabilize Europe. And only a pan-European democratic alliance of
citizens can generate the groundswell needed for such reforms to take root.
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Title: Europe’s Gradualist Fallacy
Author: Yanis Varoufakis

From: Project Syndicate

Date: June 27, 2017

ATHENS — Europe is at the mercy of a common currency that not only was unnecessary for
European integration, but that is actually undermining the European Union itself. So what
should be done about a currency without a state to back it — or about the 19 European states
without a currency that they control?

The logical answer is either to dismantle the euro or to provide it with the federal state it
needs. The problem is that the first solution would be hugely costly, while the second is not
feasible in a political climate favoring the re-nationalization of sovereignty.

Those who agree that the cost of dismantling the euro is too high to contemplate are being
forced into a species of wishful thinking that is now very much in vogue, especially after the
election of Emmanuel Macron to the French presidency. Their idea is that, somehow, by
some unspecified means, Europe will find a way to move toward federation. “Just hang in
there,” seems to be their motto.

Macron’s idea is to move beyond idle optimism by gaining German consent to turn the
eurozone into a state-like entity — a federation-lite. In exchange for making French labor
markets more Germanic, as well as reining in France’s budget deficit, Germany is being
asked to agree in principle to a common budget, a common finance ministry, and a eurozone
parliament to provide democratic legitimacy.

To make this proposal palatable to Germany’s government, the suggested common budget is
tiny (around 1% of aggregate eurozone income) and will fund only the basic structures that a
federation-lite entails, like common deposit insurance to give substance to Europe’s (so-
called) banking union and a portion of unemployment benefits. The plan also envisages
common bonds, or Eurobonds, which will cover but a fraction of new debt and explicitly
prohibit mutualization of member states’ mountainous legacy debt.

Macron knows that such a federation would be macroeconomically insignificant, given the
depth of the debt, banking, investment, and poverty crisis unfolding across the eurozone. But,
in the spirit of the EU’s traditional gradualism, he thinks that such a move would be
politically momentous and a decisive step toward a meaningful federation.

“Once the Germans accept the principle, the economics will force them to accept the
necessary magnitudes,” is how a French official put it to me recently. Such optimism may
seem justified in light of proposals along those lines made in the past by none other than
Wolfgang Schiuble, Germany’s finance minister. But there are two powerful reasons to be
skeptical.
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First, Chancellor Angela Merkel and Schiuble were not born yesterday. If Macron’s people
imagine a federation-lite as an entering wedge for full-blown political integration, so will
Merkel, Schauble, and the reinvigorated Free Democrats (who will most likely join a
coalition government with Merkel’s Christian Democrats after the September federal
election). And they will politely but firmly reject the French overtures.

Second, in the unlikely event that Germany gives federation-lite the go-ahead, any change to
the functioning of the eurozone would, undoubtedly, devour large portions of the reformers’
political capital. If it does not produce economic and social results that improve, rather than
annul, the chances of a proper federation, as | suspect it will not, a political backlash could
ensue, ending any prospect of a more substantial federation in the future. In that case, the
euro’s dismantling will become inevitable, will cost more, and will leave Europe in even
greater shambles.

If I am right that Macron’s gradualism and his federation-lite will prove to be a failure
foretold, what is the alternative? My answer is straightforward: Re-deploy existing European
institutions to simulate a functioning federation in the four realms where the euro crisis is
evolving: public debt, banking, investment, and social deprivation.

Once these four sub-crises have been stabilized, hope will be restored, and the idea of Europe
rehabilitated. Then — and only then — should we embark on the constitutional assembly
process underpinning any agenda for constructing a full-fledged democratic federation.

But how can we simulate a macroeconomically — and macro-sociologically — significant
federation now, under the existing treaties and institutions?

Imagine a press conference featuring the presidents of the European Council, the European
Commission, the European Central Bank (ECB), and the European Investment Bank (EIB).
They issue a joint declaration launching — as of tomorrow morning — four new initiatives
requiring no treaty change or new institution.

First, the EIB will embark on a large-scale green investment-led recovery program to the tune
of 5% of eurozone income, funded entirely through issues of EIB bonds, which the ECB will
purchase in secondary markets, if necessary, to keep their yields ultra-low.

Second, the ECB will service (without buying) the Maastricht-compliant part (60% of GDP)
of maturing eurozone sovereign bonds, by issuing its own ECB bonds. These bonds are to be
redeemed by the member state whose debt has been partly serviced by the ECB at the very
low yields that the ECB can secure.

Third, failing banks will be de-nationalized. Based on an informal intergovernmental

agreement, the ECB’s banking supervisor will appoint a new board of directors, and any
recapitalization will be funded directly by the European Stability Mechanism. In exchange,
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the ESM will keep banks’ shares, in order to sell them back to the private sector at some
future date.

Fourth, all profits from the ECB’s bond purchases, along with any profits from its internal
Target2 accounting system, will fund a eurozone-wide, US-style food-stamp program that
provides for the basic nutritional needs of European families falling below some poverty
threshold.

Notice how one press conference suffices to announce to the world that the eurozone is about
to simulate a political federation that uses existing institutions to restructure all public debt
(without any haircuts), create a proper banking union, boost aggregate investment, and
alleviate poverty on a continental scale. Notice also that this simulated federation can indeed
be brought about tomorrow morning, without falling afoul of the existing EU treaties.

The euro crisis resulted from the fallacy that a monetary union would evolve into a political
union. Today, a new gradualist fallacy threatens Europe: the belief that a federation-lite will
evolve into a viable democratic federation. As paradoxical as it may sound, announcing a
simulated federation today may be the last chance to rescue the dream of a proper European
Union.
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ATHENS — The recent elections in France and Britain have confirmed the political
establishment’s simultaneous vulnerability and vigor in the face of a nationalist insurgency.
This contradiction is the motif of the moment — personified by the new French president,
Emmanuel Macron, whose résumé made him a darling of the elites but who rode a wave of
anti-establishment enthusiasm to power.

A similar paradox is visible in Britain in the surprising electoral success of the Labour Party
leader, Jeremy Corbyn, in depriving Theresa May’s Conservatives of an outright governing
majority — not least because the resulting hung Parliament seemingly gives the
establishment some hope of a change in approach from Mrs. May’s initial recalcitrant stance
toward the European Union on the Brexit negotiations that have just begun.

Outsiders are having a field day almost everywhere in the West — not necessarily in a
manner that weakens the insiders, but neither also in a way that helps consolidate the
insiders’ position. The result is a situation in which the political establishment’s once
unassailable authority has died, but before any credible replacement has been born. The cloud
of uncertainty and volatility that envelops us today is the product of this gap.

For too long, the political establishment in the West saw no threat on the horizon to its
political monopoly. Just as with asset markets, in which price stability begets instability by
encouraging excessive risk-taking, so, too, in Western politics the insiders took absurd risks,
convinced that outsiders were never a real threat.

One example of the establishment’s recklessness was releasing the financial sector from the
restrictions that the New Deal and the postwar Bretton Woods agreement had imposed upon
financiers to prevent them from repeating the damage seen with the crash of 1929 and the
Great Depression. Another was building a system of world trade and credit that depended on
the booming United States trade deficit to stabilize global aggregate demand. It is a measure
of the sheer hubris of the Western establishment that it portrayed these steps as “riskless.”
When the ensuing financialization of Western economies led to the great financial crisis of
2007-8, leaders on both sides of the Atlantic showed no compunction about practicing
welfare socialism for bankers. Meanwhile, more vulnerable citizens were abandoned to the
mercy of unfettered markets, which saw them as too expensive to hire at a decent wage and
too indebted to court otherwise.

When the insiders’ rescue schemes — including quantitative easing, the buying up of toxic
assets, the eurozone’s bailouts and temporary nationalizations of banks — succeeded in
refloating banks and asset prices, they also left whole regions in the United States, and whole
countries on Europe’s periphery, stagnant. It was not rising inequality that provoked undying
anger among these discarded people. It was the loss of dignity, of the dream of social
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mobility, as well as the experience of living in communities that were leveled down, so that a
majority of people were increasingly equal but equally miserable.

As more and more voters became mad as hell, governing parties lost elections between 2008
and 2012 in the United States, Britain, France, Italy, Spain, Portugal, Ireland, Greece and
elsewhere. The problem was that the incoming administrations were as much part of the
establishment as the outgoing ones. And so they made bipartisan the very approach that had
caused the wave of anger that carried them into office.

That approach was doomed, not least because economic forces were already working against
the new governments. After the 2008 crash, the monetary easing by central bank institutions
like the Federal Reserve, the Bank of Japan and the Bank of England fended off a global
repeat of the Great Depression. China’s unleashing of a huge credit-fueled construction
boom, which saw investment rise to 48 percent of national income in 2010, from 42 percent
in 2007, and total credit climb to 220 percent of national income by 2014, from 130 percent
in 2007, also softened the financial market failures of the West.

Unsurprisingly, though, these central bank money-creation schemes and the Chinese credit
bubble proved unable to prevent severe regional depressions, which struck from Detroit to
Athens. Nor could they prevent sharp global deflation from 2012 to 2015.

By 2014, voters had begun to give up on the new administrations they had voted for after
2008 in the false hope that the establishment’s loyal opposition could provide new solutions.
Thus, 2015 saw the first challenges to the insiders’ authority start to surface.

In Greece — a small country, yet one that has proved to be a bellwether thanks to its
gargantuan and systemically significant debt — protests against the debt bondage imposed on
the population evolved into a progressive, internationalist coalition led by the Syriza party
that came from nowhere to win government. In Spain, a similar movement, Podemos, began
to rise in the polls, threatening to do the same.

In Britain, a left-wing internationalist tendency that had been marginal in the Labour Party
coalesced around the leadership campaign of Jeremy Corbyn — and surprised itself by
winning. Soon after, the independent socialist senator from Vermont, Bernie Sanders, carried
the same spirit into the Democratic Party primaries.

Everywhere, the political establishment treated these left-of-center, progressive
internationalists with a mixture of contempt, ridicule, character assassination and brute force
— the worst case, of course, being the treatment of the Greek government in which | served
during the first half of 2015. Historians may mark that year as when the establishment turned
truly illiberal.

By 2016, the establishment’s arrogance met its first, frightful nemesis: Brexit. The shock
waves from the insiders’ unheralded defeat in that referendum rippled across the West. They
brought new energy to Donald Trump’s outsider campaign in the American presidential
election, and they invigorated Marine Le Pen’s National Front in France.

From the West to the East, a new Nationalist International — an allied front of right-wing
chauvinist parties and movements — arose.

The clash between the Nationalist International and the establishment was both real and
illusory. The venom between Hillary Clinton and Donald Trump was genuine, as was the
loathing in Britain between the Remain camp and the Leavers. But these combatants are
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accomplices, as much as foes, creating a feedback loop of mutual reinforcement that defines
them and mobilizes their supporters.

The trick is to get outside the closed system of that loop. The progressive internationalism of
Mr. Corbyn’s Labour Party, Mr. Sanders’s supporters and the Greek anti-austerity movement
came to offer an alternative to the deceptive binaries of establishment insiders and nationalist
outsiders. An interesting dynamic ensued: As the insiders defeated or sidelined the
progressive internationalist outsiders, it was the nationalist outsiders who benefited. But once
Mr. Trump, the Brexiteers and Ms. Le Pen were strengthened, a remarkable new alignment
took place, with a series of unstable mergers between outsider forces and the establishment.

In Britain, we saw the Conservative Party, a standard-bearer of the establishment, adopt the
pro-Brexit program of the tiny, extreme nationalist U.K. Independence Party. In the United
States, the outsider in chief, Mr. Trump, formed an administration made up of Wall Street
executives, oil company oligarchs and Washington lobbyists. As for France, the anti-
establishment new president, Mr. Macron, is about to embark on an austerity agenda straight
out of the insiders’ manual. This will, most probably, end by fueling the current of
isolationist nationalism in France.

Where does this prey-predator game between the globalist establishment and the
isolationist blood-and-soil nationalists leave us?

The recent elections in Britain and France confirm that both strands are alive and kicking,
reinforcing each other, as they tussle, to the detriment of a vast majority of their populations.
Both Mrs. May’s and the European Union’s negotiating teams in Brussels are investing their
efforts in an inevitable impasse, which each believes will bolster their political authority,
even though it will disadvantage the populations on both sides of the English Channel that
must live with the consequences.

In the United States, Mr. Trump is pursuing an economic policy that, if it has any effect, will
set off a run on Treasury bonds at a time when the Fed is tightening monetary policy. A result
will be a panicked administration whose reflex will be to impose austerity measures before
the midterm elections. Those policies will further disadvantage precisely the regions and
social groups that carried Mr. Trump into the White House.

So, what will it take to end this destructive dynamic of mutual reinforcement by the largely
liberal establishment insiders and the regressive nationalist outsiders?

The answer lies in ditching both globalism and isolationism in favor of an authentic
internationalism. It lies neither in more deregulation nor in greater Keynesian stimulus, but in
finding ways to put to useful purpose the global glut of savings.

This would amount to an International New Deal, borrowing from Franklin D. Roosevelt’s
plan the basic idea of mobilizing idle private money for public purposes. But rather than
through tax-and-spend programs at the level of national economies, this new New Deal
should be administered by a partnership of central banks (like the Fed, the European Central
Bank and others) and public investment banks (like the World Bank, Germany’s KfW
Development Bank, the Asian Infrastructure Investment Bank and so on). Under the auspices
and direction of the Group of 20, the investment banks could issue bonds in a coordinated
fashion, which these central banks would be ready to purchase, if necessary.
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By this means, the available pool of global savings would provide the funds for major
investments in the jobs, the regions, the health and education projects and the green
technologies that humanity needs. A further step would be to generate more, better-balanced
trade by establishing a new international clearing union, to be run by the International
Monetary Fund. The new clearing union would help to rebalance trade and create an
International Wealth Fund to fund programs to alleviate poverty, develop human capital and
support marginalized communities in the United States, Europe and beyond.

Today’s false feud between globalization and nationalism is undermining the future of
humanity, and spreading dread and loathing. It must end. A new internationalist spirit that
would build institutions to serve the interests of the many is as pertinent today across the
world as Roosevelt’s New Deal was for America in the 1930s.
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Dirk Schoenmaker's chapter in 'The Palgrave Handbook of European Banking', a handbook
that collates the expertise and research of leading academic and senior policy makers in the
field of European banking. This paper was published as chapter 17 of The Palgrave
Handbook of European Banking.

The move to European Banking Union involving the supervision and resolution of banks at
euro-area level was stimulated by the sovereign debt crisis in the euro area in 2012. However,
the long-term objective of Banking Union is dealing with intensified cross-border banking.

The share of the assets of national banking systems that come from other EU countries was
rising before the financial and economic crisis of 2007, but went into decline thereafter in the
context of a general retrenchment of international banking. Most recent data, however,
suggests the decline has been halted.

While a crisis-prevention framework for the euro area has largely been completed, the crisis-
management framework remains incomplete, potentially creating instability. Most
importantly, risk-sharing mechanisms do not adequately address the sovereign-bank loop,
with a lack of clarity about the divide between bail-in and bail-out. To complete Banking
Union, the lender-of-last-resort and deposit insurance functions should move to the euro-area
level.
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[As a result of the global financial crisis and the subsequent euro area crisis, it seems that
European banks have been withdrawing from the international banking system. In addition,
they seemed to have withdrawn from the investment banking market. Is this a correct
assessment? In this paper, Dirk Schoenmaker conducts a comparative analysis and examines
the evolution of global systemically important banks (G-SIBs). The first part of the paper
presents data on G-SIBs. Then the second part analyzes several aspects of these G-SIBs (size,
cross-border activities and investment banking activities) before studying these different
aspects country by country. The third part deals with the policy implications. The fourth part
serves as a conclusion.]

3. CONSEQUENCES EN MATIERE DE POLITIQUES PUBLIQUES

Quelles sont les conséquences de notre constat empirique sur la politique de la zone euro ? La
premiere concerne la transition du financement bancaire vers le financement de marché et
reléve de

I’Union des marchés de capitaux. La deuxiéme porte sur le mécanisme de soutien budgétaire
du systeme bancaire européen qui s’inscrit dans le programme d’achévement de 1’Union
bancaire (Juncker et al., 2015).

Faire avancer I’Union des marchés de capitaux

Avec le Brexit, les marchés de capitaux de I’UE sont confrontés a un double défi. Le projet
d’Union des marchés de capitaux (pour faciliter la transition du financement bancaire vers le
financement sur le marché) est devenu plus urgent face a la perte éventuelle pour I’'UE des
marchés bancaires de gros de Londres. Les vingt-sept Etats membres de I’UE restants
devront faconner leurs propres marchés financiers au service des ménages et des entreprises.
Conjointement avec Sapir et Véron (Sapir et al., 2017), nous posons la question politique
suivante : les vingt-sept pays de I’'UE souhaitent-ils créer un marché financier intégré ou les
différents marches peuvent-ils servir efficacement 1’économie ?

La fragmentation des marchés financiers pourrait entrainer une augmentation des codts
d’emprunt pour les ménages (crédits hypothécaires et crédits a la consommation) et les
entreprises (préts bancaires et obligations) au sein des vingt-sept pays de I’'UE. En utilisant
différents systemes de négociation et contreparties centrales, les banques renoncent aux
synergies liées aux marges croisées entre produits. Les banques doivent également accroitre
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leurs effectifs et développer leurs systémes pour se conformer aux diverses réglementations
locales. La négociation de gros de titres, devises et produits dérivés (pour la gestion des
risques sur le bilan des banques) devient ainsi plus colteuse pour les banques sur un marché
fragmenté.

L’intégration ne requiert pas nécessairement un marche unique car les interactions entre les
bourses centrales et les systétmes multilatéraux de négociation facilitent une meilleure
exécution. Toutefois I’intégration requiert un corpus unique de regles, une chambre de
compensation centrale et un modele en étoile pour la supervision et la mise en application
afin de garantir les mémes conditions a tous les acteurs du marché. La Commission
européenne transformerait ainsi les directives liées au marché en réglements directement
applicables dans tous les pays de I’'UE pour promouvoir la mise en ocuvre d’un réglement
uniforme pour tous les acteurs du marché. Concernant la supervision du marché et sa mise en
application, le rapport des cinqg présidents (Juncker et al., 2015) préconise « un superviseur
unique des marchés de capitaux européens ». L’AEMF deviendrait ainsi le superviseur
central des marchés, selon un modeéle en étoile avec les superviseurs nationaux des marches,
de la méme facon que la Banque centrale européenne (BCE) est au centre du Mécanisme de
surveillance unique.

La mise en place de marchés de capitaux intégrés et dynamiques dans les vingt-sept pays de
I’UE permettrait d’accélérer la transition d’un systéme financier basé sur les banques vers un
systeme davantage basé sur les marchés.

Achever I’Union bancaire

Le Royaume-Uni et la Suisse ont clairement instauré une politique de restructuration de leur
systéme bancaire pour réduire la responsabilité potentielle de I’Etat. Dans des travaux
antérieurs, nous avons conclu que les banques internationales étaient trop grandes pour ces
pays de taille moyenne (Schoenmaker, 2016). Pour les banques internationales basées dans
I’Union bancaire européenne, comme BNP Paribas, Deutsche Bank, ING, Société générale et
UniCredit, les colts budgétaires d un éventuel sauvetage pourraient étre trés élevés au niveau
national. La crédibilité du mécanisme de soutien budgétaire aux banques internationales de
ces pays peut étre mise en doute. Si le mécanisme de soutien budgétaire était instauré a
I’échelle de la zone euro, les colts (en pourcentage du PIB) diminueraient et le mécanisme
deviendrait aussi crédible que celui des Etats-Unis et de la Chine.

Les pays de I’Union bancaire sont donc confrontés a un choix politique qui est important non
seulement sur le plan de la stabilit¢ financiére, mais également d’un point de vue
géopolitique. Si ces pays veulent rester sur un pied d’égalité avec les deux autres puissances
mondiales, ils doivent mettre en place le mécanisme de soutien budgétaire au niveau de la
zone euro et achever 1’Union bancaire (Juncker et al., 2015). Le MES a été¢ mis en oeuvre en
tant que mécanisme de soutien budgétaire pour les Etats membres. En I’état actuel, il apporte
un soutien trés partiel au systéme bancaire de 1’Union bancaire. Un Etat membre peut
bénéficier d’un prét du MES pour recapitaliser ses banques (recapitalisation indirecte prévue
par I’article 15 du traité instituant le MES). Ce n’est que lorsque la viabilité des finances
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publiques d’un Etat membre est en danger (MES, 2014) que le MES peut recapitaliser
directement les banques de cet Etat membre & certaines conditions (par exemple, contribution
propre de 1’Etat membre et renflouement en interne représentant au minimum 8 % du passif
total de la banque) et par un vote a I’'unanimité, ce qui pourrait

entrainer de longues négociations a I’issue incertaine. L’instrument de recapitalisation directe
actuel du MES ne constitue donc pas un mécanisme de soutien budgétaire crédible ex ante au
niveau de la zone euro.

Pour faire du MES un mécanisme de soutien budgétaire crédible pour le systeme bancaire, il
faudrait en premier lieu permettre la recapitalisation directe des banques par le MES sans
attendre que le pays fasse faillite et soit ensuite confronté a des procédures de vote et a des
conditions prohibitives. La deuxiéme étape consiste a mettre en place un fonds de résolution
(et de garantie des dépdts) unique, avec une ligne de crédit du MES, similaire au Federal
Deposit Insurance Corporation (FDIC) qui bénéficie d’une ligne de crédit du Trésor
americain (Gros et Schoenmaker, 2014).

Anticiper les répercussions budgétaires de 1’Union bancaire est une étape indispensable pour
renforcer la stabilité de la zone euro. C’est également essentiel pour pouvoir faire face a de
grandes crises bancaires systémiques. S’engager dans cette voie est compliqué en raison de
I’éventuel partage des risques budgétaires a grande échelle qui en découlerait et du fait de la
perception actuelle selon laquelle les risques ne sont pas uniformément répartis au sein de
I’Union bancaire. Outre les différences de taille des banques internationales, les banques ne
sont pas exposées de la méme maniere a la dette souveraine. D’un point de vue politique, il
est absolument nécessaire de s’atteler a la réduction des risques pour parvenir a finaliser
1’Union bancaire.

Conclusion

Notre analyse pays par pays indique que les banques de la zone euro se trouvent dans une
situation intermédiaire : elles se restructurent tout en préservant leur présence a
I’international. Les responsables politiques doivent faire un choix : ils peuvent suivre la voie
du Royaume-Uni et de la Suisse ou celle des Etats-Unis et de la Chine. Le cadre de I’Union
bancaire a été congcu comme une réponse a la crise de la zone euro. Nous préconisons
I’achévement de 1’Union bancaire afin d’instaurer un cadre solide pour le systéme bancaire
de la zone euro. Cela placerait en outre la zone euro sur un pied d’égalité avec les Etats-Unis
et la Chine, qui disposent d’un mécanisme de soutien budgétaire crédible pour leur systeme
bancaire.

Cette recommandation est par ailleurs pertinente pour la construction des marchés de
capitaux de I’'UE apres le Brexit. Les grandes banques sont les acteurs clés sur ces marchés.
Un solide cadre de supervision prudentielle instauré par la BCE, appuyée par I’AEMF en tant
que superviseur central des marchés, pourrait soutenir la création de marchés de capitaux
dynamiques sur lesquels les banques d’investissement européennes pourraient jouer un role et
pas seulement les banques d’investissement americaines.
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L’intégration européenne fait face a de sérieuses difficultés. Comment 1’expliquez-vous ?

La crise financiere et économique mondiale a été un révélateur de probléemes profonds qui
tiennent a la conception de la construction européenne. La méthode communautaire a
recherché I’intégration en faisant prévaloir le droit européen sur les droits nationaux. Or ce
droit promeut un seul principe : concurrence libre et non faussée, libre mobilité de tout ce qui
peut se déplacer. La prolifération de ce droit, qui s’impose aux législations nationales,
déposseéde les parlements nationaux de leurs prérogatives souveraines.

C’est une illusion de croire que la priorit¢é du droit de la concurrence sur les politiques
publiques permet un surcroit d’efficacité €économique. Jointe a ’union monétaire, elle a
conduit a une concentration industrielle dans les pays qui possédaient déja des avantages
comparatifs, au dépérissement des territoires dans les régions désindustrialisées, et a la
divergence macroéconomique au lieu de la convergence attendue.

Mais est-il possible de faire émerger une puissance publigue européenne tout en renforcant
les souverainetés nationales ?

Non seulement c’est possible, mais c’est indispensable. Les avancées ponctuelles par
compromis entre les Etats membres ne permettent pas de conduire une politique
macroéconomique commune, parce que les dirigeants politiques ne défendent que les intéréts
nationaux au sein du Conseil européen. Aucun intérét européen ne s’en dégage. Ce divorce

est devenu patent avec I’institution de 1’euro et la création de la Banque centrale européenne
(BCE).

L’affirmation de la BCE en tant qu’autorit¢ monétaire fédérale a accentu¢ le déséquilibre
avec I’absence d’autorité politique européenne. Cette absence a été compensée par un carcan
de regles budgétaires arbitraires dans le pacte de stabilité et de croissance, aggravé par le
traité budgétaire de 2012. La solution réside non pas dans un englobement fédeéral
subordonnant les souverainetés politiques des pays membres, mais dans une double
démocratie faisant interagir les niveaux européen et nationaux de puissances publiques.
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Cela implique un pacte européen, qui institue un budget doté de ressources fiscales propres
sous I’autorité d’un Parlement européen. En effet, le budget est une dimension constitutive du
politique par la capacité de lever I’impo6t et d’émettre une dette de la société vis-a-vis d’elle-
méme pour produire des biens communs. La puissance publique budgétaire vient compléter
I’union monétaire. Le pacte doit définir les compétences des deux niveaux de puissance
publique, européenne et nationale, pour que les deux niveaux se renforcent mutuellement.

Comment envisagez-vous 1’orientation d’un budget de la zone euro incorporé dans celui de
I’Union européenne ?

Il doit étre tourné vers le long terme, agissant en emprunteur et investisseur en dernier ressort.
Faire de I’Europe une puissance publique revivifiant les souverainetés nationales implique un
budget commun dont la dépense crée une valeur ajoutée, parce qu’elle investira dans des
domaines ou la subsidiarité est inefficace. La valeur ajoutée doit étre additionnelle de celle
que les pays membres peuvent créer.

Un budget étoffé par des ressources propres supplémentaires de 1’Union fournirait 1’assise
d’un investisseur en dernier ressort recherchant la complémentarité entre investisseurs
publics et privés. Son rdle serait de garantir un systeme financier reposant sur un réseau de
banques publiques de développement et sur des clubs d’investisseurs a long terme
responsables pour briser la tragédie des horizons.

Le développement d’un marché d’obligations européennes donnerait a la BCE 1’outil pour
soutenir la croissance. Il y aura double démocratie si le budget européen fortifie les
puissances publiques nationales.

Cela permettrait-il des politiques de stabilisation plus coopératives ?

La recomposition des responsabilités entre le niveau européen et celui des pays membres
rendrait les politiques de stabilisation plus intelligentes et démocratiquement légitimes en
réformant en profondeur le semestre européen (cycle annuel mis en place en 2010 pour
coordonner les politiques économiques et budgétaires des membres de I’UE).

La remontée de la croissance par I’investissement de long terme financé par le budget
européen donnerait des marges de manceuvre pour rendre les ajustements nationaux plus
symétriques. Le principe consiste a définir un ajustement budgétaire pour 1’ensemble de la
zone euro, qui tienne compte du cycle économique pour mener une politique contra-cyclique
en collaboration avec la BCE, avant de convenir du partage entre les budgets nationaux.

La résolution adoptée par le Parlement européen en février 2017 suggere que ce soit une
agence budgétaire au sein de la Commission européenne qui propose la répartition des soldes
budgétaires primaires a réaliser entre les budgets nationaux. Cette proposition serait soumise
a une conférence interparlementaire des pays membres, dont la résolution devrait
obligatoirement étre prise en compte par le Conseil européen.

146



Les évolutions géopolitigues (Brexit, Trump) ne font-elles pas obstacle a ces évolutions ?
Non, au contraire, elles renforcent la nécessité d’une affirmation de I’Europe.

L’ordre international, qui reposait sur 1’hégémonie des Etats-Unis, est en train de disparaitre
avec la séparation britannique, I’affirmation du néo mercantilisme américain et le rejet des
institutions internationales de la sécurité collective sous la présidence Trump.

Le Brexit a ’avantage de lever une ambiguité qui a hanté la construction européenne depuis
plus de quarante ans. Les pays fondateurs ont visé la construction progressive d’une Europe
politique, tandis que le Royaume-Uni est parvenu a imposer son objectif exclusif de zone de
libre-échange par 1’extension aux pays de I’Est.

Mais la politique américaine déstabilise les relations internationales. Politiquement, c’est
I’affirmation du néomercantilisme ; économiquement, c’est le dangereux cycle d’appréciation
du dollar dans une économie mondiale surendettée. Face a ces menaces, il revient a I’Europe
de rejeter le repli nationaliste et de se doter des moyens politiques d’ceuvrer pour un
développement inclusif et soutenable dans un monde ouvert et multilatéral.
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Over the last ten years of economic and financial crisis, a new centre of European power has
taken shape: the ‘government’ of the Euro Area (that we would reform). The expression may
seem badly chosen as it remains hard to identify the democratically accountable ‘institution’
which today implements European economic policies. We are indeed aiming at a moving and
blurred target. Characterized by its informality and opacity, the central institution of that
government, the Eurogroup of Finance Ministers of the Euro Area, operates outside the
framework of the European treaties and is in no way accountable to the European Parliament,
nor to national parliaments. Worse, the institutions that form the backbone of that
government — from the European Central Bank (ECB) and the Commission to the Eurogroup
and the European Council — operate following combinations that constantly vary from one
policy to the other (Troika Memoranda, European Semester ‘budgetary recommendations’
and bank ‘evaluations’ under the Banking Union).

However scattered they may be, these different policies are truly ‘governed’, as a hard core
emerged from the ever closer union of national and European economic and financial
bureaucracies — French and German national treasuries, ECB executive board, senior
economic officials from the European Commission. As matters stand, this is where the Euro
Area is supposedly governed and where the proper political tasks of coordination, mediation
and balancing among the current economic and social interests are carried out. In 2012, as he
gave up reforming the Treaty on Stability, Coordination and Governance, a cornerstone of
this Euro Area governance, Francois Hollande contributed to consolidating this new power
structure. From then onwards, this European executive pole has only seen its competences
expand. Over a decade, its scope for intervention has become significant, ranging from
‘budgetary consolidation’ (austerity) policies to far-reaching coordination of national
economic policies (Six Pack and Two Pack), the set-up of rescue plans for member states
facing financial distress (Memorandum and Troika), the supervision of all private banks.

Both mighty and elusive, the government of the Euro Area evolved in a blind spot of political
controls, in some sort of democratic black hole. Who indeed controls the drafting process of
Memoranda of Understanding, which impose significant structural reforms in return for the
financial assistance of the European Stability Mechanism? Who scrutinizes the executive
operations of the institutions making up the Troika? Who monitors the decisions taken within
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the European Council of the Heads of State or Government of the Euro Area? Who knows
exactly what is negotiated within the two core committees of the Eurogroup, i.e. the
Economic Policy Committee and the Economic and Financial Committee? Neither national
parliaments, which at best simply control their own executive, nor the European Parliament,
which has carefully been sidelined from Euro Area governance. In view of its opacity and
isolation, the many criticisms voiced against that Euro Area government seem well deserved,
starting with Jiirgen Habermas’ denunciation of a “post-democratic autocracy”.

While considering this democratic black hole, it is critical to keep in mind that it is not just a
matter of principle, neither an issue of checks and balances. It has a real impact on the very
substance of the economic policies carried out in the Euro Area. It leads to a form of
generalised indifference towards whistleblowers and other discording voices — as is best
exemplified today vis-a-vis the quasi-unanimous chorus of economists emphasising the
ineluctability of a renegotiation of Greece’s debt. It favours a significant lack of
responsiveness to the very pointed signals sent by national electoral processes, which
persistently feature the rise of far right populism. From a more substantive point of view, this
power structure overstates the stakes associated with financial stability and market
confidence, and downplays the issues which are the most relevant for the majority
(employment, growth, fiscal convergence, social cohesion and solidarity) and which only
come to the fore with great difficulty.

There is, therefore, an urgent need to upgrade democratic values and place representative
politics at the core of European economic policies. It is high time to get rid of the opacity and
lack of political accountability which have so far characterised this new European power by
inserting a democratically elected institution at its heart. Only a Parliamentary Assembly (see
details here) would indeed have the sufficient legitimacy to hold this Euro Area government
politically accountable. Some will argue that strengthening the position of the European
Parliament may here suffice, but things are not (no longer) that simple. The government of
the Euro Area is not a Europe like any other: it is no longer about organising a common
market, it is now about coordinating economic policies, harmonising tax systems and
fostering convergence among national budgetary policies, thereby entering the very heart of
member states’ social contracts. It would thus be difficult not to directly involve national
parliaments, unless they are to be progressively stripped of their main constitutional powers
and if the institutions of national democracy are now left to run idle. As they remain closely
connected to political life in the individual member states, national parliaments are the sole
institutions with sufficient legitimacy to democratise this mighty intergovernmental network
of bureaucracies which has emerged over the last decade. This, moreover, echoes the
proposal Joschka Fischer made in his speech at Humboldt University on May 12 2000 (and
more recently in his Europeanizing Europe op-ed on 27 October 2011), when he argued that
the creation of a European chamber composed of national parliament representatives would
be the crucial step towards Political Union.

An Assembly That Matters

But this assembly would need to be entrusted with the necessary resources to effectively
counter-balance this governing structure whose influence does not only derive from the
institutional prerogatives it has accumulated over a decade, but stems first and foremost from
its ability to expertly define the scope of any potential policies. In order to avoid a rump
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Parliament, constantly faced with a fait accompli, or one that merely rubberstamps diagnoses
or decisions made elsewhere, this assembly must be given the capacities to fully participate in
managing the Euro Area. This implies that it can effectively weigh on the political agenda:
first, by co-producing the agenda of Euro-Summit meetings and the bi-annual work program
of the Eurogroup but also by exercising this power of legislative initiative which the
European Parliament lacks so far, rendering it unable to choose its own battles. It also implies
that this Assembly will step in at every crucial juncture of that Euro Area governance
process, whether under the European Semester (country-specific recommendations, the
Annual Growth Survey), the financial conditionality of Memoranda of Understanding, the
selection of the main executive leaders of the Euro Area. This finally requires setting up an
autonomous and pluralist expert capacity, as well as investigative powers vis-a-vis all
institutions constituting that government.

Under this treaty democratizing the Euro Area, member states would thus be delegating to the
Assembly voting on the base rate of corporation tax and on a common tax rate to finance the
Euro Area budget. The member states will remain able to vote on any additional tax rate,
applicable to the same base. The Assembly would also be empowered to generalize across the
Euro Area the automatic exchange of bank details, and pursue a concerted policy for
restoring progressive income and wealth taxes, while jointly and actively combatting external
tax havens. Europe must be able to bring tax justice and political voluntarism within the
framework of globalization: these proposals will achieve substantial and tangible progress in
that direction.

The treaty would also allow legislative action to mutualize public debt over 60% of each
member state’s GDP. Such debt-mutualization would enable the adoption of a common
interest rate and the promulgation of a partial or total debt moratorium, in conjunction with
the ECB. This proposal echoes that of a European Redemption Fund made in 2011 by the
German Council of Economic Experts, while adding a political dimension to it. Only a
democratic body, namely the Parliamentary Assembly of the Euro Area, would be entitled to
fix yearly investment and deficit levels, on the basis inter alia of the economic and social
conditions pertaining within the Euro Area.

Of course, there is no institutional panacea. No institutional reform, however well-thought-
out it may be, has ever sufficed to change course. Everyone is conscious that a new body will
not by itself change Europe’s political destiny. Ultimately, a thorough review of the European
project will become unavoidable. But along this path, setting up an assembly for the Euro
Area stands as code for a wider political and cultural fight for the democratization of the
European project and a new direction for the policies carried out on its behalf.

As the T-Dem shows (see here, here and here), it is possible to act swiftly, without
necessarily going through a highly cumbersome process of treaty revision involving all 27
member states, and open new democratic opportunities within the European executive bloc
itself. It is now up to political parties and civil society organizations to seize this opportunity
to liberate European politics from these technocratic trenches and remove us from this
pernicious alternative of helpless national retreat and the status quo of Brussels economic
policies.
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In the Westphalian system, reform does not come about without a struggle. As the Bretton
Woods experience suggests, what is needed is an effective political strategy combining two
critical elements.

First is the need to find some common ground on key issues that goes beyond vague
pronouncements of principle.

And second is the need to assemble a winning coalition of influential states.

All that is easier said than done, of course. But when the alternative could be outright chaos,
neither element seems entirely out of reach. My own guess is that as the threat of disorder
looms ever larger, some modest improvements are likely to emerge over the medium term.
To make exchange rate surveillance at least a bit more effective, for instance, the IMF may
well be given some additional authority to “name and shame” errant governments, as Jeffrey
Chwieroth (2010) has proposed, in hopes of persuading policymakers to mend their ways.
Likewise, governments can be expected to continue to tinker with their regulatory systems to
temper the dangerous volatility of financial markets, as Randall Germain (2010) has
suggested. And, as monetary power continues to diffuse, more states are likely to come to
appreciate the need to share in the responsibility of leadership. Some semblance of
governance will be provided. It will, however, be imperfect governance. Even more than it
does now, the international monetary system will come out looking something like the
proverbial camel — a horse designed by a committee. The patchwork will not be pretty. But
even a distinctly sub-optimal outcome will be preferable to no action at all. Better to muddle
through than to succumb to crisis.
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The dilemma can be simply put. Begin with the irrefutable fact that occasional payments
problems are a virtual certainty in a group of states as heterogeneous as the membership of
EMU. Any country can unexpectedly find itself in trouble. We may recall Germany at the
time of the euro’s birth, then labelled by some the ‘sick man’ of Europe. Or think of one-time
high flyers like Ireland or Spain, brought down by banking crises not of their own making. In
the absence of a permanent and automatic transfer union, every instance of serious imbalance
must be negotiated anew; and since as a practical matter terms are invariably set by creditors,
pressures to adjust tend to be fatally skewed, falling mainly on debtors. As John Maynard
Keynes wrote about the classical gold standard: ‘The process of adjustment is compulsory for
the debtor and voluntary for the creditor’ (as quoted by Moggridge, 1980, p. 28; emphasis in
the original). While healthier countries can afford to be relatively passive, distressed states
have little choice but to respond more proactively.

But what can they do? Trade or capital controls are ruled out by their membership of the EU.
Likewise, an independent monetary policy or exchange-rate devaluation is ruled out by their
membership of EMU. Effectively, all that is left to them is what is politely called ‘internal
devaluation” — another synonym for austerity. An anti-growth bias is created.

Not everyone would agree with this interpretation, which is essentially Keynesian in nature.

There is also a respectable alternative line of argument represented by Bundesbank president
Jens Weidmann and others, variously labelled ‘Austrian school’ or ‘ordo-liberalism’.
According to this line of argument, austerity is precisely what is needed to promote growth,
by restoring trust in public finances. But after half a decade of exceedingly disappointing
performance, it is hard to accord much credence to that sanguine point of view. Fiscal
consolidation has generated not growth in Europe but repeated recessions, mass
unemployment, and most recently the creeping onset of deflation. An anti-growth bias seems
undeniable. Indeed, matters might even be worse were it not for the actions of the ECB,
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which after some hesitation has moved vigorously to counter the risk of deflation. At the
outset of the global crisis, the ECB hewed closely to its traditional anti-inflation mandate,
even briefly raising interest rates in mid-2011. But a turning point came a year later, when the
troubles of the PIGS seemed to threaten a break-up of the eurozone. The paucity of action on
the fiscal front finally prompted Mario Draghi, president of the ECB, to intervene in a now
celebrated speech to the London financial community in July 2012. The ECB, he pledged,
would do ‘whatever it takes to preserve the euro’, adding ‘believe me, it will be enough’.
Specifically the ECB would now begin, under certain conditions, to buy up some of the debt
of troubled sovereigns under a new programme given the label of ‘outright monetary
transactions’. Although in fact no such purchases have yet been made, the impact of Draghi’s
words was positive, easing some of the sense of panic that had taken hold in Europe’s
financial markets. And since then a broad range of measures have been undertaken to reduce
interest rates and expand bank lending. At best, however, the ECB has been able to hold the
fort, forestalling further deterioration. Its initiatives have done nothing to address the euro’s
underlying structural defect. EMU’s anti-growth bias remains largely untouched.

Of course, the bias is nowhere to be found in the charter of the ESM or the fine print of the
Fiscal Compact. De facto, however, it is plainly there for all to see. In effect, EMU has
succeeded in resurrecting at the regional level the nineteenth-century rules of the game, when
exchange rates were rigidly fixed, capital controls were verboten, and the preferred method of
adjustment was domestic contraction — an updated version of the gold standard without gold.
“You shall not crucify mankind upon a cross of gold,” declared William Jennings Bryan in
1896. Today Europe’s economic fortunes are being crucified upon a ‘cross of euros’
(O’Rourke & Taylor, 2013).

Conclusion

The bottom line, therefore, is clear. Europe’s arrangements for coping with regional financial
crisis, even after recent reforms, are inadequate; and barring a fundamental change in
European political culture, are likely to remain so. The opportunity to take a lesson from the
American experience has been brushed aside. EMU’s structural failure remains unremedied,
and the cost of that failure is high.

This does not mean that EMU must necessarily be abandoned, as the French intellectual
Francois Heisbourg (2013) has argued in a recent book, La Fin du Réve Européen (The end
of

the European dream). In his view, the euro cannot survive without a major shift towards a
more federal structure, which he deems unlikely. Hence the common currency, he says, is
doomed. But that is too extreme. Europe is capable of saving its monetary union from
outright

collapse. As | have argued elsewhere (Cohen, 2012), lack of success does not mean outright
failure. What it means, rather, is more of the same sub-optimal performance that has plagued
Europe since the crisis began, including sluggish growth, persistent unemployment and
financial instability. The eurozone will endure, but it will not prosper.
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Table ronde avec Anne Sabourin, responsable du PCF aux questions européennes, Marc
Joly, sociologue, chercheur au CNRS, auteur de I’Europe de Jean Monnet. Eléments pour
une sociologie historique de la construction européenne (CNRS éditions) et Michel Aglietta,
professeur émérite a ['université Paris-Ouest et conseiller au CEPII et a France Stratégie,
coauteur de la Double Démocratie (Seuil).

Rappel des faits. Le Brexit marque le recul de la construction de |’Europe devant une
stratégie de repli national conduite sous la houlette des forces les plus réactionnaires.
L’exigence d’une alternative a la fuite en avant ultralibérale est incontournable.

La défiance a I’égard du projet européen est-elle conjoncturelle ou est-elle 1’indice d’une
crise durable ?

Anne Sabourin - De toute évidence, il s’agit d’une crise de 1égitimité profonde, qui dure
depuis des années, au moins depuis le passage en force du traité de Lisbonne aprés que
plusieurs peuples ont voté contre le traité constitutionnel européen. Mais rappelons que le
traité de Maastricht a été adopté en France avec une tres courte majorité des 1992. La
«nouveauté », c’est que, avec le krach financier de 2008, sa gestion par ’austérité, le
chantage a la dette et le harcélement permanent vis-a-vis de la Gréece, I’insupportable a été
atteint. Les tenants des traités se font sanctionner les uns apres les autres aux élections.
Regardez le sort réservé a Sarkozy, Hollande et Valls a la primaire ! La social-démocratie
s’effondre et les extrémes droites ont désormais atteint un niveau critique. Le Brexit est le
premier signe d’éclatement de 1’Union européenne (UE). La colére des peuples ne doit pas
étre étouffée ou nous irons vers de sombres années. Nous sommes dans un moment
d’accélération de la crise, de grande polarisation des débats, de recompositions politiques.

Marc Joly - La défiance concerne d’abord les représentants politiques nationaux. Ou, plus
précisément, c’est lorsqu’il y a défiance a I’égard de ces représentants que les institutions
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européennes cessent de laisser indifférent. La crise est donc structurelle : les institutions de
I’UE symbolisent, par leur fonctionnement méme, intrinséquement consensualiste (au niveau
des négociations intergouvernementales, de la comitologie, de la Commission européenne,
comme dans I’enceinte du Parlement européen), le faible controle que les « représentés » ont
sur leurs «représentants » ainsi que les liens de ces derniers avec les grands intéréts
industriels.

Michel Aglietta - Le projet européen est né des bouleversements sociaux issus de la Seconde
Guerre mondiale. Le progrés social a été son ciment dans le cadre d’un capitalisme
contractuel et dans I’espace de stabilit¢ monétaire de Bretton Woods, laissant une large
autonomie aux Etats de conduire leur politiqgue économique. Le désordre monétaire
international et la crise du capitalisme contractuel ont entrainé un danger de désintégration
dans les années 1970. Il n’a été surmonté que par la clairvoyance des dirigeants franco-
allemands dans la quéte du lien social le plus fondamental : 1a monnaie. Mais la résolution de
la crise inflationniste mondiale a consacré la victoire de 1’ultralibéralisme anglo-saxon, qui a
fait muter le régime de croissance en imposant la prépondérance de la finance. Le modéle
social européen en a été profondément affecté depuis les années 1980. Les économies ont été
ballottées par des cycles financiers successifs et de plus en plus amples qui ont culminé avec
la crise systémique de 2008. Celle-ci a engagé une nouvelle mutation du capitalisme qui peut
s’étendre sur plusieurs décennies. L’Europe joue son destin dans des conditions difficiles qui
croisent 1’érosion du modele social, la dévalorisation du travail et la dégradation de
I’environnement. La finance a exacerbé les divergences de politique économique dans la
premicere décennie de 1’euro, ce qui a rendu la zone euro tres vulnérable aux contrecoups de la
grande crise financiere. Les répercussions dévastatrices sur les pays du sud de I’Europe ont
révelé au grand jour I’absence de coordination politique entre les pays membres de 1’union
monétaire. La terrible récession des annees 2011-2013 nourrit ’amalgame d’une hostilité a
I’Union européenne en tant que systéme institutionnel et a I’establishment politique dans les
pays membres.

Une transformation des institutions européennes dans le sens de plus de démocratie n’est-elle
pas nécessaire ? Quels seraient ses effets ?

Michel Aglietta - Le probleme est profond. Il faut parvenir a régénérer le modeéle social par
une double démocratie de citoyens a la fois nationaux et européens en s’appliquant aux

domaines d’intérét commun : revaloriser le travail et la créativité, renforcer la sécurité
collective, promouvoir la compétitivité de toute I’Europe en développant les biens communs.
Le principe consiste a investir au niveau de 1’Europe dans tout ce qui apporte une valeur
ajoutée européenne. Ce sont les investissements qui apportent un bien-étre plus grand a tous
les pays s’ils sont mis en ceuvre au niveau européen que s’ils sont effectués dans chaque pays
séparément. Parce que le progres social peut étre retrouvé dans un régime de croissance
inclusif et soutenable, les domaines ne manquent pas de coopération européenne : dans la
recherche et développement, les associations universitaires d’excellence, les réseaux
transnationaux de numérique, de transports, de distribution d’électricité pour maximiser
I’essor des énergies renouvelables. Il faut faire de la mise en application des résolutions de la
COP21 le domaine par excellence de la valeur ajoutée européenne pour un leadership
d’innovations. Plus qu’une opportunité, il y a une exigence politique dans un monde devenu
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multipolaire avec I’émergence d’Etats continents et avec le déclin irréversible de 1’hégémonie
occidentale.

L’Europe doit étre une puissance publique unie pour participer a la formation des normes
internationales de I’avenir. Pour ce faire, les nouveaux dirigeants francais et allemand
devraient proposer un pacte dés la fin de I’année. Deux dimensions sont indispensables :
d’une part, pourvoir I’Europe d’un budget ayant des ressources propres pour mener les
politiques européennes d’investissement dans un développement du plan Juncker sous le
controle du Parlement européen; d’autre part, réformer le Semestre européen par une
coordination des budgets des pays membres de la zone euro pour une politique
contracyclique de la zone euro favorisant une convergence entre les pays.

Marc Joly - La majorité des parlementaires européens vous répondraient qu’il suffirait
d’accroitre leurs pouvoirs pour aller dans le sens de la « démocratie », puisqu’ils sont €¢lus au
suffrage universel. Le président de la Commission dirait, lui, que son institution incarne
I’intérét général européen et que ses missions devraient été¢ mieux définies pour correspondre
a celles d’un véritable exécutif (ce que prescrit un récent Livre blanc). On retrouve 1’idée
d’une démocratie représentative a 1’échelle européenne, avec partis politiques transnationaux,
européanisation de 1’espace public et de I’opposition droite-gauche. Or, a tous points de vue,
c’est irréalisable. Mais, avant de se lancer dans de grandes envolées sur -I’existence ou non
d’un «demos » européen ou de dénoncer un complot de I’UE, encore faut-il analyser
sociologiquement le processus de mise en place d’un espace décisionnel témoignant d’une
reconfiguration symbolique (la légitimité représentative) et effective des rapports de forces
entre le législatif et I’exécutif au sein des nations, et, conséquemment, d’une sorte de
transmutation de la souveraineté nationale externe en une souveraineté européenne interne sui
generis, incompréhensible pour les peuples concernés par son déploiement.

L’Union européenne est d’abord le produit et la manifestation des marges de liberté que le
systtme de la démocratie représentative (le meilleur hormis tous les autres, c’est bien
connu !) et I’idéologie de la souveraineté nationale conférent aux élites politiques dirigeantes.
Logiquement, il n’y a pas de critique de I’'UE qui tienne sans critique de ce systéme et de
cette idéologie.

Anne Sabourin - La démocratisation des institutions est un objectif prioritaire pour une
refondation de I’Union européenne. Nous voulons une « Union de peuples et de nations
libres, souverains et associés ». Ce projet implique une mise en cause des pouvoirs colossaux
cédés aux institutions financieres. Cela pourrait commencer trés concretement avec un Fonds
de développement social et environnemental et cela doit, in fine, aboutir a une révision des
statuts et des missions de la Banque centrale européenne.

Deuxiéme idée : le respect des souverainetés populaires et 1’égalité des pays. Comment est-il
possible que 1’on refuse encore a la Grece le -rétablissement des conventions collectives ?
Comment est-il possible que les ministres de la France se rendent sans mandat du Parlement a
I’Eurogroupe ou au Conseil européen ? Troisieme principe : la primauté des instances ¢lues
dans I’initiative et la prise de décision. Les parlements nationaux et le Parlement européen
doivent avoir le dernier mot et tout projet majeur doit étre soumis par référendum aux
citoyens. Les nombreuses transformations nécessaires de I’'UE doivent faire 1’objet d’un
grand débat national. Lorsqu’on veut plus de démocratie, il faut proposer une démarche
démocratique.
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Cette démocratisation permettrait-elle de sortir des carcans économiques libéraux dans le
sens d’un projet coopératif et social ?

Marc Joly - C’est le pari du récent projet T-Dem, proposé par Piketty. Je pense, a la réflexion,
que ce n’est pas une bonne solution. En gros, la voie d’une amélioration générale se trouve
quelque part entre, premi¢rement, une analyse objective des dysfonctionnements de I’UE (ce
qui suppose, de mon point de vue, de poser en termes sociologiques le probleme structurel de
la souveraineté, de relancer sur des bases saines la question de I’adhésion turque, de trouver
les moyens de tirer le meilleur parti possible de I’euro). Deuxiémement, une certaine prise de
liberté concertée des Etats en matiére économique et sociale.

Enfin, hors du systéme de 1’Union européenne, une initiative franco-allemande positive, a
I’image du projet de Ceca, par exemple, une Haute Autorité de la transition énergétique. Cela
reviendrait a renouer avec la «vraie» méthode Monnet, via la création d’instances
pleinement «souveraines » dans des domaines nettement circonscrits revétant une portée
symbolique et susceptibles de dénouer des problémes vitaux. Et cela supposerait d’inventer
une forme de légitimation démocratique différente du modele représentatif classique, une
forme participative, branchée sur la société civile, en soutien de cette Haute Autorité
exclusivement compétente dans le domaine de la planification énergétique — et qui, étant
capable de s’imposer aux institutions de I’UE, aux Etats et aux entreprises, redynamiserait le
conflit politique a I’échelle européenne en méme temps qu’elle symboliserait I’espoir en un
monde meilleur et en une gestion rationnelle des interdépendances.

Anne Sabourin - 11 est illusoire de penser qu’un seul changement institutionnel peut permettre
la transformation sociale. C’est la raison pour laquelle je suis sceptique face a la proposition
de Parlement de la zone euro. Quel changement avec une nouvelle institution truffée de
libéraux ? Si 'on veut sortir des carcans et engager de profonds changements, c’est a la
construction d’un rapport de forces favorable aux idées et aux forces de progres qu’il faut
s’atteler : la conquéte des pouvoirs gouvernementaux pour la gauche, la mobilisation des
travailleurs, des jeunes, des femmes, mais aussi, et, indissociablement, la construction d’un
front d’idées et d’actions européen. Je prends un exemple concret: si I’on veut mettre en
cause I’austérité, il ne suffit pas de «réviser la gouvernance de la zone euro ». Il faut qu’une
coalition de gouvernements de gauche pose ce débat au Conseil, éventuellement en prenant
des mesures de résistance au niveau national, que les salariés et les usagers, les services
publics se mobilisent et que cet objectif fasse 1’objet d’une bataille commune des forces de
progrées au niveau européen.
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Theories about the historical development of the global political economy: Brexit as an
element of a new phase of organized capitalism?2

In perspective, the Brexit vote is only one development among many in the global crisis of
liberal-cosmopolitan capitalism. Other cases include the election of US President Trump, the
rise of right-wing neo-populist parties throughout Europe, the rise of state capitalism in
emerging markets and the crisis of liberal global economic institutions, including the multiple
crises of the EU. The global political economy, therefore, seems to have turned against
liberal-cosmopolitan capitalism. These various developments are not coincidental. The 2007/
2008 global financial crisis played an important role in delegitimizing this form of capitalism,
bolstered by the stagnating incomes of Western labour and the lower middle classes as
austerity measures were widely implemented (Lakner and Milanovic, 2013). However,

many of the developments listed above had been in the making over an extended period,

and therefore, it is necessary to take a longer historical view.

This is not the first time that there has been a global tendency away from liberal capitalism.
Parallels between the current situation and that of the 1930s have already been

identified after the 2008 global financial crisis (Eichengreen, 2015). While this debate
focused, firstly, on comparisons between the depression of the late 1920s and the post-
2008 recession, more recently, the debate has turned to drawing the parallels between the
political reactions to these crises, with a particular focus on the rise of right-wing political
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extremism.

[...]
A promising option for capturing both current developments and the 1930s appears to be the
notion of ‘organized capitalism’. This notion has been developed by a number of German and
Austrian theorists in the early twentieth century, including Hilferding (1910), Naphtali
(1928), Sombart (1932) and Pollock (1933), when focusing on the strong role of finance
capital and cartels in the European and US economies.3 In a nutshell, the core question about
organized capitalism is whether firms are the ‘private business of their owners and insiders’
or ‘quasi-public infrastructures’ and, therefore, constrained in their economic decisions by
institutionally sanctioned ‘collective interests’ (Ho pner, 2007: 6-7). The latter is called
‘organized capitalism’, with the collective interests ranging from sectoral interests over class
interests to political interests, such as supporting a war economy.

Organizing capitalism usually takes place on a national basis, although it can take different
forms. From this perspective, German 1930s Monopoly Capitalism has much in common
with 1930s US Fordism, given that both share a high degree of organization of economic
activity, as well as opposing highly competitive liberal capitalism. Both models, including
cartels, trusts and monopolies on the one side, and corporate interlocks and corporatism on
the other, share a high degree of organization. In both cases, the leadership of a private
company has to accommodate the whole cartel and/or consider the impact on the national
economy. Moreover, due to this high degree of organization, this type of capitalism
potentially becomes more amenable to purpose-driven societal influence than competitive
capitalism (Hilferding, 1910). Thus, the General Commission of the German Federation of
Trade Unions led by Naphtali (1928) saw the development towards organized capitalism as a
major step towards economic democracy, whereas the demand for a return to more
competitive capitalism has been rejected as reactionary by observers such as Sombart (1932).
Fascism, however, destroyed any positive connotation of the phrase ‘organized capitalism’, at
least in Germany.

However, organized capitalism endured in Western economies until the 1980s, when it
encountered a new phase of (neo-) liberal ‘disorganized’ capitalism (Lash and Urry, 1987).
Arguably, both the re-industrialization strategies proposed by the Conservative government
in the UK under Prime Minister Theresa May, the US, Poland and Hungary and the state
capitalist strategies followed by the large emerging markets on the other, can be subsumed
under the broad heading of organized capitalism. Individual companies may pursue their
profit motives but have to do so in the context of over-arching policies relating to industrial
(re-) development. By turning against liberal capitalism, these governments may even be
considered as an avant-garde with regard to future global economic developments. To date,
conservative or even right-wing neo-populist governments have been best able to ride this
wave of socio-economic discontent. Organized capitalism, however, does not have to be
reactionary — it opens up wider options for societal influences on the economy can therefore
be a source of social reforms.
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If we combine the theoretical arguments outlined above, the Brexit vote — and the postBrexit
UK government strategy — thus can be seen as one element among many in the broader
development of capitalism. These events point towards a counter-movement against liberal
capitalism, inter alia triggered by the global financial crisis and the stagnation of the living
standards of Western labour and lower middle classes. In a historical perspective, this
movement is part of long-term cycles between liberal and organized capitalism and
represents a new phase of organized capitalism. Similar to the developments in the 1930s,
this phase can both take a progressive or a reactionary direction.

Conclusion

This article has pointed to significant parallels between the Brexit vote and other recent
developments in the global political economy. Not only the election of President Trump but
also the outcomes of recent elections in Continental Europe, the outlook of the current
Japanese government and the long-term trajectory of major emerging markets all point in the
same direction. This direction is a turn away from cosmopolitan liberal principles of
economic organization and towards a more organized form of capitalism, with a stronger
focus on the national level.

Arguably, an organized form of capitalism has already become established in the large
emerging markets of China and India and during a decade in Brazil. Moreover, these
developments are not confined to the national level in the most important economies, but
increasingly can be seen at the level of global economic order, where liberal institutions are
slowly being eroded. With hindsight, historians in 50- to 100-year time may record the Brexit
vote as one among many developments that have signalled the advent of a new phase of
capitalism. By embedding these observations in theories about the long-term development of
capitalism, we argue that we are currently witnessing a long-term turn towards a phase of
organized capitalism, similar to the previous turn of the 1930s. Whether this turn towards
organized capitalism will be a benevolent development, similar to the US New Deal in the
1930s, or a historical disaster such as the rise of Fascism, is too early to tell. Arguably, an
interlude between two phases is more fluid and more open to political agency than a period
within an institutionally stable phase of capitalism. This also applies to Brexit and related
developments. The Brexit vote may lead to a political economy that is xenophobic,
nationalist and authoritarian, but it may also lead to a political economy that caters much
better for the working and the lower middle classes, based on successful re-industrialization
and social reforms. Much will depend on whether domestic political forces and inter-
governmental cooperation will be able to manage the tensions arising from the current
development towards a new phase of organized capitalism. The US New Deal and the three
decades after the Second World War have proven that this is not completely impossible.
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1. The aim and the structure of the paper

Historically, savings banks and cooperative or mutual banks have played an important role in
the financial systems of almost all European countries. However, the wave of financial
deregulation, liberalization and privatization in the late 20th century has changed the role and
the institutional forms of these banks in most European countries. The general tendency of
the past years was to regard these types of banks as somehow old-fashioned, outdated and
inefficient, and to advocate and even imple-ment policies that correspond to this view. In
some European countries, savings and cooperative banks have completely disappeared as
specific groups of financial institutions, and in some others, they have changed so much that
it suggests asking whether there is still today any substantial difference between these banks
and conventional national and international commercial banks in the legal form of a
corporation and with the set of objectives that private banks can be assumed to have.
However, under the influence of the financial crisis, the formerly widely held critical view of
savings and cooperative banks might give way to a more friendly assessment. After all, many
big private banks had incurred so much risk that policy makers and regulators have adopted a
skeptical view of their merits and are now trying to find ways of limiting their riskiness.
Indeed, many current policy initiatives try to make all banks behave a bit more like the
savings banks and cooperative banks of yesteryear.
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Apart from the important role that savings banks and cooperative or mutual banks play in
several European banking systems, studying these two groups of banks is particularly
interesting because of their unconventional organizational design, which sets them apart from
private banks that solely operate in the interests of their shareholders. This is why this paper
puts special emphasis on the aspect of institutional design.

The aim of this article is to characterize the former and the current roles of savings banks and
cooper-ative banks, to provide a brief account of the recent changes and also to speculate
about their future prospects. This aim determines the structure of the article. In the next
section, we characterize savings and cooperative banks in Europe by pointing out their
former characteristic features. Then we turn to their recent development in different
countries. We first address the German case, which is almost unique in so far as the German
savings banks and cooperative banks have maintained most of their traditional features, and
then take a brief look at other European countries. The article concludes with a plea for
diversity of institutional forms of banks and argues that it is important to safeguard the
strengths of those types of banks that do not conform to the model of a large shareholder-
oriented commercial bank.

2. The definition and the nature of savings banks and cooperative banks

The discussion of the nature of savings banks and cooperative banks focuses on two aspects:
their business models and their institutional features. Both banking groups share the regional
focus of their business models; nevertheless, they traditionally have very different
institutional features that, for each banking group, proved quite successful over the last two
hundred years. Importantly, the banks’ busi-ness models and their institutional features are
interdependent and complementary to each other.3 As the last decade documented and as will
be elaborated in this paper, changes in banks’ institutional features immediately affect their
business models and vice-versa.

It is almost impossible to define the savings banks of the 21st century in a general and
meaningful way that is applicable to every institution that goes under that name today. They
are a very heterogeneous group. Even across countries in Europe, they have few common
features and the distinction between savings banks and other banks is becoming less and less
clear. There are now only two features that all savings banks in Europe have in common: (1)
their focus on savings and savings mobilization and (2) their clear regional and even local
focus.

Until about 25 years ago, these two features of the business model of most European savings
banks were closely connected to five institutional features. The most preeminent feature was
3) that of being “public” banks which were in a certain sense owned or sponsored and
governed by some regional or local public body such as a city or a county or a region. This
does not imply that these authorities had property rights that owners of a private bank have,
but it implies that they had certain rights and also certain obligations with respect to “their”
savings banks. As public banks, savings banks were (4) organized under a public law regime.
The next feature was (5) their dual objective: They were expected to support the local
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economy and the local people, and at the same time to operate according to common business
rules and thus to be financially sustainable enterprises.

Another common feature was (6) their adherence to the so-called regional principle, which
restricts the operations of a savings bank to the area for which the public body is responsible.
As banks that adhere to the regional principle and are firmly rooted in the local economy do
not compete with each other, the different savings banks in a country or region had reasons to
consider each other more as peers and colleagues than as competitors. This is why it is easy
and attractive for them to cooperate, and it leads to the seventh traditional feature of savings
banks in Europe: They were (7) part of dense and closely (3) that of being “public” banks
which were in a certain sense owned or sponsored and governed by some regional or local
public body such as a city or a county or a region. This does not imply that these authorities
had property rights that owners of a private bank have, but it implies that they had certain
rights and also certain obligations with respect to “their” savings banks. As public banks,
savings banks were (4) organized under a public law regime. The next feature was (5) their
dual objective: They were expected to support the local economy and the local people, and at
the same time to operate according to common business rules and thus to be financially
sustainable enterprises.

Another common feature was (6) their adherence to the so-called regional principle, which
restricts the operations of a savings bank to the area for which the public body is responsible.
As banks that adhere to the regional principle and are firmly rooted in the local economy do
not compete with each other, the different savings banks in a country or region had reasons to
consider each other more as peers and colleagues than as competitors. This is why it is easy
and attractive for them to cooperate, and it leads to the seventh traditional feature of savings
banks in Europe: They were (7) part of dense and closely cooperating networks of legally
independent institutions that constitute a special banking group.

This list of seven features constitutes the “prototype” of a savings bank. In the past, it was
also valid as a description and allowed to distinguish savings banks from other banks.
However, as we said before, today not all national savings bank systems exhibit all of these
features any more.

These networks offer the opportunity to have a common appearance vis-a-vis clients and the
general public, share information and, most importantly, “outsource” certain functions in
which economies of scale can be achieved to central institutions that are also part of the
networks. Being part of such networks strengthens their competitive position within the
respective national banking system.

Most cooperative banks are still today in many respects similar to how savings banks used to
be. They are regional banks; they adhere to the regional principle; they are parts of dense
networks that foster within-group cooperation, and they also have a dual objective. In their
case, the mandate is to support the economic undertakings of their clients and to be cost-
covering and profitable businesses. The specific feature of any cooperative bank — and thus
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also a criterion of demarcation from other banks — is their legal structure. Although they have
some features of corporations, cooperatives are organized almost like clubs. Therefore the
owners and providers of equity are not called shareholders but members. Three principles
shape the institutional structure of financial and other cooperatives. The “principle of self-
help” implies that they are self-governed private organizations. According to the “principle of
identity”, members are their main clients and conversely many of their clients are also
members. Then there is the “democratic principle”. It manifests itself in the rule that one
member has only one vote in the annual general meetings, irrespective of how many shares
he or she may hold.

In some countries savings banks are no longer public and municipal institutions operating
under a public law regime and are no longer part of dense networks of affiliated institutions.
Therefore one must restrict oneself today to defining savings banks simply as savings-
oriented locally focused financial institutions that are called savings banks according to
tradition and/or national laws and regulations.

Since cooperatives are structured like clubs, members cannot sell their shares if they want to
exit. They can only hand them back to the cooperative and in return get back what they have
once invested, plus their part of accumulated profits. This feature has both negative and
positive implications. Ownermembers’ incentives to monitor the performance of the
managers are weak due to the fact that they can hardly benefit from policies that would
increase the value of their shares because they cannot sell their shares at a higher market
price, and they cannot exert pressure on management due to the fact that they cannot
accumulate a sufficient number of voting rights. As a consequence, the incentives of the
managements to perform well and to increase the going-concern value of cooperative banks
are also weak. Evidently, this constitutes a handicap for cooperative banks in their
competition with other banks. At the same time the “democratic principle” and the limited
incentives for management to make high profits imply that potentially powerful members
cannot dominate a cooperative and make management exploit weaker members for instance
by paying low interest rates on deposits. For the same reason, the incentives to incur high
risks as a means of achieving high profits are weak in a financial cooperative.

3. Savings banks and cooperative banks across Europe

3.1 Overview

The role of savings banks and cooperative banks varies significantly between European
countries. This is related both to historical reasons and to developments over the last decades.
Figure 1 presents the market share of total assets of savings banks and cooperative banks
(including total assets of the respective central institutions) in terms of total banking assets in
selected countries over the last years. As illustrated in the left panel, until today savings
banks play an important role particular in Spain and Germany, but not so any more in several
other countries.

In the remainder of this section, we first discuss the development of savings banks and
cooperative banks in Germany at somewhat greater length. We do this for two reasons: First,
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historically, the German savings banks and in particular the German cooperative banks
served as a role model for similar banks in other European countries and around the world.
Second, much more than those in almost any other country, the German savings and
cooperative banks have maintained most of their traditional features over the last decades,
and therefore arguably still correspond best to what one might call their prototypes.
Subsequently, we briefly describe the developments and the current positions of savings and
cooperative banks in selected other European countries, i.e., Austria, France, Italy and
Spain.10

3.2 Germany

3.2.1 Historical development

The establishment of savings and cooperative banks in Germany goes back to the 19th
century. The first savings banks were created about 200 years ago. They were foundations
established by well-intentioned citizens with the mission of encouraging and enabling people
of a low social standing to set aside some savings for a rainy day, a wedding or some other
purpose. Then very soon municipal and public savings banks were created, and they soon
became the dominant form. Over the years, the number of savings banks increased
continuously, associations of savings banks were created and with the introduction of giro
transactions in the early 20th century, regional clearing banks, which are now called
Landesbanken, were established to support the savings banks operating in a larger region that
would correspond to what are now different federal states in Germany. Together with the
local savings banks, the Landesbanken and the associations formed a dense network of
institutions. Later, additional institutions for special purposes, such as building societies,
were founded and added to the network. However, the local banks remained the heart and the
basis of the group.

The cooperative banks in Germany date back to the middle of the 19th century. Two groups
of cooper-ative banks emerged at that time. The founder of the first group was Friedrich
Wilhelm Raiffeisen. He laid the foundations for what was to become an extensive network of
rural cooperative banks in Germany, which provided the model for cooperative banks in
other European countries and finally in the entire world.

Cooperative banking expanded as much as savings banks and soon covered all of Germany
and also some neighboring countries, and like the savings banks they established dense
networks of associa- The second important group of cooperative banks was founded in an
eastern part of Germany. They adopted the common name of people’s banks (Volksbanken).
The founder of this group was Hermann Schulze-Delitzsch, a former public administrator and
a politician.

Cooperative banking expanded as much as savings banks and soon covered all of Germany
and also some neighboring countries, and like the savings banks they established dense
networks of associations, clearing banks and affiliated specialized service providers. The
German Banking Act of 1934 placed savings and cooperative banks under the same
regulatory regime as all other banks. As a consequence, they became universal banks by law
and in practice. For many decades, the two cooperative networks remained separate until they
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finally merged in 1972. As of then, cooperative banks may also conduct business with clients
who are not members.

The German savings banks and cooperative banks have until today adhered to the regional
principle described above, which implies that they are not competing with other banks in
their respective bank-ing group. This has enabled them to cooperate within their groups and
to benefit greatly from being organized as parts of networks of closely connected, but legally
independent institutions. Therefore, they are in a position to offer a full range of services to
their customers without having to produce all of these services themselves, which would be
too costly or, because of the small size of the local institutions, simply not feasible. Over
time, and especially in the 30 to 40 years after World War 11, both groups of regional banks
underwent a process of professionalization and concentration — reducing the number of local
institutions to less than one half over time — and of deepening the cooperation in their
respective networks. During these years, the savings and cooperative banks were the most
successful groups in the German banking system; they gained market share, were quite
profitable and stable, and enjoyed a good reputation with clients and in the general public. In
the early postwar years, the German banking market had been rather segmented, allowing
savings and cooperative banks to become the main providers of retail banking services to
German households and SMEs. The big private banks only started to serve the general public
in the mid-1960s. This put some pressure on savings and cooperative banks, but they
remained strong contenders in the banking market.

In 2001, the German government agreed with the EU Commission to phase out the former
public guarantees for local savings banks and Landesbanken by the year 2005. While this had
serious conse-quences for the Landesbanken, the local savings banks were hardly affected by
this change since, first, they are largely financed by retail deposits, and second, for decades
the group’s internal risk control proved successful such that there was not a single case in
which the public guarantees had been invoked. Further, in contrast to the business model of
Landesbanken, that of the local savings banks has always been very safe, as their focus
remained on their core business of operating locally.

3.2.2 The structure of banking networks

The savings bank group is organized in a three-level network. Savings banks operate at the
local level. At the end of 2012, there existed 423 savings banks. Regional financial
institutions such as Landesbanken12, building societies and insurance companies typically
operate at the state level.

Other institutions, like DekaBank or Deutsche Leasing, operate at the national level. This
three-level structure of financial institutions is mirrored in the