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Undermining the case for capitalism

One does not have to be a protester in a tent outside St Paul’s Cathedral to feel there is something wrong about the amounts paid by companies to their top executives.

It is now widely accepted that the big increases in pay seen over the past 30 years – the earnings of bosses at FTSE 100 companies have risen as a multiple of median pay from 14 times in 1980 to 75 times – cannot be justified by any measure of performance. As John Maynard Keynes observed, the businessman is “only tolerable as long as his gains can be held to bear some relation to what, roughly and in some sense, his activities have contributed to society”. Both in the eyes of the public and in fact, many companies have failed this test.

Today, as the Financial Times launches “Capitalism in crisis” – a series of articles about the problem of legitimacy that afflicts our economic system – there is a growing recognition that executive pay needs reining in. This is not just a question of reconnecting remuneration and performance. Absolute levels are out of whack, too.

One of the biggest problems concerns the way executive pay is set. Remuneration committees have been captured by a clique of current and recently retired executives, who have little incentive to curb wage inflation.

The government has come forward with a proposal to tackle this by preventing current executives from chairing remuneration committees at other companies. But while this focuses on the right area – such bodies do need to be more independent – it is of questionable efficacy. A better way of changing behaviour would be to bolster the role of shareholders – the ultimate owners of the company. And one way to do this would be for them to sit on remuneration committees.

The government does already accept that investors need to have a bigger say. David Cameron, the prime minister, has just promised legislation to give them a binding vote on remuneration packages.

Some will argue that shareholders have neither the time nor the inclination to assume such responsibilities. Many hold shares for short periods and vote only with their feet. It may be necessary for the state to be more prescriptive in obliging financial intermediaries to use their rights of ownership for the long-term advantage of their beneficiaries. But public confidence in shareholder capitalism can only be restored if owners recognise their responsibility. This is a challenge to which they must rise.
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Current woes call for smart reinvention not destruction

By Lawrence Summers
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It would have been almost unimaginable five years ago that the Financial Times would convene a series of articles on “Capitalism in Crisis”. That it has done so is a reflection both of sour public opinion and distressing results on the ground in much of the industrial world.
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Americans have traditionally been the most enthusiastic champions of capitalism. Yet, a recent public opinion survey found that among the US population as a whole 50 per cent had a positive opinion of capitalism while 40 per cent did not. The disillusionment was particularly marked among young people aged 18-29, African Americans and Hispanics, those with incomes under $30,000 and self-described Democrats.

Three elections in a row in the US have been, by recent standards, bloodbaths for incumbents. In 2006 and 2008 the left did well; in 2010 the right won comprehensively. With the rise of the Tea Party on the right and the Occupy movement on the left, this suggests that far more is up for grabs than usual in this election year.

So how justified is disillusionment with market capitalism? This depends on the answer to two critical questions. Do today’s problems inhere in the present form of market capitalism or are they subject to more direct solution? Are there imaginable better alternatives?

The spread of stagnation and abnormal unemployment from Japan to the rest of the industrialised world does raise doubts about capitalism’s efficacy as a promoter of employment and rising living standards for a broad middle class. The problem is genuine. Few would confidently bet that the US or Europe will see a return to full employment, as previously defined, within the next five years. The economies of both are likely to be demand constrained for a long time.

But does this reflect an inherent flaw in capitalism or, as Keynes suggested, a “magneto” problem – like the failure of a car alternator – that can be addressed with proper fiscal and monetary policies and which will not benefit from large scale structural measures. I believe the evidence overwhelmingly supports the latter. Efforts to reform capitalism are more likely to divert from the steps needed to promote demand, than to contribute to putting people back to work. I suspect that if and when macro-economic policies are appropriately adjusted, much of the contemporary concern will fade away.

That said, serious questions about the fairness of capitalism are being raised. These are driven by sharp increases in unemployment beyond the business cycle – one in six of American men between 25 and 54 is likely to be out of work even after the economy recovers – combined with dramatic rises in the share of income going to the top 1 per cent (and even the top 0.01 per cent) of the population and declining social mobility. The problem is real and profound and seems very unlikely to correct itself untended. Unlike cyclical concerns there is no obvious solution at hand. Indeed, since even Chinese manufacturing employment appears well below the level of 15 years ago it suggests that the roots of the problem lie deep within the evolution of technology.

The agricultural economy gave way to the industrial one because progress enabled demands for food to be met by only a small fraction of the population freeing large numbers of people to work elsewhere. The same process is now under way with respect to manufacturing and a range of services, reducing employment prospects for most citizens. At the same time, just as in the early days of the industrial era the combination of substantial dislocations and greater ability to produce at scale is enabling a lucky few to acquire great fortunes.

The nature of the transformation is highlighted by the 50 fold change in the relative price of a television set of a constant quality and a day in a hospital over the last generation. While it is often observed that wages for median workers have stagnated, this obscures an important aspect of what is occurring. Measured via items such as appliances or clothing or telephone services, where productivity growth has been rapid, wages have actually risen rapidly over the last generation. The problem is that they have stagnated or fallen measured relative to the price of food, housing, healthcare, energy and education.
Capitalism in Crisis
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An investigation into the future of capitalism scrutinising its legitimacy, its weaknesses and suggesting ways in which it could be reformed

As fewer people are needed to meet the population’s demand for goods like appliances and clothing it is natural that more people work in producing goods like healthcare and education where outcomes are manifestly unsatisfactory. Indeed as the economist Michael Spence has documented, a process of this kind is under way: essentially all US employment growth over the last generation has come in non-traded goods.

The difficulty is that in many of these areas the traditional case for market capitalism is weaker. It is surely not an accident that in almost every society the production of healthcare and education is much more involved with the public sector than is the case with the production of manufactured goods. There is an imperative to move workers from activities like steelmaking to activities like taking care of the aged. At the same time there is the imperative of shrinking or least slowing the growth of the public sector.

This brings us to the charge that the governments of industrial market capitalist societies are bankrupt. Even as market outcomes seem increasingly unsatisfactory, budget pressures have constrained the ability of the public sector to respond. How and when – not whether – basic programmes of social protection will be cut back is now back on the table. The basic solvency of too many capitalist states seems in question.

Again the problems are very real. While I believe more than most that the US government will be able to borrow on very attractive terms for a long time, if – as I fear – private borrowing remains depressed, there is no denying that the current path of planned spending and planned revenue collection are inconsistent. And Europe is teaching us that markets can take significant fiscal problems and make them catastrophic by becoming too alarmed too rapidly.

At one level the answer here is simply to insist on more political will and courage. But at a deeper level, citizens of the industrial world who believe that they live in progressive societies are right to wonder why increasingly affluent societies need to roll back levels of social protection. Paradoxically, the answer lies in the very success of capitalism which has made the opportunity-cost of an individual teaching or nursing or administering that much more expensive

When outcomes are unsatisfactory, as they surely are at present, there is always a debate between those who believe that the current course needs to be pursued with increased vigour and those who argue for a radical change in direction. That debate is somewhat beside the point in the case of market capitalism.

Where it has been applied it has been an enormous success. The challenge for the next generation is that success will increasingly be taken for granted and indeed will become an increasing source of frustration, for in these pinched times, its success cannot be matched outside the market’s natural domain. It is not so much the most capitalist parts of the contemporary economy but the least – those concerned with health education and social protection that are in most need of reinvention.

The writer is former US Treasury secretary and Charles W. Eliot university professor at Harvard
==================================================
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Capitalism in crisis: The code that forms a bar to harmony
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By John Plender

The enrichment of bankers, corporate chiefs, flash traders and their cronies is testing tolerance of inequality, argues John Plender in the first part of an FT series
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Greedy bankers, overpaid executives, anaemic growth, stubbornly high unemployment – these are just a few of the things that have lately driven protesters on to the streets and caused the wider public in the developed world to become disgruntled about capitalism. The system, in all its different varieties, is widely perceived to be failing to deliver.

Business in the leading English-speaking countries attracts misgivings. Fewer than half of the American and British people sampled in the 2011 Edelman Trust Barometer have faith in business to do what is right. The survey rates the US and the UK only marginally ahead of Russia on this score. So there is talk of a crisis of legitimacy and an erosion of business’s “licence to operate”.

This article, the first in a series on rethinking capitalism after the financial crisis that began in 2007, argues that popular acceptance – which is a basic condition for business success – has waned in the Anglosphere for good reason. At the heart of the problem is widening inequality. In a recent study, the Paris-based Organisation for Economic Co-operation and Development, the club of developed nations, declared that the wealthiest Americans “have collected the bulk of the past three decades’ income gains”. Much the same is true of the UK. In both cases, most of the spoils have gone to finance professionals and top executives.

As Stewart Lansley, author of a recent book on inequality*, puts it, the modern economy appears to consist of two tracks: a fast one for the super-rich and a stalled one for everyone else. Those in the slow lane enjoyed rising living standards before 2007, despite stagnant real incomes, thanks to increased borrowing on the security of their homes. Since the crisis, however, American and British homeownershave faced a long and deep squeeze on real living standards, while struggling to service an unprecedented level of indebtedness. At the same time, says Mr Lansley, finance has come to play a new role as “a cash cow for a global super-rich elite”.

In continental Europe, the increase in inequality is less pronounced and the legitimacy problem has more to do with the way imbalances in the eurozone are being addressed. Northern Europeans resent a monetary union that has permitted southern Europe to engage in what they see as fiscally profligate behaviour, while southern Europeans and the Irish are required to submit to extreme austerity programmes that exacerbate theirsovereign debt problems.

As the German-led policy elite inches towards “more Europe” as a solution to the fissures in the eurozone, it is far from clear that more Europe is what the citizens of Europe want. Democratic legitimacy has been largely lacking from the outset of this gigantic monetary experiment. On both sides of the Atlantic there is now a risk that reasonable aspirations to equality of opportunity are being undermined, accompanied by a growing threat of political instability. Support for open trade and free markets is also being adversely affected.

Misery and money motive
The problem of consent in relation to capitalism is nothing new. In fact, it returns with nagging frequency. In the early years of the industrial revolution, average per capita incomes were slow to rise and the contrast between the plight of the working population and the lifestyle of rich manufacturers prompted savage diatribes such as that of Charles Dickens in Hard Times. Even when living standards did rise, David Ricardo and Karl Marx worried whether the free markets trumpeted by Adam Smith could produce an income distribution that was politically tolerable.

By the late 19th century the debate turned more heavily on the moral question posed by the unedifying behaviour of the American robber barons at a time of spectacular economic growth. The centrality of the money motive in wealth creation appeared to detract from capitalism’s legitimacy unless there was an implicit social contract between the rich and the rest of society, whereby the wealthy tempered ostentation and engaged in philanthropy.
Calculations, causes and costs

Income inequality in the developed world started to rise in the late 1970s, according to OECD. The trend was evident most notably in the US and UK, where inequality remains particularly pronounced.****

It then spread in the 2000s to such low-inequality countries as Germany, Denmark and Sweden. Household incomes have been increasing faster at the top, with earners in the top 10 per cent leaving middle earners more rapidly behind than the lowest earners have been drifting away from the middle. Only in France, Japan and Spain has the pay of the best paid failed to rise faster than that of the lowest paid.

Rising income inequality has been variously attributed to globalisation, skills-based technological change, regulatory reforms in labour and product markets, changing household structures and tax-benefit systems becoming less redistributive. The costs of inequality, say the OECD authors, include the stifling of upward mobility, leading to social resentment and potential political instability. It also fuels anti-globalisation and protectionist sentiment.

**** Divided We Stand: Why Inequality Keeps Rising
Then, in the unstable 1920s and the Depression of the 1930s, the efficacy as well as the moral basis of capitalism was once again called into question. While F. Scott Fitzgerald chronicled the moral vacuity of jazz age capitalism in The Great Gatsby, John Maynard Keynes, who provided a theoretical basis for the mixed economy and a more humane form of capitalism, was notably acerbic on what he called “individualist capitalism” and the money motive. Such questioning was sharpened by the existence for the first time of a seemingly successful alternative to capitalism in the Soviet Union; also of competing models, such as the corporatist approaches developed in Germany and Italy.

What, then, is different about today’s outbreak of disaffection? Perhaps the most important difference is that it is not the product of despair. The people in Manhattan’s Zuccotti Park and on the steps of St Paul’s Cathedral in London had no need of soup kitchens and took to their tents out of choice, unlike many in the 1930s US who slept in cardboard box colonies – Hoovervilles – out of necessity.

If there is no proliferation of soup queues, it is because in all the economies of the developed world capitalism has been humanised to a greater or lesser degree by forms of social democracy and by bank bail-outs. Unemployment in the US has gone nowhere near the 25 per cent rate that prevailed in 1933. While there are exceptionally high rates of youth unemployment, especially in southern Europe, there is more of a safety net for the victims than in the Depression. And if today’s protesters articulate no coherent programme, it seems clear that underlying frustrations are to do with perceptions of unfairness, not immiseration.

Much of that frustration relates to the banks. In contrast to the 1930s, when banking was about deposit-taking and lending, modern bankers engage in complex trading that they themselves do not always understand and whose social utility is not apparent to ordinary mortals – or even to the likes of Lord Turner, head of the UK Financial Services Authority, who famously declared that many parts of the banking business had “grown beyond a socially reasonable size”. Many have shown a disregard for their customers, while fiduciary obligation has become a casualty of deregulation and the shareholder value revolution. There is a widespread conviction that these bankers constitute a protected class who enjoy bonuses regardless of performance, while relying on the taxpayer to socialise their losses when they have taken excessive risks. At the same time, the public is aware that top executive rewards more generally are poorly related to performance and tend to go up even when profits fall.
Human capital or ‘hand’
Such resentment is not completely new. It bears some resemblance to the hostility towards profiteers after the first world war, which prompted Keynes to remark: “To convert the business man into the profiteer is to strike a blow at capitalism, because it destroys the psychological equilibrium which permits the perpetuance of unequal rewards. The businessman is only tolerable so long as his gains can be held to bear some relation to what, roughly and in some sense, his activities have contributed to society.”** On that basis, no one can be surprised that the legitimacy of capitalism is currently in question. And it would be wrong to call it a “winner takes all” form of capitalism, because privileged losers appear to be making off with the prizes too.

What is unquestionably novel is the ferocity with which US business sheds labour now that executive pay and incentive schemes are more closely linked to short-term performance targets. In effect, the American worker has gone from being regarded as human capital to a mere cost, or what was known in the 19th century as a “hand”. Yet this pursuit of a narrowly financial conception of shareholder value may destroy value for the ultimate pension beneficiaries – because of the disruption that slashing and burning causes, and the cost and time involved in hiring and retraining when conditions improve.

That underlines the “agency problem” at the heart of the banking and boardroom pay sagas. The accountability of management – the agent acting on behalf of the highly dispersed beneficiaries of equity ownership – is fundamentally flawed. While the public may not be aware of the details of the weak chain of accountability, or the growing number of investors such as high-frequency traders or hedge funds that have no interest in playing a stewardship role, it sees the outcome, which contributes to the wider inequality story.

So what to do? It is not as if there are attractive alternative models. While the west is chastened by the rise of Asia, few would wish to adopt the communist Chinese mixture of state ownership, red-in-tooth-and-claw private markets, wholesale corruption and even greater inequality than the US. As for the cleaner authoritarian approach of Singapore, despite delivering high economic growth, it has started to lose its appeal with the island’s electorate. Nor would many in the west find free-market Hong Kong a comfortable environment.

The real question, as Keynes argued in the 1930s, is therefore how to improve the existing model of capitalism. The snag is that there is minimal flexibility in macro policy after the crisis, especially in the US where broadly centrist politics have been replaced by a polarised, stalemated debate. And in both the US and UK there is a greater mistrust of big government, according to the Edelman Trust Barometer, than of business. Efforts to re-regulate the banking system, meantime, have failed to convince many experts that an even larger financial crisis can be avoided.
From distribution to decline
If Hyman Minsky, the expert on financial market fragility, provided the best route map for understanding events before the crisis, and Keynes offered the best guide to crisis management, Mancur Olson, a theorist on institutional economics, could now be a posthumous beacon on how to manage the aftermath. Olson argued that nations decline because of the lobbying power of distributional coalitions, or special-interest groups, whose growing influence fosters economic inefficiency and inequality.***

When he was writing, the main interest groups were trade unions and business cartels. Today, the pre-eminent interest group consists of finance professionals on Wall Street and in London. Through campaign finance and political donations, they have bought themselves protection from proper societal accountability. And they pose a continuing obstacle to the de-risking of banking of the kind recommended by the Vickers commission in the UK.

Tackling such interest groups both in the US and Europe is one of the biggest post-crisis tasks for policymakers and a key to addressing concerns about systemic legitimacy. The inchoate nature of the public’s complaints is another. Not the least of the difficulties, to reformulate Winston Churchill’s famous remark on democracy, is that capitalism is the worst form of economic management except for all those other forms that have been tried from time to time. The public relations problem implicit in that pale endorsement is an underlying reason why legitimacy crises recur.

· The Cost of Inequality, Gibson Square, 2011
** Quoted in Keynes and Capitalism, Roger E. Backhouse and Bradley W. Bateman, History of Political Economy, 2009
*** The Rise and Decline of Nations, Yale University Press, 1982
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Promises that proved ultimately empty

By John Gapper

Unless banks can better demonstrate their usefulness to society, they face a debilitating battle against new regulation
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City banks must draw up 'resolution plans' by mid-year

More than three years after taking the world to the brink of economic meltdown, banks remain heavily troubled. Instead of the rebound from losses that would normally have taken hold, they are now confronted with a rumblingdebt crisis in Europe.

The crisis of legitimacy in capitalism has meanwhile spread since 2008, just as Occupy Wall Street has expanded from its original focus on bail-outs and bankers’ pay to a global reference point for the grievances of the “99 per cent”. Yet it was within banks where the crisis emerged and where its heart still lies.

[image: image7.png]Swelling and shifting

Contribution of financial industry
to US GDP

Per cent

s

6
4
2

0
1850 80150020 40 60 80 2010

Breakdown of revenues for 18
leading investment banks, 2010

Corporat fnance Secondary
marka tradng

Deb captal

markets

Bty

captal
markets

Sources: Tromas Philpon; BEA Accenture: comanies




Their troubles go beyond the financial. In the 1990s and 2000s, banks became a leading force in western economies. Their share of gross domestic product rose sharply; Wall Street banks such as Goldman Sachs extended their reach across Europe and Asia; the boundaries between commercial and investment banking were eroded, and bankers were highly rewarded and even regarded as glamorous.

Today, they are resented for holding taxpayers hostage by having become “too big to fail”. Many argue that banks have drifted from their basic social function – to encourage growth by making loans, underwriting securities and advising companies – into a self-interested drive to make money by any means possible.

The hostile mood is exacerbated by the pay practices that grew up on Wall Street and in the City of London following deregulation in the 1970s and 1980s – the habit of half-mimicking the old partnership structures by paying investment bankers and traders large bonuses. Big financial institutions managed to absorb the gains from trading and risk-taking while socialising their losses. “There is a deep question of legitimacy that banks need to face up to,” says Ranu Dayal, senior partner at Boston Consulting Group. “The under​lying level of dislike of banks is compounded if they are not seen to have reformed and to be playing an important role in economic resurgence – or to have failed as a result of compensation structures or just naked greed.”

Unless they can find a way to demonstrate their usefulness clearly, and to curb the practices that most alienate outsiders, banks face a long, debilitating trench war against new regulation. For economies, this could limit the beneficial aspects of a thriving and focused financial sector.
Postponed and hidden risk
For a long time, banks coasted on a wave of growth in credit markets – driven by the rise of derivatives, the loosening of regulation and capital standards, and a hubristic belief that they had somehow broken their old habit of losing billions of dollars in downturns. This turned out to be, as Andrew Haldane, an executive director of the Bank of England, concluded, “as much mirage as miracle”.

Instead, it transpired that most of the risks had simply been postponed and hidden, even from banks’ own directors. As Adair Turner, chairman of the Financial Services Authority, the main UK regulator, put it last year: “Some financial activities ... far from adding value in some complex though difficult to understand fashion, in fact created financial instability and produced economic harm.”

Such dangers went unseen. “There was a massive overconfidence that risk had been transformed and we were in a different banking paradigm,” says Philip Augar, a financial author and former analyst in the City. “It was all egged on by governments who listened to investment bankers and appointed them to high positions. They were told that all they had to do was to get out of the way.”

Banks that had relied on a variety of businesses to make money – from mergers and acquisitions advice to securities underwriting – shifted overwhelmingly towards trading. Foreign exchange trading volumes rose 234-fold between 1977 and 2010, while trading – particularly in bonds and currencies – made up 80 per cent of the biggest banks’ revenues in 2010, according to BCG.
Banking by numbers

23,000%
Approximate rise in foreign exchange trading volumes, 1977-2010

20%
Approximate level of return on equity for many banks in mid-2000s

40,000
Number of jobs lost in European banking sector in 2011

“People migrated from traditional corporate banking and dealing in equities and bonds into exotic products that required the nuanced understanding of risk,” says Mr Dayal. “The industry pushed through the boundaries of what regulators could foresee.”

This brought high profits for a while, but it undermined the argument that they did something useful. “The investment banking industry has drifted from its original focus, which was raising capital for industry and providing advisory services,” says Bob Gach, the head of Accenture’s capital markets consultancy arm.

Thomas Philippon, a professor at New York University’s Stern School, estimates that the industry’s share of US gross domestic product rose from about 3 per cent in 1950 to more than 8 per cent in 2010. Instead of the intensified use of information technology increasing efficiency, as it did in retailing, banks simply got bigger.

Prof Philippon says that this growth in trading has not been accompanied either by sharper pricing in securities markets or by better financial insurance for industrial companies. “Bankers such as J.P. Morgan were doing just as much as today’s industry in the past but they were more efficient. The more I look at the rise in trading, the more I conclude that society gets nothing from it. It is empty.”

A balance to restore
That has important implications for governments. Government and central banks were traditionally willing to back deposit-taking institutions in times of crisis – from the UK secondary banking crisis of the early 1970s to the 1980s US savings and loans shake-outs – because of the value of a sound banking system.
Financial flashpoints: profits and pay

If there is one flashpoint in relations between investment banks and governments – and one reason bankers remain unpopular – it is pay.

The fact that banks that were given official support to avoid collapse in the 2007-08 crisis, but then proceeded to pay large bonuses to employees, caused widespread resentment.

The phenomenon was particularly pronounced in 2009, when low interest rates and a reduction in competition allowed banks to benefit from a benign trading environment.

Since then, profits have grown harder to come by. So, too, have bonuses; between 2009 and 2010, cash bonuses on Wall Street fell by 9 per cent.

Under pressure from governments, and domestic and international regulators, many lenders have restructured their pay arrangements. Before the crisis, aggressive bonus structures contributed to the proliferation of traders taking positions that were profitable in the short term but proved vulnerable to losses when markets became volatile. The most notorious example of these “short volatility” trades is the credit default swaps written on mortgage-backed securities by AIG, the American insurer bailed out in 2008 during the credit crisis. Some banks now have introduced clawbacks, under which bonuses for trading are not paid in full for up to five years, and are ultimately denied if trades that initially appeared profitable turn out to lose money.

Lenders have also reduced the rising ratio of pay to net revenues, which surpassed 50 per cent at many institutions during the 2000s. Provisions for employee pay at Goldman Sachs, for example, fell by 59 per cent in the third quarter of 2011 year on year; for the first nine months of the year, the pay ratio stood at 44 per cent.

Even this was left deliberately ambiguous – central bankers did not want to admit that any single institution was too big to fail. And it definitely was not intended to cover securities brokers and investment banks which, since the Glass-Steagall Act of 1934, were deliberately separated in the US from commercial banks.

The 2007-08 crisis destroyed that delicate balance, not only making European governments rescue large banks but leading to the US Federal Reserve extending the protection of its discount window to Goldman Sachs and Morgan Stanley. The old ambiguity disappeared and the protected club of “systemically important financial institutions” widened.

But just because a bank is systemically important – meaning it would cause severe disruption across financial markets if it failed – that does not make it economically vital. The most important function of banks is also their least glamorous – taking deposits and making loans. This has been mingled with riskier, trading-related activities in ways that are difficult to disentangle.

The sharpest effort has emerged in the UK, where the government has backed the Vickers Commission’s proposal to ringfence retail banking deposits. Elsewhere, banks have fought regulations such as the Volcker rule curbing proprietary trading. “The regulatory agenda was too modest to start with, and the banks’ political power is incredible,” says Simon Johnson, a professor at MIT Sloan School.

A prolonged fight to keep doing the same thing while fighting regulation will do nothing for banks’ legitimacy, however, and little for the economies in which they operate. Nor will it address the need to restructure, which is being driven by a basic economic force – the financial pressure that banks now face. Institutions such as UBS and Citigroup are struggling to recover from their losses during the crisis and the European banking sector as a whole lost 40,000 jobs last year. After a post-2008 bounce, when central banks cut interest rates, trading revenues have fallen sharply.

Banks might be able to argue and delay their way out of their current troubles and wait for memories to fade. But that outcome is by no means assured, and would not be the best one for society as a whole. A healthy banking system – both in size and scope – is vital to a sound economy.

Nor is regulation the only challenge that banks face – the market is exerting even strong pressures for them to change their ways.

Meanwhile, corporate banking suffers from overcapacity that was left unaddressed in the growth years. “At heart, banking is a commodity business and a very mature one,” says Peter Hahn, a professor at City University’s Cass School. “Most industries deal with that through consolidation, but this was an industry that consolidated without taking out capacity. That’s a big problem.”

Banks had avoided having to face a low and shrinking return on assets by taking on more of them – leveraging balance sheets in order to boost their return on equity to historically high levels. While many banks had only single-digit returns on equity in the 1990s, these rose to 20 per cent or more in the mid-2000s.
Reduced returns
Despite the regulatory pushback, central bankers are imposing higher capital and liquidity requirements, preventing them from using leverage as aggressively as before. The market has also imposed tougher discipline on institutions with highly leveraged balance sheets and fragile funding – as the collapse of MF Global, the bond broker, showed late last year.

This is causing big problems for banks, which were able to compensate for falling profitability in their core businesses by taking on more risks and increasing the size of their balance sheets. Now, any bank that tries to do so, even if its regulator allows it, risks its credit rating being cut and its access to funds evaporating.

If banks cannot find new revenues, the alternative is to cut costs, and to shrink and merge as those in other commoditised industries do. Governments, however, are wary of allowing them to become too big to fail, and the generation of executives at the senior levels of banks have never operated in a contracting industry.

“This industry is run by entirely the wrong people now,” says Prof Hahn. “It is not that they are idiots but, for three decades with only small intervals, you succeeded by growing your business and piling on risk. The new regime is about efficiency and cost and none of them knows about that.”

One investment banker says the mood in the industry is sober. “Revenues and capital are both under pressure and that is affecting compensation and the employment outlook, which causes a fair degree of nervousness. There isn’t a depression but neither is there much ebullience.”

Large banks had a strong incentive in the past to invest heavily in new investment banking operations and to hire teams of bankers from others in order to push themselves into the “bulge bracket” of global banks. As Mr Turner notes, activities such as trading and securities underwriting are “natural oligopolies” in which those with a big market share take a large slice of the available profits.

But banks such as UBS have now pulled back from a growth-at-all-costs strategy. They are instead trying to focus on activities where they have an edge, such as domestic retail banking, wealth management and specialist areas such as securities custody.

The combination of lower leverage and curtailed ambition is likely to make banks much less profitable. Mr Dayal predicts that “from being a business of return on equity in the high [percentage] teens, it will go down to high single digits to low double digits”. It will revert to looking more like a utility industry.

If shareholders are willing to accept lower returns, banks may be able to regain some social legitimacy. Those that focus on deposit-taking and lending stand a better chance of being seen by governments as important to the economic system. Even investment banks that focus on securities underwriting and advisory work rather than trading will have a better story to tell.

The question is whether banks can and will transform themselves. Some are sceptical. “I don’t take the view that investment banking is finished,” says Mr Augar. “It will be less profitable and smaller for a period and it will be quite a while before we see so many would-be global banks trying to gain a seat at the top table. But not that long. Five years?”

================================================

January 9, 2012 7:21 pm
Why I’m feeling strangely Austrian
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By Gideon Rachman
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The old is dying and the new cannot be born: in the interregnum a great variety of morbid symptoms will appear.” That statement from the Prison Notebooks of the Italian communist Antonio Gramsci was a favourite of student Marxists when I was at university in the 1980s. Back then it struck me as portentous nonsense. But Gramsci’s observation does resonate now – in an age of ideological confusion.

Old certainties about the onward march of the markets are collapsing. But no new theory has established ideological “hegemony”, to use the concept that Gramsci made famous. Some ideas are, however, gathering new strength. The four strongest emerging trends that I can spot are, in very broad terms: rightwing populist, social democratic-Keynesian, libertarian-Hayekian and anti-capitalist/socialist.

Each of these new trends is a reaction against the dominant ideas of 1978-2008. Back then, for all the nominal differences between communists in China, capitalists in New York and the soft left in Europe, their agreements were more striking than their arguments. Political leaders from all over the world talked the same language about encouraging free trade and globalisation. Increasing inequality was embraced as a price worth paying for faster growth. Deng Xiaoping set the tone when he declared: “To get rich is glorious.” Ronald Reagan or Margaret Thatcher could not have put it better.

In post-crisis Europe, however, rightwing populism is on the rise – from the Freedom party in the Netherlands to the National Front in France and the Northern League in Italy. The populists are anti-globalisation, anti-EU and anti-immigration – the common thread being that all these forces are felt to be hostile to the interests of the nation. Hostility to Islam links Europe’s populist right to parts of the Tea Party movement in the US.

There is some overlap between the populists and the libertarian Hayekians – but the two movements have different obsessions. In the US, Ron Paul, the maverick Republican, carries the banner for libertarianism. He fondly recalls dining with Friedrich Hayek himself and watching an inspiring denunciation of socialism by Ludwig von Mises, another economist of the Austrian school. That explains Mr Paul’s otherwise baffling remark, after last week’s Iowa caucus, in which he said: “I’m waiting for the day when we can say we’re all Austrians now.”

The libertarians are unusual because they argue that the current crisis is caused not by an excess of capitalism, but by too much state intervention. As far as the Austrian school is concerned, the Keynesian “cure” for the crisis of capitalism is worse than the disease.

Mr Paul is the purest advocate of a powerful conviction on the American right that the US is afflicted by an over-mighty state. The urge to slash the government back into the 18th century is not a common one in Europe. But Paulite suspicion of central banks that threaten to debase the currency is powerfully echoed in Germany – where the Hayekian right is horrified by the operations of the European Central Bank, and by bail-outs for bankrupt nations. This ideological trend is not confined to the west. In a recent article, Simon Cox of The Economist argued that policy debates in China about the state’s role in reflating the economy also pit Hayekians against Keynesians.

In the west, the fiercest opponents of the Hayekians are the Keynesian-social democrats. Their belief in deficit spending as the key to stimulating the economy often goes hand in hand with a call for a more active and expansive state. In Europe, where there is little scope for more state spending, the social democrats are arguing for much tougher regulation of high finance, a revival of industrial policy – and a renewed stress on tackling inequality. While efforts to label Barack Obama a “socialist” are silly, it is fair to label him a social democrat. The US president does not reject capitalism, but he does seek to soften its edges through a more active state that promises universal healthcare and redistributive taxation. The fact that inequality has become a global concern from China to Chile, and from India to Egypt, suggests that this is another trend that has gone global.

The failure of the hard left to capitalise on the economic crisis testifies to how profoundly communism was discredited by the collapse of the Soviet system. But mass unemployment in Europe might yet produce the conditions for the revival of an anti-capitalist movement. Greece’s two far-left parties are currently at about 18 per cent in the polls. The diverse groups that campaign under the banner of Occupy Wall Street contain some genuine socialists. And China has a powerful “new left” movement that pays lip-service to Maoism.

Events will determine which of these ideological trends sets the tone for the new age. Most people will be buffeted by personal circumstances, and by the news.

Under normal conditions I would probably sign up with the social democratic tendency. The Tea Party is not my cup of tea. But I spent the weekend reading newspaper accounts of the ever more incredible figures that may have to be poured into the bail-outs for banks and countries in Europe. Then I turned the page to read of demands for more protectionism and regulation in the EU. For light relief, I then went to see The Iron Lady– the new film about Margaret Thatcher. The whole experience has left me feeling strangely Austrian.

================================================

January 9, 2012 7:03 pm
A letter to capitalists from Adam Smith

By David Rubenstein

To: Capitalists of the World

From: Adam Smith

What has become of my beloved capitalism? Countries teeter, protests rage, unemployed multiply, deficits abound the virtues of capitalism are questioned. Based on a few hundred years of observation, I have some fresh thoughts on how to sustain this system for a few hundred years more, or at least do better in 2012 than it did in 2011.

I am pleased to see that capitalism has triumphed over communism and socialism in virtually every part of the world – and many of the most skilled capitalists are, ironically, in the countries where communism and socialism once prevailed (now endearingly called emerging markets).

This triumph has occurred because capitalism’s greatest strength – productive economic activity – has succeeded in creating more opportunities for more people than anyone – including me – ever imagined. And with more wealth, billions of people now in the middle class can secure education for their progeny, purchase necessities and luxuries at once-unimagined levels, pursue leisure activities for a greater part of their lives and retire with higher levels of economic security.

All that is satisfying.

What is not satisfying is the view that capitalism has to work perfectly to justify its presence. I never said it would. I just said it was better than the alternatives, as Winston Churchill famously said about democracy.

I always felt there were two principal flaws – and we saw them come to a head over the past few years. The first is that unfettered exuberance about wealth creation will produce unsustainable booms and inevitable crashes. The great recession, fuelled by cheap credit, is a textbook example of this flaw.

The second is the inequality that results when the charge towards wealth creation leaves behind those less able (in most cases through no fault of their own) to adapt or to compete with the hard-chargers. The income disparity in many wealthy countries is now at its greatest level since I left the scene – and it was not so wonderful then either.

While there is no simple cure to capitalism’s two big flaws, here is what I would do in 2012 to get the system back on its feet and to modulate income disparities.

1. Save the euro and the European Union. A functioning and vibrant EU – the world’s largest economic unit – is essential to global prosperity. The largest countries using the euro – and also those outside the eurozone or those dependent on a thriving EU – must dig deeply into their pockets now to save the euro. If they do not, the pain and cost will be greater in the future. And those of more modest means will suffer the most if the euro is abandoned.

2. Fix the US debt and deficit. To my amazement, when the super committee failed to reach an agreement the markets yawned, undaunted by a $1.4tn deficit and accumulated debt in excess of $16tn. Beware, though. At some point during 2012 the markets will wake up and say: “No! We cannot wait until after the presidential election to fix this problem.” The Obama administration and Congress must quickly cobble a credible debt-reducing package. Otherwise, as in Europe, the markets’ harsh solutions will be borne disproportionately by the low income and disadvantaged. This is not acceptable, nor is it good for capitalism.

3. Integrate the emerged markets. The world needs to acknowledge that the centre of capitalism is shifting to the emerging markets – where most of the growth will occur in 2012. But having emerged, China, India and Brazil, among others, need to be fully integrated into the global economic decision-making process. If they are not, the capital needed to solve many of the developed markets’ current problems, especially residual issues of the great recession, will not be available on tolerable terms. Again, this will hurt the poor more than the wealthy.

4. Educate. Educate. Educate. Perhaps the greatest cause of income inequality is the dismal state of primary and secondary education. The mismatch between job openings and qualified candidates is growing, which leads to reduced economic activity, a greater sense of disparity between the haves and the have-nots, and social unrest. To address these issues, governments need to embrace reform, ensure effective funding and allocate resources more efficiently. By educating all their children, reducing soaring high-school dropout rates, and re-educating and retraining adults, nations can more effectively prepare workers to embrace new technological realities.

Though much time has passed since I last put pen to paper, my faith in capitalism is steadfast. The problems you face – saving the EU, fixing the US budget, welcoming emerged nations as full partners and making education a real priority – are huge challenges that must be addressed now.

It is the only way to continue creating wealth for all nations and people, while giving capitalism the legitimacy it needs to thrive.

The writer is managing director and a co-founder of The Carlyle Group
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Cameron belatedly signs up to the Occupy movement
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By Philip Stephens

Business leaders are “filling their boots”. Second-rate executives are “ripping off” shareholders and consumers. Hefty rewards for failure “make people’s blood boil”. It’s time to throw out “crony capitalism”. David Cameron could scarcely have been plainer. It cannot be too long before the prime minister is pitching up with his tent to join the Occupy protesters on the steps of St Paul’s.

It is that time of year. London’s high-end estate agents are reprinting their glossy sales brochures. City bars are restocking with champagne. The bankers are lining up to collect their bonuses. Mr Cameron is worried about the political fallout.

This year’s bonuses, it is said, will be somewhat less than last. But the amounts will still be inexplicable to the majority of voters whose living standards have been falling. The City inhabits a parallel universe. We are supposed to forget the banks’ responsibility for the crash, the nationalisation of their losses and the pay squeeze on everyone else.

Mr Cameron is right to be edgy about the politics. It is only a couple of months since the coalition government warned that austerity would be a long haul. The pain will last through and beyond the 2015 general election. Ed Miliband stole a political march when he denounced “predatory capitalism”. This is not a space Mr Cameron wants to concede to his Labour opponent.

Nor does Nick Clegg. The Liberal Democrat leader counts himself the guardian of the coalition’s fairness agenda. He is said to be developing a broader critique of the corrupted capitalism that rewards rent-seeking above enterprise and wealth creation.

As if to prove this is not a left-right issue, the Free Enterprise Group of Tory MPs has fired its own fusillade at the nation’s boardrooms. These MPs, good capitalists all, lament the breakdown of the link between business and the wider public interest. The market economy, they warn, is discredited when initiative, hard work and personal risk-taking are separated from financial reward. They want stronger corporate governance and tougher competition rules.

Every opinion poll and focus group tells these politicians much the same story. By and large the fabled voters of Middle Britain are ready to live with tough economic times. They don’t like pay freezes, spending cuts and tax increases, but they accept that something has to be done to restore the long-term health of the public finances.

What affronts their stoicism is the idea that some of the very richest in society are getting away with it. Where are the booming profits to justify a 49 per cent increase in the pay of FTSE company directors during a single year? Bankers’ bonuses particularly offend the national sense of fairness. So too, as it happens, do the scroungers who systematically abuse the welfare system. The pollsters report that benefit cheats and bankers are now filed in much the same category.

This is not populism. An objective look at the City turns up four salient facts. The banks are still acutely vulnerable to economic shocks, particularly from the eurozone. They need to devote more of their profits to building up their capital. As things stand, they still rely on taxpayer subsidies in the form of too-big-to-fail guarantees. And they are not lending enough to small and medium-sized businesses.

The mystery therefore is why these institutions are paying any bonuses. Those billions of pounds, and it is still billions, should be used to increase the banks’ capital and to expand lending to businesses. Such logic, however, turns out to be a frail opponent against an entitlement culture.

In the circumstances, Mr Cameron should be applauded for speaking in the vernacular. The problem arises from the distance between the coalition’s rhetoric and its proposed remedies. The banks have been let off the hook by the Vickers report. Sure, they have been told to fence off their casino trading from high street banking. But the terms and timetable of the reforms allow the banks ample scope to circumscribe the intent. Taxpayers will continue to underwrite their bonuses.

Mr Cameron is moving in the right direction on corporate governance. It is sensible that shareholders be allowed to vote on boardroom pay, and that rewards for executives should be clearly presented. Remuneration should be set out alongside value added. More can be done to break up the cosy networks that reinforce the self-delusion among many executives that they are always worth what they earn.

It would be foolish, though, to think that shareholders will be enthusiastic police officers; or to imagine that political exhortation will change boardroom behaviour.

The coalition has pledged to rebalance the economy with a structural shift from financial engineering to productive investment. This requires cultural change reaching far beyond occasional blasts at the undeserving rich and tinkering with corporate governance. The demonstrators at St Paul’s don’t have the answers. But nor yet does Mr Cameron.
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Apples v apples – a new way to measure risk

By Vikram Pandit

It is hardly surprising that the financial crisis and ongoing economic turmoil have caused some to question the value of capitalism. But in fact the crisis was not an indictment of capitalism. It should be seen, rather, as a call to improve how we practise it.

Many remedies have been proposed to shore up the safety of the financial system, including the Dodd-Frank law and the higher capital requirements of the Basel process. I support both. But I also believe a market-driven mechanism would further strengthen the system.

Currently, banks are required to hold specified levels of capital relative to their outstanding loans. Regulators set those requirements based on their judgment of market risks and worst-case scenarios.

There are limits to this approach. As practised, the formal banking sector receives by far the highest level of scrutiny. The rest of the field is left open for the non-bank financial system to serve other customers from outside this regulatory umbrella. And it presumes a level of clairvoyance that no regulator can possess. If there is one lesson from the last crisis, it is that the best informed observers of the markets – and the markets themselves – cannot always predict what will happen next.

Also, capital requirements are not as transparent as many presume. It is not enough to require financial institutions to disclose capital ratios. Without knowing what that institution’s underlying assets are (only insiders and select regulators know that), outsiders, including most investors, cannot properly assess how that institution calibrates risk.

What is needed is a way to compare apples with apples. Regulators should create a “benchmark” portfolio and require all financial institutions, not just banks, to measure risk against that. The benchmark portfolio would not actually exist on the balance sheet of any one institution. Rather, it would be a collection of real investments that stand in for the kinds of assets that most financial institutions actually hold at the time. What is more, its contents would be 100 per cent public.

Institutions would be required to produce, on a quarterly basis for that benchmark portfolio, a hypothetical loan/loss reserve level, value at risk, stress-test results and risk-weighted assets. Right now these measures are run only against an institution’s actual portfolio and only a limited number of the results are disclosed. Worse, those results have no common frame of reference. The benchmark portfolio would supply that needed frame of reference.

How a given company’s risk measurements perform against the benchmark portfolio tells the world how its management thinks about risk, and so just how conservative or risky its own portfolio probably is. An institution that cheerfully reports minimal expected losses from the benchmark portfolio in the event of a one-in-a-thousand market decline is probably understating the risk in its own portfolio. By contrast, one that predicts significant losses from the benchmark portfolio even from a routine decline is a firm that is very conservative about risk.

Shining a light on the reality behind reported capital ratios would encourage financial institutions to take a more conservative approach to risk. Investors would reward institutions whose approach to risk and capital holdings seem to be sound and punish those who appear to get it wrong. In this case, as in so many others, the crowd can be wiser than individual experts. But the crowd can only be as wise as the information it uses to make its evaluation. Right now, there isn’t enough.

I well remember what it was like to recapitalise Citigroup at the height of the crisis. I understand the stresses on institutions, and the system, amid financial turmoil. The best solution is not to mitigate panics but to aim to avoid them. One way is to give the market the tools to discipline firms that leverage up too far and take too much risk.

The financial industry certainly lost trust with the public in the crisis. But that loss of trust arose not from a failure of capitalism but from specific failures by certain participants in the financial system. We could go a long way to regaining that trust by making the system more transparent, by clearing some of the obscurity that causes people to believe the system is a game rigged against their interests.

The writer is the CEO of Citigroup
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Let’s talk about the market economy
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By John Kay

The Financial Times is debating capitalism, but what it is really debating is the future of the market economy.

Karl Marx never used the word capitalism. But after the publication of Das Kapital, the term came to describe the system of business organisation which had made the industrial revolution possible. By the mid-19th century that system was central to the economic landscape. Werner Siemens in Germany, Andrew Carnegie and John D. Rockefeller in the US, and in Britain Richard Arkwright’s successors. As individuals or with a small group of active partners, they built and owned both the factories and plants in which the new working class was employed, and the machinery inside them.

While the fascia labelled Barclays Bank tells you only the name of the company you are dealing with, the sign that said Arkwright’s Mill told you that Sir Richard owned it. And no one who passed forgot that. The economic and political power of business leaders derived from their ownership of capital and the control that ownership gave them over the means of production and exchange.

The political and economic environment in which Marx wrote was a brief interlude in economic history. Yet the terminology devised by 19th-century critics of business continues to be used by both supporters and opponents of the market economy, although the industrial scene has been transformed. Legislation passed in Marx’s time permitted the establishment of the limited liability company, which made it possible to build businesses with widely dispersed share ownership. This form of organisation did not become popular until the end of the 19th century, but then expanded rapidly. By the 1930s, Berle and Means would write of the divorce of ownership and control. At the same time, Alfred Sloan at General Motors demonstrated how a cadre of professional managers might wield effective control over a large and diversified corporation.

So the business leaders of today are not capitalists in the sense in which Arkwright and Rockefeller were capitalists. Modern titans derive their authority and influence from their position in a hierarchy, not their ownership of capital. They have obtained these positions through their skills in organisational politics, in the traditional ways bishops and generals acquired positions in an ecclesiastical or military hierarchy.

If the first half of the 20th century was a time of fundamental change in the nature of business organisation, the second half was a time of fundamental change in the nature of business success. The value of raw materials is only a small part of the value of the production of a complex modern economy, and the value of physical assets is only a small part of the value of most modern businesses. The critical resources of today’s company are not its buildings and machines but its competitive advantages – its systems of organisation, its reputation with suppliers and customers, its capacity for innovation. These attributes are not, in any relevant sense, capable of being owned by anyone at all.

The typical reader of this article works in front of a computer at a desk in an office block. He or she probably does not know who owns any of these things. It is quite likely that each is owned by someone different – a pension fund, a property company or a leasing business – none of whom is their employer.

People do not know who owns their work tools because the answer does not matter. If your boss pushes you around, exploits you or appropriates your surplus value, the reasons have nothing to do with the ownership of capital. While control over the means of production and exchange matters a great deal to the organisation of business and the power structures of society, ownership of the means of production and exchange matters very little.

Sloppy language leads to sloppy thinking. By continuing to use the 19th-century term capitalism for an economic system that has evolved into something altogether different, we are liable to misunderstand the sources of strength of the market economy and the role capital plays within it.
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West needs to go back to capitalist basics

By Mahathir Mohamad

The Malays have a saying which inter alia means that when you lose your way, go back to the beginning and start again. I believe that everyone has lost their way in handling the current financial crisis. The west in particular needs to rethink some essentials.

The world is still Eurocentric: how Europe handles the financial crisis is of universal importance. But I have serious doubts about Europeans’ “infallibility”. I particularly dislike their double standards. Centuries of hegemony have convinced them they know best what is good for the world: their values are to be accepted as universal; Asian values are deemed irrelevant.

This explains the simplistic solutions offered to east Asian countries when currency traders impoverished them. Malaysia was told to raise interest rates, have a surplus budget, allow distressed banks and businesses to go bankrupt, etc. This was the formula for all. Yet when America and Europe faced their financial crisis, they did everything they told Malaysia and east Asia not to do. While these measures worked for Asia, they are not going to work for the west.

For Europe for much of the past two centuries,capitalism has had a clear and straightforward narrative. For a long while Europe’s manufactured products lined the shelves of the world’s markets. They monopolised and dominated world trade and business. Their people enjoyed the highest standards of living. This increase in European growth and wealth would have gone on indefinitely. But after the second world war Japan industrialised and produced cheaper yet good quality goods. Then Taiwan, South Korea and China got in on the act. Rapidly the Europeans lost their markets.

Unable to compete, the Europeans and particularly the Americans opted for the financial markets. Inventing new financial products such as short selling of shares and currencies, subprime lending, securitisation, leveraged investments through hedge funds and a multitude of others, they apparently continued to grow and prosper. But the finance market spins off no real businesses, created hardly any jobs and gave rise to no trade. Getting greedy, they abused the system, manipulating the market for greater profits.

In Hong Kong in 1997 I spoke at the meeting of the International Monetary Fund and the World Bank and I blamed the financial crisis in east Asia on currency trading. I told them currencies were not commodities and should not be traded. But the World Bank and IMF did not care. They even accorded currency traders such rights as not having to be transparent and not paying taxes. They gave these exemptions in the name of free trade, and yet others had to be transparent and to be subjected to regulations. We concluded that their recommendation would bankrupt us and make us dependent on their loans.

I was condemned for my criticism of currency trading. But the exploitation and abuses of the financial market could not last forever. In 2008 the bubble burst. Banks, insurance companies, investment funds and even countries went bankrupt. But for its position as the currency for trade settlements, the dollar would be worth almost nothing.

Just as in the east Asian countries earlier, America and Europe became poor. The refusal to accept their impoverishment has resulted in their refusal to accept austerity measures. Their people demonstrate and go on strike against the measures. This simply aggravates matters.

Asian countries behaved differently. When they became poor because of the devaluation of their currencies they lived within their means. Some countries went to the World Bank and the IMF but Malaysia fixed the exchange rate and prevented the currency traders from accessing the ringgit. We were told our economy could collapse, that no one would lend us money, and we were warned of dire consequences. But nothing like that happened. Malaysia recovered faster than the rest.

The others also recovered because people actually gave money and jewellery to their governments to help pay debts. The workers worked harder and accepted living with lower standards. The only way for the European economies to recover is to admit that they are now poor and live within their means. Then they must go back to doing real business, ie to produce goods and sell services. Wages, bonuses and other perks have to be lowered to become competitive. In addition the financial market should be overseen and controlled by the government. Many financial products should be strictly regulated if not banned.

A new “Bretton Woods” should be convened with adequate representation from the poor countries. It should consider a trading currency based on gold, against which all other currencies should be valued. The fluctuation of the price of gold would be minimal. Business would be exposed to less uncertainty. Governments should fix the exchange rate based on gold or economic performances. There should be no trading in currencies.

Banks should be better regulated and new rules made to prevent excessive leveraging, limit loans and stop subprime lending. The financial system should be standardised and should support real business. These measures will take time, but will ensure that the kind of crisis the world is going through is less likely to recur.

There can be no return to the status quo ante. Europeans have to accept the days of Eurocentricism are practically over. Europe must look to the east as well for solutions.

The writer was prime minister of Malaysia from 1981 to 2003
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GLOBAL ECONOMY
Martin Wolf on 2012

Jan 11 2012  With the shadow of the 2007/2008 crisis still looming large and growth forecasts downgraded across the board is there anywhere that can provide light on the gloomy outlook? Martin Wolf, chief economics commentator, gives an evaluation of the global economy in 2012. (7m 9sec)
http://video.ft.com/v/1383872516001/Martin-Wolf-on-2012
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