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Chapter 1: Rediscovering the roles of market and government 

 

1.1 The financial turbulence which was triggered by the bursting of the US sub-prime 

property mortgage bubble has had dramatic and far-reaching consequences globally. 

 

1.2 The spill over of financial sector over-extension, instability and inadequate 

capitalisation quickly infected the real economies of developed and developing 

countries. 

 

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

economy played by markets and by governments. 

 

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

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

 

1.5 In addition it is becoming clear that a key theoretical issue arising from the 

turbulence lies around the balance between state and market in the modern political 

economy. 

 

1.6 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 little purpose to suggest that free 

markets can function without governments, laws and means of protecting citizens 

from market abuse as it does to suggest that government alone can anticipate and 

ǇǊƻǾƛŘŜ ŦƻǊ ŎƛǘƛȊŜƴǎΩ ŜŎƻƴƻƳƛŎ ƴŜŜŘǎΦ 

 

1.7 One of the problems of the contemporary 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 categorisations. Some of the apostles of the market have 

inhaled so deeply of its myriad virtues that they have tended to over look the 
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balancing role of the state in our political economy. On the other side of the coin the 

tendency of Keynesian economists to leap at every opportunity for a re-entry point 

for the state as a leading economic player, has also made this rebalancing difficult to 

achieve.  

 

1.8 Carl Polanyi put the non-ƛƴǎƛƎƴƛŦƛŎŀƴǘ ǊƻƭŜ ƻŦ ǘƘŜ ǎǘŀǘŜ ōƭǳƴǘƭȅΥ άǘƻ ŀƭƭƻǿ ǘƘŜ ƳŀǊƪŜǘ 

mechanism to be the sole director of the fate of human beings and their natural 

environment, indeed even of the amount and use of purchasing power, would result 

ƛƴ ǘƘŜ ŘŜǎǘǊǳŎǘƛƻƴ ƻŦ ǎƻŎƛŜǘȅΧ wƻōōŜŘ ƻŦ ǘƘŜ ǇǊƻǘŜŎǘƛǾŜ ŎƻǾŜǊƛƴƎ ƻŦ ŎǳƭǘǳǊŀƭ 

institutions, human beings would perish from the effects 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 jeopardised, the power to produce 

food and raw materials destroyed. 1 

 

1.9 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 a society in which purely commercial virtues 

ǿƻǳƭŘ ƭŜŀǾŜ ƛƴŘƛǾƛŘǳŀƭǎ ŦƻŎǳǎŜŘ ǘƻƻ ƴŀǊǊƻǿƭȅ ƻƴ ǘƘŜƛǊ Řŀƛƭȅ ŜƴŘŜŀǾƻǳǊǎΥέIƛǎ 

dexterity at his own particular trade seems, in this manner, to be acquired at the 

expense of his intellectual, social and martial virtues. 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 

ǇǊŜǾŜƴǘ ƛǘέΦ2 

 

1.10 ¢ƘŜ ǎǘŀǘŜΩǎ ǊƻƭŜ ƛƴ ƳŀƛƴǘŜƴŀƴŎŜ ƻŦ ǘƘŜ ǊǳƭŜ ƻf law, the preservation of property, the 

provision of physical infrastructure and public goods such as bridges, roads and 

ǇǳōƭƛŎ ƘŜŀƭǘƘ ŀƴŘ ǘƘŜ ŜŘǳŎŀǘƛƻƴ ƻŦ ŎƘƛƭŘǊŜƴ ŀƭƭ ŦƛƎǳǊŜŘ ƛƴ {ƳƛǘƘΩǎ ǘƘƛƴƪƛƴƎΦ  
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1.11 Other moral philosophers went further in the search to define the components of a 

functioning civil society. As Jerry Muller notes3: 

 

άIŜƎŜƭ ŦŀǾƻǳǊŜŘ ǘƘŜ ƎƻǾŜǊƴƳŜƴǘ ǘƘŀǘ ǿŜƴǘ ōŜȅƻƴŘ ǘƘŜǎŜ ǘƻ ŎŀǊǊȅ ƻǳǘ 

functions that would help to alleviate what he had identified as the intrinsic 

problems created by the market. Government 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. 

ΧŦƻǊ IŜƎŜƭ ǘƘŜǎŜ ƎƻǾŜǊƴƳŜƴǘŀƭ ŦǳƴŎǘƛƻƴǎ ς which he refers to as the public 

policy or administration ς should be thought of as a part of civil society in 

that they provide the framework that makes possible the pursuit of self-

ƛƴǘŜǊŜǎǘ ǘƘǊƻǳƎƘ ǘƘŜ ƳŀǊƪŜǘέΦ 

 

1.12 .ǳǘ IŜƎŜƭ ǇƭŀŎŜŘ ǎǘǊƛŎǘ ƭƛƳƛǘǎ ƻƴ ǘƘŜ ǊƻƭŜ ƻŦ ǘƘƛǎ ǎǘŀǘŜΥ άƘƻǿ dreary and spiritless life 

ǿƛƭƭ ōŜ ƛƴ ŀ ƳƻŘŜǊƴ ǎǘŀǘŜΧ ƛƴ ǿƘƛŎƘ ŜǾŜǊȅǘƘƛƴƎ ƛǎ ǊŜƎǳƭŀǘŜŘ ŦǊƻƳ ŀōƻǾŜΣ ŀƴŘ ǿƘŜǊŜ 

nothing of universal significance is entrusted to the management and execution of 

ƛƴǘŜǊŜǎǘŜŘ ǎŜŎǘƛƻƴǎ ƻŦ ǘƘŜ ǇŜƻǇƭŜέΦ IŜ ŀǘǘŀŎƪŜŘ άǘƘŜ ƛƭƭƛōŜǊŀƭ Řemand that law, the 

administration of justice, the imposition and collection of taxes etc, language, 

customs, culture and religion should be regulated and governed from a single 

ŎŜƴǘǊŜέ4 

 

1.13 Along similar lines, Schumpeter noted that capitalism did not provide a full 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 purpose.5 

 

1.14 The financial crisis has forced us to confront more directly than 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 market and 

government in the short-term crisis and to compare it with the medium and longer 
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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 requires a clear understanding of the balance of responsibility 

between state and market. I have found it helpful to draw up a hedonistic calculus of 

ǇǳōƭƛŎ ǇƻƭƛŎȅ ΨƎŀƛƴŜǊǎ ŀƴŘ ƭƻǎŜǊǎΩ ƛƴ ǘƘŜ ŜǾŜƴǘǎ ǎƻ ŦŀǊΦ 

 

1.16 One thing is immediately and abundantly clear. In the short term financial crisis, 

national governments ς and public authorities ς 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 became clear 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 accounts failed 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 control, were such capable of delivery. 

The bleak prospect of a society in which the means of exchange have stopped 

ǿƻǊƪƛƴƎ ƛǎ ƻƴŜ ǿƘƛŎƘ ƛǎ ǎǘƛƭƭ ōŜǎǘ ŎƘŀǊŀŎǘŜǊƛǎŜŘ ōȅ ¢ƘƻƳŀǎ IƻōōŜǎΩ ŘŜǎŎǊƛǇǘƛƻƴ ƻŦ ŀ 

ΨǎǘŀǘŜ ƻŦ ƴŀǘǳǊŜΩΥ  

 

άƛƴ ǎǳŎƘ ŀ ŎƻƴŘƛǘƛƻƴ ǘƘŜǊŜ ƛǎ ƴƻ ǇƭŀŎŜ for industry, because the fruit thereof is 

uncertain, and consequently no culture of the earth; no navigation, nor use 

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

no instruments moving and removing such things as require much force; 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; 

ŀƴŘ ǘƘŜ ƭƛŦŜ ƻŦ ƳŀƴΣ ǎƻƭƛǘŀǊȅΣ ǇƻƻǊΣ ƴŀǎǘȅΣ ōǊǳǘƛǎƘΣ ŀƴŘ ǎƘƻǊǘέΦ6 
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1.18 To avoid the consequences 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 failures ς 

receivership, administration or liquidation ς 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, write-downs and 

freezing of wholesale markets. 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 failing 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 great ς and insupportable ς leap from the market failure of 

the financial system to the suggestion that capitalism is dead, attributed to the just 

retired Roman Catholic Archbishop of Westminster7. 

 

1.21 In reaction to Cardinal Cormac aǳǊǇƘȅ hΩ/ƻƴƴƻǊΩǎ ǎǳƎƎŜǎǘƛƻƴ ǘƘŀǘ ŎŀǇƛǘŀƭƛǎƳ ƘŀŘ 

died in 2008, just as communism had died before it, catholic business leaders 

ǇƻƛƴǘŜŘ ƻǳǘ ǘƘŀǘ ǘƘŜƛǊ ŀƴŀƭȅǎƛǎ ǿŀǎ ŘƛŦŦŜǊŜƴǘΦ !ǎ {ƛǊ ¢ƻƳ CŀǊƳŜǊ ǎŀƛŘ άL ǎŜǊƛƻǳǎƭȅ 

hope capitalism is not dead, but I hope that the abuse of capitalism is dead. I hope 

that it what the Cardinal meant. At the end of the day it is a system that creates 

wealth ς ōǳǘ ƛǘ Ƙŀǎ ƛǘǎ ŦŀƛƭƛƴƎǎΦ L ŘƻƴΩǘ ǘƘƛƴƪ ǿŜ ǿŀƴǘ ǘƻ ƭƛǾŜ ƛƴ ŀ ǎƻŎƛŜǘȅ ǿƘŜǊŜ 

capitalism is dead. We need capitalism. That is what creates wealth. What can go 

ǿǊƻƴƎ ƛǎ Ƙƻǿ ǘƘŀǘ ǿŜŀƭǘƘ ƛǎ ŎǊŜŀǘŜŘέΦ hǘƘŜǊ ŎŀǘƘƻƭƛŎ ŎƻƳƳŜƴǘŀǘƻǊǎ ƴƻǘŜŘ ǘƘŀǘ άǘƘŜ 

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 for not just the developed 
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western economies, but also many of the emerging markets over the past fifty 

ȅŜŀǊǎέΣ ŀŎŎƻǊŘƛƴƎ ǘƻ /ƛǘȅ ŦƛƴŀƴŎƛŜǊ hƭƛǾŜǊ tŀǿƭŜ8 

 

1.22 In the next chapter this balance between the role of governments and the role of 

markets is examined more closely. 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 medium-term 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. 
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Chapter 2: Focusing on the cause of the crisis 

 

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

market instability which triggered wider economic consequences. 

 

2.2 It is clear, in particular, that the visible and chronological starting point of the turmoil 

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 sub-prime market. 

 

2.3 As the financial turmoil unravelled it became clear that a wide range of banks 

ƛƴǘŜǊƴŀǘƛƻƴŀƭƭȅ ƘŀŘ ŀŎǉǳƛǊŜŘ ΨǘƻȄƛŎ ŀǎǎŜǘǎΩ ǿƛǘƘƻǳǘ ǎǳŦŦƛŎƛŜƴǘƭȅ ŎŀǊŜŦǳƭ ǎŎǊǳǘƛƴȅ ƻŦ 

ǘƘŜƛǊ ǾŀƭǳŜ ƛƴ ŀ ǇǊƻŎŜǎǎ ŘŜǎŎǊƛōŜŘ ōȅ ƻƴŜ ƭŜŀŘƛƴƎ .ǊƛǘƛǎƘ ŎŜƴǘǊŀƭ ōŀƴƪŜǊ ŀǎ άǘƘŜ 

gullible and greedy selling to the gullible and gǊŜŜŘȅέΦ 

 

2.4 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 falls and, in 

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

 

2.5 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. 

 

2.6 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 participants had ever imagined has been the subject 

of a careful analysis by the Vice-Chairman of the governing board of the Swiss 

National Bank, Philipp Hildebrand9 
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2.7 So several elements underlying the crisis are now becoming clear. In the first place, 

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

shown for the UK10 άǳƴƭƛƪŜΧǇǊŜǾƛƻǳǎ ǊŜŎŜǎǎƛƻƴǎΣ ǘƘƛǎ ƻƴŜ ƛǎ ōŜƛƴƎ ŘǊƛǾŜƴ ǎƛƎƴƛŦƛŎŀƴǘƭȅ 

by developments in financial markets, rather than the inflationary boom-bust cycles 

we have seen in the ǇŀǎǘέΦ 

 

2.8 The Chairman of the Financial Services Authority, Lord Turner, has endorsed this 

ŀǎǎŜǎǎƳŜƴǘΦ ά²Ŝ ŀǊŜ ƛƴ ǘƘŜ ƳƛŘŘƭŜ ƻŦ ŀƴ ŜŎƻƴƻƳƛŎ ŘƻǿƴǘǳǊƴ ǿƘƛŎƘΣ ǘƻ ŀ ŦŀǊ ƎǊŜŀǘŜǊ 

degree than any since the 1930s, is the result of developments which were to a 

deƎǊŜŜ ƛƴǘŜǊƴŀƭ ǘƻ ǘƘŜ Ǝƭƻōŀƭ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳέΣ ƘŜ Ƙŀǎ ǎŀƛŘΦ11 

 

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

period of very strong world economic growth.  
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2.10 And it has come against a background of house price inflation 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 ς land and property. 

 

2.11 If the Sentance analysis is correct, therefore, rather than being the result alone of 

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

 

άŀǎ ǘƘŜ ǇǊƻŘǳŎǘ ƻŦ ǘƘǊŜŜ ǎǘǊǳŎǘǳǊŀƭ ǘǊŜƴŘǎ ǿƘƛŎƘ ƘŀǾŜ ŎƻƳŜ ǘƻƎŜǘƘŜǊ ǘƻ 

produce an unintended consequence ς global financial and economic 

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

their own right ς 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 associated ς since the early 1990s ς with much less volatility in 

ǘƘŜ ǊŜŀƭ ŜŎƻƴƻƳȅΣ ŀǎ ǘƘŜ ŦƻƭƭƻǿƛƴƎ ŎƘŀǊǘ ǎƘƻǿǎΦά12 
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2.12 This approach suggests that the financial and commodity markets, which were the 

key drivers of economic cycles in the 19th and very early 20th centuries, may have 

ƻƴŎŜ ŀƎŀƛƴ ǊŜǎǳƳŜŘ ǘƘƛǎ ǊƻƭŜΦ ¢ƘŜ άōƻƻƳ-ōǳǎǘέ ƛƴŦƭŀǘƛƻƴŀǊȅ ŎȅŎƭŜǎ ƻŦ ǘƘŜ ƭŀǘŜ нлth 

century, may have yielded to the advance of monetarist policy innovations, seen in 

the development and extension of power of independent central banks with 

monetary policy responsibilities. 

 

2.13 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.  

 

2.14 Most experts now conclude that derivative products, 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 their value and gauge their risk against the capacity of a particular business. 

 

2.15 !ǎ [ƻǊŘ ¢ǳǊƴŜǊ Ǉǳǘ ƛǘΣ ǘƘŜ ǇǊŜǾŀƛƭƛƴƎ ŀǇǇǊƻŀŎƘ ǿŀǎ άǇǊŜŘƛŎŀǘŜŘ ƻƴ ǘƘŜ ōŜƭƛŜŦ ǘƘŀǘ ōȅ 

slicing and dicing, structuring and hedging, using sophisticated mathematical models 

to undŜǊǎǘŀƴŘ ŀƴŘ ƳŀƴŀƎŜ ǊƛǎƪΣ ǿŜ Ŏŀƴ  ΨŎǊŜŀǘŜ ǾŀƭǳŜΩ ōȅ ƻŦŦŜǊƛƴƎ ƛƴǾŜǎǘƻǊǎ 

combinations of risk and return which are more attractive than those available from 

ŘƛǊŜŎǘ ǇǳǊŎƘŀǎŜ ƻŦ ǘƘŜ ǳƴŘŜǊƭȅƛƴƎ ŎǊŜŘƛǘ ŜȄǇƻǎǳǊŜǎέΦ13 

 

2.16 Commissioner Charlie McCreevy, the European Commissioner for the single market, 

Ƙŀǎ ŀƭǎƻ ƴƻǘŜŘ ǘƘŀǘ άǿƘƛƭŜ ƻǳǊ ǊŜƎǳƭŀǘƛƻƴ ƛǎ ƴƻǘ ǘƘŜ Ǌƻƻǘ ŎŀǳǎŜΣ ƻǳǊ ŦƛƴŀƴŎƛŀƭ 

regulatory and supervisory system aided and abetted the super-bubble. It did not 

stem the flow of leverage through the financial system. It allowed 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 prudential capital 

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

ŎȅŎƭƛŎŀƭ ŜŦŦŜŎǘǎ ƻŦ ǎƻƳŜ ƻŦ ƛǘǎ ƪŜȅ ǇǊƻǾƛǎƛƻƴǎέΦ14 
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2.17 Lƴ ǘƘŜ ǎŀƳŜ ǎǇŜŜŎƘ /ƻƳƳƛǎǎƛƻƴŜǊ aŎ/ǊŜŜǾȅ ŜƳǇƘŀǎƛǎŜŘ ǘƘŀǘ άǘƘŜ Ǌƻƻǘ ŎŀǳǎŜ ƻŦ ƻǳǊ 

current distress was a combination of overly lax monetary policy and 

macroeconomic imbalances. These conditions encouraged the build-up of excess 

ƭŜǾŜǊŀƎŜ ƛƴ ŎŜǊǘŀƛƴ ²ŜǎǘŜǊƴ ŜŎƻƴƻƳƛŜǎέΦ 

 

2.18 {ƻƳŜ ŘƛǎǘƛƴƎǳƛǎƘŜŘ ǇƻƭƛǘƛŎŀƭ ŜŎƻƴƻƳƛǎǘǎ ǿƻǳƭŘ ƘƻǿŜǾŜǊ Ǝƻ ŦǳǊǘƘŜǊΦ YŜȅƴŜǎΩ 

biographer Robert Skidelsky has suggested that whilst the markets have ruled for a 

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

 

ά¢ƻŘŀȅ ǿŜ ŀǊŜ ƭƛǾƛƴƎ ǘƘǊƻǳƎƘ ŀ ŎǊƛǎƛǎ ƻŦ ŎƻƴǎŜǊǾŀǘƛǎƳΦ ¢ƘŜ ŦƛƴŀƴŎƛŀƭ ŎǊƛǎƛǎ Ƙŀǎ 

brought to a head a growing dissatisfaction with the corruption of money. 

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 off-shoring of millions of jobs, the undermining 

of national communities, and the rape of nature. Such a system needs to be 

fabulously successful to command allegiance. Spectacular failure is bound to 

ŘƛǎŎǊŜŘƛǘ ƛǘΦέ15 

 

2.19 Skidelsky suggests that the main source of instability lies in the financial markets 

themselves and quotes with approval the French social democratic slogan of the 

mid-мффлǎ άƳŀǊƪŜǘ ŜŎƻƴƻƳȅ ȅŜǎΣ ƳŀǊƪŜǘ ǎƻŎƛŜǘȅ ƴƻέΦ IŜ ǎŀȅǎ ǘƘƛǎ ŜƴŎŀǇǎǳƭŀǘŜǎ ǘƘŜ 

idea that limits should be placed on the power of the market to shape social life 

according to its own logic.  

 

2.20 Turning 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 Gieve16.  
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2.21 It shows that in the UK the gap between customer lending and deposits moved from 

zero at the turn of 2000 to over £700 billion in the first half of 2008. As Sir John 

ƴƻǘŜŘΣ άǘƘƛǎ ǇǊƻǾŜŘ ŀ ǎǘǊǳŎǘǳǊŀƭ ǿŜŀƪƴŜǎǎ ǿƘŜƴ ƛƴǾŜǎǘƻǊǎ ǊŜŀƭƛǎŜŘ ǘƘŀǘ ǘƘŜ !!! ƭŀōŜƭ 

concealed substantial and uncertain risks and withdrew from the securitisation 

ƳŀǊƪŜǘǎέΦ  

 

2.22 9ǾŜƴ ƻƴ wƻōŜǊǘΩǎ {ƪƛŘŜƭǎƪȅΩǎ ŀƴŀƭȅǎƛǎ ƛǘ ƛǎ ƴƻǘ ƴŜŎŜǎǎŀǊȅ ǘƻ ƭŜŀǇ ǘƻ ǘƘŜ ŎƻƴŎƭǳǎƛƻƴ ǘƘŀǘ 

the market system has failed if it yields results of the type through which the world is 

currently living. A more balanced analysis would be to focus, as he correctly says, on 

the fact that a system which develops such levels of over-sophistication that it 

becomes detached from the comprehension, endorsement and possibly consent of 

society overall, or which imposes systemic risks which could 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. These are responsibilities of 

government.  
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2.23 The dialectic may be that these factors were in play when, as Commissioner 

McCreevy argues, overly lax monetary policy encouraged the build-up of excessive 

leverage. 

 

2.24 In those circumstances, market participants 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 described as an intellectual failure to 

appreciate the likely consequences.17  

 

2.25 As he put it 

 

ά5ŜǾŜƭƻǇƳŜƴǘǎ ƛƴ ǘƘŜ ōŀƴƪƛƴƎ ŀƴŘ ǘƘŜ ƴŜŀǊ-bank system, which had been 

lauded as improving allocative efficiency and financial stability, have in fact 

caused serious harm 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 value-added functions of banking which are so 

ŜǎǎŜƴǘƛŀƭ ǘƻ ŀ ƳŀǊƪŜǘ ŜŎƻƴƻƳȅέΦ18 

 

2.22 !ǎ ǘƘŜ {ǿƛǎǎ bŀǘƛƻƴŀƭ .ŀƴƪΩǎ ±ƛŎŜ /ƘŀƛǊƳŀƴΣ tƘƛƭƛǇǇ IƛƭŘŜōǊŀƴŘ Ǉǳǘ ƛǘ ƛƴ ŀ ƧǳŘƛŎƛƻǳǎ 

formulation: 

 

άL ōŜƭƛŜǾŜ ǘƘŀǘ ŦǊŜŜ ƳŀǊƪŜǘǎ ŀǊŜ ǘƘŜ ōŜǎǘ ŀǾŀƛƭŀōƭŜ ƳŜŎƘŀƴƛǎƳ ǘƻ ŀƭƭƻŎŀǘŜ 

resources and that they are ultimately the best way to promote welfare and 

economic growth. Fundamentally, I 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 conditions, free markets produce 

inefficient outcomes. If these market failures are apparent and important 

enough, they justify and indeed require interference in the market 

ƳŜŎƘŀƴƛǎƳέΦ19 
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Chapter 3: Capitalism works, regulation has problems 

 

3.1 Before turning to the role 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.  

 

3.2 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.  

 

3.3 The Global Competitiveness Index, which is the fundamental measure by which 

national competitiveness is judged, is 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 pillars of economic 

competitiveness in the GCI include market functions such as innovation, business 

sophistication, market size and labour market and goods market efficiency, together 

ǿƛǘƘ ƳŀŎǊƻŜŎƻƴƻƳƛŎ ǎǘŀōƛƭƛǘȅΦ ¸Ŝǘ ǘƘŜȅ ŀƭǎƻ ŦŜŀǘǳǊŜ ŀ ǎƻŎƛŜǘȅΩǎ ƛƴǎǘƛǘǳǘƛƻƴǎΣ ƛǘǎ 

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 

Basic requirements ¶ Institutions 

¶ Infrastructure 

¶ Macroeconomic stability 

¶ Health and primary education 

Efficiency enhancers ¶ Higher education and training 

¶ Good market efficiency 

¶ Labour market efficiency 

¶ Financial market sophistication 

¶ Technological readiness 

¶ Market size 

Innovation and sophistication ¶ Business sophistication 

¶ Innovation 

 Source: World Economic Forum Global Competitivess Report - 2009 
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3.4 The 2008-09 ranking of competitive economies puts the United States as the most 

competitive economy in the world notwithstanding the present financial crisis 

because, the authoǊǎ ǎŀȅ άǘƘŜ ŎƻǳƴǘǊȅ ƛǎ ŜƴŘƻǿŜŘ ǿƛǘƘ Ƴŀƴȅ ǎǘǊǳŎǘǳǊŀƭ ŦŜŀǘǳǊŜǎ ǘƘŀǘ 

make its economy extremely productive and that place it on a strong footing to ride 

ƻǳǘ ōǳǎƛƴŜǎǎ ŎȅŎƭŜ ǎƘƛŦǘǎ ŀƴŘ ŜŎƻƴƻƳƛŎ ǎƘƻŎƪǎΦέ Lǘǎ ŜŎƻƴƻƳƛŎ ƳŀǊƪŜǘǎΣ ǘƘŜ ǎǘǳŘƛŜǎ 

ǎŀȅΣ ǎƘƻǿ ŀƴ άŜŦŦƛŎƛŜƴǘ allocation of human and financial 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 

ŦƭŜȄƛōƛƭƛǘȅΦέ 

 

3.5 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 effective aƴŘ ǘǊŀƴǎǇŀǊŜƴǘ ƛƴ ǘƘŜ ǿƻǊƭŘ άŎƻƳǇŜǘƛǘƛǾŜƴŜǎǎ ƛǎ ŀƭǎƻ 

buttressed by excellent infrastructure and labour markets that are among the most 

ŦƭŜȄƛōƭŜ ƛƴ ǘƘŜ ǿƻǊƭŘέΦ {ǿƛǘȊŜǊƭŀƴŘΩǎ ƳŀŎǊƻŜŎƻƴƻƳƛŎ ŜƴǾƛǊƻƴƳŜƴǘ άǊŜŎŜƛǾŜǎ ŜȄŎŜƭƭŜƴǘ 

marks attributable to a government budget surplus, high national savings, low 

ƛƴǘŜǊŜǎǘ ǊŀǘŜǎ ŀƴŘ ƭƻǿ ƛƴŦƭŀǘƛƻƴέΦ ! ǎƛƳƛƭŀǊ ŦƻŎǳǎ ƻƴ ǘƘŜ ǇŀǊǘƴŜǊǎƘƛǇ ōŜǘǿŜŜƴ ǇǳōƭƛŎ 

and private sectors as shown in the Nordic countries where Finland, Denmark and 

Sweden show top positions in higher education and ǘǊŀƛƴƛƴƎΣ άǇǊƻǾƛŘƛƴƎ ǘƘŜ 

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 

ǊŜŎŜƴǘ ȅŜŀǊǎέΦ 

 

3.6 Any suggestion that market and state are somehow 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 incentives to innovate go hand 

in hand together. 
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3.7 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, to assess their economic benefits. 

A thorough examination of privatisation 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 

 

ά!ǘ ǘƘŜ ƳƛŎǊƻŜŎƻƴƻƳƛŎ ƭŜǾŜƭΣ the empirical evidence strongly 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 firm-level employment is mixed ς 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 

ŀƭƳƻǎǘ ŀƭƭ ǘƘŜ ŎŀǎŜǎ ǳƴŘŜǊ ŀƴŀƭȅǎƛǎέΦ20 

 

3.8 In macroeconomic terms the authors say that 

 

ά¢ƘŜ ŜǾƛŘŜƴŎŜ ǘŜƭƭǎ ǳǎ ǘƘŀǘ ǎǘǊǳŎǘǳǊŀƭ ǊŜŦƻǊƳ Ƙŀǎ ƛƴ ƎŜƴŜǊŀƭ ƛƴŘǳŎŜŘ ǇƻǎƛǘƛǾŜ 

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 coƴŎƭǳŘŜ ǘƘŀǘ ōƻǘƘ ǘƘŜ ǇǳōƭƛŎ ǎŜŎǘƻǊΩǎ ŦƛƴŀƴŎƛŀƭ ƘŜŀƭǘƘ 

and a better macroeconomic environment have been fuelled by the 

reduction of state-owned enterprise activity around the world. This has also 

led to the creation of a better environment for private investment and 

ŎƻƳǇŜǘƛǘƛƻƴέΦ 

 

3.9 The conclusions of this study are set out in the box 
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Box 1 

Implication 1: Publicly owned enterprises in competitive environments would not perform 
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 specific 
data and cross-country data show that privatized firms improve their profitability after the 
sale, even controlling for macroeconomic and 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 process of 
firms to industry standards. 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 ownership 
structure in competitive sectors. 
 
The micro evidence also confirms that the introduction of competition enhances 
productivity gains. Firms in more concentrated and regulated markets, though they also go 
through important restructuring, after the sale, show lower increases in productivity as 
compared to those that are under the discipline of the market. Eliminating restrictions on 
foreign direct investment and trade barriers, and government controls on prices and 
quantities fuels the catch-up of firms to competitive standards. 
 
Implication 3: In general, increases in profitability 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 studies 
that profitability increases more and productivity less in regulated or less competitive 
sectors. This shows that firms are exploiting, at least partially, their market power. Second, 
we observe in the case studies that consumer 
surplus is affected by the degree of competition in the sector, even though total welfare 
changes are positive. 
 
Implication 4: Fully privatized firms should perform better than firms that have been 
partially privatized, under the same conditions. 
 
Cross-country evidence for developing countries shows that firms that were partially 
privatized realized lower profitability gains and productivity changes as compared to fully 
privatized enterprises.  
 
From the macroeconomic perspective, the evidence is much less strong, and causality 
cannot be assumed. Important aggregate trends, however, have been identified. 
 
Implication 5: tǊƛǾŀǘƛȊŀǘƛƻƴ ƛƳǇǊƻǾŜǎ ǘƘŜ ǇǳōƭƛŎ ǎŜŎǘƻǊΩǎ ŦƛƴŀƴŎƛŀƭ ƘŜŀƭǘƘ όƭƻǿŜǊ ŘŜŦƛŎƛǘǎΣ 
lower debt). 
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The budget deficit shows a positive trend, i.e., it declines during the reform period. Low-
income countries, which are on average 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 state-owned enterprises (SOEs) in 
the aggregate. These transfers become positive if the government actually starts collecting 
taxes from privatized firms. 
 
¢ƘŜ ƴŜǘ ǘǊŀƴǎŦŜǊǎ ǘƻ {h9Ωǎ ƘŀǾŜ ŘŜŎƭƛƴŜŘ ŀƴŘ ŀŎǘǳŀƭƭȅ ōŜŎƻƳŜ ƴŜƎŀǘƛǾŜ ŦƻǊ ƘƛƎƘ-income and 
middle-income countries. This shows that not only have the subsidies been reduced, but the 
government has started to collect taxes from previously money-losing firms. This is also 
supported by the micro evidence. It is only in the case of low-income countries that net 
subsidies have 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 increase in all country groups between 1987 
and 1997. In low-income 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 the shortrun, a positive 
effect in the medium and long-run. 
 
The effect on unemployment is ambiguous and no clear trend can be identified. 

Source: CESifo Economic Studies 

3.10 hǘƘŜǊ ǎǘǳŘƛŜǎ ǎƘƻǿ ŀ ǎƛƳƛƭŀǊ ǊŜǎǳƭǘΦ !ǎ ƻƴŜ ǎǘǳŘȅ ǎŀȅǎ άǘƘŜ Ƴƻǎǘ ƛƳǇƻǊǘŀƴǘ 

development in corporate governance in Europe and the world in the past twenty 

years has been privatisation of formerly state-owned enterprises. One major impact 

of privatisation is the potential for participation in the market for corporate control 

as a target, a bidder 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 

are consistent with theoriŜǎ ƛƴ ǘƘŜ ǇǊƻǇŜǊǘȅ ǊƛƎƘǘǎκŀƎŜƴŎȅ Ŏƻǎǘǎ ǘǊŀŘƛǘƛƻƴΦέ21 

 

3.11 hǊ ŀǎ ǘƘŜ ²ƻǊƭŘ .ŀƴƪ Ǉǳǘ ƛǘ άǇǊƛǾŀǘƛǎŀǘƛƻƴ ƛƳǇǊƻǾŜǎ ŦƛǊƳǎΩ ŦƛƴŀƴŎƛŀƭ ŀƴŘ ƻǇŜǊŀǘƛƴƎ 

performance, yields positive fiscal and macro-economic benefits as proceeds are 
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saved rather than spent and as transfers 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 employment, competitive firms generally 

ŜȄǇŜǊƛŜƴŎŜŘ ǎƭƛƎƘǘ ŘŜŎƭƛƴŜǎ ƛŦ ŀƴȅΦέ22 

 

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

enterprises performed, and continued to perform poorly: 

 

ά¢ƘŜȅ ǇǊƻǾŜŘ ǿŀǎǘŜŦǳƭ ŀƴŘ ƛƴŜŦŦƛŎƛŜƴǘΣ tending to produce goods and services 

of low quality and high cost. They became seriously overstaffed as 

governments used them to generate and maintain employment. Sheltered 

from competition, state-owned enterprises often were instructed to keep 

their prices low, resulting in mounting financial losses that in some cases 

amounted to as much as 5-6% of GDP. This led to bailouts and fiscal strains, 

first on government budgets and latterly on the banking system. Covering 

state-owned enterprise losses with fiscal transfers 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 

inǘŜǊƳŜŘƛŀǘƛƻƴ ŎƻǎǘǎΣ ǊŜŘǳŎŜŘ ǘƘŜ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊΩǎ ŀŎŎŜǎǎ ǘƻ ŎǊŜŘƛǘΣ ŀƴŘ 

ǘƘǊŜŀǘŜƴŜŘ ƻǾŜǊŀƭƭ ŦƛƴŀƴŎƛŀƭ ǎŜŎǘƻǊ ǾƛŀōƛƭƛǘȅΦ ά 

 

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

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

notes 
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Box 2 

IMPACT OF PRIVATIZATION 
 

Á First, most assessments of privatization have looked at financial and 
operational performance at the enterprise level, comparing productivity 
and profitability before and after sale, and changes in output, 
investments, capacity utilization, and the like. These studies provide 
ample evidence that, when done right, privatization improves 
performance in many different settings in many different ways. 

 
Á Second, there is a limited but growing body of work about the fiscal and 

macroeconomic effects of privatization showing positive fiscal benefits 
and a high correlation between privatization and growth. 

 
Á Third, the broader welfare and economic consequences of privatization 

are not as widely studied, though the few rigorous evaluations show that 
privatization has done well, and that the welfare effects when compared 
to realistic counterfactuals have been positive, often substantially so. 

 
Á Fourth, growing analysis of the employment and broader labor market 

impacts shows that privatization does not always lead to unemployment, 
but that the outcomes are mixed, reflecting country and industry 
differences. When evaluated against the counterfactual, privatization has 
often led to employment increases at both the enterprise and industry 
level. 

 
Á Fifth, the effects of privatization on income and wealth distribution are 

the least studied aspects of privatization-though considerable work on 
these questions is now in progress. 

 

 

  

3.14 If we turn to the frontline 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 well as the outcome of those transactions.23 

 

3.15 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 buyouts occurring in old and declining industries does not 

reflect the rise of buyout activity in high grade, hi-tech sectors, says the study. It says 

that buyouts have always taken place in a wide range of industries, although mature 
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industries such as chemicals, machinery 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, amounting to 39% of all exits, with secondary buyouts taking 

another 24%. The number of transactions which end in bankruptcy or financial 

restructuring is 6%. 

 

3.16 Private equity investors, the study says, have a long term ownership bias with 58% of 

the private equity funds investments exited more than five years after the initial 

transaction. So-called quick flips or exits within two years of investment account for 

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

 

3.17 At the beginning of 2007 close to 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 mid-1990s. The organisational form therefore seems more 

long-term than temporary ς almost 40% of all LBOs remain in this form ten years 

after the original LBO was announced. 

 

3.18 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 investments 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 private equity 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.  

 

3.19 Innovation, however, becomes more targeted post buyout with patent portfolios 

more focused and a concentration 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 slowly at 
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target establishments in the years of the private equity transaction and into 

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

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

establishments 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 in the 

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

in the form of Greenfield job creation by target firms. Finally the WEF study 

examined governance and boards of companies that 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 and presence of outside directors were drastically 

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

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

sponsoring the investment then the proportion of 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 

board decreases only slightly over time. 

 

3.21 Pulling these studies together a very positive picture emerges of the role of private 

equity, shown in the box. 

Box 3 

ω ¢ƘŜ ǎǳōǎǘŀƴǘƛŀƭ ǇŜǊƛƻŘǎ ǘƘŀǘ ŦƛǊƳǎ ǊŜƳŀƛƴ ǳƴŘŜǊ ǇǊƛǾŀǘŜ Ŝǉǳƛǘȅ ŎƻƴǘǊƻƭΣ ǘƘŜ Ǌƻōǳǎǘ ƭƻƴƎ-run 
investments in innovation as measured by patents and the flexible governance structures 
(with small boards dominated by managers and investors) appear consistent with the view 
that the LBO organizational form is a long-run governance structure for many firms. 
 
ω ¢ƘŜ ŜƳǇƭƻȅƳŜƴǘ ǎǘǳŘȅ Ƙŀǎ ƳƛȄŜŘ ǊŜǎǳƭǘǎΦ Lǘ ǎǳƎgests that employment falls more rapidly 
at target establishments post-transaction. At the same time, private equity targets engage 
in more greenfield job creation than controls. Private equity also accelerates the pace of 
acquisitions and divestitures. ThŜǎŜ ǊŜǎǳƭǘǎ ǊŜƎŀǊŘƛƴƎ ǇǊƛǾŀǘŜ ŜǉǳƛǘȅΩǎ ƛƳǇŀŎǘ ƻƴ 
employment ς as well as those in the innovation study ς fit the view that private equity 
groups act as catalysts for change in the economy. 
 
ω ¢ƘŜ ŘƛǎŎǳǎǎƛƻƴ ƻŦ Ƴŀƴȅ ŀǎǇŜŎǘǎ ƻŦ ǇǊƛǾŀǘŜ ŜǉǳƛǘȅΩǎ ƛƳǇŀŎǘ ƻƴ ǘƘŜ economy has been 
characterized by confusion along many dimensions. As the employment study highlights, 
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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 domestic employment. 
 
ω !ƭǘƘƻǳƎƘ [.h ǘǊŀƴǎŀŎǘƛƻƴǎ ƻǳǘǎƛŘŜ bƻǊǘƘ !ƳŜǊƛŎŀ ŀƴŘ ²ŜǎǘŜǊƴ 9ǳǊƻǇŜ ƻƴƭȅ ŀŎŎƻǳƴǘŜŘ ŦƻǊ 
approximately 12% of global LBO transactions in number and 9% in value over the period 
from 2001 to 2007, private equity activity in emerging economies is expanding 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 equity 
players in China and India. 

Source: World Economic Forum Globalization of Alternative Investment 2008 

 
The itch to regulate 
 
3.22 The failure of traditional government financial service regulation should make those 

designing new regulatory systems especially cautious, conservative and eager to 

examine other incentive 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:  

 

ά¢ƘŜ ŦƛƴŀƴŎƛŀƭ ŎǊƛǎƛǎ ǎƘƻǿǎ ǘƘŀǘ ǊŜƎǳƭŀǘƛƻƴ ƛǎ ƴƻ ōŜǘter than market discipline 

at preventing the failure of financial institutions and that even in the dire 

circumstances of the current crisis, systemic risk ς the only justification of 

extending regulation beyond banks ς Ƙŀǎ ƴƻǘ ŀǇǇŜŀǊŜŘΦ ά 

 

ά¢ƘŜ ŦŀŎǘ ǘƘŀǘ some unregulated or largely unregulated institutions have 

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 regulation, ignores the fact that the most 

regulated institutions in the economy ς commercial banks ς are in the most 

financial trouble, and fails to explain why it is necessary for the federal 

government and taxpayers to prevent the failure of a company (or failures 

ǿƛǘƘƛƴ ŀƴȅ ƛƴŘǳǎǘǊȅύ ǘƘŀǘ ƛǎ ƴƻǘ ŎǳǊǊŜƴǘƭȅ ǊŜƎǳƭŀǘŜŘέΦ24 

 

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

regulation may well be negative: 
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¶ The very existence of regulation ς especially safety-and-soundness regulation 

creates 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 risk-taking, and lenders are thus less wary that 

regulated entities are assuming unusual or excessive risks. 

¶ Regulation creates anti-competitive 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. 

¶ Regulation impairs innovation. Regulatory approvals necessary for new 

products or services delay implementation, give competitors an opportunity 

to imitate, and add costs to the process of developing new ways of doing 

business or new services. 

¶ Regulation adds costs to consumer products. These costs are frequently not 

worth the additional amount that consumers are required to pay. 

¶ Safety-and-soundness regulation in particular preserves weak managements 

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

 

3.24 These deficiencies, matched together with its regular failure as a protection for 

taxpayers or the economy, suggest that regulation should be a last resort, employed 

only when absolutely required. 

 

3.25 It should be implemented after careful consultation, rigorous cost-benefit analysis 

and full impact assessment. Where appropriate it should be time-limited and/or 

subject to regular review. One of the dangers of the current drive to re-regulate 

financial services globally is that time pressures will lead legislators and regulators to 

skip or truncate compliance with the principles of better regulation, overlook the use 

of lesson-learning and evidence-based policymaking, and ignore the emergent use of 

audit techniques to measure regulatory outcomes against design.  
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Chapter 4: Government interventions: the need for an exit strategy 

 

4.1 Although governments 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. 

 

4.2 Central banks have worked together to inject liquidity into 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 

ǎŀƛŘ ǊŜŎŜƴǘƭȅΣ άǿŜ ƘŀǾŜ ŘŜŎƛŘŜŘ ǘƘŀǘ ƴƻ ƳŀƧƻǊ ŦƛƴŀƴŎƛŀƭ ƛƴǎǘƛǘǳǘƛƻn will be allowed to 

ŦŀƛƭέΦ 

 

4.3 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. 

 

4.4 ThŜǊŜ ƛǎ ƴƻ ƛƴŘƛŎŀǘƛƻƴ ǘƘŀǘ ǘƘŜ άǿŀǊǘƛƳŜ ŜƳŜǊƎŜƴŎȅέ ƛǎ ƻǾŜǊΦ wŜƎǳƭŀǘƻǊǎ ǊŜƳŀƛƴ 

nervous about the financial position of institutions in a number of countries. More 

significantly, banks have lost confidence in each other and the inter-bank market 

remains blocked 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 done to induce banks to be active again in markets and a fast 

revival of the inter-bank market is of high importance for central banks which want 

ǘƻ ǎŜŜ άŦƛƴŀƴŎƛŀƭ ƛƴǎǘƛǘǳǘƛƻƴǎ ŀŎǘ ŀƎŀƛƴ ŀǎ ŦƛƴŀƴŎƛŀƭ ƛƴǎǘƛǘǳǘƛƻƴǎΣ ŀƴŘ ǎǘŀǊǘ ŀƎŀƛƴ ƭŜƴŘƛƴƎ 

ǘƻ ŜŀŎƘ ƻǘƘŜǊέΦ 

 

4.5 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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ƛƴƘŜǊŜƴǘ ƛƴ ǘƘƛǎ ŀǇǇǊƻŀŎƘΣ aǊ .ƛƴƛ {ƳŀƎƘƛ ŜƳǇƘŀǎƛǎŜŘ ǘƘŀǘ άƛǘ ƛǎ ƛƳǇƻǊǘŀƴǘ ǘƘŀǘ ǘƘŜ 

European authorities in charge of competition and state aid realise that such capital 

ƛƴƧŜŎǘƛƻƴǎ ŀǊŜ ƴƻǘ ŀƛƳŜŘ ŀǘ ŀŘŘǊŜǎǎƛƴƎ ƛƴŘƛǾƛŘǳŀƭ ōŀƴƪǎΩ ǎƻƭǾŜƴŎȅ ōǳǘ ǊŀǘƘŜǊ ǘƻ 

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 results in delaying the stabilisation and recovery of financial 

markets.έ 

 

4.6 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 recapitalisation. 

 

4.7 We know from previous government intervention in the economy in the 20th century 

and the studies summarised in Chapter 3 that public ownership can lead to 

significant economic distortion, underperformance and prove complex and time-

consuming to reverse. Organisations which went into state ownership in the UK in 

ǘƘŜ мфплΩǎ ŦƻǊ ŜȄŀƳǇƭŜΣ ǿŜǊŜ ǇǊƛǾŀǘƛǎŜŘ ƻƴƭȅ ƛƴ ǘƘŜ мфулǎ ŀƴŘ мффлǎΦ !ǘ ǘƘŜ ǘƛƳŜ ƻŦ 

their nationalisation, economic science tended to the view that consequences would 

be economically and socially positive. With the benefit of 40-50 years experience 

around the world, international best practice recognises that this is not likely to be 

the case. The symptoms of state ownership ς confused lines of accountability, 

politicised decisionςtaking, slow, complex and unclear processes and uncertain 

business models - are already evident in the banks which have been fully or partially 

nationalised in the UK. 

 

4.8 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 early resumption of price signals and incentives in the market necessary 

within new regulatory frameworks. 
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4.9 This chapter addresses the challenges of developing exit strategies in the key areas 

of government intervention: 

 

a. Government ownership of stakes in some 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 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. The approach taken by Sweden in the early 1990s insisted that 

banks receiving public support write down the full extent of non-performing loans 

before big money was invested to recapitalise the banks. 

 

4.11 The Swedish investment of 65 billion kronor or 4% of GDP required equity 

investment being transferred from the private to the public sector. As Urban 

Bäckström, then a senior Swedish finance ministry official, subsequently explained 

άǘƘŜ ǇǳōƭƛŎ ǿƛƭƭ ƴƻǘ ǎǳǇǇƻǊǘ ŀ Ǉƭŀƴ ƛŦ ȅƻǳ ƭŜŀǾŜ ǘƘŜ ŦƻǊƳŜǊ ǎƘŀǊŜƘƻƭŘŜǊǎ with 

ŀƴȅǘƘƛƴƎέΦ 

 

4.12 As a result of the tough approach, some banks notably the Wallenberg-owned SEB, 

decided to arrange a private recapitalisation. 

4.13 The key elements of the Swedish rescue were the nationalisation of the faltering 

banks; the promulgation of a general guarantee of the commitments of all banks and 

other credit institutions; and the establishment of an independent agency to 
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ƳŀƴŀƎŜ ǘƘŜ ŎǊƛǎƛǎΣ ǘƘŜ .ŀƴƪ {ǳǇǇƻǊǘ !ǳǘƘƻǊƛǘȅ ό.{!ύΤ ŀƴŘ ƻŦ ǘǿƻ Ψbad banksΩ 

Securum and Retriva which subsequently merged into one, to run-off assets. 

4.14  First, some facts on the structural measures adopted, drawn from the IMF Financial 

Stability Assessment of Sweden in 2002 and looking back on the historical 

experience:  

ά¢ƘŜ {ǿŜŘƛǎƘ ƎƻǾŜǊƴƳŜƴǘ .ƛƭƭ ϦMeasures for Strengthening the Financial 

System" (1992/93:135) was approved by parliament on December 18, 1992. 

Its key features included (1) an open-ended government guarantee to banks' 

depositors and other creditors-, (2) the establishment of an independent 

government agency, 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 institutions 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) an Appeal 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 parliament, including from the 

ƻǇǇƻǎƛǘƛƻƴΣ ŀǇǇƻƛƴǘŜŘ ǘƻ ǘƘŜ .{!ϥǎ .ƻŀǊŘ ƻŦ 5ƛǊŜŎǘƻǊǎΦέ 

4.15 Lƴ ǘƘŜ LaCΩǎ ǾƛŜǿ ǘƘŜ ǎǇŜŜŘ ƻŦ ǘƘŜǎŜ ŀŎǘƛƻƴǎΣ ƎƻƻŘ ŎƻƳƳǳƴƛŎŀǘƛƻƴ ŀƴŘ ŀ ƘƛƎƘ ŘŜƎǊŜŜ 

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 

άōŀƴƪǎ ŀƴŘ ƻǘƘŜǊ ŎǊŜŘƛǘ ƛƴǎǘƛǘǳǘƛƻƴǎ Ŏŀƴ ƳŜŜǘ ǘƘŜƛǊ ŎƻƳƳƛǘƳŜƴǘǎ ƻƴ ŀ ǘƛƳŜƭȅ ōŀǎƛǎέΦ 

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

rates 65bn SEK amounts to £5.4bn 

4.17 .ŀƴƪ ǎǳǇǇƻǊǘ ǿŀǎ ŜƴŘŜŘ ǿƛǘƘ ǘƘŜ ŀǇǇǊƻǾŀƭ ƻŦ ŀ ōƛƭƭ ŜƴǘƛǘƭŜŘ άEnding the bank 

ǎǳǇǇƻǊǘέ on 1 July 1996 which withdrew the government guarantee. All institutions 

supervised by the authority had regained financial stability as certified by the 

Swedish Financial Regulatory Authority. 

4.18 !ŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ LaC ŀŎŎƻǳƴǘ άǎƻƳŜ фф҈ ƻŦ ǘƘŜ ŀǎǎŜǘǎ ǘŀƪŜƴ ƻǾŜǊ ƘŀŘ ōŜŜƴ ǎƻƭŘΣ 

enabling the Swedish government to fully recover the cost of the whole assistance 

ǇǊƻƎǊŀƳƳŜΣ ƛƴŎƭǳŘƛƴƎ ǘƘŜ .{!Ωǎ ƻǿƴ ƻǇŜǊŀǘƛƴƎ ŜȄǇŜƴǎŜǎέΦ 

4.19 Other sources (SNS ς Centre for Business and Policy Studies 2003) believe that the 

total cost of central financing to combat the banking crisis amounted to 35 billion 

SEK. 

4.20 ¢ƘŜȅ ƻōǎŜǊǾŜŘΣ ƘƻǿŜǾŜǊΣ ǘƘŀǘ άŎƻƴǾŜȅƛƴƎ ǘƘŜ ǘƻǘŀƭ ŦƛƎǳǊŜǎ ƳŜŀƴs relatively little 

[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 

ǘƘŜ ŎŀƭŎǳƭŀǘƛƻƴ ŦǊƻƳ мффт ǘƻ нлллέΦ 

4.21  The SNS study notes three other phenomena which may be relevant: 

a. Securum stood up for its rights vis-à-vis former shareholders and therefore 

brought about a redistribution of resources from them to the benefit of 

taxpayers as a whole. 

b. It sold its property assets at somewhat below prevailing 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 bankruptcy rather than renegotiating loans on softer terms. 
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4.22 Turning now to an assessment by the World Bank in 2000, which compared the 

Swedish rescue against other examples in Finland, Ghana, Mexico, Philippines, Spain 

and the USA, the Swedish example also scores highly. 

4.23 The World Bank summarises the reasons why Securum and Retriva managed and 

sold-off assets in a short period of time. It notes that the acquired banks had 

management changed, were operationally restructured and successfully sold to 

private investors. 

4.24 It also notes however that real lending to the private sector by banks did not recover 

in short order. In 1993-94, the World Bank notes, real credit to the private sector 

contracted significantly. 

4.25 The favourable results highlighted by the World Bank were that the: 

¶ Type of assets ς mostly commercial real estate ς made it easier to restructure 

as the assets were less politically sensitive (layoffs). High concentration of the 

economy may have made financial structuring easier. Also, transferred assets 

that were of a particular type, size and structure limited the amount of assets 

Securum had to deal with and made it a more manageable exercise. 

¶ Private management and strong governance mechanisms which ensured the 

!ƎŜƴŎȅΩǎ ƛƴŘŜǇŜƴŘŜƴŎŜΦ 

¶ Prompt structured appraisal of assets and transparent process of asset 

management, restructuring and sales. 

¶ Adequate legal framework. 

¶ Adequate funding. 

¶ Adequate skilled resources. 

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

¶ Recovery of real estate market. 

¶ Recovery of economic growth. In 1994, real GDP growth turned positive. 
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4.26 It is apparent that the clarity 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 contributed to the success of the 

Swedish experience. 

4.27  The independence of the Bank Stabilisation Authority and its actions to change 

management, restructure operations and hive off toxic assets clearly played a part in 

allowing re-establishment of private sector banking within four years rather 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 period over which 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 shareholding in 

banks subscribing to its recapitalisation fund, the exit strategy has not been given a 

ǘƛƳŜŦǊŀƳŜΦ ¢ƘŜ ƎƻǾŜǊƴƳŜƴǘ Ƙŀǎ ŀƴƴƻǳƴŎŜŘ ǘƘŀǘ ƛǘ άǿƛƭƭ ƴƻǘ ōŜ ŀ ǇŜǊƳŀƴŜƴǘ ƛƴǾŜǎǘƻǊ 

in UK financial institutions and will over time seek to dispose of the investments in 

the orderly way, through sale, redemption, buyback or other means, in accordance 

ǿƛǘƘ ǘƘŜ ¦YCLΩǎ ƻōƧŜŎǘƛǾŜǎέΦ25 

 

4.30 ! ǎǳƎƎŜǎǘƛƻƴ ǘƘŀǘ ŀ ŦƻǳǊ ȅŜŀǊ ǇŜǊƛƻŘ ǿƻǳƭŘ ƴƻǘ ōŜ ǳƴǊŜŀǎƻƴŀōƭŜ ŎƻƳŜǎ ƛƴ ǘƘŜ ¦Y CLΩǎ 

ƻōƧŜŎǘƛǾŜǎ ǿƘƛŎƘ ƛƴŎƭǳŘŜ άƳŀƛƴǘŀƛƴƛƴƎΣ ƻǾŜǊ ǘƘe next three years, the availability and 

active marketing of competitively priced lending to homeowners and small 

ōǳǎƛƴŜǎǎŜǎ ŀǘ нллт ƭŜǾŜƭǎέΦ ²Ƙƛƭǎǘ ǘƘŜ ƻōƧŜŎǘƛǾŜ ŘƻŜǎ ƴƻǘ ȅŜǘ ŀǇǇŜŀǊ ƛƴ ǎƛƎƘǘ ƻŦ 

attainment, the three year period gives a reasonable estimation and ambition to 

allow market forces to prevail after that period. 

 

4.31 This is particularly important for, as the Conservative MP John Redwood commented 

άƛǘ Ƙŀǎ ōŜŜƴ ǎŜǘ ǳǇ ǘƻ ƻǿƴ ƻǳǊ ǎƘŀǊŜǎ ƛƴ w.{Σ [ƭƻȅŘǎκ¢{.κI.h{Σ bƻǊǘƘŜǊƴ wƻŎƪ ŀƴŘ 

Bradford and Bingley. It will own assets worth well in excess of the annual national 
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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 operations overseas as well. Its success or 

failure will determine 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 transactions and its stance on the 

availability of credit and cash will determine how long and deep the recession is 

ƎƻƛƴƎ ǘƻ ōŜέΦ26 

 

4.32 In its own guidance on recapitalisation measures the European Commission27notes 

that in calculating 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 market so allows. Addressing various measures to provide such incentives, 

including adequately high pricing for the rescue ς άǘƘŜ /ƻƳƳƛǎǎƛƻƴ ŎƻƴǎƛŘŜǊǎ ƛǘ 

useful that an add-on be generally added to the entry price determined to 

incentivise exit. A pricing structure including increase over time and step-up clauses 

ǿƛƭƭ ǊŜƛƴŦƻǊŎŜ ǘƘƛǎ ƳŜŎƘŀƴƛǎƳ ǘƻ ƛƴŎŜƴǘƛǾƛǎŜ ŜȄƛǘέΦ 

 

4.33 Alternatives suggested by the Commission are to include call options or other 

redemption clauses or mechanisms that encourage private capitaƭ ǊŀƛǎƛƴƎ άŦƻǊ 

instance by linking the payment of dividend to an obligatory remuneration of the 

ǎǘŀǘŜ ǿƘƛŎƘ ƛƴŎǊŜŀǎŜǎ ƻǾŜǊ ǘƛƳŜέΦ 

 

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

temporary character of state intervention. 

 

4.35 Lƴ ƛǘǎ /ƻƳƳǳƴƛŎŀǘƛƻƴ ǘƘŜ /ƻƳƳƛǎǎƛƻƴ ƴƻǘŜǎ ǘƘŀǘ άƛƴ ƎŜƴŜǊŀƭΣ ǘƘŜ ƘƛƎƘŜǊ ǘƘŜ ǎƛȊŜ ƻŦ 

the recapitalisation the higher the risk profile of the beneficiary bank, the more 

necessary it becomes to set out a clear exit mechanism. The combination of the level 

and type of remuneration and, where and to the extent appropriate, a restricted 
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dividend policy, needs to represent, in its entirety, a sufficient exit incentive for the 

ōŜƴŜŦƛŎƛŀǊȅ ōŀƴƪǎΦέ 

 

4.36 The Commission says that six months after their introduction, 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 

ŦǳƴŘŀƳŜƴǘŀƭƭȅ ǎƻǳƴŘ ǘƘŜ /ƻƳƳƛǎǎƛƻƴ ǎŀȅǎ ǘƘŀǘ άŜƛǘƘŜǊ ŀ ŎƻƳǇǊŜhensive 

restructuring plan or a liquidation plan will have to be presented for these banks 

ǿƛǘƘƛƴ ǎƛȄ ƳƻƴǘƘǎ ƻŦ ǊŜŎŀǇƛǘŀƭƛǎŀǘƛƻƴΦέ ¢ƘŜ /ƻƳƳƛǎǎƛƻƴ ǇǊƻǇƻǎŜǎ ǎƻƳŜ ǘƻǳƎƘ 

safeguards to encourage governments to exit: 

 

ά¦ƴǘƛƭ ǊŜŘŜƳǇǘƛƻƴ ƻŦ ǘƘŜ ǎǘŀǘŜΣ ōŜƘŀǾƛƻǳǊŀƭ safeguards for distressed banks in 

the rescue and restructuring phases should, in principle, include: a restricted 

policy on dividends (including a ban on dividends at least during the 

restructuring period), limitation of executive remuneration or the distribution 

of bonuses, an obligation to restore and maintain an increased level of the 

solvency ratio compatible with the objective of financial stability, and the 

ǘƛƳŜǘŀōƭŜ ŦƻǊ ǊŜŘŜƳǇǘƛƻƴ ƻŦ ǎǘŀǘŜ ǇŀǊǘƛŎƛǇŀǘƛƻƴέΦ 

 

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 countries credible 

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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4.39 It was the Irish government which took the most radical 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 institutions 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. 

 

4.40 Some of these measures amounted to purely political guarantees ς reassurances by 

heads of government that depositors in a particular country would not face the 

collapse of high street banks or financial institutions.  

 

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

and rhetorical in nature. 

 

4.42 The European Commission has tabulated over 40 measures of this nature across the 

EU and itemised its various decisions on bank rescues 

 

4.43 Back in the early 1990s the Swedish government had given an open ended 

government guarantee to banks, depositors and other creditors of a political nature 

ς ǘƻ ǘƘŜ ŜŦŦŜŎǘ ǘƘŀǘ άōŀƴƪǎ ŀƴŘ ƻǘƘŜǊ ŎǊŜŘƛǘ ƛƴǎǘƛǘǳǘƛƻƴǎ Ŏŀƴ ƳŜŜǘ ǘƘŜƛǊ ŎƻƳƳƛǘƳŜƴǘǎ 

ƻƴ ŀ ǘƛƳŜƭȅ ōŀǎƛǎέΦ 

 

4.44 As part of the 1996 legislation ending bank support, the government withdrew the 

official guarantee as the institutions under the supervision of the special agency had 

recovered financial viability. 

 

4.45 The IMF notes that: 

 

ά¢ƘŜ ƛƴǘŜƴǘƛƻƴ ǘƻ ǊŜƳƻǾŜ ǘƘŜ ƎǳŀǊŀƴǘŜŜ ǿas announced well in advance to 

avoid taking markets by surprise; a Deposit Guarantee Scheme was 

ŜǎǘŀōƭƛǎƘŜŘ ŀ ŦŜǿ ƳƻƴǘƘǎ ōŜŦƻǊŜ ǘƘŜ ǊŜƳƻǾŀƭ ƻŦ ǘƘŜ ƎǳŀǊŀƴǘŜŜΦέ 
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4.46 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. 

 

4.47 Where legislation has been passed to strengthen explicit guarantee of bank 

ƭƛŀōƛƭƛǘƛŜǎΣ ǘƘƛǎ ǎƘƻǳƭŘ ōŜ ǊŜǾƛŜǿŜŘ ƛƴ ǘƘŜ ƭƛƎƘǘ ƻŦ ǘƘŜ 9ǳǊƻǇŜŀƴ /ƻƳƳƛǎǎƛƻƴΩǎ {ǘŀǘŜ 

Aid Rules on a regular basis. 

 

4.48 Lƴ ōƻǘƘ ŎŀǎŜǎ ǘƘŜ 9ǳǊƻǇŜŀƴ /ƻƳƳƛǎǎƛƻƴΩǎ ŎƻƳǇŜǘƛǘƛƻƴ 5ƛǊŜŎǘƻǊŀǘŜ-General is the 

appropriate body to help countries back on the path to rectitude, using if necessary 

the State Aid Rules established under European law. 

 

4.49 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 protection and, some might argue, be left in place 

once normal financial markets are back in operation. 

 

4.50 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 from the OECD 

argues: 

 

άCƛǊǎǘΣ ƭƛƪŜ ŀƴȅ ƎǳŀǊŀƴǘŜŜΣ ŘŜǇƻǎƛǘ ƛƴǎǳǊŀƴŎŜ ŎƻǾŜǊŀƎŜ ƎƛǾŜǎ ǊƛǎŜ ǘƻ ƳƻǊŀƭ 

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 to restore confidence, and  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, a sharpeǊ ǇƻƭƛŎȅ ŦƻŎǳǎ ǿƛƭƭ ƘŀǾŜ ǘƻ ōŜ ǇƭŀŎŜŘ ƻƴ ΨŜȄƛǘ 

ǎǘǊŀǘŜƎƛŜǎΩΣ ǎǇŜŎƛŀƭƭȅ ǿƘŜǊŜ ǳƴƭƛƳƛǘŜŘ ƎǳŀǊŀƴǘŜŜǎ ƘŀǾŜ ōŜŜƴ ŜȄǘŜƴŘŜŘΦέ28 

 

4.51 The European Commission's decisional practice concerning bank guarantees 

attempts to control distortions between member states by approving 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 to re-notify an 

extension of the scheme and justify why a continuation of crisis conditions requires 

the extension. 

 

4.52 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 

ƛǎ ōŜƛƴƎ ŦǊƻƳ ŀ ƳƛƴƛƳǳƳ  ϵнлΣллл ǘƻ ϵрлΣлллΥ ōŜŎŀǳǎŜ ƻŦ ƛǘǎ 9¦-wide nature this 

does not create any distortions. 

   

c. Government distortions of monetary policy 

 

4.53 As one US commentator put it when the extent of the spill over of the financial 

ƳŀǊƪŜǘ ŎǊƛǎƛǎ ƛƴǘƻ ǘƘŜ ǊŜŀƭ ŜŎƻƴƻƳȅ ǿŀǎ ōŜŎƻƳƛƴƎ ǾƛǎƛōƭŜΣ άǿŜƭƭ ŎŜƴǘǊŀƭ ōŀƴƪǎ ŀǊŜ 

Ƨǳǎǘ ƎƻƛƴƎ ǘƻ ƘŀǾŜ ǘƻ ǇǊƛƴǘ ǘƘŜ ƳƻƴŜȅέΦ 

 

4.54 The ability of central banks to print money and relax monetary 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. 

 

4.55 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 directly ς for example through quantitative 
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easing ς become clear, but it has also become obvious that there is a serious danger 

of overshooting.  

 

4.56 Chart 4 shows the growth in global money supply over the last forty years and the 

particularly rapid acceleration between 2006 and end 2008 especially in M2.  

 

Chart 4 

 

 

4.57 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 confidence 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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4.58  On the other hand as the EEAG report on the European economy for 2009 notes, 

άƻƴŜ ƻōǾƛƻǳǎ ŘŀƴƎŜǊ ƛǎ ǘƘŀǘ ƛƴŦƭŀǘƛƻƴŀǊȅ ŦƛƴŀƴŎƛƴƎΣ ǿƘŜǘƘŜǊ ǇŜǊŎŜƛǾŜŘ ŀǎ ŀƴ ŜȄǇƭƛŎƛǘ 

policy or implied by fiscal instability, would undermine the credibility of monetary 

ǇƻƭƛŎȅ ŦƻǊ ȅŜŀǊǎ ǘƻ ŎƻƳŜέΦ29 

 

4.59 These concerns have been captured by the Federal Open Market Committee which 

observed that some of its members have 

 

άƴƻǘŜŘ ŀ Ǌƛǎƪ ǘƘŀǘ ŜȄǇŜŎǘŜŘ ƛƴŦƭŀǘƛƻƴ ƳƛƎƘǘ ŀŎǘǳŀƭƭȅ ƛƴŎǊŜŀǎŜ ǘƻ ŀƴ ǳƴŘŜǎƛǊŀōƭȅ 

high level if the public does not understand that the Federal ReserǾŜΩǎ 

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 monetary 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 

ƛƴŦƭŀǘƛƻƴ ŜȄǇŜŎǘŀǘƛƻƴǎέΦ30 

 Chart 5 

Source: EEAG Report 2009, CESifo 
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4.60 This discussion on the need to look forward and anticipate a possible resurgence 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. 

 

4.61 The FOMC observes:  

 

άaƻǎǘ ƳŜŜǘƛƴƎ ǇŀǊǘƛŎƛǇŀƴǘǎ ŜȄǇǊŜǎǎ ǘƘŜ ǾƛŜǿ ǘƘŀǘ ŀƴ ŜȄǇƭƛŎƛǘ ƴǳƳŜǊƛŎŀƭ 

objective for longer run inflation would be fully consistent with the Federal 

wŜǎŜǊǾŜΩǎ Řǳŀl mandate of promoting maximum employment and price 

stability and would not impede fostering 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 policy strategy. 

 

Χ{ƻƳŜ ƛƴŘƛŎŀǘŜŘ ǘƘŀǘ ǘƘŜ ŜǎǘŀōƭƛǎƘƳŜƴǘ ƻŦ ŀ ƴŜǿ ƴǳƳŜǊƛŎŀƭ ƛƴŦƭŀǘƛƻƴ 

objective could be particularly helpful under present circumstances in 

forestalling an unwelcome decline in longer run inflation expectations ς and 

hence in contributing to economic recovery ς while also assuring the public 

that actions taken to counter economic weakness will not lead to high 

inflation over the longer-run. However, several participants expressed 

ŎƻƴŎŜǊƴ ǘƘŀǘ ŀƴ ƛƴƛǘƛŀǘƛǾŜ ǘƻ ŎƭŀǊƛŦȅ ǘƘŜ ŎƻƳƳƛǘǘŜŜΩǎ ƭƻƴƎŜǊ Ǌǳƴ ƛƴŦƭŀǘion 

objective could be confusing to the public in the current context of economic 

ǿŜŀƪƴŜǎǎ ŀƴŘ ŦƛƴŀƴŎƛŀƭ ƳŀǊƪŜǘ ǎǘǊŀƛƴǎέΦ 

 

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 inflation target in the medium to longer-term may 

sit oddly with a rapid expansion of monetary growth in the short-term 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 monetary overshooting 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 exit strategy 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, replicated to a 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 



43 

 

4.67 If it proves difficult to terminate the US programmes and they are extended 

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.  

 

 

4.68 Budget deficits in the Eurozone have also increased sharply, with 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 the centre 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 ComƳƛǎǎƛƻƴ ǎǳƎƎŜǎǘŜŘΣ ƳŜƳōŜǊ ǎǘŀǘŜǎ ǎƘƻǳƭŘ ǳǎŜ άǘƘŜ ŦƭŜȄƛōƛƭƛǘȅ 

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 vigorously tackling the causes behind macro-economic 

ƛƳōŀƭŀƴŎŜǎέΦ31 

Chart 7 
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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 rectitude 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 point plan is worth emulation: 

 

1. CƛǎŎŀƭ ǎǘƛƳǳƭǳǎ Ƴǳǎǘ ōŜ ǘƛƳŜƭȅΣ ǘŀǊƎŜǘŜŘ ŀƴŘ ǘŜƳǇƻǊŀǊȅ ǘƻ ŜƴǎǳǊŜ άōŀƴƎ 

ŦƻǊ ǘƘŜ ōǳŎƪέ ŀƴŘ ƭƛƳƛǘ ŘŀƳŀƎŜ ǘƻ ǘƘŜ ƭƻƴƎ-term outlook. 

2. Distinguish between short-term fiscal stimulus and long-term fiscal 

investment. 

3. Fiscal policy must be put 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 long-term viability and 

generational fairness. 

6. Tax reform must ensure adequate revenues while improving efficiency 

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 developed, some in governments around the world began to 

express doubts about maintaining the modern approach to competition policy which 

has helped to transform market economies towards efficient allocation of resources, 

vigorous competition, improved productivity and lower prices for consumers. 
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4.74 CǊŜƴŎƘ tǊŜǎƛŘŜƴǘ bƛŎƻƭŀǎ {ŀǊƪƻȊȅ Ƙŀǎ ǎŀƛŘ άƻŦ ŎƻǳǊǎŜ LΩƳ ƛƴ ŦŀǾƻǳǊ ƻŦ ŎƻƳǇŜǘƛǘƛƻƴΣ 

the opening of markets and globalisation. But I want Europe to stop being naïve. For 

ƳŜ ƎƻƻŘ ŎƻƳǇŜǘƛǘƛƻƴ ƛǎ ǾŜǊȅ ǎƛƳǇƭŜΣ ƛǘΩǎ Ƴǳǘǳŀƭ ŎƻƳǇŜǘƛǘƛƻƴΦ ²Ŝ ǘŜƭƭ ƻǳǊ ǇŀǊǘƴŜǊǎ 

acrƻǎǎ ǘƘŜ ǿƻǊƭŘΥ άȅƻǳ ǿŀƴǘ ǳǎ ǘƻ ƻǇŜƴ ƻǳǊ ƳŀǊƪŜǘǎΦ CƛƴŜΦ ²ŜΩƭƭ ƻǇŜƴ ǘƘŜƳ ǘƘŜƴ 

ƳƛƴǳǘŜ ȅƻǳ ƻǇŜƴ ȅƻǳǊǎΦ ¸ƻǳ ǿŀƴǘ ǳǎ ǘƻ ƭƻǿŜǊ ƻǳǊ ǘŀǊƛŦŦ ōŀǊǊƛŜǊǎΦ CƛƴŜΦ ²ŜΩƭƭ ƭƻǿŜǊ 

ǘƘŜƳ ǘƘŜ ƳƛƴǳǘŜ ȅƻǳ ƭƻǿŜǊ ȅƻǳǊǎέΦ 

 

4.75 These high level objections to competition policy especially from 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 open to Western 

businesses, procedures will be put in place which will deny Gazprom the opportunity 

to become a network operator within the EU. 

 

4.76 But these developments, at European level and probably seen as benign by many 

observers in the present energy security and strategic situation, have been followed 

by ǘƘŜ ¦Y ƎƻǾŜǊƴƳŜƴǘΩǎ ŀŎǘƛƻƴ ǳƴder the Enterprise Act to make financial stability a 

public interest issue that can essentially trump regular competition concerns. 

Following this law change the government approved the Lloyds/HBOS merger.  It did 

so before a model of bank recapitalisation had been developed and some 

commentators have suggested that it would have been wiser not to bring about the 

merger, for short term reasons ς that it weakened an originally strong acquiror bank 

ς 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. 

 

4.77 In the EU new guidelines on competition policy have been issued which recognise, as 

Commissioner Nellie Kroes put it on 6 October 2008, that the priority order is now 

the protection of consumer welfare meaning financial stability in the short-term and 

competitive market structures in the medium-term. 

 




