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Chapter 1: Rediscovering the roles of marketcagovernment

The financial turbulence which was triggered by the bursting of the USsone

property mortgage bubble has had dramatic andf@aching consequences globally.

The spill over of financial sector ovextension, instability and inadequate
capitalisation quickly infected the real economies of developed and developing

countries.

For policymakers there has been a rapid and dramatic adjustment of the roles in the

economy played by markets and by governments.

Although the crisis is still workg itself through it is already possible to discern some

lessons for policymakers. This is one purpose of this study.

In addition it is becoming clear that a key theoretical issue arising from the
turbulence lies around the balance between state and maikéhe modern political

economy.

This balance may be illustrated as between the invisible hand of Adam Smith on the
one hand and the public officer of Thomas Hobbes on the other: both are needed in
a functioning political economy. It serves as littlerpose to suggest that free
markets can function without governments, laws and means of protecting citizens
from marketabuse as it does to suggestat government alone can anticipate and

LINE ARS FT2NJ OAGAT SyaQ SO2y2YA0 ySSRao

One of the problems of the cbemporary debate is that the failure of state socialism
as an economic regime and the demonstrable strength of relatively uninhibited
markets in this role have led some participants in debate to simplistic black/white,
market good/state bad categorisatis. Some of the apostles of the market have

inhaled so deeply of its myriad virtues that they have tended to over look the
3



1.8

1.9

1.10

balancing role of the state in our political economy. On the other side of the coin the
tendency of Keynesian economists to leap @éry opportunity for a reentry point
for the state as a leading economic player, has also made this rebalancing difficult to

achieve.

Carl Polanyiputtheneh Yy aA Iy AFTAOFIYyG NRBES 2F GKS adl d
mechanism to be the sole direatof the fate of human beings and their natural
environment, indeed even of the amount and use of purchasing power, would result

Ay GKS RSadNH2O0GA2Yy 2F a20AS0GéX w200SR

NY

institutions, human beings would perish from théfexts of social exposure; they
would die as the victims of acute social dislocation through vice, perversion, crime
and starvation. Nature would be reduced to its elements, neighbourhoods and
landscapes defiled, rivers polluted, military safety jeopardigbe power to produce

food and raw materials destroyed.

A balanced relationship between state and market was of course also envisaged by
Adam Smith himself who encouraged universal public education, largely at
government expense, in order to avoid @cgety in which purely commercial virtues
g2dzt R fSI@®S AYRAGARdzZ ta F20dzaSR (22 VyI N
dexterity at his own particular trade seems, in this manner, to be acquired at the
expense of his intellectual, social and mmarvirtues But in every improved and

civilised society, this is the state into which the labouring poor, that is, the great

body of the people, must necessarily fall, unless government takes some pains to
LINBOSY G AlGéod

¢CKS adladSQa NRBfS A law thé pfesedgtion/oOffopeztyt thel K S N
provision of physical infrastructure and public goods such as bridges, roads and
LJzo f AO KSIfUK YR GKS SRdzOFGA2Y 2F OKAf RN



1.11 Other moral philosophers went further in the searchdefine the components of a

functioning civil society. As Jerry Muller nctes

1 SISt FI @2dz2NBR (GKS 3JI20SNYyYSyid GKIG
functions that would help to alleviate what he had identified as the intrinsic
problems created by the marketGovernment authorities, he indicated,
should intervene to counter the effect of the disruption of international trade
and to moderate and, if possible, shorten the ups and downs of the market.
XF2NJ | S3ASt (KSasS = aeh Ngfefedsyidisitte publidzy Ol A 2
policy or administrationg should be thought of as a part of civil society in
that they provide the framework that makes possible the pursuit of-self
AYGSNBaAlG GKNRdAdAK GKS YIFN)]SGé¢o
112 . dzi | SISt LI I OSR aiNROG fdkedrk and spifithgss lifeK S NP f
gAftt 0S Ay I Y2RSNYy adlrasSX Ay 6KAOK S@SN
nothing of universal significance is entrusted to the management and execution of
AYGSNBaAGSR aSOGAzya 27F 0KSemaishatiapée | S |
administration of justice, the imposition and collection of taxes etc, language,
customs, culture and religion should be regulated and governed from a single
OSy i NB ¢

1.13 Along similar lines, Schumpeter noted that capitalism did not peoadfull and
sufficient social model: it appeared mundane compared to more traditional forms of
extraordinary achievement and individuals needed a sense of participation in some

larger purposé.

1.14 The financial crisis has forced us to confront more diretttin for many years the
relationship between state and market in modern society. National governments
have come forward to address problems which markets could not themselves tackle
unaided. There is now a need to focus on the relative roles of maaket
government in the shorterm crisis and to compare it with the medium and longer

5



term. There is a need to begin to make preparations for the transition from the

techniques applicable to a wartime emergency to peacetime recovery.

1.15 To do this effectively iguires a clear understanding of the balance of responsibility
between state and market. | have found it helpful to draw up a hedonistic calculus of

LJzo f AO LIRfAOE WIILAYSNER YR t2aSNARQ Ay (KS

1.16 One thing is immediately and abundantly clear.tthe short term financial crisis,
national governments; and public authorities; have stepped forward to address
problems which markets alone could not have solved. Once major financial
institutions with significant retail presence began to fail it becachear that the
world was facing an abyss in which the means of financial exchange could have

broken down and financial markets frozen.

1.17 That would have been a position almost unimaginable to modern civilised societies.
A society in which bank accountsiéal to function; cashpoint machines failed to
dispense cash; commercial exchanges quickly atrophied to a basic, near barter
economy; and civilised existence itself began to depend upon strength or resource or
force or a massive extension of government cohtwere such capable of delivery.
The bleak prospect of a society in which the means of exchange have stopped
G2NJAYy3 A& 2yS gKAOK Aa auatt oSad OKIF NI
WaGlr4dS 2F yIFGdz2NBQY

GAY &dzOK | O2y R Koilindsify, ieéadshliBe fruitithend is LI | O S
uncertain, and consequently no culture of the earth; no navigation, nor use

of the commaodities that may be imported by sea; no commodious buildings;

no instrumentsmoving and removinguch things as require mucbrte; no

knowledge of the face of the earth; no account of time; no arts; no letters; no

society; and which is worst of all, continual fear and danger of violent death;

YR GKS tAFTS 2F YIys az2t A%l NBEZ LR22NE Y



1.18 To avoid the conseances of financial market failures, governments stepped
forward because markets themselves could not have prevented nor achieved
pullback from the abyss. The techniques of the market to correct business fajlures
receivership, administration or liquidatiog could not have operated in time or to
the extent necessary to halt loss of confidence in banks and financial institutions

moving out of control.

1.19 Markets and their participants were powerless to stop bank runs, vadens and
freezing of wholesale mkets. Governments, long criticised as sluggish, slow and
unresponsive were obliged to step forward to fill the gap, which they did quickly and
relatively effectively. Governments may have been to blame for allowing a build up
of monetary excess and for faig to enforce effective regulation of the financial
sector, but when that sector began to collapse they rose to the their responsibilities

relatively effectively.

1.20 Markets failed. Yet it is a gregtand insupportable; leap from the market failure of
the financial system to the suggestion that capitalism is dead, attributed tquiste

retired Roman Catholic Archbishop of Westmindter

1.21 In reaction to Cardinal CormacdzN1LJK & hQ/ 2y y2NXDa adzaasSadaiz
died in 2008, just as communism had dli®efore it, catholic business leaders
LRAYGSR 2dzi GKFG OGKSANI Fylrfeara ola RATFT
hope capitalism is not dead, but | hope that the abuse of capitalism is dead. | hope
that it what the Cardinal meant. At the end ofelday it is a system that creates
wealthc¢odzi AG KIa Ada FrLAfAy3dao L R2y QG (K.
capitalism is dead. We need capitalism. That is what creates wealth. Whagocan
GNRY3 Ad K2g (GKIFG 6SIf 0K yEF (ONSBE G\SRESIR hiliA
lesson to be learned from the current financial crisis is that capitalism and the free
market system need to be properly regulated. We should not forget that the market

economy has created a period of unparalleled prosperity forjast the developed



1.22

western economies, but also many of the emerging markets over the past fifty
8SINBéZ | OO2NRAY3 G2 /Ade FAYIYOASNI ht A DS

In the next chapter this balance between the role of governments and the role of
markets is examined moreadely. The various measures which governments have
been obliged to take are examined and categorised. Subsequent chapters examine
how these measures should be attenuated as economic wartime gives way to a
restored peace. It explores options for a meditenm outcome in which the ability

of the financial sector to destabilise the global economic system is curbed, and the
short-term damage which has been caused to markets and good government can be

put right.



2.1

2.2

2.3

2.4

2.5

2.6

Chapter 2: Focusing on the csei of the crisis

Careful analysis is assisted by a close focus on the precise causes of the financial

market instability which triggered wider economic consequences.

It is clear, in particular, that the visible and chronological starting poittieturmoil
was a crisis resulting from a disconnection between the valuation of financial
instruments and the underlying true value of the assets on which they were based,

especially in the US syfsime market.

As the financial turmoil unravelled became clear that a wide range of banks
AYGSNYylLGAz2ylLtftte KIFIR FOljdZANBR WiG2EAO | aas
GKSAN) @I tdzS Ay | LINRBOSaa RSaONAROSR o0& 2
gullible and greedy selling to the gullible ald§ SR & ¢ ®

As write downs of assets continued it became apparent that the capital reserves of
many banks were inadequate to accommodate these value changes. They began to
generate a loss of market confidence witnessed by dramatic share price fallsnand

some cases, incipient or actual large scale withdrawal of retail bank deposits.

The position for many banks was worsened by the fact that they had operated with
high levels of leverage, resulting in a multiplier effect of the losses and a worsening

of their underlying capital inadequacy.

The importance of excessively high leverage as a key factor in making the banks, and
ultimately the financial system overall, much more fragile and vulnerable than most
observers, regulators or market particigarhad ever imagined has been the subject

of a careful analysis by the Vi@hairman of the governing board of the Swiss

National Bank, Philipp Hildebrahd



2.7

2.8

2.9

So several elements underlying the crisis are now becoming clear. In the first place,

as Dr Ancew Sentance of the Bank of England Monetary Policy Committee has

shown for the UR G dzy f A | SXLINB QDA 2dza NBEOS&a&aAz2yas GKASZ
by developments in financial markets, rather than the inflationary bdmrst cycles

we have seenintheJr a G ¢ @

The Chairman of the Financial Services Authority, Lord Turner, has endorsed this
FaasSaaySyido a2S NS Ay GKS YARRES 2F Ly ¢
degree than any since the 1930s, is the result of developments which were to a
deINBS AyaSNylrt G2 GKS JIt¥o0lt TFTAYlIYyOAlLf &eé

As Dr Sentance points out, these developments come against a background of a

period of very strong world economic growth.

Chart 1: World GDP growth since the 1960s

Annual percentage change

- 8.0
= \/alued at purchasing pow er parity
+7.0

Valued at market exchange rates
- 6.0

L 5.0
L 4.0
L 3.0

L 2.0
u 1.0

0.0

1960 1967 1974 1981 1988 1995 2002

Note: GDP growth valued at market exchange rates is a spliced series of World Bank data from 1960
to 1979 and IMF data from 1980 to 2007

Source: IMF and World Bank
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2.10 And it has come against a background of house pricatiofi in many countries
across the world which may have been a result of a search for yield in safe assets at a
time of low real interest rates; or inflationary pressures showing up in the scarcest

commodity¢ land and property.

2.11 If the Sentance anadys is correcttherefore, rather than being the result alone of

perverse behaviour by bankers, the financial boom or bubble emerged:

GFha GKS LINRPRdzOG 2F GKNBS &0NHzOGdzNI £
produce an unintended consequence global finan@l and economic

instability. It is a product of three developments which are totally rational in

their own right ¢ financial liberalisation; globalisation; and price stability.

Each brings great benefits. Financial liberalisation brings access to new
innovative financial products, and a lessening of the dead hand of regulation.
Globalisation opens up access to new markets and products across the globe.

And price stability has appeared to offer a reduction in macroeconomic risks,

as it has been associatedsince the early 1990swith much less volatility in

GKS NBIt SO02y2veés |a%iKS F2tt26Ay3a OKL

Chart 2: Volatility of real GDP growth
Annualised volatility of quarterly growth in percentage points

r 3.5

e United Kingdom + 3.0

United States

L L 1 L L L L 1 L L 0.0
1960 1965 1970 1975 1980 1985 1990 1995 2000 2005

Note: Five-year rolling averages

Source: ONS, Thompson Datastream and Bank calculations
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2.12

2.13

2.14

2.15

2.16

This approach suggests that the financial and commodity markets, which were the

key drivers of economic cycles in the™and very early 20 centuries, may have

2y 0S F3FAY NBa&dzyS RO daakiréd ANBFES @i AKS Nio 0BT
century, may have yielded to the advance of monetarist policy innovations, seen in

the development and extension of power of independent central banks wit

monetary policy responsibilities.

But whilst the world congratulated itself on its improvement in understanding and
application of the techniques of monetary control, the theory and practice of

financial market supervision proved inadequate.

Most experts nowconclude that derivativ@roducts, structured investment vehicles
and credit default swaps were examples of financial products that became so
sophisticated that they outstripped the ability of market participants properly to

assess theivalue and gauge their risk against the capacity of a particular business.

l'a [2NR ¢dzNYySNJ Ldzi AdG>X GKS LINBGFAfAy3 | LI
slicing and dicing, structuring and hedging, using sophisticated mathematical models

to undSNEGFYR FYR YFIyF3aS Nxailz 6S Oly Yol
combinations of risk and return which are more attractive than those available from

RANBOG LINDKFaAsS 2F (K& dzyRSNI eAy3I ONBRA

Commissioner Charlie McCreevy, the Eurap€ammissioner for the single market,

KFra ftaz2z y2404SR GKFd agKAES 2dzNJ NBIdz | G A

regulatory and supervisory system aided and abetted the siyodble. It did not

stem the flow of leverage through the financial systerallbwed the emergence of

business models based on flimsy and highly leveraged foundations. It tolerated

relaxed lending practices and the accumulation of unsustainable debt by households,

individuals and companies. It facilitated the gaming of prudenttapital

requirements. And it has exacerbated the depth of this crisis because of the pro

OO0t A0rt STFTFSOGa 2% az2yvy$S 2F Ada 15& LINROA
12



217 Ly GKS alFyYS AaLISSOK /2YYA&aaAz2ySN aO/ NBSge
current distress was a combinah of overly lax monetary policy and
macroeconomic imbalances. These conditions encouraged the-bypildf excess
f SOSNI IS Ay OSNIIAY 2SaiSNYy SO02y2YASato

218 {2YS RAAGAY3IdAEAKSR LRtAGAOL SO2y2YAaia
biographer Robert S#telsky has suggested that whilst the markets have ruled for a

third of a century, it has all ended in tears:

G¢2RIe ¢S IINB tAGAYy3 GKNRBdAdzZAK | ONRA&AAA
brought to a head a growing dissatisfaction with the corruptidnnmney.
Neoconservatism has sought to justify fabulous rewards to a financial
plutocracy while median incomes stagnate or even fall; in the name of
efficiency it has promoted the o8horing of millions of jobs, the undermining

of national communities, ahthe rape of nature. Such a system needs to be
fabulously successful to command allegiance. Spectacular failure is bound to

RAIONBRAG AlGoé

2.19 Skidelsky suggests that the main source of instability lies in the financial markets
themselves and quotes thi approval the French social democratic slogan of the
midMdpdhpna aYFNJ] Sl SO2y2Yeé &Sasx YIN]ISG a20AS8
idea that limits should be placed on the power of the market to shape social life

according to its own logic.
2.20 Tuming back from the general to the particular, a clue to the proximate cause of the

crisis can be seen in a telling chart produced by the Deputy Governor of the Bank of
England, Sir John Gié%e

13



Chart 3: Major UK banks’ customer funding
gcap, household saving ratio and foreign
interbank deposits

Ratio £ billions
80
Customer funding gap
7 }— (right-hand scale) —{ 700
Household saving ratiol®)
6 I— (left-hand scale) —leoo
= I — 500
4 |— —1 400
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2 t— —{ 200
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(right-hand scale)
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Source: Bank of England. Dealogic, ONS. published accounts and Bank

calculations.

2.21 It shows that in the UK the gap between customer laegdand deposits moved from
zero at the turn of 2000 to over £700 billion in the first half of 2008. As Sir John
Y20SRZI GGKAA LINPOSR | aGNHz2OGdzZNI £ ¢St 1ySaa
concealed substantial and uncertain risks and withdrew frtra securitisation
YIEN] Sia¢ o

222 9@Sy 2y w20SNIQa {(1ARStaieQa lylfteara Al
the market system has failed if it yields results of the type through which the world is
currently living. A more balanced analysvould be to focus, as he correctly says, on
the fact that a system which develops such levels of -@emhistication that it
becomes detached from the comprehension, endorsement and possibly consent of
society overall, or which imposes systemic riskschiould overturn the stability
and viability of that society, will need some significant justification and limitation. It
will need to operate in a functioning framework of rules and incentives which
protect society from its excesses or its failures. Ehese responsibilities of

government.

14



2.23 The dialectic may be that these factors were in play when, as Commissioner
McCreevy argues, overly lax monetary policy encouraged the-bpilaf excessive

leverage.

2.24 In those circumstances, market partiaimts lost control of the instruments they had
created. Their systems of corporate governance failed to restrain the incentives of
those closest to the markets. Regulators in turn were well behind the game and
there was what Lord Turner has recently desedbas an intellectual failure to

appreciate the likely consequenc¥s.

2.25 Ashe putit

G5S@St 2LIySyda Ay O Kiank 8ystghi, whicH had geBn (1 K S
lauded as improving allocative efficiency and financial stability, have in fact
caused serioutiarm to the real economy. The changes which we need to
make to create a sounder system for the future will be profound. Their
guiding principles should be that they should create a banking system
focused on the delivery of the valtsglded functions of bankg which are so
SaasSydaAiatltt G2 P YINLSG SOz2y2Yeée¢o

222 ''a GKS {gAradaa blrdAz2ylf .lFy1Qa A0S [/ KI AN)

formulation:

L o0StAS@®S GKIFIG FNBS YINyJSGa NS GKS
resources and that they anglitimately the best way to promote welfare and
economic growth. Fundamentally, | am therefore wary of elaborate efforts to
interfere with the functioning of free, competitive markets. At the same time,
it is obvious to me that, under certain conditionsed markets produce
inefficient outcomes. If these market failures are apparent and important
enough, they justify and indeed require interference in the market
YSOKI YA aYéd
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3.1

3.2

3.3

Chapter 3: Capitalism works, regulation has problems

Before turning to the rte of the state, the options for future regulation of financial
services and the policy changes which will or may be brought about by financial
market turmoil, it is worth recalling some of the basic data about the functioning of

market economies.

Perhaps the most sophisticated annual measure of the competitiveness of nations is
the Global Competitiveness Report produced under the leadership of Professor

Michael Porter of Harvard University.

The Global Competitiveness Indexhich is the fundametal measure by which
national competitiveness is judged instructive. It reflects the philosophical balance

of market and state which we traced briefly through the work of Adam Smith, Georg
Hegel, Joseph Schumpeter and others. The twelve key pillar&cohomic
competitivenessin the GClinclude market functionsuch asinnovation, business
sophisticationmarketsize and labour market and goods market efficienogether
GAGK YIONRSO2y2YAO altloAfAiideed S GKSe
infrastructure, its health and primary education: calling to mind the nature of the
balanced contract between state and market which leads to competitive advantage,

foreign direct investment, growth and prosperity.

The 12 pillars of competitiveness

Institutions

Infrastructure
Macroeconomic stability
Health and primary education

Basiaequirements

Efficiency enhancers Higher education and training
Good market efficiency
Labour market efficiency
Financial market sophistication
Technological readiness

Market size

Innovation and sophisticatiot Business sophistication

Innovation

= =4 (=4 =4 -4_8_9_9_-4._-49._-2._-2

Source: World Economic Forum Global Competitivess Repoac
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3.4

3.5

3.6

The 200809 ranking of competitive economies puts thimited Statesas the most
competitive economy in the world notwithstanding the present financial crisis
because, theauthidBd &t & GUGKS O2dzyGNBE Aad SYyR26SR gA
make its economy extremely productive and that place it on a strong footing to ride

2dzi odzaAySaa 0eOfS akKAaAFTiha yR S02y2YAO0 a
al &y &aKz2g dlotatian $fFfhtimad And yinancial resources to their most
effective use. In particular labour markets are ranked first out of all countries,
characterised by the ease and affordability of hiring workers and significant wage

Tt SEAOAT AGR DE

Switzerland scoring second, displays strong collaboration between academic and
business sectors which turns research into marketable products and processes
buttressed by strong intellectual property protection. With public institutions rated

among the most effectveyaR (NI ya LI NByd Ay (GKS @g2NIR
buttressed by excellent infrastructure and labour markets that are among the most

Tt SEAG0ES Ay (KS 62NIRED {6AGT SNIFYRQ&a YI C
marks attributable to a government biget surplus, high national savings, low
AYGiSNBadG NradSa IyR €26 AyFElLaA2yéd | AAY.
and private sectors as shown in tiNordic countrieswhere Finland, Denmark and

Sweden show top positions in higher education addNd A YAy 33 & LINR OA
workforce with the skills needed to adapt rapidly to a changing environment and has

laid the ground for their high levels of technological adoption and innovation in
NEOSyYyid &SI NBEé¢OD

Any suggestion that market and state are sdroe at odds or that there are black
and white choices to be made disappears on the most cursory examination of these
tables. They show that economies thrive when public administration, national
infrastructure, flexible and competitive markets and incensite innovate go hand

in hand together.

17



3.7

3.8

3.9

In the same way it is worth examining the lessons of changes in ownership structures
towards privatisation and the development of new techniques of business
organisation, in terms of the private equity model,desess their economic benefits.

A thorough examination gbrivatisation and its benefits in terms of both theory and
evidence has been carried out under the auspices of the CESifo Institute in Munich.

As the authors conclude

a! i GKS YA ONERHe @émfpjficalevidencé §ragn§ly Supports the
view that privatisation has positive effects on profitability and efficiency. It
also shows that capital expenditures tend to increase after privatisation. The
evidence on firrdevel employment is mixed; though for large firms
employment seems to rise after divestiture. When the effect is measured in
case of estimated total surplus in a counterfactual basis, welfare increases in

Ffyzad Fff GKS DI asSda dzyRSNI Lyl fearaso

In macroeconomic terms the authors sdat

G¢KS SOARSYOS GStfta dza GKFG &dNHzOG dzNT
changes in key macroeconomic variables. Though not all these positive
changes can be attributed to privatisation nor its specific contribution has

been identified, we can g6 Of dzRS (G KI G0 620K GKS Llzf A O
and a better macroeconomic environment have been fuelled by the
reduction of stateowned enterprise activity around the world. This has also

led to the creation of a better environment for private inweent and
O2YLISIAGAZ2Y ¢ ®

The conclusions of this study are set out in the box

18



Box 1

Implication 1 Publicly owned enterprises in competitive environments would not perforr
better than privately owned companies in the same circumstances in terms of
profitability, and may perform worse

The microeconomic evidence overwhelmingly supports this implication. Country specif

data and crosgountry data show that privatized firms improve their profitability after the
sale, even controlling for macroeconarand industry specific factors. This result is robust

to different definitions of the profitability indicator, and holds for different market
structures. Deregulation policies have been shown to speed up the convergence proce
firms to industry standrds. Partial privatization has a lower effect on profitability when
compared with full privatization.

Implication 2 One should expect important efficiency gains from the change in ownersh
structure in competitive sectors

The micro evidence also camhs that the introduction of competition enhances
productivity gains. Firms in more concentrated and regulated markets, though they als
through important restructuring, after the sale, show lower increases in productivity as
compared to those that arander the discipline of the market. Eliminating restrictions on
foreign direct investment and trade barriers, and government controls on prices and
guantities fuels the catclup of firms to competitive standards.

Implication 31In general, increases inrpfitability are not equivalent to increases in
efficiency. This will only be true in a competitive environment

Two facts support this proposition in the data. First, it is observed in cross country stud
that profitability increases more and produdtiy less in regulated or less competitive
sectors. This shows that firms are exploiting, at least partially, their market power. Sec
we observe in the case studies that consumer

surplus is affected by the degree of competition in the sector, even thaotal welfare
changes are positive.

Implication 4 Fully privatized firms should perform better than firms that have been
partially privatized, under the same conditions

Crosscountry evidence for developing countries shows that firms that were gdbrtia
privatized realized lower profitability gains and productivity changes as compared to fu
privatized enterprises.

From the macroeconomic persgiive, the evidence is mudbss strong, and causality
cannot be assumed. Important aggregate trends, be&r, have been identified.

Implication 5t NA @F GAT I GA2Yy AYLINR@ZSA G(KS Llzof A C

lower debt).
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The budget deficit shows a positive trend, i.e., it declines during the reform period. Lov
income countries, which are caverage less aggressive privatizers during the period
analyzed, still have a significant deficit on average. Privatization has represented an
important policy tool for fiscal reform.

Implication 6 Privatization reduces the net transfer to statewned erterprises (SOES) in
the aggregate. These transfers become positive if the government actually starts colle¢ting
taxes from privatized firms

¢tKS ySi GNIryaFfFSNBR G2 {h9Qa KI @S Rrsdnkeand SR
middle-income countriesThis shows that not only have the subsidies been reduced, but the
government has started to collect taxes from previously melosyng firms. This is also
supported by the micro evidence. It is only in the case ofiltm@me countries that net

subsidies hve continued, which is consistent with the fact the SOEs overall balance in those
countries is negative.

Implication 7 Privatization has a positive impact on the development of the financial
sector.

Stock market capitalization has shown a steady inseda all country groups between 1987
and 1997. In lowncome countries this trend has been accelerated since the early 90s, when
privatization transactions started at a faster pace.

Implication 8 Privatization has a negative effect on employment in teBortrun, a positive
effect in the medium and longun.

The effect on unemployment is ambiguous and no clear trend can be identified.

Source: CESifo Economic Studies
310 hiKSN) aGdzRASa &aK2g¢g | AAYAfI NI NBadA o
development in corporate governance in Europe and the world in the past twenty
years has been privatisation of formerly state/ned enterprises. One major impact
of privatisation is the potential for participation in the market for corporate control
as a target, @idder or both. We showed this has occurred and resulted in wealth
creation. The net increase in value is consistent with future improvements in

productivity for the privatised firms that become involved in mergers. These results

~

by R

Q)¢

are consistent withtheoB & Ay (G KS LINRBLISNI & NRIKGakl ISy

311 hNJ Fa GKS 22NIR .yl Ldzi AG GLINAGFGAALFGA

performance, yields positive fiscal and maemnomic benefits as proceeds are

20



saved rather than spent and as ti&fers decline and government starts collecting
taxes from privatised firms, and improves overall welfare. The popular view that
privatisation always leads to layoffs is unfounded. While highly protected enterprises
have seen significant declines in net dmpnent, competitive firms generally
SELISNASYOSR af #3aIKli RSOfAySa AT | ye oé

3.12 The World Bank authors provide a timely reminder of why in general -state=d

enterprises performed, and continued to perform poorly:

G¢KSe& LINRPOSR 4| &terfifgdr protdugeRyoolisyaSdisdic€sA Sy (i 2
of low quality and high cost. They became seriously overstaffed as
governments used them to generate and maintain employment. Sheltered

from competition, stateowned enterprises often were instructed to keep

their prices low, resulting in mounting financial losses that in some cases
amounted to as much as@% of GDP. This led to bailouts and fiscal strains,

first on government budgets and latterly dhe banking system. Covering
state-owned enterprise losses with fidcaansfers required governments to

finance larger fiscal deficits and increase tax revenues or, more commonly,
reduce public expenditures in other areas, or both. The financing of -state

owned enterprise losses through the state banking system increased

Nt SNYSRAIFGA2y O2aiasxs NBRdAdZOSR (KS LINRC
GKNBII 0SYSR 20SNIft FTAYlIYOALf aSO02N OA

3.13 Reviewing well over a hundred studies which have examined the extent to which

privatisation has met its intended economic and fisal benefits the World Bank

notes
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3.14

3.15

Box 2

IMPACT OF PRIVATIZATION

A First, most assessments of privatization have looked at financial

operational performance at the enterprise level, comparing producti
and profitability before and after sale, nd changes in output
investments, capacity utilization, and the like. These studies prg
ample evidence that, when done right, privatization impro
performance in many different settings in many different ways.

Second, there is a limited but growitbgdy of work about the fiscal an
macroeconomic effects of privatization showing positive fiscal ben
and a high correlation between privatization and growth.

Third, the broader welfare and economic consequences of privatiz:
are not as widely stiied, though the few rigorous evaluations show tk
privatization has done well, and that the welfare effects when compa
to realistic counterfactuals have been positive, often substantially so.

Fourth, growing analysis of the employment and broadeotfaimarket
impacts shows that privatization does not always lead to unemployn
but that the outcomes are mixed, reflecting country and indus
differences. When evaluated against the counterfactual, privatization
often led to employment increases abth the enterprise and industr
level.

Fifth, the effects of privatization on income and wealth distribution
the least studied aspects of privatizatitmough considerable work o
these questions is now in progress.

If we turn to the frontine of contemporary business activity in the world of private
equity, it is again the World Economic Forum that has made a particularly useful
sample study, examining 21,397 private equity transactions that could be identified

between 1970 and 2007 as wal the outcome of those transactiofis.

The study discovered that public to private transactions only accounted for 6.7% of
the total. The vast majority of buyouts are acquisitions of private firms and corporate
divisions. The caricature of buyoudscurring in old and declining industries does not
reflect the rise of buyout activity in high gradestbch sectors, says the study. It says

that buyouts have always taken place in a wide range of industries, although mature
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3.16

3.17

3.18

3.19

industries such as chemicalsiachinery and retailing still provide popular buyout
targets. The most common exit route from private equity acquisitions is not an initial
public offering, which accounts for some 13% of the total exits, but a trade sale to
another corporation, amountingo 39% of all exits, with secondary buyouts taking
another 24%. The number of transactions which end in bankruptcy or financial

restructuring is 6%.

Private equity investors, the study says, have a long term ownership bias with 58% of
the private eqity funds investments exited more than five years after the initial
transaction. Secalled quick flips or exits within two years of investment account for

only 12% of deals and have decreased in the last few years.

At the beginning of 2007 close fourteen thousand firms world wide were held in
LBO ownership compared with fewer than five thousand in the year 2000 and fewer
than two thousand in the mid990s. The organisational form therefore seems more
longterm than temporaryg almost 40% of all s remain in this form ten years

after the original LBO was announced.

This positive picture of the role of private equity demolishes a number of
misperceptions. In a second study looking at long run investment the World
Economic Forum examined inwe®nts in innovation and found that firms that

undergo a buyout pursue more economically important innovations as measured by
patent citations in the years after private equity investment. In the baseline analysis
the increase is 25%. Post buyout privatpigy businesses display no deterioration in

the extent to which their research is basic or fundamental and the quantity of

patenting does not appear to change systematically after the transactions.

Innovation, however, becomes more targeted postybut with paent portfolios
more focused and @oncentration on core technologies. The study also examined
employment consequences in US private equity transactions from 1980 to 2005
looking at five thousand firms. It showed that employment grows more Iglat
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target establishments in the years of the private equity transaction and

proceeding years. It declines more rapidly than in control establishments in the

into

wake

of private equity transactions with a difference of 7%. Most transaction buyout

establshments seem to create roughly as many jobs as their peers.

3.20 The study says that it appears that the job losses at target establishments i

n the

wake of private equity transactions are partly offset by substantially larger job gains

in the fom of Greenfield job creation fp target firms. Finally the WEF study

examinedgovernance andoards of companiethat have been taken into private

equity ownership looking at 142 transactions in the UK from 1998 to 2003.

The

study showed that the board size andegence of outside directors were drastically

reduced when a company goes private, outside directors are replaced by indiv

iduals

employed by the private equity sponsors. If more than one private equity firm is

sponsoring the investment then the proportioof LBO sponsors on the board

is

larger. Private equity investors remain actively engaged in their portfolio businesses

in the years after the transaction. The percentage of LBO sponsors sitting in the

boarddecrease®nly slightly over time.

3.21 Pulling hese studies together a very positive picture emerges of the role of pri
equity, shown in the box.
Box 3

vate

w ¢KS addzoadlydAalf LISNA2RA GKFG FANYAE-ruN]
investments in innovation as measured by patents Hralflexible governance structures
(with small boards dominated by managers and investors) appear consistent with the \
that the LBO organizational form is a leng governance structure for many firms.

w ¢KS SYLX 28YSy il &di dzBests tkat emplogmdniSails nidd® apirily
at target establishments podtansaction. At the same time, private equity targets engag
in more greenfield job creation than controls. Private equity also accelerates the pace
acquisitions and divestitures. '8 S NB ad dzf §&a NBIF NRAY I LINR
employmentc as well as those in the innovation studfit the view that private equity
groups act as catalysts for change in the economy.

w ¢KS RAaAOdzaadaA2y 2F Yl ye | akidromghasthden LIN
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characterized by confusion along many dimensions. As the employment study highligh
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the evidence supports neither the apocalyptic claims of extensive job destruction nor
arguments that private equity funds create huge amounts of dornestiployment.

w !''fGK2dAK [.h GNryalOtArzya 2dziaARS b2
approximately 12% of global LBO transactions in number and 9% in value over the pe
from 2001 to 2007, private equity activity in emerging econonsesxpanding and
maturing, particularly for minority and growth capital investments. As illustrated by the
cases, there are different sets of dynamics in place for domestic and global private equ

NI K 1Y
riod

lity

players in China and India.

Source: World Economic Foruno@alization of Alternative Investment 2008

The itch to regulate

3.22 The failure of traditional government financial service regulation should make th

ose

designing new regulatory systems especially cautious, conservative and eager to

examine other incetive systems which might prove more effective at delivering

results. As the former US regulator Peter Wallison, currently Fellow in financial policy

studies at American Enterprise Institute has noted:

G¢KS FTAYFYOALIf ONRaA ater thananarket disépling
at preventing the failure of financial institutions and that even in the dire
circumstances of the current crisis, systemic giske only justification of

extending regulation beyond bankK I & y 2 I LIS NBR®

G ¢ KS 7Tdoddiunrégkilatad or largely unregulated institutions have

NB 3 dzt

a

failed during the financial crisis is cited as evidence that there is a need for

greater government oversight of the financial system. This formulation
misstates the history of financial regulatiagnores the fact that the most
regulated institutions in the economycommercial banksg are in the most
financial trouble, and fails to explain wit is necessary for the federal
government and taxpayers to prevent the failureaafompany (or failures
GAGKAY |yé& AyRdzZAGNEBO &KFG A& yz2i

3.23 Mr Walllison sets out five valuable reminders about the reasons why extending

regulation may well be negative:
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3.24

3.25

1 The very existence of regulati@respecially safetand-soundness regulation
creaes moral hazard and reduces market discipline. Market participants
believe that if the government is looking over the shoulder of the regulated
industry, it is able to control ristaking, and lenders are thus less wary that
regulated entities are assungrunusual or excessive risks.

1 Regulation creates antiompetitive economies of scale. The costs of
regulation are more easily borne by large companies than by small ones.
Moreover, large companies have the ability to influence regulators to adopt
regulations that favour their operations over those of smaller competitors
particularly when regulations add costs that smaller companies cannot bear.

1 Regulation impairs innovation. Regulatory approvals necessary for new
products or services delay implementationyeg competitors an opportunity
to imitate, and add costs to the process of developing new ways of doing
business or new services.

1 Regulation adds costs to consumer products. These costs are frequently not
worth the additional amount that consumers are recpd to pay.

1 Safetyandsoundness regulation in particular preserves weak managements

and outdated business models, imposing long term costs on society.

These deficiencigsnatched together with its regular failure as a protection for
taxpayers or te economysuggest that regulation should be a last resort, employed

only when absolutely required.

It should be implemented after careful consultation, rigorous duostefit analysis

and full impact assessment. Where appropriate it should be {iméed and/or

subject to regular review. One of the dangers of the current drive 4egealate

financial services globally is that time pressures will lead legislators and regulators to
skip or truncate compliance with the principles of better regulatioverlook the use

of lessonlearning and evidencbased policymaking, and ignore the emergent use of

audit techniques to measure regulatory outcomes against design.
26



4.1

4.2

4.3

4.4

45

Chapter 4: Government interventions: the need for an exit strategy

Although governmers and financial regulators may have been slow initially to
respond to the financial markets crisis, on the whole the picture has been of

relatively fast and coherent action at a number of levels.

Central banks have worked together to inject liquidityo financial markets and,
together with financial regulators, to monitor closely the financial health of
institutions where failure would have systemic consequences. As one central banker
daFAR NBOSyidteszr oS KI@ZS RSOMWRBeRillowed koli vy 2
FILALEOD

The comprehensive package of measures announced in the UK on 8 October 2008
including support for recapitalisation, guaranteed funding and enhanced liquidity

became a model which was widely followed internationally.

TISNE Aa y2 AYRAOFIGOA2Y GKIFIG GKS agl NIAYS
nervous about the financial position of institutions in a number of countries. More
significantly, banks have lost confidence in each other and the-braak market

remains blockd with banks facing the central banks of their host country both as a
source of liquidity and as safe refuge for surplus funds. As Lorenzo Bini Smaghi, a
board member of the European Central Bank, put it in a December 2008 speech,
work still needs to be @he to induce banks to be active again in markets and a fast
revival of the interbank market is of high importance for central banks which want

G2 4SS aFAYIYOAlLtT Ayadaddziazya FOG F3FAY
G2 SIOK 20KSNEO®

The fact that this process is happening slowly if at all implies a further wave of public
recapitalisation of banks in excess of prudential requirements to restore confidence
in the financial system and tackle the macroeconomic problems that would emerge
if banks start curtailing loans to the private sector. Recognising one of the problems
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4.6

4.7

4.8

AYKSNBYG Ay GKA& | LIINRFOKZI aNJ . AyA {YIl3IK;

European authorities in charge of competition and state aid realise that such kcapita
AyeSOiAzya FFTNBS y2G IAYSR G |FRRNBaaay3
promote macroeconomic and financial stability and should thus be assessed on
criteria that are not only legalistic. Any time that is spent to delay these
recapitalisations rsults in delaying the stabilisation and recovery of financial

markets.§

Another element not mentioned by Mr Bini Smaghi but which is obviously relevant
to such recapitalisation is the significant extension of public ownership which results

from recaptalisation.

We know from previous government intervention in the economy in th8 @éntury

and the studies summarised in Chapter 3 that public ownership can lead to
significant economic distortion, underperformance and prove complex and-time
consumng to reverse. Organisations which went into state ownership in the UK in
GKS mpnnQad F2NJ SEFYLX SE 6SNB LINAGIGAASR
their nationalisation, economic science tended to the view that consequences would
be economicallyand socially positive. With the benefit of 0 years experience
around the world, international best practice recognises that this is not likely to be
the case. The symptoms of state ownershlgpconfused lines of accaability,
politicised decisiogtaking, slow, complex and unclear processes and uncertain
business modelsare already evident in the banks which have been fully or partially

nationalised in the UK.

A major challenge which faces governments as they conduct emergency intervention
in the economy, therefore, is the preparation of an exit strategy to extricate
themselves from the obligations of public ownership, remove the distortions in
terms of competition and state aid policy which result from the intervention and to
facilitate an earlyesumption of price signals and incentives in the market necessary
within new regulatory frameworks.

28

NS



4.9

This chapter addresses the challenges of developing exit strategies in the key areas

of government intervention:

a. Government ownership of stakessome financial institutions
b. Government guarantees of bank deposits

c. Government distortions of monetary policy

d. Government distortions of fiscal policy

e. Suspension of competition or state aid rules

f. Bypassing of better regulation policies

a. Government ownership of stakes in some financial institutions

4.10

411

412

4.13

Many experts believe that there is a tested and available model for the way in which
governments may have to intervene in and then exit from ownership of or special
investments in banks.nE approach taken by Sweden in the early 1990s insisted that
banks receiving public support write down the full extent of s@rforming loans

before big money was invested to recapitalise the banks.

The Swedish investment of 65 billion kronor or 4% GDP required equity
investment being transferred from the private to the public sector. As Urban
Backstrom, then a senior Swedish finance ministry official, subsequently explained
GOGKS Lzt AO gAff y20 &adzZlll2NL | withly AT
FY@OKAYAE D

As a result of the tough approach,mse banks notably the Wallenbexyvned SEB,

decided to arrange a private recapitalisation.

The key elements of the Swedish rescue were tlhéonalisation of the faltering
banks; the promulgadin of a generafjuaranteeof the commitments of all banks and

other credit institutions; and the establishment of andependent agencyto
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4.14

4.15

4.16

YEYyFE3S GKS ONRaAasx GKS . Iyl {padlbaik®d ! dzi

Securum and Retriva which subsequentlyrgeal into one, to ruroff assets.

First, some facts on the structural measures adopted, drawn fromNteFinancial
Stability Assessment of Sweden in 2002 and looking back on the historical

experience:

G¢KS {6SRAAK IMeaBBadifoy Sayigihening thef Finamcial
Systerti (1992/93:135) was approved by parliament on December 18, 1992.
Its key features included (1) an opended government guarantee to banks'
depositors and other creditors (2) the establishment of an independent
government @ency, the BSA, to manage the operational and practical
aspects of the crisis. The BSA's main functions were to (i) evaluate
applications for government assistance presented by troubled institutions; (ii)
take over the management of the business of indtdos admitted into the
government assistance program; and (iii) take over ownership of institutions
whose CAR was below 2 percent. Two Asset Management Companies SO
called "bad banks" (Securum and Retriva) were set up to dispose of impaired
assets; (3) anAppeal Board was established as administrative recourse
against decisions taken by the BSA; and (4) a high level of transparency and
accountability was sought, with the government undertaking to report to
parliament at least annually, and members of garient, including from the
LR aAGA2Y Y FLILRAYUGUSR G2 GKS . {1'4Ya .21

LY 0KS LaCQa @OASg (G(KS &ALISSR 2F (GKS&asS I OlGA
of political consensus led to a rapid restoration of confidence in which four banks

were restructured. Shareholders lost all their equity interests while creditors were

fully protected by the general government guarantee which was to the effect that
Golyla IyYyR 20KSNJ ONBRAUGU AyadAddzianzya Oy

The calculus of the Swedish rescue recorded by the IMF is that there were capital

injections and share purchases of some 41 bn SEK, Guarantees of some 23 bn SEK
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4.17

4.18

4.19

4.20

421

and Interest subsidies of 1 bn SEK totalling some 65 bn SEK. At current exchange

rates 65bn SEKyaunts to £5.4bn

byl adzLIL2 NI 61 &d& SYRSR 4 A (0 KEndink the barkILINE G|
& dzLILINNIDWy 1996 which withdrew the government guarantee. All institutions
supervised by the authority had regained financial stability as certifigdthe

Swedish Financial Regulatory Authority.

I O0O2NRAY3I G2 GKS LacCc | O02dzyi aaz2yY$S odg: 2
enabling the Swedish government to fully recover the cost of the whole assistance
LINEINI YYSST Ay Of dzRAYy BELSSY a.Saéaw 26y 2 LISNT

Other sources (SNSCentre for Business and Policy Studies 2003) believe that the
total cost of central financing to combat the banking crisis amounted to 35 billion
SEK.

tKS® 20aSNIISRYI K26SOSNE (KL & relatiGedyyideS & A y 3
[because] the time frame is rather arbitrary. For example it would be easy to turn a
negative figure of 35 billion into a positive number by extending the final date for
GKS OFfOdzZA I A2y FTNRBY Mddptr (2 HAnnéE D

TheSNS studpotes three other phenomena which may be relevant:

a. Securum stood up for its rights ydsvis formershareholdersand therefore
brought about a redistribution of resources from them to the benefit of
taxpayers as a whole.

b. It sold itsproperty asset&t somewhat belowprevailing market prices
meaning that resources were redistributed to benefit the buyers.

c. Securum was marginally more inclined than other lenders to let borrowers go

into bankruptcyrather than renegotiating loans on softer terms.
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4.23

4.24

4.25

Turning now to an ssessment by th&Vorld Bankin 2000, which compared the
Swedish rescue against other examples in Finland, Ghana, Mexico, Philippines, Spain

and the USA, the Swedish example also scores highly.

The World Bank summarises the reasons why Securum and/&etanaged and
sold-off assets in a short period of time. It notes that the acquired banks had
management changedwere operationally restructuredand successfully sold to

private investors

It also notes however that real lending to the private sediy banks did not recover
in short order. In 19934, the World Bank notes, real credit to the private sector

contracted significantly.
The favourable results highlighted by the World Bank were that the:

1 Type of assetg mostly commerciateal estaé ¢ made it easier to restructure
as the assets were less politically sensitive (laydffigih concentratiorof the
economy may have made financial structuring easier. Also, transferred assets
that were of a particular type, size and structure limited #imaount of assets
Securum had to deal with and made it a more manageable exercise.

1 Private managemerdandstrong governance mechanismsich ensured the
Il 3Sy0eQad AYRSLISYRSyOSo®

1 Prompt structured appraisal of assets and transparent prooéssset
managemeh restructuring and sales.

Adequatelegal framework

Adequatefunding

Adequateskilled resources

Limited amount of assetseing transferred (7.7% of banking sector assets).

Recovenof real estate market.

= =2 =2 =2 A 2

Recoveryf economic growth. In 1994, real GDi®wth turned positive.

32



4.26 It is apparent that theclarity of the structures adopted, the tough approach towards
former shareholders and to borrowers in default, the relative small scale of the
assets taken over and the economic upturn all contributedhe success of the

Swedish experience.

4.27 Theindependenceof the Bank Stabilisation Authority and its actions to change
management, restructure operations and hive off toxic assets clearly played a part in
allowing reestablishment of private sector b&ing withinfour yearsrather than the

eight years or even fifteen years which the Swedish government had initially feared.

4.28 The Swedish experience provides a model which suggests that a targeted period of
four years would be an appropriate periodavwhich to secure government exit

from bank ownership in the US, UK and other European jurisdictions.

4.29 In the UK, for example, it was announced on 3 November 2008 that a new company,
UK Financial Investments Limited, will manage the government sbkialy in
banks subscribing to its recapitalisation fund, the exit strategy has not been given a
GAYSTNI YS® ¢KS 3I20SNYYSyid Kra Fyy2dzyOSR
in UK financial institutions and will over time seek to dispose of the imests in
the orderly way, through sale, redemption, buyback or other means, in accordance

gAGK GKS ' Y&LQE 202S8S0GA0S4a¢ o

430 ! adzZa3sSadAazy GKFEG | F2dzNJ @8SFNJ LISNA2R g2 dz
202S00A0Sa oKAOK Ay OrexiziRide yaars| theyavpitalliliyyand3 = 2 ¢
active marketing of competitively priced lending to homeowners and small
odzaAySaasSa d wnnt (S@Staédod 2KAfald GKS :
attainment, the three year period gives a reasonable estioratatnd ambition to

allow market forces to prevail after that period.

4.31 This is particularly important for, as the Conservative MP John Redwood commented
GAG KFra 0SSy aSia dzJ G2 26y 2dzNJ aKFNBa Ay
Bradford and Bingly. It will own assets worth well in excess of the annual national
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4.32

4.33

4.34

4.35

income of the country. It will be responsible for a major share of all bank loans and
deposits in the UK, and will have large operatiaverseas as well. Its success or
failure will determne what kind of economic future we will all enjoy. Any sensible
person wishes it well, as it is too big for it to be comfortable if it fails. In a way what it
does is now more important than what most ministers do, as its reach extends into a
major portion of all business and private transactooland its stance on the
availability of credit and cash will determine how long and deep the recession is
32Ay3%®i2 0S¢0

In its own guidance on recapitalisation measures the European Comniissites

that in alculating their expected return on recapitalisation, states should be aware

of the need to provide incentives for exiting the scheme. It says that recapitalisation
measures need to contain appropriate incentives for state capital to be redeemed

when the narket so allows. Addressing various measures to provide such incentives,
including adequately high pricing for the rescqed G KS [/ 2YYA &aaAirzy O2
useful that an adebn be generally added to the entry price determined to
incentivise exit. A pricingrsicture including increase over time and stap clauses

gAtft NBAYT2NODS GKAA YSOKIYyAaY (2 AyOSyGAcg

Alternatives suggested by the Commission &re include call options or other
redemption clauses or mechanisms that encourage private dapitaNI A a Ay 3 &
instance by linking the payment of dividend to an obligatory remuneration of the
adFriS 6KAOK AYONBlFasSa 20SN) GAYSé o

A third idea to encourage exit is the use of a restrictive dividend policy to ensure the

temporary character of state tarvention.

Ly Alda /2YYdzyAOlFGA2y (GKS [/ 2YYA&darzy y20S:
the recapitalisation the higher the risk profile of the beneficiary bank, the more
necessary it becomes to set out a clear exit mechanism. The combimdtiba level

and type of remuneration and, where and to the extent appropriate, a restricted

34



dividend policy, needs to represent, in its entirety, a sufficient exit incentive for the
OSYSTAOALIFNE o0Fylaodé

4.36 The Commission says that six months after th@noduction, member states should
submit a report to the Commission on measures taken including the path towards
exit from reliance on state capital. When banks have been rescued which are not
Fdzy RI YSy Gl t @ d2dzy R GUKS | 2YYA ahersigey al &
restructuring plan or a liquidation plan will have to be presented for these banks
GAOGKAY &AE Y2yiGKa 2F NBOFLAGIEfAAIFIGARZY DE

safeguardto encourage governments to exit:

G! YAt NBRSYLIGIAZ2Yy s$afeguards ®r distiebsdddanksanS K I G A
the rescue and restructuring phases should, in principle, include: a restricted

policy on dividend (including a ban on dividends at least during the
restructuring period), limitation of executive remuneration or the disition

of bonuses, an obligation to restore and maintain an increased level of the
solvency ratio compatible with the objective of financial stability, and the

GAYSGIroftS F2NJ NSRSYLIiAz2y 2F adl 4GS LI NI

b. Government guarantees of bank deposits

4.37 When the prospect of bank failures began to become visible in September/ October
2008, European governments moved rapidly to halt bank runs, avert bank failures

and reassure.

4.38 The measures adopted varied quite considerably. In some countriesiblred
depositor protection schemes were already in place although these might need to be
increased to give members of the public reassurance that a reasonable proportion of

their deposits was covered.
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4.40

4.41
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4.44

4.45

It was the Irish government which took the mostdieal step by announcing a full
guarantee of bank deposits in the Republic of Ireland, which whilst having the
immediate effect of restoring banking confidence, preventing the collapse of one or
more institutions and stabilising the share price of instas which had been under
pressure, also created significant distortions in the European banking market and

prompted copycat action across a number of EU member states.

Some of these measures amounted to purely political guarantgesissurances by
heads of government that depositors in a particular country would not face the

collapse of high street banks or financial institutions.

In other cases the reassurance was legislative and enforceable rather than political

and rhetorical in nature.

The European Commission has tabulated eM@measures of this nature across the

EU and itemised its various decisions on bank rescues

Back in the early 1990s the Swedish government had given an open ended
government guarantee to banks, depos#caind other creditors of a political nature

i2 GKS STFSOG GKIFIG aolyla FyR 20KSNJ ONBR
2y | GAYSEe ol araéo

As part of the 1996 legislation ending bank support, the government withdrew the
official guarantee & the institutions under the supervision of the special agency had

recovered financial viability.

The IMF notes that:

G¢CKS AyaSyadazy (2 aNBnvcu@& wéllknSadvanda tiNd vy G S

avoid taking markets by surprise; aepdsit Guarantee Schem was

Saldloft AaKSR I FTSg Y2yi(iKa o0STF2NB GKS NB
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4.47

4.48

4.49

4.50

Countries which have given similar political guarantees of bank viability will also wish
to withdraw these once the situation has stabilised and customers and creditors can
rely on markets rather than governments to underpin their expectations from the

banking sector.

Where legislation has been passed to strengthen explicit guarantee of bank
fAFLOAEAGASEAEY GKAA aK2dAZ R 0SS NBOASHESR Ay

Aid Rules on a regular basis.

Ly o0620K OlFaSa (KS 9dz2NRPLISIyY /-Geiewiisgthes 2y Qa
appropriate body to help countries back on the path to rectitude, using if necessary

the State Aid Rules established under European law.

Formal depositor protection schemes which have been upgraded during the
emergency situation in accordance with national legislation and in most cases
leaving at least some risk with customers may well be seen as providing a
heightened level of consumer pection and, some might argue, be left in place

once normal financial markets are back in operation.

Nonetheless there is still a requirement to review such deposit guarantee schemes
and to specify when they will come to an end. As a new paper floenQECD

argues:

GCANRGE tA1S Fyeé 3Jdzr N} yiSS:I RSLI2AaAU
hazard, especially if the coverage is unlimited. Clearly, in the midst of a crisis,
one should not be overly concerned with moral hazard, as the immediate
task is b restore confidenceand guarantees can be helpful in that respect.
Nonetheless, to keep market discipline operational, it is important to specify

when the extra deposit insurance will end, and this timeline needs to be
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credible...Looking ahead, ashahhe LJ2 f A O& F20dza gAfft KI @S
AUNI GSaIASEaQs aLISOAlLfte sKSNB &yt AYAGSR

451 The European Commission's decisional practice concerning bank guarantees
attempts to control distortions between member states bygpaoving government
guarantees for periods of six months at a time. If member states want to guarantee
liabilities issued after the expiration of this period they have tenodify an
extension of the scheme and justify why a continuation of crisis camditrequires

the extension.

452 The duration of guaranteed liabilities (of bonds, for example) is also limited to three
or in some cases five years. An EU wide scheme of guarantee for retail bank deposits
Ada o0SAy3 FTNRY | YAYAYdzy € H-widemature tis2 € pn X

does not create any distortions.

c. Government distortions of monetary policy

453 As ;e US commentator put it when the extent of the spill over of the financial
YIEN] SG ONRaAa Ayd2z2 GKS NBFf SO2y2Yeée g1t a
2dzad 3F2Ay3 G2 KIFI@S G2 LINAYyld (GKS Y2ySeéo

454 The ability of central banks to print money and pselmonetary targets is a key
feature of government control of the currency and most would agree that faced by a
locking up of financial markets and a close down of the real economy in
consequence this tool is one of the most important available to national

governments.
455 As interest rates have approached zero in a number of countries, however, not only

have the limits of the traditional means of monetary easing become apparent and

the need to ease the money supply more diredlipr example through quaitative
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easingq become clear, but it has also become obvious that there is a serious danger

of overshooting.

456 Chart 4 shows the growth in global money supply over the last forty years and the
particularly rapid acceleration between 2006 and end&@8pecially in M2.

Chart 4

GlobalMoney Supply from Jan 1970 - Oct 2008
Measuredin US$ Trillions
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M2 - Money + Close Substitutes {Quasi-Money)
® M1 - Currency in Circulation + Demand Deposits (Money)
B MO - Currency in Circulation

457 Since autumn 2008 the Federal Reserve and European Central Bank have been
expanding their balance sheets dramatically, on the one hand these policy measures
have wide support as contributing to an improvement in coafide and in particular
a reassurance that the money supply will be increased whether through interest rate
reductions or quantitative easing to float the banking system clear of the danger of

systemic collapse.
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Chart 5

Central bank balance sheets
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Source: European Central Bank; Federal Reserve Bank.

Source: EEAG Report 2009, CI

4.58 On the other hand as the EEAG oepon the European economy for 2009 notes,

4.59

G2yS 20@0A2dza RIFEY3ISNI Aa GKIF G
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policy or implied by fiscal instability, would undermine the credibility of monetary

A
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These cacerns have been captured by the Federal Open Market Committee which

observed that some of its members have

Gy20SR I Nrxail GKIFG
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high level if the public does not understand that the Federal R2&:0 &

liquidity facilities will be wound down and its balance sheet will shrink as

economic and financial conditions improve.

Several participants indicated that they thought the FOMC should explore

establishing quantitative guidelines or targets for a miamg aggregate,

perhaps the growth of the monetary base or M2; in their view such

guidelines would provide useful information to the public and help anchor

AYFelLdazy 3BELISOGI A2y aé o
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4.60 This discussion on the need to look forward and anticipate a pos@bieggence of
inflation and inflationary expectations was the subject of a special conference call
meeting by the FOMC on January 16 2009 to discuss issues associated with

establishing an explicit numerical objective for inflation.

461 The FOMC observes

Gaz2ad YSSiAy3a LI NIHIAOALIYyGE SELINB&aa Gt
objective for longer run inflation would be fully consistemith the Federal

w S & S NIZ K andatdr dizlpromoting maximum employment and price

stability and would not impede fosterg the stability of the financial system.

A number of participants emphasised that additional clarity on the longer run

inflation goal would further enhance Federal Reserve communications that

would not involve any substantive change in monetary policgtsgy.

X{2YS AYyRAOIFIGSR GKI G 0KS SadlrofAakKyYsS
objective could be particularly helpful under present circumstances in
forestalling an unwelcome decline in longer run inflation expectatioasd

hence in contributing to economirecoveryc while also assuring the public

that actions taken to counter economic weakness will not lead to high
inflation over the longerun. However, several participants expressed
O2yOSNY GKIFOG Iy AYAGALFIGAGS (2 ioOf I NR T
objective could be confusing to the public in the current context of economic
gSE1ySaa yR FTAYLFYOALIET YINJSG adNrAyacé

4.62 The FOMC discussion is timely and relevant. It is of course correct to be very aware

of the risk that focusing on a low inflatidarget in the medium to longeterm may

sit oddly with a rapid expansion of monetary growth in the skiermm emergency.
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4.63 Managing expectations and handling this dialectic is, however, of critical importance
if there is not to be a dramatic monetamgvershooting with painful inflationary

consequences once financial markets are unblocked.

4.64 Setting explicit, tight, forward looking inflation targets and resolving to act quickly to
halt an incipient inflationary surge is a high priority in any skiategy from the

financial emergency.

d. Government distortions of fiscal policy

4.65 Governments around the world are increasing public spending, relaxing government
borrowing rules and reducing taxes to halt the recessionary spiral. Many economists
are optimistic that, for example, the US fiscal package will create up to three and half
million jobs and generate growth impulses of up to 2.5% of GDP which would be

enough to halt the recession.

4.66 The downside of these stimulus programmes, replicateda smaller extent in
Europe, are ballooning budget deficits. In the US the budget deficit in the current

fiscal year will rise to 1.4 trillion US dollars or almost 10% of GDP.

Chart 6
BALLOONING US BUDGET DEFICIT
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4.67 If it proves difficult to terminate the US programmes and they asg¢ended
indefinitely, the congressional budget office estimates that the budget deficit will
increase by a further 1.4 trillion US dollars in the coming ten years with another 745

billion dollars for higher debt repayments.

Chart 7

EEXTENSION OF THE MEASURES WOULD INCREASE THE
DEFICIT BY A FURTHER 2% TRILLION DOLLARS
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4.68 Budget deficits in ta Eurozone have also increased shanpith Ireland for example
expected to have a 13% budget deficit as a percentage of GDP in 2010, Spain a 5.7%

deficit, Belgium, Germany, Greece and Portugal all over 4%.

4.69 After a certain anguished debate at thentee of the European institutions it was
decided to retain the Stability & Growth Pact but to interprete its requirements in a
more accommodative fashion when member states found themselves breaking the

3% budget deficit ceiling.

4.70 As the European CoyfA 4 4 A2y adz23SaAGSRX YSYoSNI adl d$s
provided by the renewed Stability & Growth Pact responsibly, allowing for return of
government deficits to positions consistent with sustainable public finances as soon
as possible, whilst vigously tackling the causes behind ma&conomic
AYol fPydOSa¢ o

43



4.71 In the UK the budget deficit position is deteriorating sharply with the CBI estimating
a 6.2% deficit in 2008/09, rising to 10.6% in 2009/10 and 11.8% in 2010/11.

4.72 Restoring fiscal réitude will be a challenge around the world. In the US the Concord
Coalition has suggested a valuable exit strategy designed to ensure that the response
to the current crisis does not have adverse unintended consequences over the long

term. Its nine poinplan is worth emulation:

1. CAaOlrf adAaydz dza Ydzad oS dGAaAYStes GF NEH
F2NJ GKS 0dz01¢ | yR térihotfiodk. R YF3S G2 K.

2. Distinguish between shotterm fiscal stimulus and longrm fiscal
investment.

3. Fiscal policy must beut on a sustainable path for the long term.

4. Healthcare reform must reduce the growth in costs.

5. Social security must be reformed to ensure its kegn viability and
generational fairness.

6. Tax reform must ensure adequate revenues while improving effigienc
and fairness.

7. The budget process must improve transparency and accountability.

8. Establish a bipartisan process.

9. Bring the public into the process.
e. Distortion of competition rules
4.73 As market turbulence developedome in governments around the wdrbegan to
express doubts about maintaining the modern approach to competition policy which

has helgd to transform market economigswards efficient allocation of resources,

vigorous competition, improved productivity and lower prices for consumers.
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4.74

4.75

4.76

4.77
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the opening of markets and globalisation. But | want Europe to stop being naive. For
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These high level objections to competition policy espécitom France are well
known. More recently conditionality has surfaced in the EU in the energy package
over concerns about Gazprom. The package steered through by Commissioner
Piebalgs effectively provides that unless Russian network access is opersteriV
businesses, procedures will be put in place which will deny Gazprom the opportunity

to become a network operator within the EU.

But these developments, at European level and probably seen as benign by many
observers in the present energy seityrand strategic isuation, have been followed

by KS 'Y 32 @S NYdéhe Emeiprise Adl th thake fidmficial stabibity
public interest issue that can essentially trump regular competition concerns.
Following this law change the government apyged the Lloyds/HBOS merger. It did

so before a model of bank recapitalisation had been developed and some
commentators have suggested thatwould have been wiser not to bring about the
merger, for short term reasonsthat it weakened an originally ing acquiror bank

¢ and for medium and longer term reasons, that it has resulted in a high street bank

with an over 30% market share and substantially reduced competition.

In the EU new guidelines on competition policy have been issuethwhiognse, as
Commissioner N&é Kroes put it on 6 October 2008\at the priority order is now
the protection of consumer welfare meaning financial stability in the shemin and

competitive market structures in the mediuterm.
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