Views from the Sharp End: A Review of the LSE Report,
The Future of Finance'

Max Steuer

Preliminary observations

This timely book is an intriguing contribution to current debate on reform of the
financial system. As well as being of interest in its own right, by implication it
raises important questions about the state of economic knowledge. The
Future of Finance is not a book about the political economy of financial
reform. In contrast to what the title might suggest, little attention is paid to
predicting the future of finance through analysing the competing interests in
the arena of financial reform, the likely objectives of political parties and the
political strength of the financial sector itself.? However, the goal of this book
is a perfectly reasonable one. It is important to know where we might want to
go, as well as to consider how we might get there.

The sub-title of the volume, The LSE Report, could also give a misleading
impression of the nature of this exercise. None of the contributors are
currently members of either the LSE Economics Department or the LSE
Finance Department. Richard Layard, who chaired twelve meetings of the
authors prior to publication, contributes a brief Preface and was a member of
the Economics Department, as was Charles Goodhart and Sushil Wadwani,
and briefly, Peter Boone. But the main thrust and distinguishing feature of this
volume is that it comes from, “major international players in policymaking or
public debate”, to quote from the publisher’'s web page. That source also
contains a statement by Jean-Charles Rochet. “It is particularly refreshing to
see the London School of Economics re-establishing its traditional leadership
in social sciences research oriented towards social welfare advancement."
This is not an accurate statement. The main force of this volume comes from
it being a statement mainly from practitioners as opposed to academics. Of
course, some figures are both. But it would be to miss the main point to see
this as a strictly academic exercise rather than as a glimpse into the thinking
of people at the cutting edge. Indeed, there is more than an implied
suggestion in this book that academic enquiry has failed us at this juncture,
and this is part of the motivation for putting together and making public the
views of men of affairs operating outside the academic economic community.
This book provides an opportunity to consider the relationship between this
activity and conventional economic research.

It is quite striking that there is little agreement among the authors as to what
should be the future of the financial sector. One can only surmise what went
on at the seminar sessions leading to this book. The jacket explains that,

' The Future of Finance; The LSE Report, Adair Turner et. al., published by The

London School of Economics and Political Science, 2010, x + 274 pp. £14.99.
A partial exception is chapter ten, “ Wil
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“They met twelve times, for what many of those present described as the best
and most stimulating discussions they had ever participated in.” Clearly the
purpose of the meetings was not to achieve a common view. In many places
the authors are aware of the views of other authors, but a variety of views
emerges, often in direct conflict with fellow authors. Though speaking from
outside the academic arena, there is little in their views that is not standard in
some part of economic thinking. There are exceptions, and | will have things
to say about these. While economics, and the other social sciences, need all
the help they can get, from whatever sources, this volume does not constitute
either a criticism of academic practice or a valid plea, if one was intended, for
making major changes in teaching and research. In the debate between
Krugman and Lucas as to whether the credit crunch events pose a problem
for academic economics, | tend to side with Krugman. | believe significant
changes in the practice of economic teaching and research should occur. | do
not believe that this volume either makes a contribution to the reform of
teaching and research, or possibly even intends to point the way to such
changes

Academic readers will find that much of the argument in this volume goes
forward through assertion. It is not normal here for the authors to
painstakingly refer to evidence or compelling reasoning. This is a different
kind of exercise. However, there are times when simple assertion rather
grates. Richard Layard in his preface takes it as read that giant funds could
make more money if they invested longer-term. This is an important claim. It
is saying that there is convincing knowledge out there as to how to make
more money than giant funds currently make, and for some reason, not
specified, fund managers systematically choose not to do so. Layard might
have it in mind that if all major traders invested more long run, they all would
benefit. But the possibility that any one trader could do better by departing is
a classic prisoner’s dilemma story. Layard is unclear as to whether this
possibility, or some other argument, applies, and lets the assertion stand on
its own.

The ten chapters

The opening chapter by Adair Turner sets the tone for this volume and is very
much the dominating piece. Occupying over a fifth of the book, it has an
ambitious title; “What Do Banks Do? Why Do Credit Booms and Busts Occur?
What Can Public Policy Do About 1t?” Had the author been successful in
fleshing out this programme, there would have been little left for the other
authors to do. Reasonably enough, the chapter is primarily an agenda for
future work, rather than doing the work itself.

After a succinct and enlightening introductory section, the first part of the
chapter sets out, in a familiar and conventional statement, the purpose and
function of the financial sector. Turner provides the reader with a competent
description of the nature and objectives of the financial sector. The usual list
of activities6 provision of payment services, insurance services, creation of
markets and financial intermediation 6 is discussed in some detail. This
section is similar to what can be found in a good money and banking



textbook. Depending on whom one might envision to be the reader of this
material, the lack of any references to more advanced texts for the reader
who wishes to take the matter further is a possible quibble. There is also a
tendency to jump from one level of exposition to another. For example, the
term ‘maturity transformation’ is introduced on page 10, and only defined on
page 27. Given the complex interactions between aspects of the discussion,
and the range of technical terms, it would have been useful for this chapter,
and indeed throughout the book, to have an index. Of course these points
do not detract from the skill displayed by Turner in setting out the basics.

The next section summarises the major changes in the financial sector over
the past thirty years. The emphasis, naturally enough, is on the growth in the
size of this sector as can be seen especially in the United States and the
United Kingdom, and the new activities that contributed to that growth. A very
clear picture is given of the changes in the balance of activities undertaken by
banks and others in the sector. It is unfortunate that the charts setting out the
factual details of the many changes occurring over recent years are often hard
to read. This is a problem with the production of the book. The source of most
of the statistical facts, typically the Bank of England, is usually explicitly
stated, but not always, which is disappointing. No doubt the broad claims in
the text are correct; great increase in scale, the innovation in new financial
products and the greatly expanded volume of trading.

What is not discussed at all are any changes in the industrial structure of the
financial sector. Has the ownership pattern and competitive structure been
changing? What about the relations between United States and United
Kingdom banking? Can we see any changes with possible implications for
interdependence in the event of financial difficulty? This is a potentially
important area in understanding the crisis. It is odd that it receives no
attention.® Only briefly in the final section on reform policy are any actual
banks mentioned by name. And it is a surprising feature of this volume as a
whole that there is virtually no consideration of the actions of particular
identified banking or other financial institutions.

Turner’s third section sets out a welfare analysis of the changes outlined in
the previous section. Have these developments been good or bad for the
economy, and how might these good or bad effects come about? The
potential positive contribution of the financial sector which is emphasised in
this section is the welfare gain from complete markets, thinking along Arrow-
Debreu general equilibrium lines. An important and interesting point
emphasised by Turner is the amount of finance deployed in simply moving
debt over time, particularly in the ownership of housing, rather than to finance
production of new houses, or anything else. The basic method of the chapter
is to point out a priori reasons why various developments in finance might
have favourable consequences, and equally why they might be adverse in
effect. While this is a sobering message, it is not always engaging reading
because it relies on a listing of possibilities. The author himself recognises
this.

? There is a brief section on industrial concentration in the financial sector in chapter two, pp. 96 —97.
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“Has all the increased trading activity of the last thirty years delivered economic value
via lower transaction costs and more efficient and liquid markets, or has it generated
harmful volatility and enabled market traders to extract economic rent? My answer is
that | do not know the precise balance of these possible positives and negatives,
because there are many issues of complex theory and empirical analysis not yet
resolved and very difficult to resolve. But we certainly need to have the debate rather
than accepting as given the dominant argument of the last thirty years which has
asserted that increased liquidity, supported by increased position-taking is
automatically beneficial.” (p. 54)

This is a commendably modest position. One might wonder about the
“precise” balance of effects. Are we not really saying that we have no basis
for even a rough idea? | also doubt if there are many commentators around
today who would maintain that all the developments in the financial sector
over the past thirty years have been unequivocally beneficial. Nevertheless, it
is very important to firmly reject any claims that what the market produces in
the financial sector must be to the benefit of the economy, and any possible
interference is unjustified.

In the final section, Turner considers possible reforms of the financial sector.
He provides a brilliant five page summary of what reformers are up against.
Cogent arguments are advanced as to why all of the popular proposals for
reform are unlikely to be entirely successful. Though there is a danger here of
asking too much of reform measures. In my view, the correct question is not
will they solve all our problems, but rather, will we be better off with or without
the proposals. Turner is prepared to be radical. “We need to challenge
radically some of the assumptions of the past thirty years and we need to
consider radical policy responses.” (p. 57) Rather than ‘too big to fail’
solutions, Turner favours punishing mismanagement, but allowing the large
banks to continue under new management. Clearly how this is to be done is
an open question. Turner rightly points out that many smaller banks with
highly correlated activity pose a danger similar to the mismanagement of a
giant bank. He goes on to underline the many problems in separating retail
banking from investment banking. And similarly, he is sceptical about 100%
equity funding for loans. The broad thrust of Turner’s conclusions, while not
entirely rejecting these three radical approaches, particularly the first two, is to
emphasise the inherent instability of the financial sector. “Instead two
elements should form the core of the regulatory response to the crisis: much
higher bank capital and liquidity requirements and the development of new
macroprudential through-the-cycle tools.” (p. 61) (Personally | think it is a
shame that no consideration is given in this chapter, or indeed elsewhere in
the volume, to a possible role for a state owned and run bank, not as a
monopoly, but as one element in the financial sector.) Many of the
subsequent chapters take up and expand on these ideas in more detail.

*‘Robert Fr an Khe®arwineEeoromt emphaissthe widespread opposition to this
apparently uncontroversial proposition in the United States.



In a relatively short chapter, perhaps too short, Sishil Wadwanhi addresses
the “Mix of Monetary Policy and Regulation” and comes down firmly in favour
of the former. Regulation is referred to as “micro-meddling”, not the most
neutral use of language. Unfortunately, the method of this chapter is to draw
uncritically on comments in the press, journal articles, testimony before
Congressional Committees and the like as if they were evidence for the
author’s position. Of course there are references in the public domain against
regulation as being ineffective. There also are other references which assert
that regulation is effective, but damaging to growth. They cannot both be
right, but both positions provide arguments against regulation. This chapter is
very light on both analysisand evidence in attempting to makie case against
regulation. Wadwanhi draws attention to inappropriate policy reactions to the
bursting of the South Sea bubble. Of course it is always possible to
implement poor regulations, but this is not a strong argument against any
regulation as a policy response.

A surprising feature of this chapter is lending support to the proposal of
Layard and others that happiness, not growth, is a preferable aim of economic
policy. This conceivably could be relevant to the question of regulation, but
that is not how the happiness argument is used here. The chapter maintains
that the occasional financial crisis and the accompanying unemployment may
be a small price to pay for greater material output. Yet if happiness is the
goal, why is greater material output to be preferred to more stability?

The chapter claims that interest rate policy of the central bank should be
directed to toning down bubbles as well as conventional macro stability.
Nothing is advanced in support of this proposition, or in support of the author’s
opposition to varying reserve ratios of banks over the course of the cycle, or
perhaps better put, in the face of a significant bubble somewhere in the
economy. For Wadwahni central bank control of the money supply is the only
fully legitimate tool of policy.

It could be argued that the Wadwhani chapter, and several others in the
volume, summarise positions the authors have put forward more carefully and
fully in others places. However, if this volume is to be taken seriously, the
positions advanced have to be supported in ways that give some scope for
the reader to appraise the strength of the position adopted. The chapter by
Charles Goodhart, “How Should We Regulate the Financial Sector”, is a much
better example of how to do that. He argues that regulation should not be
directed to encouraging profitable behaviour on the part of banks— urging
them not to buy assets they do not understand; not to lend to people unlikely
to repay the loans; and not to sell insurance with disastrous potentials.
Goodhart argues that this should be up to the professionals, not the
regulators. What regulation should do is concentrate on externalities and
information asymmetries. It is not the risks of particular institutions that
matter, provided the direct cost of failure is limited to the owners and creditors
of the banks. What should matter to the regulators is systemic risk. The
suggestion that regulation should be systemic in nature rather than directed to
individual institutions has appeal. However, how this approach is to be
implemented is not fully spelt out.



One policy for dealing with asymmetries in information is deposit insurance.
Deposit insurance helps to address the practical inability of depositors to
appraise the performance of the banks who are holding their money. The
correct charge for this insurance is not easy to determine.

There is a wealth of wisdom in this chapter, including directing attention to the
‘border problems’ inherent in regulation in a world where complete
international cooperation is not a realistic proposition. In addition, uniform
regulation is unlikely to be useful when national circumstances vary
significantly. This chapter, by implication, points up the tendency for standard
economic analysis to concentrate on causal explanation rather than design of
institutions. Of course, effective institutional design requires drawing on
positive findings. But it entails more than that. Hopefully, times are changing,
and work of the kind undertaken by Goodhart and others is leading the way.
With characteristic modesty he concludes as follows.

“The current crisis has forced a fundamental reconsideration of financial regulation,
and rightly so, since much of the focus, and of the effects, of the existing system
were badly designed, with its concentration on individual rather than systemic risk
and its procyclicality. In response we now have a ferment of new ideas, many of
which we have touched on here. A great deal of further work needs to be done to
discern which of those ideas are good, and which are less so.” (p. 173)

Andrew Smithers in his chapter, “Can We Identify Bubbles and Stabilise the
System?” takes up part of the challenge for policy set out by Adair Turner.
The odd thing about this chapter is that it has not one word to say about the
identification of bubbles, or what to do about them. The author concludes:

“Low consumer price inflation is compatible with asset bubbles. These pose major
risks to the economy and together with other signs of excessive monetary ease must
be avoided.” (pp. 186 — 187)

Agreed. But can we identify bubbles? The failure to take up this matter
creates a significant hole in the argument of the book. In his chapter, “What
Framework is Best for Systemic (Macroprudential ) Policy”, Andrew Large
puts forward a particular suggestion for institutional reform.®> He suggests that
a new institution called a Systemic Policy Committee be established with a
unique responsibility for spotting trouble in advance and then doing something
about it. A good deal of sensible thought, though quite general in nature, is
given to this proposal. Large takes it as read that trouble can be identified in
advance and goes on from there. The focus is clearly on the UK, and Large
sets out a specific proposal for this new institution and for the membership of
it. Along with its early warning functions, the SPC, “...should address the root
causes rather than simply the symptoms of instability.” (p. 196) How it might
do this is not developed in any detail. This chapter suggests that the main
instrument in the hands of the SPC should be banking reserve rations. The

The term hmaalt dpisdesed in this volume, and in deb
One use is referring to a policy of directing traditional central bank policy to financial stability in

addition to price stability. Another use is to expand the range of policy instruments, whether deployed

by a central bank or some other institution.



author is aware of potential conflicts with other arms of policy, and without
attempting to resolve them, points to the many concerns one might have
about this new body.

The bulk of economic policyis normally focusses on times of ‘business as
usual’, the fine tuning of the economy to achieve full and efficient use of
resources as well as price stability. Of course, since normal times are indeed
the norm, this is understandable. But here we have a proposal to charge a
particular institution with responsibility for special events. One problem the
members of this institution will face, not emphasised in this chapter is, if
successful, they will be open to the charge that there was no crisis and they
were wrong to take the action they took. It will not be easy to persuade the
authorities and the public that but for the actions of the SPC a crisis would
have developed. But clearly there is a hole in current policy when it comes to
major instability, and something along the lines suggested by Lange and
others is a possible approach, presumably to be taken along with other
approaches.

It is a little unclear if John Kay, who contributes a vigorous answer of ‘yes’ to
his question, “Should We Have Narrow Banking?”, would see a need for a
SPC. This chapter displays strong advocacy by Kay. It is very well done, and
perhaps here and there slips into over simplification in order to support a case
he strongly believes in. Thinking along lines recently brought to public
attention by the Vickers Report, Kay believes that the cause of the financial
crisis was simple rather than complex. It is due to the behaviour of financial
conglomerates who combined narrow banking 6 taking deposits and
acquiring “safe” assets (p. 216)° 6 with a larger range of sEecuIative activity.
Kay draws attention to the literature of regulation generally’, and argues that
there is not much reason to see the financial sector as a special case. This
position leads to a useful discussion of how to make competition work for the
general good, be it in finance or elsewhere. Suggestive material in the
chapter draws analogies with airline regulation, for example, and utilities. The
chapter argues that some services have to be protected on a continuing
basis, while it is safe to let others can lapse for short periods. And some
services are nice to have, but no more than that.

If the financial crisis was in fact solely due to combining casino banking with
utility banking, then it rather follows that a separation would solve the
problem. Critics of Kay’s position have suggested the separation might not be
as clear and easy as he suggests.8 It is almost endearing to read Kay’s
suggestion that, “Only narrow banks could call themselves banks, or call their
activity deposit taking.” It is hard to agree that mere names could matter so
much. Presumably they have influence through providing a warning to

% John Kay wants the definition of safe assets to be in the hands of regulators, not private rating
agencies. Of course there is wide agreement about the appalling behaviour of rating agencies. But the
difficulty facing the rating agencies may be understated here.

7 Kahn, A.E., The Economics of Regulation, 2™ revised edn, MIT Press, Cambridge Massachusetts,
1988.

% A fuller statement of his position can be found in Kay, J., Narrow Banking: The Reform of Banking
Regulation, CSFI, London, 2009.



potential depositors in banks or other financial institutions. But is the act of
naming a sufficient guarantee of prevention of behaviour leading to
unacceptable hardship on the public? Kay also plays down the inherent
interconnectedness of the financial system. But even if a safe haven for
depositors were to be provided, can we with impunity allow other parts of the
financial system to do as they like, and live through their occasional failures
with only minor complications? It could be that Kay is claiming more for the
policy of narrow banking than it can actually deliver. That does not mean that
it is not a good idea. Kay provides a strong argument that it should be a part
of the future of the financial system, even if more is required.

Public concern with the financial sector has tended to focus on the rewards of
many participants in that sector. This is partly because of the obscene size of
the payment that some receive, and also because of a suspicion that there is
some connection between pay in the financial sector and its now-and-then
catastrophic failings. In addition there is the possibility that even in normal
times, the financial sector as a whole is being paid too much for the services it
provides. Martin Wolf takes up these issue in his chapter, “Why and How
Should We Regulate Pay in the Financial Sector?” This is one of the rare
cases where the reader wishes there was more to the chapter. As a general
rule, Wolf wants the tax system to address issues of inequality. But he does
see some special aspects to pay in the financial sector. There may be large
rent earning opportunities in the sector. “It would make excellent sense to
conduct a rigorous inquiry into the extent of obstacles to competition in the
sector, ideally on a global basis.” (p. 230) Who can disagree? But
unfortunately this is about all that Wolf has to say about competition. Yet he
is hardly to be blamed for that. The work has to be done elsewhere. | will
return to this theme in my concluding remarks.

Whether or not the pay in the financial sector is the result of exceptional talent
for addressing difficult problems, or simply taking unfair advantage, there are
things that can be done to bring incentives more in line with the general
interest. Here Wolf draws heavily on the Squam Lake Report.® The basic idea
is that special rewards to decision takers in the sector should be deferred for
many years and not paid out if the institution goes bankrupt or requires state
support. These rewards should be cash or shares, not options, and should
not be insurable. Other aspects of the incentive systems and their
implications are explored with a light and intelligent touch.

Something of an outlier in this volume is the chapter by Paul Woolley titled,
“‘Why Are Financial Markets So Inefficient and Exploitative 6 And a
Suggested Remedy.” There is nothing tentative or qualified here. Indeed,
Woolley has a completely novel suggestion that he argues would solve the
problems of the sector at a stroke.

“Since bubbles, crashes and rent capture are caused by principal-agent problems,
the solution lies in having the principals change the way they contract and deal with
agents.” (p. 107)

? French, Kenneth R. et al.., The Squam Lake Report: Fixing the Financial System, Princeton University
Press, 2010.



In my opinion there is a touching naivety in this thesis, of a kind often found in
those unfamiliar with social science. The thinking goes along these lines. All
social problems are due to some person or group of people behaving badly.
The solution is for them to behave in a good way. This good way of behaving
can be brought about by urging the principals to insist that the agents behave
in that way. In developing the argument, this stark thesis is qualified at a
number of points. Occasionally these qualifications lead to internal
inconsistencies.

Woolley deserves great credit for making public his concerns regarding the
immorality as well as the destructive economic nature of some of the
dominant practices in the financial sector. For Woolley the basic problem, and
the solution, is to be found in the principal-agent issue. This certainly is a
novel idea.

Central to Woolley’s thesis is the view that the decision makers in giant funds,
pension funds, sovereign wealth funds, endowments funds and the like, have
it in their power to prevent excessive instability. The argument is simple. The
trouble comes about because the people handing money over to the
investors, the principals in this case, do not force their agents in the banks
and the near bank institutions to act in the interest of the funds, and therefore
in the public interest. It is within the power of the principals to cause the
agents to act in the right manner, and Woolley has suggestions for
encouraging them to do so. Woolley is quite firm that regulation is not a good
answer. “...regulation is a negative approach based on restrictions, targeted
mainly at banks, that banks will resist and circumvent.” (p. 107) There is a
pervasive feeling in the chapter that governments are unlikely to be much
good at finding and implementing helpful policies.

“In their attempts to make capital markets safer and more socially constructive,
policymakers are focussing on bank levies and tighter regulation. Bankers will resist
and circumvent taxes and restrictions and there are bound to be unintended
consequences. Governments also need to agree collective actions because no
country will be prepared to disadvantage itself by taking unilateral action. This will
take time and have limited chance of success so it would be far better if the
private sector could deal with the problem.” (p. 121, my emphasis)

A persistent theme with Woolley is the belief that virtually all our problems
have their roots in accepting the efficient market hypothesis. There are
numerous assertions that belief in this multifaceted and questionable theory in
some versions is a major cause of financial instability. This is probably a case
of exaggerating the power and importance of ideas. Very little is done to back
up this assertion, other than to suggest that it leads to a light touch approach
to regulation. But since Woolley does not see a significant role for regulation
in any case, it is hard to see why he holds that this false theory is a major
culprit behind current economic chaos. Part of the answer may be that
Woolley also believes that the efficient market hypothesis leads to
complacency. “So nobody enquired whether society was being well served by
the financial sector.” (p. 118) Whether turning a blind eye to the financial



sector is mainly down to the efficient market hypothesis is debateable.’® Be
that as it may, Woolley is spot on in deploring the apparent willingness of
governments and the public to allow this sector to make outrageous profits
from its services. While most of the chapter suggests that the principal-agent
issue alone can solve the problems of the financial sector, there are times in
the chapter where it is suggested that a better theory would lead to better
regulation. “If they (the policymakers, my insertion) recognize that markets
are imperfect they will regulate accordingly and cause them to become more
efficient as a result.” (p. 112) What these more suitable policies might be is
not discussed.

In this chapter, Woolley emphasises the need for a better theory to replace
the efficient market hypothesis. At times he suggests that we now have such
a theory due to his work with Professor Vayonas."! This is a sophisticated
theory which in its simple form holds that there are built in factors which cause
asset prices to continue rising, for example, once they start to rise, and they
continue beyond their true value. The claims for this theory are not modest.

“...the model explains asset pricing in terms of a battle between fair value and
momentum. It shows how rational profit-seeking by agents and the investors who
appoint them gives rise to mispricing and volatility...While the model is set in terms of
value and momentum in a single market, the analysis applies equally to individual
stocks, national markets, bonds, currencies, commodities and entire asset classes.”

(p. 111)

At times the chapter suggests that we now have the elements of a
reasonably successful theory. At other times it would seem that a satisfactory
theory is yet to be found. “Hopefully a new general theory of asset pricing will
eventually emerge that should relegate the efficient market hypothesis to the
status of a special and limiting case.” (p. 112). One of the more surprising
elements in the loose collection of views that make up this chapter is the view
that at any moment of time there is a true value for an asset which could be
objectively determined at the time. This view is very different from the
Keynesian emphasis on inherent uncertainty when it comes to asset value,
and the importance of animal spirits in actual investment decisions.'?

As indicated above, the core of the chapter is what Woolley calls “A New
Paradigm for Asset Pricing”. (p. 109) This is to be implemented through a
manifesto. Much of the manifesto consists of insisting on transparency.™
Other parts amount to favouring long-term investing. Yet elsewhere Woolley

' 1t could be that even if the market tended to price assets realistically, the financial sector through

various mechanisms could exploit its position. No doubt price manipulation helps, but it hardly is

necessary.

"'Vyanos, D. and Woolley, P., “An i fdsPdltWalle onal theo
Centre for Capital Markets Dysfunctionality, Working Paper 1, 2008. This is not a new theory. See,

for example, Zarnowitz, Victor, Business Cycle: Theory, History, Indicators, and Forecasting,

University of Chicago Press, 1992, p. 65.

12 Akerlof, George A. and Shiller, Robert J., Animal Spirits: How Human Psychology Drives the

Economy, And Why It Matters for Global Capitalism , Princeton University Press, 2009.

" In this regard it is slightly odd that elsewhere in the chapter it is suggested that transparency should

be stepped up at certain points, rather than being
showing, policymakers should demand an increase in
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concedes, “In fact, in the short run, momentum investing is usually the best
bet.” (pp. 116 — 117) Another part of the manifesto is to firmly reject the
efficient market hypothesis, though how this translates into action is not
mentioned. Other manifesto rules are, do not pay performance fees and do
not invest in commodities.

Having put forward the manifesto as a major solution, Woolley concedes
briefly that in fact the giant funds may not act as he proposes. After all, they
have not done so up to now. “That being so, policy makers may have to step
in to ensure the changes occur.” (p. 127) And what the policymakers have to
do according to Woolley is: encourage the funds to follow the manifesto; raise
taxes on those managers that have comparatively large turnover of
investments; discourage mark-to-market accounting; be cautious in approving
financial innovations; and finally, create a new asset, GDP bonds. The claims
for this last proposal seem to this reviewer to be excessive, as well as having
serious practical difficulties, and no economic analysis is provided in their
support. Also, this proposal also has nothing to do the solving the principal-
agent problem which is the goal of the manifesto. It is doubtful that even if the
manifesto were to be adhered to, much would be achieved. (It certainly would
be difficult for the commodity sector.) And in addition, there is little chance of
this happening, either spontaneously or through these policy initiatives.

The chapter by Andrew Haldane and his co-authors Simon Brennan and
Vaselios Madorous, is a serious investigation of the possible contribution of
the financial sector to the economy generally. It attempts to answer the
question posed by Adair Turner in the first chapter as to whether the readily
observed growth of the financial sector in recent decades is due to a
significant degree to economic benefit conferred, or due to the ability of the
financial sector to extract excessive rewards for its services. “What Is the
Contribution of the Financial Sector: Miracle or Mirage?” is a key chapter of
The Future of Finance, and the only chapter employing normal academic
methods. In spite of the careful work undertaken, we are left with a good deal
of uncertainty as to the answer. There remains a further question that even if
the sector has contributed to growth by a certain amount, is that enough to
make up for the cost of subsequent upheaval. And is there a way to have the
one without the other? But that is for other investigators. The limited goal of
this chapter is to determine how likely it is that the growth and profitability of
the sector was due to contributions to the economy, or by living off the
economy. In the preface they write, cautiously, “...pre-crisis returns to finance
may have been more mirage than miracle.” (p. 64)

This is the second largest chapter, comprising fifteen percentage of the book.
The authors work through standard measures of contributions to the economy
as commonly applied to non-financial sectors of the economy, and see what
implications there are for finance. Haldane and his co-researchers start by
looking at the gross value added of the sector. This measure uses total
output less the costs of inputs as an indicator of the contribution to the
economy. It does not take account of indirect contributions such as might
come about through getting funds to new firms that otherwise would not start
up. Setting these potential effects to one side, value added in finance has
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grown about two percentage faster than the rest of the UK economy over the
past one hundred and fifty years. Similarly faster growth can be observed in
the US. For both countries, remarkable increases in the differential can be
seen over the past thirty years. Broadly put, where real output has doubled,
the financial sector has enjoyed a tripling in value added.' These changes in
value added are reflected in shareholder returns in the US, UK and Europe
which rose by 150% from 2002 to 2007. (p. 69) There are data gaps,
problems of definition, and different possible measures of the trends, but the
broad picture of faster growth in value added in finance, varying from period to
period, is well established. The authors next consider how special features of
finance might inform understanding of these trends.

While there are some parts of the financial sector where services are
rewarded in a manner analogous to paying for goods or services in any
sector, such as banks charges and consultancy fees, these make up a small
part of the earnings of the sector. The larger part of the earnings is in interest
flows. Banks bear risk, and this leads to a difficult measurement problem in
determining the payment for the risk bearing service which banks provide.™ In
a careful and lengthy discussion, the Haldane-Brennan-Madouros chapter
examines the many conceptual and measurement difficulties in valuing the
risk bearing service provided by the financial sector. For example, when,
“...there is an economy-wide increase in the expected level of
defaults...Banks will rationally respond by increasing interest rates. The
Financial Intermediation Services Indirectly Measured will score this increased
compensation for expected losses on lending as a rise in output.” (p. 73) The
chapter emphasises the serious methodological, not to say, philosophical
issues present in evaluating risk services.

The third approach the authors use to determine the actual contribution to the
economy of the financial sector is production function decomposition. This
familiar method relies on assumptions of perfect competition, with factors paid
their marginal products. The outcome suggests that the sector underwent a
“productivity miracle” (p. 79) in the UK over the years 1995 to 2007, with most
of the growth in value added being due to the Solow residual. Similar results
can be observed for the US and many other countries. With the perfect
competition assumptions and the basically accounting enquiry, there is not
much to be gained from this exercise, and the authors do not make any
untoward claims. They report that some gains went to labour and capital in
the sector, and returns on equity in banking were around 7% from 1948 to
1970. At this point there was a “regime shift” (p. 82) to a tripling of the return
on equity up to 2008.

The next crucial section of this painstaking chapter, which aims to leave no
stone unturned, titled “Excess Returns and Risk lllusion”, examines the

' There is a good deal of statistical documentation of trends in this chapter, viewed in a variety of
ways. As in the first chapter by Adair Turner it is unfortunate that the graphic presentation is poor,
which is a problem in the production of the book, and not in the contribution of the authors.

"The Financial Intermediation Services Indirectly Measured is a method for attempting to
discriminate between the actual, observable interest rates, and the component of those rates
which is a payment for risk.
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particular sources of profitability in banking. An impressive body of evidence
is marshalled to document three major and inter related factors: increased
leverage; a reduction in loans to customers in the UK from 35% of the balance
sheet to 29%; and a concomitant doubling of share-holding from 20% to 40%;
from 2000 to 2008. Over this period there was an annual doubling of writing
of options such as collateralized debt obligations, collateralized loan
obligations and credit default swaps. These instruments provided short term
returns by insuring others against unlikely 6 so it was assumed 6 falls in
the prices of some assets. Related evidence is provided for many countries,
especially the US.

The final empirical section of Haldane-Brennan-Mdouros attempts to uncover
the sources of bank profits broken down by activity, looking mainly at J.P.
Morgan over the period 2005Q4 — 2010Q1. Their results are dependent on
the firms’ capital model, showing the return on equity in different activities.
How risk is treated in uncertain. An unexpected result is the high return from
Treasury and securities services, an apparently relatively risk free activity,
compared, for example, to commercial banking. Why does competition not
whittle away supernormal profits in this activity? Here the authors pay some
attention to industrial structure. The share of total banking assets of the three
largest banks in the US was steady at around ten percentage from 1935 to
1995.

“Having flatlined up until the 1990s, the top three share has since tripled. A similar
trend is evident in the UK (where the share of the top three banks currently stands at
above 50%) and globally (where the share of the top three has doubled over the past
ten years).” (pp. 96 -98)

The authors go on to discuss the uncertain relation between concentration
and competition, and one can only wish more could be known about the
apparent failure of competition to remove what clearly appears to be excess
profits. Reference is made to contestability as an alternative approach. They
note that entry and exit rates are low for banking compared to the rest of the
economy. They also draw briefly on other studies of competition in the
sector.'® This reviewer is inclined to postulate that the sector has a certain
club or fraternity ethos which has something to do with the ability of the sector
to gain more from supplying its services than is reasonable. The findings of
the chapter are neither firmly consistent nor decisively inconsistent with this
view.

Haldane-Brennan-Madouros with characteristic caution draw three
conclusions from their investigation. The first is that in spite of the fulsome
evidence and analysis presented in this chapter, and other studies, we still do
not have a good understanding of the value added by the sector. This
information could greatly improve policy with respect to the sector. Second,
they emphasise the problems facing regulation, and the ability of the sector to
engage in too much risk while hiding the fact that it is doing so. “That is why
the debate about potential structural reform is important 6 to lessen the
burden on regulation and reverse its decent into ever greater intrusiveness

' Competition Commission in 2005 and Office of Fair Trading in 2008.
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and complexity.” (p. 102) Too big to fail is not mentioned as such. While
these are reasonable thoughts, in fairness it would be hard to maintain that
the chapter closely supports, or is highly relevant to, this second conclusion.
The third conclusion is a plea for more knowledge regarding the sources of
high returns and attendant risks in the sector, and the competitive structure of
the markets in which the financial sector operates. More information, by all
means. But | take the view that we should face up to the possibility that much
more information will not be forthcoming, at least for a time, and do our best to
design policies in the light of our limited knowledge of what is going on in the
financial sector.

The final chapter by Peter Boone and Simon Johnson, “Will the Politics of
Global Moral Hazard Sink Us Again?”, provides a lively, if doom ridden, coda
to the volume. “We are steadily becoming vulnerable to disaster on an epic
scale.” (p. 272) What leads the authors to this stark conclusion? Their focus
is partly on the boom and bust of the financial sector, but more on the national
and international debts created by subsequent bail outs. This chapter is not
so much about the financial sector. For the most part, it takes that sector for
granted and appears to argue that there is not much that can be done about
it. This leads them to their core idea, “The global doomsday cycle”. (p. 243)
You could start the cycle at any phase, including where we are now; “Money
printing and fiscal deficits bail out the system”. In the next stage, “We tighten
regulation (sic) promote prudence”. However, “Risk taking, spending gets
going”. Before long, “Regulation erodes with time, race to the bottom”. The
race to the bottom means that any authority which fails in the short run to
accommodate irresponsible expansion will suffer from lower short run gains,
and so in the end all are forced into line. The next stage means that “Losses
happen again” and we come full circle to money printing and fiscal deficits. In
effect, this is a theory of history, and one can only hope that like most other
theories of history it will prove to be wrong.

It certainly is the case that along with the need to understand more about the
financial sector, there is the pressing issue of large public debt. Many
observers are of the opinion that these debts should be brought down as soon
as possible. Very little serious analysis goes into this extraordinarily difficult
matter, either in this chapter or in the wider community. Exactly what are the
dangers and costs of current levels of debt, and how do the national debts of
different countries interact with each other? Boone and Johnson express the
popular view that in some sense the economic world is close to the edge, but
no theoretical or empirical analysis is provided beyond what is popularly
believed. Of course, they may well be right in this judgement.

The authors emphasise the political power of the financial sector, and how
hard it is to moderate its excesses. Moral hazard takes centre stage, and
their broad conclusion, backed by some case studies in Ireland, Iceland and
elsewhere, is that not much can be done about it. While remaining quite
pessimistic, the authors do not give up entirely. “There is no simple solution to
our problems, but we could reduce the potential troubles through reforms.
Some combination of the following would undoubtedly make it easier.” (p.
266) They have five suggestions which are set out quite clearly, but not
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supported by economic analysis. Central to their reforms is an international
treaty for regulation, but little is said about how to bring it about or what it
would consist of. Similarly, they press for “macroprudential supervision” also
at the international level. One practical suggestion is to discourage debt by
removing tax advantages of debt compared to equity investment. | very much
agree with their proposal for letting defaults happen, but this agreement rests
more on hunch than on a persuasive analysis. Finally, they opt for
“Depoliticising finance”, by which they mainly mean not manning up high
government offices with former top figures from the finance sector, and
somehow discouraging top government figures from going into finance. There
may not be much economics in this, but if a stark warning, backed mainly by
assertion, never the less encourages reform, that certainly is a good outcome

Implications for the finance sector and for economics

Inevitably when bringing together authors of diverse backgrounds we can
expect an uneven volume. In addition, the many voices have not been
harmonised into one chord, so no coherent picture of the future of finance
emerges. Some writers want to break up the larger financial institutions and
others favour restricting the scope of banking activity. Still others oppose
these policies and propose instead certain regulations, mainly focusing on
liquidity and reserve ratios with strict control on leverage. Others see no need
for additional regulation at all, and argue that existing instruments of macro
management, if properly deployed, are sufficient for our needs.

| believe it is important to undertake this type of exercise, and it will be
repeated in a number of forums and volumes. It serves to promote debate on
alternatives, and highlights important gaps in our understanding. These gaps
are often of an empirical or quantitative kind, and this knowledge can only
come from sustained research. Yet even with the best of efforts, it may not
come from there, or anywhere else. A challenge for effective policy, not
considered by the authors of this volume, is good policy design which does
not require information which may be impossible to obtain in the near term.

This volume aspires to be a no-holds-barred, “radical” look at the finance
sector and what to do about it. Given that objective, there is at least one
serious omission. In my view it is upsetting that none of the authors even
raise the possibility of a role for a state run bank. Few would defend a state
monopoly in banking, but the potential role of a state bank as part of the mix
should be considered. This could be conservatively run, and might be the
only bank with insured deposits.

In his chapter Woolley points out that, “It (prevailing theory, my insertion)
treats the finance sector as an efficient pass-through, ignoring the role played
by financial intermediaries in both asset pricing and the macroeconomy.”

(p. 106) And again, “It seems self-evident that the way forward must be to
stop treating the financial sector as a pass-through that has no impact on
asset pricing and risk.” (p. 112) | believe that events of the past thirty years
have brought many economists to this view, but Woolley is profoundly right in
making this point. Of course, there are circumstances and modelling
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problems where it is appropriate to effectively ignore finance. Fine tuning of
the economy may be one, but not macro stability.

The roots of this tendency to ignore finance go deep."” Part of it has to do with
a laudable need to separate money from real things for certain analytical
purposes. More proximately, in 1939 Joseph Schumpeter published his two
volume work on the business cycle.' This tortured work, torturing no doubt for
the author and for the reader, gives a prominent role for finance in explaining
crises. Schumpeter was gravely disappointed that his efforts had little impact
on the profession. He saw his work as a counter to Keynes’s major work of
three years earlier with which he fundamentally disagreed. The General
Theory of Employment, Interest and Money also certainly has its expositional
difficulties. Subsequent modelling exercises concentrated on non-monetary
factors. Finance is indeed “pass-through” in the IS/LM models which
dominated thinking for so long. Keynes himself thought more about finance in
the Treatise on Money, but also in neglected passages of the General
Theory."® Woolley has a point about prevailing theory, though sees it as more
monolithic than it actually is.

At a number of points in The Future of Finance several authors, but not all,
take what could be described as a snooty attitude towards academic
economics, or perhaps better put, research efforts in economics.?’ There is a
tendency to play down, if not ignore, serious traditions of enquiry which are
relevant to the current crisis. None of the authors of The Future of Finance
draw on Minsky or related work. But they are not alone. An early example of
extreme complacency within the academic community is the Social Science
Research Council Committee on Economic Stability volume titled, Is the
Business Cycle Obsolete? With some exceptions, the contributors to that
volume concluded that instability was a thing of the past. Not only is
periozqicity generally rejected, but any serious threat of financial instability as
well.

As the current volume emanates from ‘men of the world’, so to speak, one
would have thought that more attention would be given to the sheer volume of
outright dishonesty and near crookery in the excesses of the financial sector.
Akerlof and Shiller draw attention to this aspect of the crisis.?? The Future of
Finance does not concern itself with, “...widespread fraud and collusion
throughout the financial industry.”?® The servicing of organised crime is a
major source of profit for the sector. Money laundering with respect to drugs

' For a useful summary of current thought on the crisis and in particular the history of neglecting
finance, see, Roubini, Nouriel and Mihm, Stephen, Crisis Economics: A Crash Course in the Future of
Finance, Allen Lane, 2010.

'8 Schumpeter, J.A., Business Cycles: A theoretical, historical, and statistical analysis of the capitalist
process, two vols., New York, McGraw-Hill, 1939.

"Roubini and Mihm, Op.Cit., p. 50.

2 Woolley, passim; Large, p. 190; Smithers, p. 178, for example.

2! Bronfenbrenner, Martin, Is the Business Cycle Obsolete?, John Wiley & Sons, New York, 1969.

** Akerlof and Shiller, Op., Cit.

* Roubini and Mihm, Op.Cit., p. 14.
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is one aspect, and this is small compared to illegal trade in arms and
facilitating tax avoidance.?*

Concern about financial instability has often come from outside mainstream
economics. An observer in the 1980s wrote, “The picture so far is one of an
international financial system in which the gamblers in the casino have got out
of hand, almost beyond, it sometimes seems, the control of governments.”?®
Looking a bit ahead, a stark warning was offered..

“‘By New Year’s Eve on December 31, 1999, we shall have reached the end of the
century. If, by then, we have still not succumbed to a nuclear holocaust, that will be
one thing to celebrate. But unless positive, practical steps are taken soon to cool
and control the financial casino, there will not be much else. For most people, the
social consequences of playing Snakes and Ladders with people’s lives will have
been made only too plain. Only those financial gamblers that still survive in the great
office blocks towering over the city centres of the capitalist world will be raising their
glasses.”®®

The forces of conservatism should never be underestimated, but | believe that
‘the events’ have influenced and will continue to shape the direction of
economic research and understanding. By insisting on better understanding,
voices from the cutting edge of policy can make this outcome more likely.

24 Strange, Susan, Mad Money, Manchester University Press, 1998, chapter seven, Finance and Crime,
pp- 123 -138.

2 Strange, Susan, Casino Capitalism, Basil Blackwell, 1986, p. 21.

* Ibid., p.198
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