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Introduction
We have certainly been living in interesting tim@hile avoiding the worst connotations of that agptc
(no global war or other catastrophe), we have sieefall of communism, the rise of information
technology, and the beginnings of a shift in thebgl economic balance, back toward the days bélfiere
industrial revolution, when Asia carried as muchremmic and political weight as the West. All three
trends — the ostensible triumph of capitalism,itii@vations wrought by digital technologies, ane th
growth of China and (to some extent) India — in samays came to a head in the current financiaikscris
The crisis was sudden, and at one stage seemdtiwmatld engulf the world economy in depressiod an
even chaos. It prompted some fevered writing, loyrjalists in particular. For my part, writing foightly
columns for Indian financial dailies (first the Bimcial Express, then The Mint), | have seen my asle
bringing analytical economic thought to bear onarsthnding current events. A column gives one some
freedom to opine, but also imposes disciplinesonfctsion and clarity, beyond the usual requiremehts
academia. The following dozen pieces were writtetween September 2007 and April 2009. They
comment on the reasons for the crisis, and possdbigions, using economic theory to understand the
issues wherever possible, but in relatively nomécal language. What keeps markets working well?
What do financial markets accomplish, at a fundaaldavel? Why do markets fail? Why do scandals
arise? What can regulators do to improve mattehs®¢ tried to shed light on these basic questiotise
context of current events. Along the way, | havd tiee temerity to take issue with Alan Greenspan,
George Soros and Martin Wolf, all bigger names théut less well versed in the core principles of
economic analysis. My sympathies lie with otherf@ssional economists: George Akerlof, Nouriel
Roubini and Larry Summers come out well in theses, though | take issue with Summers’ implicit
politics with respect to globalization. Severalasslook at aspects of globalization, and view with
optimism the potential of emerging economies. Arotinderlying theme is that the crisis was not abou
the collapse of capitalism, but rather arose frome specific failures of institutional design incalled
advanced economies. Getting this lesson rightitisarfor economies that want to go beyond beimsj j

“emerging.” Readers must judge if | have made miptscclearly and convincingly enough.
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M aking lemonade out of lemons

Financial Express, September 27, 2007

George Akerlof, in his Nobel prize autobiograplefistthe story of his prize-winning paper on “The
Market for Lemons”. He wrote it as a first-yeariatmt professor at UC Berkeley, but revised itlevhi
visiting the Indian Statistical Institute in Delhi1967-68. In an observation which will comfort myaan
academic who has been similarly treated, he s&ypdper “had been rejected two or three timesén th
course of the year by editors who felt that thaessin the paper were too trivial to merit publicatin a
serious academic journal”. The “lemons” in the pagre used cars, and the central point of the aizaly
that the inability of potential buyers to discehne guality of individual used cars can lead to kapse of
the market. This insight carries over to numerdahgomarkets. One revision during the Indian sajour
involved adding the example of credit markets ididnwhich could similarly fail to function propgrlif at

all.

The market for lemons can be rescued if the inféionasymmetry can be overcome, for example through
certification by independent mechanics. In credirkets, rating agencies play the same role, asgetds
quality of borrowers, or rather of the debt thegksto issue. The subprime crisis in the US carglea én

the light of Akerlof's classic analysis. Creditirgf agencies did a poor job of looking under thechevhen
they rated various debt instruments created frastturitisation of subprime mortgages: they ware f

too optimistic. Since the mortgage-based secuniti@® spread around various financial institutidresed

on the over-optimistic ratings, lenders could restess the quality of asset portfolios that mighd ho
suspect securities—these could no longer servelidaral for short-term loans, and the credit ctun

began. Since holders of suspect securities inclndaeelJsS financial institutions, the crisis becanebgl.

While the root causes of the mess included lowésterates and lax regulation (permitting too many
mortgage loans that should never have been mamedating agencies contributed to the problem by
failing to assess risks accurately and in an uekizgsanner. One might forgive these mistakes obalses
that the financial products being rated were tow,rand not well enough understood. However, a tdck
good information or understanding about the proslocght to lead to more conservative ratings—the
mechanic can always say that there are featurdeafar that he could not assess, and warn thegutige

buyer accordingly.

It may be that there is a rating bias caused byl#sire to keep markets functioning actively, ansuee
ongoing demand for quality assessments. Ratingcégemay therefore consider the preferences of
borrowers in making their judgments. The conflitinterest is not as stark as that of Wall Streeusities
analysts in the 1990s, who worked for firms thaffiped from active stock markets and buoyant |PfDs,

“independent” credit ratings have often failed taythe role they are supposed to.
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Put another way, the market for credit ratingsgslf imperfect, subject to moral hazard (as opgdee
adverse selection, the consequence of the lemaiéepn). Moral hazard can be mitigated by conceons f
reputation, but those are weaker if there are fesvreatives. That is precisely the case in theitratings
industry, where Moody’s and Standard & Poor haweasket share of about 80%, while a third, Fitcls ha
14%. The three Indian rating agencies have eadraegby allied with one of these big three to ovene

reputational entry barriers in the ratings market.

However, the latest problem of the big internatl@gencies represents an opportunity for the stesingf
the Indian agencies. To use a different citric nleta, this is a chance to make lemonade out ofetmens
handed out by the subprime crisis. Essentially iha market where two or three firms dominaté¢hovit
providing top quality. (Think of the US automobitelustry before competition from Japan.) Already,
Western firms are turning to India for high-qualiityancial research. For knowledge services, |osests
can lead not only to savings, but also to deepétatier quality analysis. India’s rating agencresyoved
from Wall Street, may also be in a position to leksa a stronger reputation for independence akagel

high quality analysis.

Realising this opportunity, like any other, is mature shot, but India’s rating agencies stancead g
chance as Japan’s automobile makers did once upoeaThe strategic intent of those automakerstowas
take on Detroit, and the Japanese government ferdsapositive spillovers to the rest of the
manufacturing sector. India’s policymakers areaialy trying to formulate a strategic intent wisspect

to the financial sector. Forty years after Akertditst visit, India’s economy is still replete Wit
asymmetries in information, notably in many kinddimancial markets, but also markets for education
and health services. Credit rating in India isténimfancy, but has to develop quickly if the doties
financial sector is truly to become world classeTtature of knowledge services suggests that this

domestic development can go hand in hand with beapmsignificant force in global finance.

Theworld according to Greenspan

Financial Express, October 11, 2007

In his new book, and in subsequent interviews, Aaaenspan has provided a lucid analysis of therdyi
forces of global economic change during the lastdecades. The end of the Cold War, in this teltihg
the story, freed up savings, lowered interest rated fuelled a major, almost uninterrupted global
expansion. The disinflationary effects of accesa ¢pobal labour pool made Greenspan’s monetary
management task easier, perhaps even trivial, ekmepumping in liquidity to stave off the occasal
crisis. Greenspan argues that asset price bubbtEs his watch were driven more by this global szce

liquidity, and could not really be controlled byeth)S Federal Reserve Board. Perhaps the mostuiimtgg
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view expressed by the former Fed chairman is thatlfulence is, as we get into the 21st centurybglody

a necessary condition to maintain an economy wade\as high-powered as the one that now exists.”

The analogy used by Greenspan is that of millidreomputerised adjustments that keep a modern plane
flying steadily. Certainly, financial markets caropide that kind of flexibility to the real economy
absorbing shocks, and smoothing their effects abgbonomic activity proceeds on course. And when
financial markets are in danger of seizing up,rthe of central banks becomes that of an tber-coenpto
provide a higher level of adjustments to controthes. Or perhaps the Greenspans of the worldhare t

human pilots who take over from the computers wiegessary.

So there are two key ideas in Greenspan’s bookcdraframe thinking about the future. One is thpaot
of long-run demographic trends. The other is the o6 financial markets and how to manage therdo#és
not appear that the potential to absorb the woddiplus labour is anywhere near its end. Despée t
recent increase in China’s inflation rate, and bimgncommodity prices, the scope for training wosker
around the world, giving them capital and techng|@mnd raising their productivity remains substant\s
many others have noted, the rapid growth in coemtike China and India is being helped by catchipg
with the technological frontier at a pace not seefore for such large countries. Also, the natdinecent
IT innovations has speeded up technology transfemnihancing communications, and by reducing the

minimum efficient scale of many activities.

All this is good. Greenspan’s worries about the ldShis regard, apply to a small fraction of therld’s
population, albeit its richest component. Laggiolgaol education, burdensome social security
arrangements and political pressures for relaxiation targets will put the US at a relative digadtage,
but not slow down the world’s growth appreciablysRing this view to the extreme, even terrorism, as
long as it is contained in scale and frequencynoaimjure growth. High oil prices mean that Mid@ast
petrodollars are now adding to the global savingsiavestment mix, and this should keep interesisra
low and liquidity high. Even long-struggling coues such as Egypt are seeing investment and growth.

Soon, the subprime crisis will fade into the pastthe capitalist juggernaut keeps going for desade

If the lubricant of this growth is global financiedpital, then its continued flow will be crucial the
process just described. Going back to Greenspan'guater metaphor, however, the problem is that the
computer is subject to manipulation by other hunzesdes benevolent central bankers. And theretis n
even one computer, but many of them, acting onlpams of the system, with feedback loops that can
magnify deviations more than stabilise them. Hezldawviour, seen often in financial markets, is not

something that is captured well by the metaphaoafiputerised adjustments.

Perhaps central banks realise that they may bedcaion more and more to prevent or manage pamnits a

crises. This is one explanation for the accumutatibforeign reserves that is gaining favour among
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academics. Even developed countries may need lezgerves now that global capital flows and finahci
trading have skyrocketed. Global market movemeasssvamp individual countries’ abilities to deathwi
them. In this scenario, the current lull in the éels on the IMF may be temporary: its role as diyi

provider to countries may still be needed on oarasi

L essons of the credit crunch

The Mint, April 7, 2008

On Wednesday, 26 March, Martin Wolf of tRimancial Timesboldly proclaimed, “The dream of global
free-market capitalism (has) died.” Three decadesavement towards market-driven financial systems,
the core of capitalism, supposedly ended with tBeRdd’s rescue of Bear Stearns. Wolf sees a ré\#drsa
deregulation in the US, and countries such as ladthChina, being influenced by the “failure” of
deregulation. As if to bear him out, a few daysidhe US treasury secretary proposed the mostpémgee

overhaul of financial system regulation since thhea® Depression.

Martin Wolf gets it mostly wrong. The US treasumpposals are closer to the mark, but they also thiss
target in some dimensions. Understanding the waoEetinancial systems is critical to designing
regulations that reduce the chance of further nsed¥elf lumps everything together in his charaataion
of the liberalized financial system as an “unretedabut subsidized, casino”, but his greater rkesta to

neglect the nature of financial systems and thodé in the economy.

The fundamental role of financial intermediariesoi€hannel funds from those who have them to those
who can put them to productive uses. Those usedviavisks of failure, and intermediaries also devi
ways to pool and spread the risks. So, the finhsggtem increases aggregate risk, but it alseasas
returns. Along the chain from source of funds t@fiuse, some intermediaries exist only to invew n
ways to pool and spread risks, or to look for grofiportunities through arbitrage, which then cotepe
away those opportunities. The whole system benfefita better disclosure, and from clear and enfaintze
penalties for fraud. It is also subject to risksaxsated with loss of confidence among the supptér

funds — this leads to liquidity crises (“credit oahes”).

Governments (and international financial institnset up by governments) have learnt to play adey
as ultimate managers of risk, through their sizd alility to provide liquidity as creators of mon&ver
since the Great Depression, banks and other detpdsit institutions have been protected by explici
insurance provisions. With each step towards a moifged financial system, the insurance role of

government has grown.
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In the US, the government stepped in after thengmvand loan crisis of the 1980s and the Long-Term
Capital Management (LTCM) crisis of 1998, to maimtzonfidence in the financial system. In the first
case, retail depositors were protected, but shidermsometimes lost. In the LTCM fiasco, the conya
investors certainly took a big hit. That is true Bear Stearns’ shareholders as well. The Fed'gigion of
liquidity to JPMorgan Chase, the acquiring firm,ymétimately cost taxpayers, but this is effectivah

everyday cost, collectively borne by society toeggk risks in a way that allows greater averagemnstu

The latest financial crisis, and the Fed’s respsnsile different in specifics, are very much hacacter
with previous episodes of instability. And, a clokmk at the treasury proposals shows they ardlynos
long-term and overdue adjustments to the reguldtargework. Integrating regulatory oversight of
financial exchanges, and broadening the Fed’s roong of the health of the system beyond commercial
banks, are changes required both by previous likati®@n, and by the increased complexity and
interconnectedness of financial markets. Ther@isharp reversal of financial liberalization—instepust

a recognition that regulation needs to catch up thie changes. Catching up is also one aspecedih
proposals to change regulatory oversight of moegaggination. The problem there has partly bee th
state-level regulation has been lax and poorly @mg@nted—federal standards and federal scrutiny will
help fix this. And, the “small guys” who were dupietb unviable subprime mortgages will probably get

better protection than the shareholders of Beaar8se

The US treasury also proposes more light-handethciples-based” regulation and more self-regulgtio
again expressing confidence in modern financiaesys, contrary to Wolf's pessimistic views. Thisftsh
may be harder to justify in the current climategyexsally politically, but also in terms of economic
principles. But that debate is a subtler one thgareeral condemnation of markets. The issue is the
practical matter of how best to control fraud aedligence, not of broad ideology. Ultimately, the
financial system will manage most of the risksréates in the search for higher returns — governmen
regulation provides the enabling environment fag,thnd the critical role of lender of last res®&isks are

managed and spread, not necessarily reduced.

The ultimate lesson for countries such as India@igia is that financial liberalization is herestay. The
US is moving to correct the specific mistakes itdmaas well as allowing regulation to catch up with
previous structural changes in the financial systemerging economies can learn from US mistakes

without panicking, and build vibrant financial ser.
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Brave New World

The Mint, May 19, 2008

Economist Larry Summers, in a two-part argumenth@rinancial Timesoffers a strategy for “healthy
globalization”. What is the disease he diagnosed the cure he offers? He argues that increasintats
of Americans can “legitimately doubt whether thecass of the global economy is good for them”hia t
argument, the middle and working classes in thet\afeslosing out as developing nations compete in
product markets with increasingly sophisticateddgo@ompete for resources, and compete for foatloos
capital. The result is erosion of political suppfortopenness to the rest of the world or, moredina
“economic internationalism”. Summers’ prescriptfon health is international coordination of poligi®

prevent races to the bottom in financial regulatiabour standards and tax rates.

Responses to Summers’ argument have included fusthphasis on the distributional concerns he raises
for developed country populations and suggestibasthe “liberal international economic order” ésing
intellectual support, with Summers as the “canarhe intellectual mine”. The concerns have beenrzt
for a long time, though expressed more often bg¢hsho do not have as firm a grasp of economic
principles as Summers. The argument is subtle \img both distributional and efficiency issues,
combined in a non-obvious manner. Essentially, bkas a case that uncoordinated national policycelsoi
with respect to tax rates, financial regulationd Ebour standards — none of which pertains to
conventional aspects of international opennesedfym of movement of goods, capital and, occasignall
labour) — may not only be inefficient from a glolparspective, but have distributional impacts thabur
wealthy owners of financial capital over unskillebour (basically, workers) and many types of skill

labour, or owners of human capital (typically, thidle class).

Clearly, Summers is not advocating a retreat fnade or capital openness. Fixing the problems, he
identifies, requires a completely different sepoficy responses. His point is that failure to degh
international policy coordination where needed Veifld to second best policy responses such as trade
restrictions in the face of political demands foeater income security. Yet, the most importanigyol
tools in the face of global competition are domedtorkers earn rents from skills that cannot hgpsad

perfectly elastically.

Large global supplies of unskilled labour have beamessed at previously unimaginable scales agd ev
the not-so-rich countries have seen the impactsidenthe effect of China’s expanding manufacturing
prowess on Mexican workers. The only long-term ardfer those whose rents are being competed away
is to increase their productivity through skill acgjtion, i.e., education and training. This does require

international policy coordination. The short-terplipy response has to involve some form of adjustme
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assistance, essentially a form of insurance irfidbe of accelerated change. Again, this is a damest

policy tool.

But what about the funding of education and insceaschemes? Traditionally, governments played a
major role in this, via tax revenues. If theselagig eroded by a race to the bottom, then we have
problem. Summers’ prescription of avoiding thiseaeems to have value, then. On the other hand,
education and training that have private returng beasupported by well-functioning capital markets
one should not rule out such options. It may aks¢hat the need for tax coordination is overstatéithin
the US, California and New York are high-tax stafigsis has certainly led to some movement of chpita
and jobs to other states. Yet, they both retairomamt economic centres and have high average iesom
They have avoided a race to the bottom. Nor issthery call for (and no constitutional possibilify o
protectionist policies at the state level, evenmwaetomobile manufacturing jobs have moved fronrdiet

to southern states.

In fact, no one argued that the economic rise ®&merican South was a political problem for tresefr
movement of goods, capital and labour within thentny. No one seems to have made the case that the
rise of Europe was an economic or political probfemthe US, or for the case for economic openness.
Even the expansion of the European Union to inchaday significantly poorer countries has not been a
issue. But Japan was more of a concern to the Whithbegan to produce and export very sophisticate
products in the 1980s. And now it is China andandi

Towards the end of Shakespeare’s plde Tempesthe young woman Miranda, seeing a group of people
for the first time after a life of near-isolatioexclaims, “How many goodly creatures are there!Heosv
beauteous mankind is! O brave new world that hak people in't!” International policy coordinationay

be a good thing in its own right. It should notjbstified by being linked to economic openness,iadr
necessarily a precondition for healthy globalizatibhat precondition may instead be an acceptahce o

Miranda'’s perspective, applied to our entire world.

The Ostrich and Dr. Doom

The Mint, September 22, 2008

On 14 September, Alan Greenspan, once a figureytifimproportions as chairman of the US Federal

Reserve, observed that the US was in a “once-iendcy” financial crisis. As if we hadn't already

noticed. What started all this was, of course hbiesing bubble, which was associated with fraudulen
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mortgage loan practices and shoddy credit ratiolgrigues, unsuitable for the complex securities \weae

being created and pushed by financial firms ofygés.

In May 2005, Greenspan acknowledged that there wéwtof local housing bubbles, but he didn't aee
national housing bubble, and said that the econeasynot at risk. He was Fed chairman then, and enayb
his position did not allow him to be more forthrigBut in October 2006, several months after hppstd
down and could speak freely, he said of the housiagket, the “worst of this may well be over”. Ahd

still seems to miss the essence of what happeretiaki recently said that the problem was not in the
mortgage loans themselves, but in their securitinaind sale to a wide range of investors. Thisedethe
core problem, of dishonest, unsustainable loartiméiely, Greenspan was the Ostrich, with his hiead
the sand. He had the opportunity to be more fotadfaut the risks and needed regulatory resporigbs a

time, but chose not to be. Now, with the stormuéitiflast, he looks up and acknowledges the reality

Contrast all this with the position of Nouriel Ranib a professor at New York University’'s Stern 8ohof
Business, and head of Roubini Global Economic#&ugust 2006, he wrote, “The scariest thing is that
gambling-for-redemption behaviour...are not the eioegn the mortgage industry; they are instead the
norm. ...If this kind of behaviour is — as likely -k horm, the coming housing bust may lead to a more
severe financial and banking crisis than the Sé&kisrof the 1980s. The recent increased financial
problems of...sub-prime lending institutions may thesthe proverbial canary in the mine — or tipta t
iceberg — and signal the more severe financiateistthat many housing lenders will face when the
current housing slump turns into a broader anceugiousing bust that will be associated with a eoa

economic recession.”

Roubini went on to say, in 2006, “One cannot evasiugle systemic risk consequences if the housirsg bu
combined with a recession leads to a bust of thegage-backed securities market and triggers severe
losses for the two huge GSEs (government-sponsaresiprises), Fannie Mae and Freddie Mac.” Talk
about prescience. In August this year, e York Time@NYT) dubbed Roubini “Dr Doom”. This was
after the failure of Bear Stearns, which he had &dseseen. Three weeks after NéT piece, Fannie Mae
and Freddie Mac bit the dust, effectively beingoradlized.

A bit earlier, in July, Roubini had said that LehmBrothers would need a buyer: it soon did, buhiid
find one, and is now bankrupt. He didn’t stop théte predicted in July that Merrill Lynch, Goldman
Sachs and Morgan Stanley would also not surviviadependent firms. Lo and behold, Merrill Lynch is

now set to be owned by Bank of America. Forget@is&ich. When Roubini talks, people should listen.

The beauty of Roubini’s predictions is that they based on crystal clear economic analysis. Hesargu

that the independent broker dealer model (epitodnimethe former big four firms) is fundamentally
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flawed. These firms use the same business modelrds: they borrow short and lend long. But they
borrow on even shorter time frames, use more lgegr@nd do not have explicit government backing (as
banks have had since the Great Depression). lhocepts this analysis, then the last quarter cgrater

a spate of deregulation, has been a transitioredghand the new institutional model for the sewitr
involve more diversified financial intermediari@sore careful regulation, more explicit lender-oftla
resort provisions, and a different risk-reward éradf. More specifically, Goldman Sachs and Morgan

Stanley will also (within a few years, accordingRoubini) need saviours.

But this is nothing like the end of financial cabitm, as some windy observers have claimed. Fraud

(lending practices that created toxic financialquats) and incompetence (rating methods that helped
diffuse them all through the global financial sysjeare not necessary consequences of capitalisaedGr
does flourish under such a system, but greed alWayso be managed (for example, safety ruledlitiab

laws, disclosure provisions and requirements tahooontracts).

One might even go further, and argue that manp@iWestern financial institutions are vestiges tifree
when financial products were idiosyncratic, liqtydiould be fragile, informal trust and social netks
mattered, and information was hard to come by.rinfdgion technology may offer opportunities to regla
some old-style intermediaries with automated exgkarfor a broader range of financial products than

hitherto possible. Financial markets may actuadigdme more efficient.

Fixing the financial mess

The Mint, October 6, 2008

The financial mess in the US, with its global spiltrs, has prompted a great deal of commentary meso
of the same quality as the mortgages that starttl | don't think the current situation heraliie

collapse of capitalism or of global finance. If #mipg, it involves a sweeping away of some ineffiti
incumbents and poor organizational practices. Toblpm has not arisen due to deregulation, but faom
failure to enforce regulations, and mismatchesiéngace of innovation in different parts of theaficial
value chain. In breaking down the causes of thespfe®s, and even new opportunities, become clear.
Dishonest lending practices began the problem. déget loans to buyers who could never realistiqzdly
up, with terms that were deliberately confusingnisleading, represented the creation of new capital
(when new houses were built) with inadequate ratesturn, or paper wealth that unsustainably detia
flipping existing houses. Securitization increatiegl moral hazard (making it easier to pass on #ae b

assets), but the basic cause was failure to enéxisting laws — regulators allowed a lot of
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straightforward consumer fraud to flourish. Thedixhis part of the value chain: Enforce basicsconer

protection laws.

The creation of bad loans presented challengehéosecuritization of mortgages. Here, there was
collusion between the sellers of the securitizeshtoand the credit rating agencies. Again, therefaiture
to enforce existing regulations — the Securitied Brchange Commission (SEC), as regulator, had the
authority to question the credibility and reliatyilof the ratings awarded for mortgage-backed seéesiof
dubious quality. A charitable view is that the mgtiagencies and the regulatory staff were outeif thepth
in assessing the risks of the new financial progjwetd just went with the flow. That would be aecab
one part of the financial services value chainke&ping up with innovations elsewhere. More propabl
individuals knew or sensed the problems, but hashoentive to blow the whistle. In the case of SEC,
regulation was poorly enforced, rather than absem.fix again: Enforce existing regulation, instlcase

by not letting shoddy rating practices slide by.

The buyers of the questionable securities spreagrbblems. They could have exercised due diligerce
after all, US court rulings say credit ratings apénions, and the rating agencies have no liabiity
homeowner who bought a house where the buildingeicter was paid by the seller and accepted no
responsibility for his inspection report would lm®lish indeed. The investment banks in the US that
bought without sufficient care constitute an oldHmned, oligopolistic, old-boy network. These tre
institutions that have gotten away with charging G%he proceeds for handling initial public offegs,
and collecting millions in individual bonuses faibg toll-takers and matchmakers for large financia

transactions. They thrived by being few and nondparent.

Perhaps deregulation gave them the rope to hangstiiees. Or one can argue that, like the creditgat
agencies, they were not up to the task of manapegew complexities of finance. The internal irtoen
model also proved deficient since individuals cocdghture large rewards while their employers bbee t
risks. The fix: Let the old model die, and be repthby one with more competition, and greater
transparency. In a slightly different setting, tisisvhat happened when the Internet and electtomitng
destroyed the toll-taking oligopoly of the old-g&tdtockbrokers. The change requires a somewhat efiftf
approach to regulation to ensure transparency gfirdisclosure and monitoring, even without an

organized exchange.

This is not difficult or new: Indian bonds are moichange-traded, but trades still clear througérdrel

organization, allowing better regulatory knowledgéioldings and market conditions.

Finally, the regulators of last resort in the Ufferalesser regulators had failed to do their jobsponded

too weakly. They tried to create greater overaltkagliquidity, but did not allow for the fact thah the

10
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case of financial intermediaries, there is a shi@p from illiquidity to insolvency. Intermediari@sthout
liquidity in borrowing lose liquidity in selling,ral their assets can collapse in value. Even hirating
liquidity problems can start the downward spiral.t&kling liquidity alone did not work. Then, arfi-by-
firm approach to fixing insolvency failed, and ttesult was the massive, inchoate bailout plan neiwd
passed. The fix: A smaller, clearer, firmer plarshore up the capital of threatened financial ing8tins

could and should have been worked out a year ago.

All of the above may seem like easy hindsight,these recommendations could have been extracted fro
well-understood economic principles. Ideology gothie way here. Lurching to opposite ideological
extremes will not help either. Instead, policymakegin work with known principles of market designg
create financial market infrastructures that suppmre efficient new entrants and more effective

regulation.

Arewefacing the abyss?

The Mint, October 20, 2008

Through the unfolding of the financial crisis, Meabeen an optimist, looking at the situation ithtdcal
terms, and seeing light at the end of the tunrieteSate last summer, that seems to have beeattihele
of US policymakers, as they have taken one meastepdafter another to defuse the crisis. Butatrse
that the rot keeps spreading ahead of the fixesog&an governments and multilateral institutioresrasw

dealing with their pieces of the financial falloReal economic activity is starting to plummet.

The immediate problem is the lack of short-ternuiliity. Credit markets that are normally the lifebd of
every modern economy are frozen with uncertainhe Uincertainty is coming from not knowing if the
institution that wants to borrow can be trustedejpay. Not even the potential borrowers know thagesbf

their own balance sheets. Perceptions of risk gane through the roof.

Policymakers have finally been dealing with thelpem, by offering to have governments insure such
transactions. But meanwhile, the credit crunchdeaoff the second stage of the crisis. The unicgyta
about repayment is coming about because manyuitistis hold assets that may have been seriously
mispriced. The original source of this mispricingsiasecuritized subprime mortgages, but large araaifnt
derivative securities, ostensibly designed to imprask sharing, have been piled on top of thiterot
foundation. Liquidity problems can force the sdjliof overvalued assets — as their true value isaled,
the holders of the assets may become technicabhient. This sets off a chain reaction acrosswble of

interdependent holdings of financial assets. Markan also overshoot in this situation, so théfical,
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temporary insolvency is created. Restoring liqyidén help, but meanwhile the need for liquiditg ha

grown.

Even without insolvency, asset holders across tba@ny see their wealth reduced as assets prités fa
new, more realistic levels. Wealth reductions cauglbacks in real spending. As consumption and
investment fall, production and real economic aigtifollow them down. As reality becomes bleakdr, o

course, realistic asset price levels decline. Ahspiits give way to panic.

Recessions are not new, nor are financial crisesh@¥e had our share in recent decades. What seems
be different right now is the scale of the probl&wvernments are spending to buy bad assets, king ta
on new contingent liabilities, such as insuringrsterm borrowing and increasing deposit insurafdir
fiscal positions will become more fragile. Real eomic growth can help reduce this fragility by
generating tax revenue to pay for the borrowing,gvawth will be lower in the short run. Another ya
pay is to tax everyone through inflation, which edso hurt growth. Again, the challenge is the sizthe
problem — some governments may run out of roonptrate if they cannot borrow enough in the short

run to make good on their increased insurance ctmanits and finance their asset purchases.

Global coordination may be essential to managditaacial crisis, but so far has been mostly lagkin
Without coordination, if one moves on from finarérestitutions going under to countries going te th
wall, or being forced to borrow from multilateralsth stringent conditionalities (taxing their comgénts
to pay back their loans), the political consequsemay be ugly. The financial crisis comes on thelhef
(and maybe was a result of) an unprecedented edofimom but unfortunately, not political stability.

Political fragility may ultimately be a greater ¢at than the financial crisis itself.

The world can step back from this abyss if thegabally coordinated action and a sense of le&ijers
The US is in the process of replacing a lame-dog&erably unpopular president who seems to be at a
total loss. New leadership may help there. Othebajlleaders will also have to step up. The US and
Europe still account for a large fraction of glokdDP, but Asia’s economies, with their high savirigsge
reserves and robust growth, will have to play a.r&ixchange rate policies may need to move awawy fro
keeping currencies low to boost exports. Boostiogestic demand may once again be a good idea,
especially as key commodity prices have deflatetar&ably, and that source of inflation has receated

threat.

India is still a tiny fraction of the world econoiyut an even more aggressive cutting of the cestrve
ratio, and quickly starting to bring down interesties seem to be called for, even just for domesgsons.
The global deleveraging is going to happen, itosg to be severe, and it is going to lead to aifiant

slowdown in real growth. Indian monetary authositéhould act boldly in staying ahead of this preces
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Acting decisively with the right accompanying wondsuld signal that policymakers are in charge i th

difficult time. All major governments need to detbame.

The anatomy of scandals

The Mint, January 12, 2009

B. Ramalinga Raju invented $1 billion in cash, whiever existed. Satyam, his firm, has lost closgt
billion in market value, wealth that never hadranffoundation, it turns out. The Satyam scandal has
shaken corporate India, and damaged its reputatininvestors, domestic and foreign. Meanwhile, of
course, Bernard Madoff had evaporated tens obb#liof investors’ dollars in the US. And the subi
crisis of fraudulent and misrepresented mortgagddrhassets triggered perhaps $30 trillion in lpsse
wealth worldwide. It is tempting to see all thesarglals as symptoms of the same disease—unchecked
capitalist greed— and look for a fix through greajevernment control. We seem to have come fulleir
since the heady days following the collapse ofdtsmunist model across eastern Europe. But cagitali
is a complex beast, and the scandals that havegdi@anup have multiple causes and require mutipl

cures.

Private negligence: Financial capitalism needs monitoring and disalestihe basis of modern limited
liability corporations is high standards of accangtand disclosure, which allow markets in owngushi
shares to function well by increasing certainty &mdt. Auditing of accounts to verify disclosuses basic
check in the system. Several years ago, Enron pratpé a massive accounting fraud. It failed, amdid
its auditor. Satyam’s accounting fraud appearstamhbch less complex, and the auditing failurefel t
more shocking. Madoff used a tiny auditing firmhtelp hide his Ponzi scheme; Satyam’s auditor isadne
the big four global accounting firms. Unlike Madd&atyam also had a high-profile board of directors
whose job it was to monitor and guide. What wesytthoing? Numerous officers of the firm should also
have had some inkling of what was going on, evéhd$ were not involved in the fraud. Enron did édav
whistle-blower, whereas Satyam relied on a Madé#-ending when hiding the fraud finally became
impossible and the perpetrator confessed. Neglgean be punished, but raising standards won'tifielp

the problem is failure to detect violation of stardk.

Public negligence: Financial markets or financial systems rarelyvhivith self-regulation alone. It is too
tempting to gang up on the outsiders and cheat.t@amporate outsiders can be insiders through publi
action, helping create government regulation. Tégy@8n scandal is being seen as indicating weaks@sse
India’s corporate governance, which is based oregovent regulation, but structural weakness was les

important in this case than sheer negligence. @mther hand, the Madoff scandal seems to havéviedo
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public negligence on the part of the Securities Brechange Commission (SEC), which failed to pay
attention to numerous warning signs. And the sub@rgscandal was allowed to develop and spread becaus
of the SEC’s apparent negligence in supervisingstment banks, as well as the Federal Reserve’s

seeming failure to do its duty with respect to niormg the soundness of the banking sector.

Privateinstitutional failure: In the case of Satyam, the surrounding instit@i@tructures were sound—
the actions taken were not. Even in the Madoff daegrthe requirements for due diligence by institugl
investors existed, but were just not followed. ®a ¢ther hand, the subprime scandal was magnifidd a
spread because the institutional structure itsa unsound. Numerous financial innovations of great
complexity had taken place, including derivativedtion top of securities carved out of asset pools
containing toxic mortgages. Yet the trading sysfenthese complex derivatives was poorly developed:
bilateral deals, no transparency, and no cleariaganism for large gross positions on different¢ sidf
the market. Modern institutions used for tradingenbasic financial assets (shares of firms) wete no
adopted for trading a wide array of complex defixatissets. The investment banks operated in a 19th

century manner.

Publicinstitutional failure: This is the most talked-about cause of the scanglalhave been seeing,
usually in the form of criticizing deregulation. Bthe old regulations were obsolete long beforg there
repealed. The public institutional failure was ot forcing the market participants to design angdlement
new institutions for trading new financial instrumt& Public action could have substituted for tklof
private institutional innovation. There are numerpublic institutional failures in India (e.g., tdgtions
for corporate governance, bankruptcy, and maintemahcompetition), but they did not cause the &aty
scandal. The much bigger subprime mess, howevercampounded by public failure to update key

institutions.

The lesson of the scandals is that there are nruttiings that can go wrong in modern economieklt bai
complex financial systems. Negligence needs toistenduished from structural failure. And it ne¢dse
recognized that these problems can arise in thaterand the public sectors. Solutions have to &ieimed
to the nature of the cause and its institutionedlion. Bleeding the patient cannot be the treatrfzen

every disease.
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What isfinance for?

The Mint, February 9, 2009

The global financial crisis has been providing eraists with an opportunity to present the old basic
finance as new insights. Non-economists often seemisunderstand the functions of financial markets
the current mess reinforces a prior view that fogais just a complex way of stealing people’s money

What is finance really about?

Stripping to the essentials, financial transactimresmotivated by individuals’ desires to changarth
pattern of income or wealth across different stafabe world, or across different time periodstwb
individuals have complementary desires (e.g., oaetsvto save now and spend more later, and artbther
reverse), they can engage in mutually beneficéalds (the current saver lends or extends crettieto
borrower). Trading across different contingenciésass individuals to adjust the riskiness of theatterns
of income to suit their preferences better. Thesdle most basic financial transactions, and toeyd
potentially be conducted directly by individuals—they always were, there would be no financial ises/
sector. Instead, finance is all about various kiofdstermediation between individuals, groups or

institutions. What roles do financial intermediarfgay? Here are seven examples.

» Economizing on the costs of completing and imefaing transactionsigital technology has made the
form-filling aspects less important. Complex cootsarequire lawyers as intermediaries, but thabis
strictly a financial service. In general, techngldis reduced the importance of this role for

intermediaries.

» Matching buyers and sellerBinancial exchanges serve this role very well. W&aurprising is how
many financial assets are still not traded on emxghs, so intermediaries get to play the matchifgina
non-transparent manner, which hinders efficieneghanges do not work for every kind of financiadets
but greater transparency could be achieved forexahange financial transactions, using clearingshsu

for example.

» Economizing on search cos8earch can be a precursor to matching, with orowitlan intermediary.
Financial intermediaries provide information foneus and sellers of financial products. Much o$ tisi
basic financial data and news. The crisis has shtbatsimply having easy access to large quantifies
information does not ensure successful market fomictg, but still, more information is generallytter to

have.
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* Providing expertiseOne area where this expertise provision failed waating the quality of newer
types of securities, such as those derived frondlinopmortgages. This was partly because the expert
were not really experts, and partly because trajrggheme eroded their neutrality. In general rifdion

availability increased in financial markets, bupexise has lagged considerably.

» Smoothing the markekinancial intermediaries can carry inventoriefirdincial assets, using those to
manage fluctuations and make sure buyers andsebercarry out plans, providing liquidity as autes
This role broke down in one phase of the crisistlypaecause large volumes of new kinds of finahcia

assets were being traded without the kinds of itargrrequirements that govern stock exchanges iksha

* Providing reputationWhen buyers and sellers are not long-run marksteps, intermediaries become
crucial sources of trust. Both sides of the mawvkiéttrust intermediaries who have strong reputasiohat
they seek to protect from damage or erosion. Répotacan be falsified (Bernard Madoff), so discies
and external monitoring may also be required, beytan also be very powerful. The US’ reputat®n i
keeping its financial system going, even after igegice and incompetence has been revealed in nfiany o

its components.

« Transforming productaith physical products, transformation can go auyfar. Distributors change
the products’ locations. Wholesalers and retaitesiy tinker with packaging. In the case of financial
products, however, there is seemingly no limith®e transformations possible, and derivative sdearére
completely “new” financial assets created on topxifting ones. Transformation used to mean simple
cases of bundling individual assets into securttieés would reduce the risk borne by any singletass

holder, but now has gone far, far beyond that.

Discussions on how to improve regulation of thaficial sector often are limited by starting fronireat
institutions, and thinking of adjustments to thesgitutions. Boundaries between institutional gatées,
determined by historical legacies, are often tad®given. A more productive approach to considering
regulatory reform could be to first answer the dioes “What are the economic roles of financial
institutions?” (invariably some form of intermedes), as | have done here. This framework can bd ts
identify what has not been working well, and why.nbcan be used to examine how different roles fi
together, and if systems are becoming unbalancedrafssformations of financial products explodethnA
Greenspan argued that incentives to maintain répuotevere all that mattered, but meanwhile, experti
and matching functions were lagging far behindinancial markets we have to accept self-interestren

greed—but we do not have to accept inefficienttunsons.
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Relationships and markets

The Mint, February 23, 2009

As global capitalism goes through its greatesicitsseven decades, a robust new debate on thefrthe
market versus the state has begun. Much of it o8 perceived failures of markets, and the need t
reassert state action through regulation of markastainly, in an economic crisis, effective gaaarce is
a crucial guarantor against total systemic meltddarket fundamentalists in the US seem to be fpain
difficult time accepting this fact. At the same &m would argue that the right way to think of thag-run
solution to the problem is to frame it in termgedesigning and modernizing market institutiong,jast

regulating or constraining them.

The shortcoming of much of the market versus statmte is that it deals in abstractions rather than
institutions that underlie each concept. Going @egipis people and their relationships that uhder
precede the institutions, and relationships mathbestarting point for thinking about market design
Relationships, and the trust embedded in and stggbby them, allowed international trade to span
continents centuries ago in the absence of goverhregulation and effective legal remedies. Avnegit;
an economic historian at Stanford, is famous fatrigaargued that the Maghribi traders of the 12th
century succeeded in international trade witholyimg on governments or formal legal systems. More
recently, the concept of Guanxiescribing complex personalized networks of inilceeand social
relationships, has been used to explain the suocdéé3sina in international trade and investmentyeiar
its economic reform process and before developitything like standard property rights and othealeg

protections for contracts.

Yet markets that rely on relationships and trusehanits; “trust but verify” might be a good ruiestead.
Greif also points out that the Genoese tradersattly outdid the Maghribis, using more formal dksfic
institutions for governing transactions. Indeededey Edwards and Sheilagh Ogilvie of the University
Cambridge re-examine the historical evidence amdl thhat for their trading success, the Maghribide

on legal backup more than Greif admits. Arguablyin@ is also struggling with the constraints plabgd

its lack of legal frameworks and property right@ry/recently, Sankar De and Manpreet Singh of the
Indian School of Business have empirically testedllienefits of informal relationships among smad a
medium enterprises in India, and found that thesefits are weak or nonexistent. There is no ggttin
away from the fact that complex market economiexirfermal legal institutions and governments tokbac
them up: This point is well recognized. Less welllerstood is the importance of the market instingi

themselves.
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In many cases, market institutions are chiefly sllapy the underlying legal institutions. Retailrsfomust
post prices clearly for customers, for examplesdme cases, maximum and minimum prices may be
legally mandated or enforceable. But in other casteses may go below posted prices if they chobse.
products themselves must satisfy certain disclosegairements, which can affect how buyers seanch a
choose among sellers and products. In formal retaikets, relationships start to recede to secoddro

importance: personalized discounts or credit aear@nts, extra service and so on.

Financial markets are the most challenging to degaand maintain. The products that are boughtsaidi
are abstract, they are assets whose returns aeet@aing and the choices are almost limitless. Tdst b
functioning financial markets rely on strong exjtliailes to improve information flows and transparg
of trading, and the nature of price agreement eaming itself, thereby allowing market participatagrust
the rules rather than just individuals or indivitlfians. Modern electronic stock exchanges aretinaty

anonymous, but transactions and intentions aredeelimented and disclosed.

The failures we have seen have been failures djltheslationship model of trading, rather thamidufe

of modern markets. Investors who follow a Bernaradiefff or an Allen Stanford based on reputation and
trust, do so in a misunderstanding of well-fundignmarkets, which strips away easy advantage from
individuals, no matter how clever (that clevernesig distorted towards fraud instead). The US
investment banking industry had also persistedrati@of a pre-modern era of relationships ande®sg
ultimately bilking the entire world with its pretem of knowing something special. They were allgood

to be true in a competitive market economy. Theais t@o much trust, not enough verification, unlike

other financial markets where verification is contbus and pervasive.

Relationships can substitute for weak market iatins. They can also subvert market instituti@ssin

the Satyam case, where Ramalinga Raju used redatjgnwith those who should have been monitoring
and verifying to undermine those necessary funsti®elationships can also be important where market
cannot work well, or where market transactions \idé deemed to be ethically or morally indefensible
But the failings of markets based on relationskignsnot be used as a justification for condemning,

constricting or shutting down those markets—instéatter market design is the correct prescription.

I s Geor ge Soros Right?

The Mint, March 9, 2009

George Soros is a financial titan. He beat the B#rikngland in 1992, and has since cemented his

billionaire status with his financial dealings. Y&t also lays claim to the status of societal thinkle has
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written several books critiquing the workings afdncial markets. He departs from the academic osase
of efficient markets, instead arguing in a Decensbécle: “First, financial markets do not reflect
prevailing conditions accurately; they provide etpie that is always biased or distorted in one aray
another. Second, the distorted views held by marégicipants and expressed in market prices aaueru
certain circumstances, affect the so-called fundadate that market prices are supposed to refléas T

two-way circular connection between market priasd the underlying reality | call reflexivity.”

Reflexivity, in Soros’ analysis, leads to bubblesl @rashes in markets. Soros argues that the ¢wnash
is the end of a superbubble that had been deveg@dnte the 1980s. The superbubble was created by a
combination of financial innovation and regulatoggligence. Soros favours more active regulatismgu

a variety of policy tools, to control bubbles. Attsame time, he warns against “punitive rereganéati

Soros contrasts his views with the idea that mar&btays tend to be in equilibrium. In fact, theiow of
market equilibrium, as developed by economistguite broad, and includes the idea that the eqiuilit
state can be influenced by market participantseeigttions. At any time, there can be more than one
equilibrium, depending on whether people are pdssuror optimistic. In some cases, small external
shocks can lead to dramatic changes in the equitihras both expectations and actions follow anarpgw
or downward spiral. The shortcoming of the equiilibr view of the world is that it does not give uslear
understanding of the process of adjustment fromemp&ibrium to another. Often, there is no model o
how people’s expectations are formed, making itdegible to understand how expectations adjust.
Another weakness of the equilibrium perspectivhad often the term is used in a narrow senseiriefe
to a lack of short-term incentives for any indivédito deviate from what he or she is doing, rathan a

long-term alignment of actions with underlying famdentals.

But it is hard to be sure what the fundamentalByr@se. Much of the prevailing thinking during theng
boom was that the fundamentals had changed: Thepsel of Communism, the rise of emerging
economies in Asia, the impact of information tedbgyg, and the increase in international flows obds,
services and capital, all could be adduced asr&astapporting higher global growth. One could artase

this was a virtuous cycle that could have continwébtlout the severe collapse we are now seeing.

What went wrong then? Soros identifies inadequatdeis of risk assessment and risk management, and
financial innovations that outstripped the capaotityegulators to regulate effectively. These affecknt
reasons than his argument that there is a nakmdetcy for financial markets to bubble and crhsh,

they explain why neither the financial industry tioe government controlled the bubble in time tevent
the crash. Soros also blames “deregulation”, kattitha somewhat different cause than lack of egguy

implementation. In any case, the heart of the aeguris that markets are not inherently stable andat

19



Essays on the Financial Crisis and Globalizatidfirvikar Singh, University of California, Santa Qru

self-correct without pain. But as | have suggesgsdps’ view on this is not something that the vast

majority of economists would argue with.

However, there are four things that Soros missiest, Bufficient regulatory authority with respéot
commercial bank supervision and regulation of itmest banks was clearly available to Alan Greenspan
of the US Federal Reserve and Christopher CoxeoStcurities and Exchange Commission. Neither did
his job properly: That is different from deregutetti Second, ideology and politics interfered, belyan
simple market fundamentalism. The same processkattitudes in the Bush administration that distdrt
economic policy led to a disastrous foreign potitgt had its own high costs. Leadership matteid paor
leadership can be calamitous. Third, markets aralpstractions. The design of market institutioraters,
and the regulatory problem was not just deregulatiolack of enforcement, but an abdication of
regulators’ responsibility to update the desigmairket institutions to keep up with innovations in
financial instruments. One could call this lackefulation, but it is a different enough issue ¢satve

separate treatment.

The fourth additional point deserves emphasis. Sforcuses on the failings of financial markets in
describing the cycling of the world economy. Heasathat lower risk tolerance is going to affectifet
growth negatively. But, despite the chaos in thédveconomy caused by high-level greed,
incomprehension and incompetence in the US, thé&dvimfundamentally different since the 1980s, in a
way that has not been the case since before thstinal Revolution. Asia can still drive the word’

economic growth if it follows the right policies.

AlG: Talent or toll-taking?

The Mint, March 23, 2009

American Insurance Group (AIG) was saved from @siéaby $170 billion of government funds. The
government rescued the company because it feaaethth failure of the insurance giant would reveate
through the financial system, and further damage¢ial economy, already suffering its worst dowmiar
almost 80 years. The problem was caused not by péaiilla insurance, but by complex derivative
contracts (now estimated at $1.6 trillion), whiclddenly generated tens of billions in losses wiosy r

assumptions about the future turned out to be false
Now, it turns out that the members of the AIG FiciahProducts group, which created the mess, are

receiving hundreds of millions of dollars in bonsisdividual amounts of at least $1 million wemisbme

73 employees. The company has offered various degeiThese are contractual obligations (agreed on
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before the crisis), and, according to the currdb©Cthey are necessary to “attract and retain ¢s¢ &and
the brightest talent”. In fact, the claim (note ttany) is that only these executives can cleathgpmess
they created, by unwinding the various positioketeain different complex financial derivatives, sérthey

know best what they did.

| want to put aside all the moral, ethical and letjaensions of this situation, which has elicitadrage
from across the spectrum of society. What was agueen by the firm, what the government knew, what
can be done now, all this will be sorted out ower mext weeks and months. I'd like to look, instetdhe

market for talent, and the economics of high pay.

Who earns large sums of money in modern society?ddg pilots, scientists, and others like them are
highly skilled and talented, and definitely getgpaiuch more than average. But they typically doazoh
millions of dollars annually. Successful businessepreneurs can earn much larger amounts. They are
rewarded for satisfying wants better than others parhaps by designing new products and services,
simply being more efficient. Entertainers and spetars can earn in the millions. Mass entertaittmen
(including sports) has increased the earning p@ivdre most popular actors and singers, and best-
performing athletes. There are limits to the nurmdfesiots that are available at the highest legéls
performance, both because of limits to naturalitasl (only a few cricketers are good enough toy ibet
their country), and limits to the audience’s loyahd attention span. There can be only one ndtteam,

and only a certain number of teams in a professgprats league.

Mass markets and competition can, in some casedupe highly skewed earning distributions, wheee th
top performers earn phenomenal amounts. Is that d@pens on Wall Street? Are hundreds of financial
sector employees so valuable that they are woitiglgaid over a million dollars? Economic theorysa
that workers will be paid the value of their magdiproduct. If their skills are rare, and cannot be
duplicated, they will earn “economic rents”— amaugteater than what they could earn elsewhere—but
their marginal value is determined on the demaded.s$0 scale helps increase the value of sucls;stkilis

recording and broadcasting technologies boostedah@ngs of the top singers, actors and athletes.

Certainly Wall Street’s top performers are ablgeoerate large sums of money for their employénses
they engage in large-scale financial transactidhat is supposedly why they earn such large amoBuoits
what are they really doing? Are Wall Street’s tepners really earning economic rents for skilld tra in
very short supply? Are they super smart, or do tieye nerves of steel that few can match? | dbirikt

SO.

Most of the high incomes on Wall Street (exclud@gOs and the like) are earned by traders. Theg job

are stressful, and there are likely few people wémo do such jobs, but what really boosts theiringmare
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barriers to entry and market imperfections. Somietarriers are necessary: Even traders have to b
trained and certified, though clearly they are lgihg trained well enough. But there are restramts

competition in these markets that inflate earnifrgghe form of a small, tight network of firms apdople.

The situation with many financial products remimas of that of common stocks 30 years ago.
Commissions were regulated and high. Brokers cbatrinformation, and kept it from retail investors
They claimed special expertise, and earned incahzgsvere basically a form of toll-taking for bugiand
selling stocks. With deregulation and new techni@eghat increase market access and transparency,

commissions have plummeted, and the old stockbnuketel is dead.

Bonds, complex financial derivatives and other neseteric securities are not as easy to tradeeaksst
and their markets will never be as efficient, betlave to move away from a situation where 21dicgn

financial products are being traded in 18th censiyje institutions that collect tolls and misakde talent.

G20: A global new deal

The Mint, April 6, 2009

In 1932, Franklin Roosevelt, the US Democratic yPadminee for president, promised “a new deal ffier t
American people”. The US government under Roosevelid go on to enact stimulus and redistribution
programmes that set the economy’s course for dec&utber individual governments also stepped up to
the challenge of the Great Depression, but collelytj they failed to halt a collapse of world treated a

slide into a global war hastened by the economimail.

Now, we have the global economy’s greatest chadlesiigice the 1930s, and the G-20 summit has,
remarkably and unexpectedly, produced a signiflggrasitive response from a heterogeneous group of
national leaders. What did they achieve? Not angthévolutionary, perhaps, but certainly the beigigs
of a global new deal. And this was done, | thitkptigh a new kind of global leadership from the B$.
all accounts, Barack Obama listened, he kept lsadtking to each other, he charmed and he
compromised. This is exactly what he promised sndaimpaign, when the focus was on conventional

foreign policy and the failure of the previous adisiration’s unilateral approach.

His first success has come in the economic areaadubt, many of the G-20’s other leaders played

significant roles, but the US’ new president scaaadajor triumph.
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What was agreed and what might be achieved? DeSpiena’s and British leader Gordon Brown’s
remarks that the “Washington consensus”, which #spciated with unfettered globalization and
deregulation, is outmoded, the G-20 agreement pres¢he essence of free movement of goods, service
and capital. There is $250 billion to finance gldisade; there is a statement reaffirming a comrnaithito
refrain from raising new barriers to investmentasl as trade in goods and services. Neverthelless,
statement outlines a sequence of measures desigiragrove global coordination of regulation of
financial markets and flows, and the overall qyadit such regulation. In some ways, this changelfss

the revamping of financial regulation following thenipulation of stock markets in the 1920s, bt tioa

apply on a much larger scale and in more completsons.

It might seem that the failure to achieve a glgbediordinated fiscal stimulus undermines the pak&di

the New Deal of the 1930s. However, there are gtatatements about global fairness, new “resodares
social protection for the poorest countries” ardhbi-trillion dollar increase in the Internatiofdbnetary
Fund’s (IMF) resources, to be used to aid pooréons and emerging market economies. Significantly,
IMF’s approach will further depart from its old d&l orthodoxy, at least in the short run, and Béxi
support growth. “Emerging markets and developingntdes” are no longer bad boys or basket casés, bu
are recognized as “the engine of recent world gnbvRerhaps | am reading too much between the,lines
but the language and emphasis of the G-20 statememtell as the structural reforms previouslyfon t
table and reaffirmed by the summit, all point tossathe beginning of a major shift in global power,

including an inevitable change in the workingsraérnational financial institutions.

In this context, the reluctance of Europe to inseeids fiscal stimulus or to take part in a glopall
coordinated fiscal effort becomes a minor faildree action will be in the developing world, withyate
capital flows restored and increased IMF backingctmunter-cyclical policies to combat the downturn.

This seems to me a far cry from the old “structadjustment” approach.

Of course, things will not change instantly. The &fél Europe, with less than an eighth of the werld’
population, still account for 40-50% (dependinghanv one measures across countries) of global autput
Leaders of global NGOs expressed disappointmenntiteenough was being articulated to help theajlob
poor. One claimed, “What’s missing is a global greew deal that puts the interests of poor peapde a
the environment at the heart of international trade finance.” But that may be an ideal that is
unattainable in any realistic world. And the G-2&tement certainly kept environmental sustainghbéitd

human development on the global agenda, even wbkeowledging the importance of markets and trade.
Instead of utopias, it is 10% growth—which China damonstrated and India may still be capable tf wi

the right policy reforms—that will change the glbbaonomic balance. The leaders of individual Eeep

countries—the UK, Germany, France—all received migprtionate media attention, but their concerns
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often seemed petty and parochial. They have evkufo address the problems in their eastern karcky
The new global game of cooperation will be betwinenUS and the emerging economies. Brazilian
President Luiz Inacio Lula da Silva, who has dentatesd an ability to pursue policies pragmatically,
summed it up. According to him, rich countries leagjaged with emerging nations on “equal terms” to

achieve a good result. That may be the essenceglobal new deal.
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