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Introduction

Introduction

As the first decade of the 21st century comes to its term, most countries in
Europe and the world still find themselves in the midst of the severest financial
and economic crisis in 80 years.

Prior to its collapse in 2008, the prevailing concept of laissez-faire financial
capitalism implied that profits, in particular in the financial sector, could grow
at double-digit rates while overall economic growth remained in the low single-
digit range. This led to a general shift in income distribution at the expense of
employees and low-income groups, i.e. a shift of national income from labour
to capital and/or within wage income to the wealthy. Beyond this there has
been increased downward pressure on the terms of conditions of those at the
bottom of the labour market.

The concentration of ever more capital in the hands of ever fewer people
has resulted in a weakening of broad-based demand. Two opposite growth
models emerged both based on the necessity to compensate increasing income
inequality with other sources of demand: either increased household borrowing
(e.g. US, UK, Spain) or export-led growth (Germany, Japan, China). Rising
global economic imbalances were the result. Both growth models have proven
economically unsustainable. Meanwhile the problems associated with the
ecological unsustainability of the prevailing economic model remain largely
unaddressed, limited to vague declarations of intent, as the failure of the
Copenhagen summit at the end of last year testifies.

The revelation of the limitations of financial capitalism has opened up a window
of opportunity to propose and implement progressive reforms that Europe
needs to shift to an equitable and socially and ecologically sustainable growth
model. The European Trade Union Institute has brought together more than 30
prominent critical and progressive academics and researchers to help launch a
debate on setting an agenda for a reformed capitalism ‘after the crisis’. Each has
produced a short policy-oriented proposal in areas ranging from macroeconomic
policy and financial market re-regulation, across labour market and social
policies, to issues raised by the need for growth to be ecologically sustainable.

This conference reader presents, in alphabetical order of the authors, those
contributions to a forthcoming ETUI book that were finalised by the end of
2009. The book will be published shortly with additional contributions and a
thematic structure. The opinions presented are those of the respective authors.

The debate is open.

Andreas Botsch and Andrew Watt
Brussels, January 2010
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A change of model requires a new balance of power

A change of model requires a new balance
of power

Bruno Amable
University of Paris | Panthéon — Sorbonne

The crisis of the past two years is not simply a crisis of ‘deregulated finance’ or
even a crisis of ‘finance-led capitalism’. It is a crisis of the neoliberal model of
capitalism, i.e. a model of capitalism whose characteristics cannot be limited
to the peculiarities of the financial system of the US or the UK. As a conse-
quence the possibilities for using the crisis as an opportunity to reverse the
transition toward the neoliberal model cannot be limited to initiatives toward
a ‘re-regulation’ of finance.

The financialisation of the economy is but one aspect of the neoliberal model of
capitalism. It has been instrumental in the break-up of the social-democratic
alliance between firms and workers and for the emergence of a new alliance
between financiers, firms’ management and skilled workers. It also plays an
important role in the global coherence of the neoliberal model; by imposing
short term constraints on firms, it makes them depend on flexible labour mar-
kets for their competitiveness; by increasing income inequalities, it divides the
wage-earning classes and reinforces the power of the economic and political
elites. But other institutions than the financial system are more important for
the stability or instability of the socio-political compromises upon which the
European models of capitalism are based: social protection or labour market
institutions for instance.

Over the past couple of decades, the European models of capitalism have been
undermined by a series of neoliberal structural reforms affecting many insti-
tutional areas: welfare state retrenchment, labour market flexibilisation, pri-
vatisations, etc. The consequences have been an increase in inequalities and
a weakening of the collective capacities of wage-earners. Reversing this trend
implies action that is directed toward the different areas affected by neoliber-
alisation and the building of a new socio-political alliance.

Two connected trends of the neoliberal model of capitalism, in particular,
should be fought: the growth of income and status inequalities and the weak-
ening of institutions protecting workers. Labour market flexibilisation, decen-
tralisation of bargaining and welfare state retrenchment have increased the
divergence of interests among workers and made the less skilled groups more
fragile. Decreasing these inequalities cannot be limited to the use of the fis-
cal instrument. This could at best redistribute income but would leave power
inequalities unchanged. A new economic system must not simply make the
income distribution less unequal but break-up the dominant alliance of finan-
ciers, firms’ managers and skilled workers and substitute a new compromise
based on the majority of wage-earners. The emergence of such a compromise
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demands a radical transformation of political strategies on the left. In particu-
lar the fiction of a social-liberal strategy must be ditched and new structural
policies should be implemented in the direction of the homogenisation of the
various wage-earning groups.

Homogenisation concerns of course income. It implies that centralised soli-
daristic wage bargaining should be substituted for individualisation and de-
centralisation. Such a change would have the twin advantage of enabling the
implementation of an incomes policy and helping the construction of a com-
mon interest among workers, a necessary condition for rebuilding a coherent
social alliance able to support a progressive political strategy.

A new model will call for a reinforcement of the institutions of social protec-
tion. This implies dumping the so-called ‘modern’ approach to the question
and putting the objective of equality of outcomes, not of opportunities, at the
centre of the new politics. The socialisation of welfare expenditure should be
an objective too. Regarding pensions, it should not be too difficult, given re-
cent events, to convince the general public that pay-as-you-go systems are in
fact more financially stable than supposedly ‘funded’ systems. The financial
crisis is therefore an opportunity for reinforcing the former type that should
not be missed.

Labour markets should be regulated. In particular, the idea that employment
protection is detrimental to employment will most certainly lose much cred-
ibility if the crisis endures and brings persistent high unemployment. This
is an opportunity to re-establish a reasonably high level of employment pro-
tection where this protection has been most diminished, by prohibiting the
most precarious jobs where a sizeable proportion of the workforce finds itself
trapped. This would also help the building of common interests among wage-
earners.

This institutional transformation calls for a regulation of competition and
its strict containment where public services are concerned. If the crisis is the
opportunity to celebrate the ‘return of the State’, this opportunity should be
seized to limit the extent of market-based coordination of activities and give
a genuinely strategic role to the State in activities that are considered crucial
for the future. This is particularly the case for research and scientific activity.
The connection of such activities with industrial policy does not mean that
research must submit to the demands of industrial production, but that the
economy must make the best possible use of the possibilities opened by the
advancement of knowledge. This means that the vision of a service-based so-
ciety that keeps only high-tech activities in developed countries and leaves
the bulk of industrial production for the world market to emerging economies
must stay what it is: a fantasy.

Such a programme is not the restoration of the institutions of Fordism. The
post-war models of capitalism were built on a compromise between capi-
tal and labour that left the power of decision to the former in exchange for
a steady growth of real income for the latter. The new compromise that is
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sketched here does not leave such power to capital. On the contrary, work-
ers must have important decision-making powers and not mere consultation.
The implementation of such a program will require the building of new social
alliances and compromises. These will be the outcome of political and social
initiatives that have exploited the opportunities given by this period of uncer-
tainty and indecision brought on by the crisis.

Further reading

Amable B. [2009] Structural reforms in Europe and the (in)coherence of insti-
tutions. Oxford Review of Economic Policy. Vol 25(1), 17-39.

Amable B., L. Demmou and I. Ledezma [2009] The Lisbon Strategy and

Structural Reforms in Europe. Transfer: European Review of Labour and
Research, vol.15 n°1 pp.33-52.
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After the crisis: employment relations for
sustained recovery and growth

Eileen Appelbaum
School of Management and Labor Relations, Rutgers University
Advisory Board, Center for Economic and Policy Research

Stagnant wages, debt and unsustainable growth

The global economic crisis had its roots in the unsustainable build-up of debt
in the U.S. — a build-up that had three sources: A growing trade deficit, de-
regulation of financial markets, and stagnant or falling real wages for most
workers. The trade deficit rose to almost 6% of GDP in 2006 and dramati-
cally increased U.S. cumulative indebtedness to the rest of the world, espe-
cially China and other export surplus countries. In financial markets, a huge
increase in leverage, risky loans and mortgage-backed debt led to bubbles in
the stock and housing markets. Stagnant wages, combined with easy access to
mortgage and consumer loans, resulted in the rapid rise of household debt.

Much has been written about measures to restore greater balance to world
trade and to regulate financial markets. Far less attention has been paid to
measures to support income growth for workers, an issue that extends beyond
the U.S. The low-wage share of employment has risen to unacceptably high
levels in many countries. Exceptions are those countries where the minimum
wage is high and employment regulations are enforced (e.g., France) or where
union density remains high and there is a continuing commitment to modern-
ization and skill upgrading (e.g., Denmark). In many countries, the decline in
union density, low or no national minimum wage standard, unequal treatment
of part-time or casual (largely female) workers, unequal access to work-family
supports, lax enforcement of labor laws and employment regulations, and the
successful efforts of employers to escape the constraints of established labor
market institutions all contribute to wage stagnation and a large underclass
of people living in poverty despite being employed. These developments have
been exacerbated by hedge funds and private equity firms that load companies
with debt and then rely on the ‘discipline’ of high interest payments to pres-
sure them to strip assets, reduce wages and benefits, and downsize employ-
ment in order to raise margins — either to increase share prices (hedge funds)
or to sell operating business and distribute gains to investors (private equity).

Economic recovery and growth beyond the current period of substantial fis-
cal stimulus and large-scale deficit spending by governments will require an
increase in household consumption. Sustained recovery and growth require
that this be based on rising real earnings, and not on rising debt.
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Employment relations and workplace policies

Transforming the U.S. and other high-income economies to once again work
for everyone requires significant workplace changes in order to create jobs
that fully utilize workers’ knowledge and skills; to drive innovation, productiv-
ity, and profits; and to ensure that workers share equitably in the prosperity
generated.

Adopt modern workplace policies Achieving and sustaining high levels of per-
formance requires practices that leverage employees’ knowledge and ability
to create value and that are implemented in concert with new capital or tech-
nological investments. High performance work practices (HPWP) (1) foster
development of human capital, resulting in increased employee skills and im-
proved customization of services; (2) engage employees in problem solving
and performance improvement; and (3) build organizational social capital to
facilitate knowledge sharing and the coordination of work. Research in set-
tings ranging from public schools to airlines has demonstrated the advantages
to firms — in terms of improved efficiency, quality and financial performance
— of work practices that encourage the simultaneous development of human
capital and social capital. Workers benefit from improvements in skills and
social capital, and more than 70 percent prefer these work systems over either
traditional union or non-union systems. Unions are important — the combina-
tion of formal and informal mechanisms for employee voice improves the pro-
ductivity effects of HPWP. For workers, the combination of union representa-
tions with HPWP tends to be associated with higher wages, some of which are
achieved through mutual gain sharing or similar compensation practices.

Establish and improve minimum employment standards Governments, in-
cluding the U.S., should establish a national minimum wage at two-thirds
the median wage, indexed to some combination of inflation and productivity
growth, to eliminate the scourge of working poverty. No one who works full
time should live in poverty. But workers need more than a living wage. Too
many workers, men as well as women, are still forced to choose between sup-
porting their families and caring for them. Countries with policies that support
working families too often exclude casual employees or those on part-time or
short-hour schedules from these benefits. Everyone in the labor force should
be guaranteed a minimum number of employer-paid sick days and paid vaca-
tion days. Employees should have the right to greater control over their work
schedules so they are not penalized for care giving responsibilities. Employ-
ers should be encouraged to offer reduced hours in full-time jobs. Finally,
employees need tax-financed family and medical leave insurance programs,
similar to unemployment insurance, that ensure job-protected and affordable
family and medical leave for all workers.

Enforce labor and employment laws Governments need to strengthen and
modernize enforcement of the regulations governing employment relations
both by strengthening traditional enforcement measures and by leveraging
the expertise and resources of labor unions and community groups to moni-
tor compliance. Growth of supply chains, subcontracting, and employment of
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immigrants combined with lax enforcement has degraded wages and working
conditions of many workers.

Reform labor law Fixing or strengthening labor law is necessary to building
the labor management partnerships and high performance work practices
described above. Moreover, unions have historically been the strongest and
most consistent institutions for achieving improvements in worker wages and
for reducing income inequality within and across industries and occupations.
The decline in union density in many countries makes it clear: Labor laws
need to be fixed to support workers’ fundamental rights. Restoring workers’
ability to organize and bargain collectively is the first step in getting wages and
productivity moving in tandem again. The reform of labor law should encour-
age workplace innovation and transform labor-management relations in ways
that contribute to economic recovery and shared prosperity. Most importantly
it should restore or enhance workers’ rights to join a union and gain access to
collective bargaining.

Conclusion

The transformations in labor policy and workplace practices needed to sup-
port economic recovery and sustainable growth are achievable. As argued
above, what is required is a three-part strategy: (1) adoption of labor manage-
ment and workplace innovations that create good jobs and the high produc-
tivity that will sustain them: (2) strengthening, updating and enforcement of
labor and employment policies and minimum employment standards appro-
priate to today’s workforce; and (3) improvements in labor law that create a
platform for labor to negotiate workplace practices that enhance productivity
and wage growth in line with improvements in productivity.
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Recipe for reform: accountable regulators
and a smaller financial sector

Dean Baker
Co-Director of the Center for Economic and Policy Research, Washington, DC

Most of the debate over reforming the financial system in the wake of the fi-
nancial crisis has not addressed the fundamental problems that led up to the
crisis: an enormous asset bubble and a bloated financial sector. Serious reform
should place these items at the top of the agenda.

The asset bubble took the form of a huge over-valuation of housing prices in the
United States and many other countries. This over-valuation led to a distorted
pattern of growth, with enormous overbuilding of housing and a consumption
boom driven by trillions of dollars in housing bubble wealth.

The pattern of growth was more distorted in the United States than many other
countries because there are few obstacles to construction and it is relatively easy
for homeowners to borrow against the wealth in their homes. During the peak
years of the bubble, the residential construction share of US GDP expanded by
more than 2 percentage points above its normal level. The savings rate fell to
less than zero from a historic level of close to 8.0 percent, implying that hous-
ing bubble driven consumption was more than 4 percentage points of GDP.

When the bubble burst, residential construction and consumption both fell
sharply. There is no simple mechanism for replacing a sudden drop in GDP of
more than 6 percentage points. The financial crisis accompanying the bursting
of the bubble worsened the situation, but the bubble itself virtually guaranteed
a severe recession. This fact was entirely foreseeable. It was therefore remark-
able negligence on the part of central bankers, most importantly the Federal
Reserve Board in the United States, to allow a housing bubble to grow to such
enormous proportions.

The lesson from this episode is that central bankers must take very seriously
their responsibility to prevent major asset bubbles that distort patterns of
economic growth. In this case, deflating the housing bubble before it reached
dangerous levels was a far more important priority than any other possible
concern of the central bankers.

A commitment to maintaining economic stability required that they take every
possible measure to attack the bubble. The first and most important step would
have been to use their research capabilities and their platform in public debates
to carefully document and present the evidence for the existence of a bubble
and the harm that will caused by its collapse. It is likely that this information
alone would have had a substantial impact on the housing bubble, since an
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explicit and well-documented warning from central bankers that homeowners
and lenders would lose money by investing in housing, likely would have been
a substantial deterrent.

Central bankers also should have used their regulatory powers to clamp down
on bad lending practices (such as offering low initial ‘teaser’ rates, which sub-
sequently re-set to higher levels) that were inflating the bubble. These practices
were quite evident in the United States, where the non-prime segment of the
mortgage market exploded in a period in which the labour market was weak
and income growth non-existent. Accounts of fraud in mortgage issuance were
widespread. Not seeing these practices required an effort at deliberate avoid-
ance on the part of regulators.

The best way to ensure that regulators don’t fail to the same extent in the fu-
ture is to fire the ones whose failure led to the current crisis. This is essential
for eliminating the asymmetry of incentives that now exist. It will always be
difficult for regulators to take steps to curtail the actions of powerful financial
institutions. Therefore they have a strong incentive to ignore lending practices
by banks even when they are harmful to the economy. For this reason, regula-
tors must know that the failure to stem dangerous practices by the financial
industry also will involve serious risks to their careers. If the failure to regulate
effectively does not imply career risks, the predictable result of these asymmetric
incentives is that the regulators will defer to the financial industry and ignore
dangerous practices in the future.

This raises the second essential financial reform that is needed. The financial
industry needs to be downsized. In the United States, the financial sector ac-
counts for more than 30 percent of all corporate profits. The investment banking
and commodity trading sectors of the U.S. economy have nearly quadrupled as a
share of GDP over the last three decades. Financial services are an intermediate
good, something that is produced in order to be able to make the final goods
that we want to consume. If any other intermediate goods sector had similarly
expanded relative to the economy, for example trucking or warehousing, there
would be concern over the enormous inefficiency of these sectors. There should
be concern about the incredible waste of resources in the financial sector, the
vast majority of which are consumed in highly profitable rent-seeking activity,
not greasing the wheels of the real economy.

The bloat in the financial sector is especially pernicious because of the patterns
of compensation in the sector. The sector offers its top earners salaries that
are out of line with pay in other industries. This undermines pay structures
elsewhere in the economy, leading to greater inequality.

The obvious way to limit the size of the financial sector is with a system of
modest financial transaction taxes (FTT) similar to the stamp tax on stock
transfers in the United Kingdom. A modest tax will have almost no impact on
financial transactions that serve the real economy. For example, almost no one
is dissuaded from buying stock for long-term investment by the 0.25 percent
tax in force in the UK; in fact this tax just raises the transaction cost back up
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to the levels that existed two decades ago. However, this tax will have a large
effect in dissuading short-term speculation. Scaled taxes on options, futures,
credit default swaps and other instruments would have a similar effect. Fewer
transactions will shrink the industry.

A system of FTT can also raise an enormous amount of revenue. The stamp tax
in the UK raises a bit less than 0.3 percent of GDP. A broader set of FTT could
raise close to 1.0 percent of GDP. The experience of the UK also demonstrates
that such a tax is easily enforceable (it has the lowest administrative cost of any
tax). Rewards to employees for reporting non-compliance by their employers
would help to stem efforts at evasion of more far-reaching taxes.

The revenue raised through a set of FTTs would help to offset the debt incurred
by governments across the world as a result of this crisis. In this sense it would
be especially appropriate to have a tax on the sector that was resposible for so
much damage to the economy and society.
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Reforming the EU budget to promote
sustainable growth

lain Begg
European Institute, London School of Economics and Political Science

The EU budget has been a running sore in economic governance for so long
that its potential contribution to our well-being is easily dismissed. Although a
review of all aspects of the budget was supposed to have taken place in 2008/9,
nothing has yet emerged. There was an extensive consultation, studies were
commissioned and libraries of position papers were written, but political timid-
ity has prevailed and an observer from Mars could be forgiven for wondering
quite what the EU budget is for.

Countering climate change could offer an answer. A shift to alow carbon econ-
omy is widely agreed to be necessary, and there is growing recognition that
EU economic governance beyond 2010 must focus on timely action to change
patterns of production and consumption towards a new, low-carbon paradigm.
Comprehensive public policies and expenditure programmes will be needed,
with funding from different levels of government combining with private in-
vestment, aimed at sharp reductions in the energy intensity of GDP and in the
carbon intensity of energy.

Some critics portray carbon mitigation as a burden and argue that ‘green’
economy measures cannot be justified during a period of economic downturn.
But research suggests that it may well offer more economic benefits than costs,
especially in creating a substantial number of ‘green’ jobs and stimulating new
sectors of activity. There is also a substantial self-interest for Europe in reduc-
ing dependence on energy imports, especially from politically volatile producer
countries. In addition, any investment programme starting quickly (including
one targeted at carbon abatement) could help the recovery from the current
recession.

The magnitude of the changes required points to the need for a novel approach
to governance, including re-thinking whether EU expenditure can play a pivotal
or catalytic role, complementing what is done at other levels of government and
by private agents. Economic arguments for assigning spending competences
to the EU level include economies of scale and the expectation that if a single
Member State is unable to appropriate the full benefits from relevant invest-
ments, it will invest less than is socially optimal. Such arguments are especially
apposite regarding the prevention of climate change given the obvious cross-
border spillovers.

Political sensitivities are bound to arise for some potential EU spending and
it is inevitable that decisions on what to assign to the EU budget will reflect
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political expediency as well as purely analytic considerations. For example, cost-
effective cuts in global emissions may be attainable from EU spending outside
Europe, but would face internal objections that spending should be ‘at home’.
Some priorities are, nevertheless, obvious. Technological developments will
loom large in any transition to a low carbon economy, but need a strategic ap-
proach. Short-term gains will, principally, stem from improving and diffusing
existing technologies, but there will be a parallel need to boost investment on
the known, but as yet uncommercial technologies that offer bigger cuts over a
longer time horizon. Although opposed by some environmental interests, one
key technology will be carbon capture and sequestration (CCS), a process which
will allow for increased use of coal, an abundant and widely distributed primary
source of energy that is especially suited to electricity generation, but with
much lower emissions. EU funding could be used to accelerate the construc-
tion of full-scale demonstration projects and the infrastructure for subsequent
implementation.

It is also important not to overlook the diverse means of achieving lower emis-
sions and thus not to pin too many hopes on existing options, implying a need
for funding now to develop the breakthrough technologies that will provide
much longer term solutions. In addition, many of the more difficult options
will proceed in stages. CCS, for example, can be expected to go from very costly
piloting and developmental stages, through full-scale demonstration to lower-
cost roll-out.

Even timely emission cuts will not reduce atmospheric carbon quickly, and
temperatures will rise over the next two decades, fuelling demands for public
funding to underpin adaptation to effects such as rising sea levels. Rising energy
prices will also have distributive effects, such as ‘fuel poverty’ among those least
able to cope. EU funding for adaptation policies could therefore make sense,
on much the same logic as for the Globalisation Adjustment Fund.

Further political sensitivities surround the overall annual spending that could
be envisaged for carbon abatement. The EU budget today is around 1% of EU
gross national income (GNI). If more is spent on countering climate change,
either the overall budget would have to increase or other policies would have to
be squeezed. Both strategies would face political resistance. Even so, there is a
margin between the present level of the budget and the ‘own resources ceiling’
(set at 1.31% of EU GNI for commitments) which gives room for an additional
€35 billion annually at 2009 prices. A further impetus could come from raising
at least a proportion of the EU’s revenue from some form of carbon tax, offering
the prospect of a ‘double dividend’ of more resources overall (or cuts in other
taxes), in tandem with incentives to curb carbon consumption.

Devising appropriate spending packages will be hard, but different configura-
tions of spending can deliver similar results, leaving ample scope for the kind
of horse-trading at which the EU excels. Elements in any package will appeal to
certain Member States more than others, whether because of political prefer-
ences or because there is the prospect (or the perception) of net economic gains.
A credible portfolio has to balance the short-term and the long-term, the certain
and the more speculative, internal measures and support for action elsewhere
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in the world, mitigation and adaptation. Another question is whether it would
make sense to implement carbon abatement policies by creating new EU funds
or initiatives, or whether it might be easier simply to assign new tasks within
existing programmes such as cohesion policy. A possible mix, costing around
a third of the EU budget, could be:

— Support for technological advances.

— Investment in new infrastructure needed to distribute alternative energy or
to facilitate greatly reduced emissions of carbon.

— Initiatives to promote lower carbon use, through education, exhortation and
novel approaches to regulation.

— Spending outside the EU to support low carbon strategies in countries con-
strained by limited fiscal capacity.

— Dealing with the consequences of climate change or carbon mitigation poli-
cies by funding projects or compensation programmes that offset the more
extreme negative effects, paying attention to both potential social and re-
gional divergences in the impact.

The political, economic and social benefits of placing sustainable development
at the heart of a modernised EU budget are compelling. They would also give a
new legitimacy to the EU by showing that it was acting in a domain that greatly
concerns citizens. Why hesitate?
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Labour market policies in times of crisis

Sandrine Cazes and Sher Verick
International Labour Office

Starting in the middle of 2007, the crisis has grown from a meltdown in the
housing and financial sectors in the United States to a downturn with global
reach and a deep impact on the real economy, particularly on the labour market.
As evident from previous crises, labour markets tend to recover slowly after
such an economic contraction, with unemployment persisting at above pre-crisis
levels for a number of years. For this reason, it is crucial for policymakers to
consider various labour market policy measures that both mitigate the impact
of the crisis on workers and help reduce the lag between economic growth and
improvements in the labour market.

The role of labour market policies in mitigating the
impact of a downturn

The labour market policy response to a crisis should aim to achieve goals in
four main areas: labour demand, match between demand and supply, income
support and targeting of vulnerable groups. The relationship between these
goals and labour market policies are listed in Table 1.

Table 1 Matching goals and labour market policies in times of crisis

Goal Types of labour market policies

Maintain labour demand

Keeping people in jobs

Creating new jobs

Work-sharing; on-the-job-training (both can be subsidized or unsubsidized)

Job/wage subsidies; public works programmes

Improve the employability of the unemployed Job search assistance; work experience and apprenticeship programmes; training;

and underemployed

Provide income support

Target the most vulnerable (youth, women, etc)

entrepreneurship incentives
Unemployment benefits; social assistance; other social protection measures (including
conditional cash transfers)

Includes all of the above policies but typically consists of hiring subsidies and training
schemes

As illustrated in Table 1, there are a range of different labour market policy
tools available to policymakers; however, these interventions all require
a certain institutional and financial capacity of governments to fund and
successfully implement interventions. Policies that maintain labour demand
can be particularly expensive as they require compensation for workers. For
example, work-sharing is a scheme where employers reduce the number of
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hours worked to avoid laying off staff, which directly reduces labour costs
and helps them survive a period of low demand. In most European countries,
work-sharing is subsidised by the State (typically through unemployment
benefits schemes) to prevent a loss in income for workers. Measures that
support the unemployed such as job search assistance or training require an
effective public employment service and providers of training. Despite the
best institutional set-up, these policies can, nonetheless, be ineffective in a
period where demand is low and firms are not hiring.

Labour market policy response during the global
financial crisis

Drawing on a range of recent surveys on the response to the current global
financial crisis, it is apparent that a large number of high-income countries
have implemented various policy measures that address the different goals
of labour market policies (Figure 1). The most commonly used intervention
in high-income countries is training for both those threatened by layoffs and
the unemployed (including work experience and apprenticeship initiatives)
(27 countries), followed by work sharing (24 countries), increased resources
for public employment services, including job search assistance measures (20
countries), and job and wages subsidies (20 countries). The least-implemented
intervention in this group of countries is public works programmes (5 countries),
which is not surprising given the limited effectiveness of this intervention in
such advanced labour markets. In terms of security provided by passive labour
market policies, 17 high-income countries have made changes to unemployment
benefits schemes (usually extensions of coverage and broader eligibility criteria).

Overall, the use of labour market policies in terms of scope and diversity is
declining with the income-level of countries, which reflects the financial
and technical constraints hindering the response of these governments.
Nonetheless, a range of policies have been utilized in low and middle-income
countries, in some cases in a similar fashion to more developed nations. As
displayed in Figure 1, the most utilized policy response in the middle-income
group is training (with 25 countries) followed by job search assistance,
entrepreneurship incentives and public works programmes. There are far
fewer low-income countries implementing such policies in response to the
crisis. In general, low and middle-income countries tend to rely on labour
market policy measures that do not require complex institutional structures
and social dialogue. Nonetheless, some governments are turning to more
innovative policies that have not been widely used before such as providing
subsidized training for threatened workers.

Labour market policies to mitigate the jobs crisis and
support a jobs-led recovery

Now that most countries are exiting recession and slowly entering a phase
of economic recovery, attention is shifting to concerns about exit strategies
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and the increasing urgency of tackling the crisis-induced fiscal deficit and
government debt. At the same time, a premature withdrawal of monetary
and fiscal stimulus would endanger the recovery and have further negative
implications for the labour market. In any case, the challenge is to ensure that
the recovery is accompanied by employment growth.

Figure 1 National labour market policy responses to the current global financial crisis
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Source: Cazes et al. (2009).

Hence labour market policies should continue playing a complementary role
in responding to the crisis, along with macroeconomic and other policies, in
order to maintain and promote labour demand through both job retention
(in high income countries, typically work-sharing schemes) and job creation.
Hiring subsidies, especially, have arole to play in ensuring countries experience
a jobs-led recovery rather than a jobless one. Governments should consider
both job/wage subsidies along with tax credits to encourage employers
to start taking on new staff during the coming years. These measures are
particularly relevant for individuals who are vulnerable to becoming long-
term unemployed or losing their attachment to the labour force, such as youth
and the low skilled. Moreover, governments should continue with training and
related measures that improve the employability of the unemployed, which
are needed to reduce the risk of long-term unemployment and to facilitate any
structural changes in the labour market. Since financial budget constraints will
become increasingly binding, Government will need to reallocate resources
to ensure that labour market policies move in line with developments in the
overall economy and the labour market.

Over the longer term, governments should aim to develop a comprehensive
and integrated policy and institutional framework that will enable them
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to better respond to future crises. This involves the development of labour
market institutions and a broad-based social security system, which acts as
an automatic stabiliser during a crisis. More efforts also need to be made to
monitor and evaluate the impact of specific labour market policies. Finally,
mechanisms should be developed to facilitate constructive dialogue between
the social partners, the government, employers and workers.

Further reading

Cazes, S., Verick, S. and C. Heuer (2009) “Labour market policies in times of
crisis”, Employment Working Paper, No.35.

International Labour Organization (ILO) (2009) Protecting People, Promoting
Jobs: a Survey of Country Employment and Social Protection Policy Responses
to the Global Economic Crisis, An ILO report to the G20 Leaders’ Summit,
Pittsburgh, 24-25 September 2009. ILO, Geneva.
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From ancient Rome to Britain until World War One, the world economic
hegemon has always provided the currency for its sphere of influence. At
the 1944 Bretton-Woods Conference the torch was passed from the pound
to the dollar despite Lord Keynes’ last-ditch efforts to switch to the Bancor,
which would have been the first ever genuine international currency. Wasn’t
America then the sole candidate for securing the liquidity the world was
badly in need of? On the one hand, the dollar shortage exerted a deflationary
pressure on the economies hit by the war and confronted with the heavy task
of rebuilding their productive capacities. On the other, as the leader of the free
world the USA considered the ‘dollar privilege’ as a sort of seigniorage right
for a superpower in charge of the Western camp’s security.

As was to be expected, the USA eventually took advantage of that facility,
inundating the world with dollars to the point that gold reserves were a mere
fraction of the volume of dollars issued by the Federal Reserve. It is worth
noting that the main dynamics at work were the successful attempts by
Washington, through this massive oversupply of dollars, to dodge the ‘guns
and butter dilemma’: the Vietnamese War and President Johnson’s Great
Society social program were indeed the two pillars of US policy. Nixon broke
the spell by decoupling the dollar from gold: Bretton Woods II was born with
the responsibility of financing deficits transferred from the IMF to the market.
But trust in American economic dynamism and strategic superiority was such
that it made the financial markets very accommodating of a US profligacy
which went unbridled through successive Presidential mandates until George
W. Bush.

With the benefit of hindsight, it appears that the dollar’s ‘exorbitant privilege’,
as President Giscard d’Estaing once qualified it, probably played an important
role in the race between America and the Soviet Union, allowing the USA —
through Washington’s unrestrained external indebtedness and exchange
rate policy — to share the burden of defense, including the arms-race which
culminated in ‘star wars’, with its Western allies. The USSR, plagued with
systemic inefficiency, did not enjoy the same transfers of resources from its
own impoverished camp.

Once the race was over, the extravaganza went on, nurturing world economic

growth, this time thanks to the transfer of Asian savings to the USA to finance
the trade deficit, mainly through the massive purchase of Treasury bonds.
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Japan was footing the bill for American security whilst China was buying
access to the US manufactured goods market.

The financial crisis that broke out on September 15" 2008, has been shown
to have as its underlying origin the Fed’s lax monetary policy, which allowed
for an abundance of liquidity and low interest rates, enticing households to go
into debt through excessive use of credit cards or mortgage credit and financial
institutions to take on excessive leverage at an unprecedented scale. The end
of the boom sent a shockwave throughout an over-indebted US economy and
triggered the subprime crisis. But the ultimate cause was US monetary policy
and the fault line lay in the international monetary system.

Has the time of reckoning arrived? The self-interest of the USA may no longer
lay in the continuation of the present system because it either makes its
economy vulnerable to its Asian creditors or to a sea-change in the assessment
of the robustness of the American economy by financial markets. Although it
should remain for another generation the world’s leading economy, its relative
weight is declining. For the EU, being subject to the vagaries of the dollar-
based system constitutes the counter-part of the defence burden borne by the
USA within the Atlantic Alliance. In this respect the EU behaves as a tributary
ally of Washington and it will therefore not raise the issue of revamping the
international monetary system. China takes an ambivalent view: On the one
hand, as an emerging global economy and strategic power, it cannot satisfy
itself with the present asymmetric system; on the other, as a large creditor, it
must be careful about the real value of its dollar-denominated assets. For all
players, the transition is critical and calls for a cautious step-by-step approach.

A Bretton Woods IIT must be conceived from now on, building up on the
strengths and mending the weaknesses of the present system. This reform
should cover a four-pronged agenda:

1. Effective surveillance and gradual correction of all structural imbalances
(incl. of the US and China) by the IMF;

2. Giving more resources to the IMF so as to allow it to ease adjustment in
poor and emerging economies;

3. Rebalancing the governance of the IMF and the World Bank, by making
more room for China and other emerging countries, and by substituting the
EU for individual European Member States, and in particular the eurozone
members;

4. Switching very gradually and cautiously from the dollar as a reserve cur-
rency to a basket of currencies including the renminbi. This implies a move
to the latter’s full convertibility with the inherent risk of appreciation. This
would ease the control of inflation and the move from an export-driven to
a consumption-driven growth model in China. This would work towards
smoother integration of China in the world economy and would contribute
to the medium term recovery and rebalancing of the global economy.

5. Moving towards Bretton-Woods III, calls for collective leadership which the
G20 — extended to some poor countries — can provide. But the three largest
economies, namely, the USA, China and the EU — a sort of G3 — have a key
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role to play in shaping the architecture of the system and piloting its imple-
mentation. If the EU means to become an effective player in the emerging
multipolar world by assuming a growing role in the multilateral economic
governance system, it must at the same time gain full autonomy with regard
to its currency and more responsibility for its own defence since both issues
are narrowly intertwined. This is what the future of the EU is about. A very
long road ahead indeed.
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Should we return to narrow banking? That is, should we restrict commercial
banks’ activities to traditional consumer and corporate loans held on the banks’
balance sheets until maturity, allowing only investment banks to engage in
securitisation and other sophisticated investments? In order to answer these
questions it is good to go back to the basics of banking.

There are two characteristics of banks that make them very special. First, banks
borrow short and lend long. In doing so they create a very special kind of risk, a
liquidity risk. This risk is special because it is a “tail risk”. It occurs infrequently,
but when it does, it has devastating effects. It is difficult, if not impossible to
quantify because it occurs as a result of collective movements of distrust and
panic. We have no reliable model predicting collective panics.

Second, banks are at the center of the payments system. This creates a network
of borrowing and lending by banks from and to each other. This interbank mar-
ket has the effect of creating an interconnectedness of risk, i.e. when one bank
fails, the other banks are in trouble. When a problem appears in one bank, it
is propagated into the whole banking system like an infectious disease. Thus,
risks in the banking system are likely to be correlated. This contrasts with
what happens in the non-banking sector. For example, when one automobile
company goes bankrupt, this is good news for the other automobile companies.
The latter can expand their production and increase their profits.

Securitisation, which became popular from the 1980s onwards, was thought
to reduce systemic risk because it would spread the risk concentrated in one
bank over many more institutions. In fact, it did the opposite; it increased
systemic risk. When a bank in the Midwest bundled mortgages into an asset
backed security and passed it on to financial institutions in, say, Germany,
the interconnectedness and the correlation of risks in the banking system in-
creased. Thus, securitisation amplified the inherent problem of the banking
system which is that shocks occurring in one place are quickly transmitted to
the rest of the system. As a result, securitisation increased the inherent fragility
of the banking system.

How to tackle this problem? There are essentially two ways. In the first one,
banks maintain a business model that allows them to securitise their loans in
different sophisticated ways, although subject to tighter regulation and super-
vision than before. This is the approach towards which policymakers gravitate
today. It is based on a belief that the risks created by banks can be managed and
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contained by imposing a series of appropriate capital and liquidity ratios, and,
as has been proposed in a number of countries, by subjecting the introduction
of new financial products to prior approval.

The problem of this approach is that we do not have a science of interconnected
risk, which is the risk created by banks. All we have is a science of independent
risks. This is the risk that arises in one place and that can be isolated, because
it is not propagated to the rest of the system. This science of independent risks
which has been very powerful in developing and pricing derivatives and other
sophisticated financial products, is useless as a tool to manage the risks created
in the banking system. It is not only useless. It is also dangerous because it will
lead to a new complacency. When the new regulatory environment will be in
place it will create the illusion that things are under control, while underneath
the time bomb of correlated risks that can be triggered by collective movements
of panic will continue to tick.

The second approach starts from the admission that we do not have the tools
to quantify the risks created by the banking system. All we can do is to limit
these risks by restricting the activities of banks. This is the idea behind narrow
banking, which was the core principle of the Glass-Steagall Act introduced in
the USA after the Great Depression and similar legislation in many European
countries. In this approach commercial banks, i.e. those that hold the deposits of
ordinary customers, are told that activities that increase the interconnectedness
of risk shall not be allowed. Since securitisation of loans increases this intercon-
nectedness, it will not be allowed. Thus, narrow banking aims at minimising
the potential of the banking system to create correlated risks. These risks of
course cannot be eliminated, but they can certainly be reduced.

An objection to the idea of narrow banking is that it will reduce credit and
thus will negatively affect economic growth. The answer to this objection is
that securitisation and financial innovations have led to an explosion of bank
credit that has turned out to be unsustainable. It has led to consumption and
housing booms that increased economic growth temporarily. The economic
growth observed in the US, the UK, and many other countries during the decade
prior to the crash was artificially high, sustained as it was by excessive credit
made possible by securitisation. After the crash, economic growth will have to
return to a lower and more sustainable level, especially in these countries that
have experienced these artificially high growth rates. Such a lower but more
sustainable growth rates can be achieved in an environment in which banks
create fewer risks. It will also be a banking system which generates fewer profits.

Financial innovation will still occur in such a new banking landscape. Invest-
ment banks will still be able to develop new sophisticated assets. The limitation
they will face, however, is that they will not be able to finance these (most often
illiquid) assets by short-term funding. In other words investment banks will
not at the same time be able to operate as commercial banks, as unfortunately
some can today. In addition, these investment banks will not be bailed out by
the state if they fail.
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Bankers and their many lobbyists scream that narrow banking is terrible and
will reduce innovation and growth. Don’t believe them! In fact prior to securiti-
sation economic growth was higher in the industrialised countries. The protests
of bankers against narrow banking are self-serving. When bankers make pleas
to keep their business models unchanged they are not concerned at all with
general welfare. Their only concern is to go back to the situation prior to the
crisis that allowed them to generate high profits while making sure that part
of the risk was borne by the rest of society.
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The current economic crisis has exposed two fundamental problems in the de-
sign of the European Monetary Union. The first concerns the sustainability of
public finances in a number of euro-zone member states. Second, inadequate
macroeconomic policy coordination has resulted in divergences in the inter-
national competitiveness of euro-zone members, threatening the very existence
of the euro.

Countries whose public finances seemed fundamentally sound as late as last
year have come under severe fiscal pressure. Ireland’s government debt is ex-
pected to rise to almost 80% of GDP by 2010, whereas just a year ago the Eu-
ropean Commission projected that it would be below 30% of GDP. Likewise,
whereas Spain was expected to decrease its debt ratio, its debt-to-GDP ratio is
now likely to double between 2007 and 2010, to more than 60%.

The EU’s fiscal surveillance mechanisms failed to predict these developments
because they neglect a crucial variable: the dynamics of private-sector debt.
Given the high economic costs of a banking crisis, governments are likely to
take on the liabilities of their financial sector when a crisis, caused at heart by
excessive private-sector borrowing, hits — as recently occurred among others
in the United Kingdom and Ireland, and in financial crises in Latin America
and Asia in the 1990’s. The same is probably true when key business sectors
near insolvency. A country with sound public finances can thus become a fiscal
basket case practically overnight.

Given the increasingly close financial and economic linkages between euro-
zone members, rising government debt in one EMU country can have serious
consequences for all members. Firstly, no member state will allow another to
default. Thus, EMU members indirectly share the liability for fellow countries’
private-sector debt, which for this reason should be monitored within the
EMU'’s surveillance framework. Secondly, even if there is no sovereign default
or liquidity crisis, excessive public deficits and debt in the Eurozone might,
in times of high capacity utilisation, increase pressure on the ECB to push up
interest rates which would create monetary conditions suboptimal for those
member states pursuing sound public finances.

A second apparent problem is that EMU member states have failed to coordi-
nate their economic policies effectively. Even before the crisis, this resulted in
divergences in competitiveness and in the business cycle. The persistent loss
in competitiveness over the past decade is one reason why the crisis is hitting
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some southern European EMU countries such as Spain and Italy so hard. Al-
most 11 years into the EMU, it is clear that neither market mechanisms nor the
existing policy coordination procedures suffice to reduce divergences. These
trends pose the risk that some countries might find themselves in a permanent
low-growth trap very much like the one East Germany experienced after the
German unification or Portugal has experienced since 2002. Such a devel-
opment will lead to political estrangement of citizens of the crisis countries
from EU institutions and possibly with calls for more intra-EMU redistribu-
tion which in turn will not be very popular in the countries with better growth
performance.

The inefficiency of fiscal-policy control and the lack of economic convergence
are a matter of increasing concern to both the European Central Bank and
finance ministers, who have started discussing cyclical and structural diver-
gence in the Ecofin and the Eurogroup in parallel to the accelerating debate on
the future of the Stability and Growth Pact.

One way to tackle the problems associated with government debt resulting
from private sector liabilities, as well as to improve economic policy coordi-
nation, is through a simple extension of existing rules: an “External Stability
Pact” could be introduced to complement current EMU regulations. This pact
would monitor current-account imbalances and penalise excessive deficits or
surpluses in the external account.

Monitoring external balances can be an effective tool to measure future de-
fault risks, since sustained current-account deficits lead to a growth in net for-
eign debt. Moreover, there is a direct relationship between the EMU countries’
private-sector debt dynamics and their current-account imbalances within
the euro zone. So long as a national government is not running more than a
modest deficit, a current-account deficit reflects the private sector’s borrowing
from abroad (or the sale of previously accumulated foreign assets). If the cur-
rent-account balance is assessed together with the fiscal position, it becomes
possible to draw conclusions about risky debt trends within the private sec-
tor. While of course the current account is the aggregation of a large number
of private and public transactions, the national governments in the eurozone
have the tools at hand to influence the private sectors’ decisions, in particular
through fiscal policy and influences on wage setting.

The mathematics of debt dynamics suggest that no euro-zone country should
have a current-account imbalance, whether a deficit or a surplus, of more than
3% of GDP. Exceptions could be granted for countries with large inflows of
foreign direct investment in greenfield projects. The rule should apply both
to debtor and creditor countries. After all, payment imbalances always have
two sides, and the burden of adjustment should not be borne only by deficit
countries.

The External Stability Pact would oblige governments to use fiscal and wage

policies as well as overall economic policy to achieve external balance. It would
also lead to broader economic-policy coordination, particularly with respect
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to wage-setting, because governments would be compelled to use national leg-
islation and public-sector wage settlements to influence wage policy in such a
way that imbalances among euro-zone countries are reduced.

Furthermore, an External Stability Pact would oblige governments to take
into account the consequences for other member states when designing na-
tional economic reforms. If a “surplus country”, such as Germany, wanted to
lower non-wage labor costs and increase value-added tax in order to boost its
competitiveness, it would simultaneously have to adopt an expansive fiscal
policy to compensate for the negative effects on its partners’ foreign trade.

Within the framework of these rules, individual countries would retain the au-
thority to design their policies. The Spanish government, for example, could
have met Spain’s building boom and foreign-trade deficit with tax increases or
by urging domestic wage restraint. Alternatively, it could have intervened by
instituting planning regulations or imposing limits on mortgage loans.

An External Stability Pact would not only detect risks to fiscal stability early
on; it would also help make a reality of a fundamental principle of EU law,
namely that member states finally treat economic policy as a “common inter-
est” according to Article 99 of the European Community Treaty.
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The current financial crisis has brought capital controls — and more generally,
capital management techniques, that is the combination of exchange controls,
capital controls and prudential regulations - back into fashion, and it’s high
time. Had appropriate controls over the international sale of dangerous financial
products and the speculative flows of foreign capital been widely in place, more
countries would probably have been better protected from the financial fallout
of the crisis, as were India and China who intensively applied such techniques.
Iceland might not have melted down and Ireland might not have fallen off a cliff.

We have been here before. Laissez-faire approaches to international capital
flows contributed to the collapse of the 1930’s. In the aftermath of the Depres-
sion and the ensuing, catastrophic Second World War, governments in most
of the world -- with the reluctant blessing of the newly created International
Monetary Fund (IMF) -- adopted government controls (exchange and capital
controls) to manage the international flows of money and capital. For at least
the first three decades following the Second World War, controls over the in-
ternational flow of capital became the norm in most of the world and helped to
support the so-called ‘Golden Age’ of economic growth in the post World War
II period. Over time, and under pressure from financial interests, governments
began to relax restrictions on the international flow of capital and money. Then,
the chickens came home to roost. In 1997, the so-called Asian financial crisis
hit, creating havoc in many highly successful Asian countries. This disaster was
soon followed by the Russian financial crisis. And then a series of crises occurred
culminating in the great financial crisis of 2007-2009.

In the face of the current crisis, countries are now trying to apply a wide array
of capital management tools to protect their economies from the financial forces
that brought the world economy to its knees. The IMF, in a turnaround from
several decades of practice, is grudgingly accepting some of these attempts,
demonstrating that when reality bites, even the IMF has to respond.

1. The author thanks his co-authors and colleagues James Crotty, Ilene Grabel, Arjun Jayadev,
and Jomo K.S. for their contributions to his understanding of capital management techniques
and for their work, on which he draws liberally here. Of course, they are not responsible for
any errors.
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The table presents a summary of objectives and types of capital management
techniques that have been used in practice. As one can see, there are many im-
portant objectives that governments pursue with capital management techniques
and many tools that governments have at their disposal to achieve these goals.

Objectives and types of capital management techniques

Inflows

Outflows

Inflows and
Outflows

Objectives

* Keep a stable and competitive
real exchange rate

« Limit excessive debt and matu-
rity or locational mismatch to
prevent financial instability

* Alter the composition of inflows
to attract desired inflows

« Limit foreign ownership of assets
for sovereign purposes or to
protect domestic industries

* Protect tax base by reducing
capital flight

* Maintain stability of exchange
rate

* Preserve savings to finance
investment

« Credit allocation mechanisms
in order to support ‘industrial
policy and investments for social
objectives

* Enhance the autonomy of mon-
etary policy in order to reduce
inflation or expand employment
and economic growth

« All of the above

Price-based

*Tobin tax (tax on
foreign exchange
transactions)

* Reserve require-
ments on inflows
of capital (e.g.,
URR, unrequited
reserve require-
ments)

* Taxation of capital
inflows

*Tobin tax
* Multiple exchange
rates

Quantity-based

* Quantitative limits
on foreign ownership
of domestic compa-
nies' assets

* Reporting re-
quirements and
quantitative limits
on borrowing from
abroad

« Limits on ability to
borrow from offshore
entities

* Exchange controls

* Restrictions on
purchase of foreign
assets including
foreign deposits

« Limits on currency
convertibility

Prudential

 Keynes tax (tax on domestic financial
transactions)

* Reporting requirements and limita-
tions on maturity structure of liabili-
ties and assets

* Reserve requirements on deposits

« Capital requirements on assets and
restrictions on off-balance-sheet
activities and derivatives contracts

« Limits on asset acquisition
* Asset-backed reserve requirements

*'Trip wire and speed bump' approach (Grabel, 2004): identify a set of early warning
signals and implement qualitative and quantitative policies gradually and dynamically,
with an emphasis on controls on inflows.

There has been extensive study of countries’ motivations for adopting such
instruments and the outcomes (costs and benefits) associated with them. Some
useful lessons emerge from this work:

First and most generally, capital management techniques can contribute to cur-
rency and financial stability, macro- and microeconomic policy autonomy, stable
long-term investment, and sound current account performance. There may also
be some costs associated with these techniques, such as the fact that they can
create space for corruption. But well-structured controls minimise these costs.

Second, successful implementation of controls over a significant period of time
depends on the presence of strong fundamentals and a sound policy environ-
ment. The former include a relatively low debt ratio, moderate rates of in-
flation, sustainable current account and fiscal balances, consistent exchange
rate policies; the latter public sectors that function well enough to be able to
implement coherent policies (administrative capacity), and governments that
are sufficiently independent of narrow political interests to be able to maintain
some degree of control over the financial sector (state capacity).
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Third, it is important to note that causation works both ways: from good fun-
damentals to successful capital management techniques, and vice versa. Good
fundamentals are important to the long-run success of capital management
techniques because they reduce the stress on these controls and thereby enhance
the chance that they will be successful. On the other hand, capital management
techniques also improve fundamentals by helping to prevent risky financial
strategies, excessive debt levels, currency mismatches, and speculative invest-
ments.

Fourth, the dynamic aspects of capital management techniques are perhaps
their most important feature. Dynamic aspects mean that controls can be put
on and taken off, and tightened and loosened as circumstances require. Policy
makers need to retain the ability to implement a variety of management tech-
niques and alter them as circumstances warrant.

Fifth, capital management techniques work best when they are coherent and
consistent with the overall aims of the economic policy regime, or -- better yet
-- when they are an integral part of a national economic vision. This vision does
not have to be one of widespread state control over economic activity. Singapore
is a good example of an economy that is highly liberalised in some ways, but
where capital management techniques are an integral part of an overall vision
of economic policy and development.

Sixth, there is no single ‘best practice’ when it comes to capital management
techniques. They need to be tailored to the particular country, goals and cir-
cumstances. Luckily there is a broad menu of techniques that can be applied.

Of course, capital management techniques are no panacea for economic prob-
lems, and they will not work well unless they are part of an overall, appropriate
framework of economic management. For countries navigating the treacherous
waters of international finance, however, they can be useful — even necessary
— components of the macroeconomic toolkit.

Further reading

Epstein, Gerald, Ilene Grabel and Jomo K.S. (2005) ‘Capital management techniques in
developing countries,’ in Gerald A. Epstein (ed.) Capital Flight and Capital Controls
in Developing Countries, Edward Elgar: Northampton, MA.

Grabel, Tlene (2004) ‘Trip Wires and Speed Bumps: Managing Financial Risks and
Reducing

the Potential for Financial Crises,” in Developing Economies G-24 Discussion Paper
Series. United Nations, No. 33, November.

Neely, Christopher J. (1999) ‘An introduction to capital controls,” Review (Federal Re-
serve Bank of St. Louis), 81 (6): 13-30.

Ocampo, Jose Antonio (2002) ’Capital-account and counter-cyclical prudential regula-
tions in developing countrie,” UNU, WIDER.
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Preventing the competition of nations

The involvement of many markets and of many countries in the big crisis of
capitalism that started 2007 shows that blaming greed and irresponsible be-
haviour of individuals is a too narrow approach. The global community as a
whole has erred in the belief that in a highly interdependent world with finan-
cial markets closely linked by modern computer technologies each country
can go it alone and find its way despite many pitfalls and “fallacies of composi-
tion”. But that is wrong: not all countries can improve their competitiveness,
generate a current account surplus and gain market shares: one’s advance is
another’s retreat.

For rising economic welfare to be sustainable, it has to be shared without al-
tering the relative competitive positions of countries. Companies that gain
market shares at the expense of other companies form an essential ingredient
of the market system. If the overall efficiency of production rises in this proc-
ess, workers who are negatively affected by corporate competition may find
jobs elsewhere in the economy due to higher demand and higher growth. But
if nations gain at the expense of other nations, dilemma situations can hardly
be avoided. If the “winning” nations are not willing to give up their superior
position and to allow a full turnaround of competitive positions over the long
run they force the “looser” nations into default. This is the phenomenon that
J. M. Keynes called the “Transfer Problem” some 80 years ago. Its logic is still
valid. If it would be well understood it would provide a reasonable guideline
through the coming jungle of open protectionist tendencies and hidden at-
tacks on the other guy who tries to defend what he perceives as his national
interest.

Globalization of trade and finance calls for global cooperation and global regu-
lation. To hold that even in the midst of the crisis free international trade in
goods and services must be preserved and the liberalised rules-based mul-
tilateral system must be protected while denying that is the right approach
for global finance is a contradiction that can no longer be tolerated by the
international community. It is the failure of governments to deliver effective
global governance that is to blame foremost for the current global predica-
ment. Resolving this crisis has implications beyond the realm of banking and
financial regulation, going to the heart of the question of how to revive and
extend multilateralism in a globalising world.
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At the national level new concepts for economic development have to be de-
signed that can better balance spending excesses in deficit countries and ex-
port excesses and long-lasting under-consumption in surplus countries. The
most important rule to be followed is to use domestically generated produc-
tivity increases for domestic purposes through the full participation of all
economic agents in the productivity gains. Moreover, all countries that want
to share the potential benefits of trade and foreign direct investment have to
understand that the creation of level playing fields for the competition of com-
panies is a desirable target but that competition of nations is a useless and
dangerous concept. As UNCTAD pointed out many times: all countries can
simultaneously raise productivity and wages and the level of trade to improve
their overall economic welfare if they follow consistent rules, but not all can
increase their market share.

To avoid the fight for market shares through manipulation of the exchange
rate, wage rates, taxes or subsidies and to prevent financial markets from driv-
ing the competitive positions of nations into the wrong direction, a new code
of conduct is needed regarding the overall competitiveness of nations. Such a
code of conduct would have to balance the advantages of one country against
the disadvantages of other directly or indirectly affected countries. For ex-
ample, the effect of changes in the nominal exchange rate deviating from the
fundamentals (inflation differentials) on trade balances is not much different
from that of tariffs and export bounties. Consequently, such real exchange
rate changes have to be subject of multilateral oversight, negotiations and
decision-making. Only if such rules apply, can all trading parties avoid un-
justified overall loss or gains of competitiveness and developing countries can
systematically prevent the trap of overvaluation that has been one of the most
important impediments to prosperity in the past.

Intervention in financial markets is indispensible

In financial markets that are in full speculative swing, nearly all participants
follow the same pattern of expectations based on similar information. This
uniformity creates manias and panics and huge systemic risks. In a boom
phase, there are too few short sellers; and in a bust phase, too many (UNCTAD
Policy Brief, No. 3, October 2008).! But the similarity of the behaviour of
many financial market participants and the limited amount of information
that steers them opens a gate for fully justified and non-distorting govern-
ment intervention. Contrary to atomistic goods and services markets, and the
colossal quantity of independent data that help to form the market price there,
financial markets are characterized by what could be called oligopolistic in-
formation sharing. Most of the information that determines the behaviour of

1. Some 80 years ago Schumpeter put the phenomenon of the necessary “friction” in the following
way: “Just as the physical world would be an uninhabitable chaos if the slightest difference in
temperature sufficed to transfer all heat instantaneously to the region of the minimum, so the
economic world could not function if, for example, the slightest variation in a rate of exchange
sufficed to set all gold flowing at once” (J. A. Business Cycles, 1. Volume, p. 51).
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speculators and hedgers is publicly accessible and the interpretation of these
data follows some rather simple explanatory patterns.

There has long been a debate in economics concerning the “equilibrium price”
in these markets and the incompetence of governments in identifying it and
guiding the market to reach it. But that argument misses the point: Even if
well-informed governments and central banks do not exactly know the equi-
librium price they usually do know when prices are in disequilibrium. In other
words, the fact that governments have only a very rough idea about the equi-
librium price is not a convincing argument against intervention, as we have
learnt now that markets do not only have no idea, in fact they are systemati-
cally driving the price away from equilibrium. Take commodity prices: If the
oil price doubles in a couple of months governments and international organi-
sations urge the oil producers to increase supply and in this way intervene in
these markets, obviously, that means they know that the price is far beyond
equilibrium. The same is true for many other markets.

The events of recent months have revealed a huge misallocation of resources
and a destruction of enormous values driven by financial markets. The lesson
is simple: macroeconomic prices are too important to be left to the vagaries of
these markets. However, if the failure has shattered the naive belief that unfet-
tered financial liberalisation and deliberate non-intervention of governments
will maximize welfare, or functional efficiency, the crisis offers an opportunity
for a new start. Governments, supervisory bodies and international institu-
tions have a vital role to play to allow society at large to reap the potential ben-
efits of a system of decentralized decision makers. Only consistent and force-
ful interventions in financial markets by institutions with knowledge about
systemic risk can transform a system of atomistic markets for goods and for
services into an efficiently functioning entity. Market fundamentalist laissez
faire of the last twenty years has dramatically failed the test.

Interventions in financial markets that are part of the global economy call for
cooperation and coordination of national institutions and for specialized in-
stitutions with a multilateral mandate to oversee national action. In the midst
of the crisis this is even more important than in normal times. The tendency
of many governments to entrust to financial markets again the role of judge
or jury over the coming process of reform and indeed over the fate of whole
nations is absolutely inappropriate.
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The cushioning function of public Labour Market Policies (LMP) has been
illustrated in the current crisis, but we also saw the diffusion of some future
— oriented innovation, such as combining short time working with intensive
retraining. Such trends should be fostered. First of all, the timing is right. The
speeding up of the ageing process in the E.U. opens a “window of opportunity”:
many senior workers will have to be rapidly replaced in a context of rising skills
requirements. However more profound changes are needed. A new employment
norm is possibly emerging, replacing the old one (1) and the idea of organising
‘transitions’ as a social investment is gaining momentum (2).

Towards a new employment norm

An employment norm is a set of interrelated principles indicating what should
be considered as “normal”, that is desirable and possible in this domain. It
is useful to combine the point of view of the worker and the point of view of
the society, and to deal with the central content before looking at its possible
evolution as times passes and society develops. Last we may connect this norm
to other related social fields, here unpaid work, either domestic or charitable/
political, and the connection with environment.

Table 1 The traditional full employment norm

Point of view
Content of the norm

Central norm

Dynamic content

Worker as family member Society and natural environment

Stabilized full time job, with a guaranteed minimum | Integration of the working class through the access
wage, for the (male) breadwinner to market production and to economic growth
Collective skills acquisition through a stable National growth ensured through Keynesian policies

working group

Connection with other useful Division of work inside the family, limiting women's | No environmental concerns

activities and other social systems | role to domestic work No consideration of charitable/political activities

The traditional norm (table1), as a retrospective construction centered on the
integration of the working class, appears to be gender — biased and at best in-
different to environmental stakes. However its collective dimension should be
stressed: first, qualification appears to increase mainly through collective work
experience, and second there is a conspicuous responsibility of the (traditional
Keynesian) state as regards employment matters.
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Table 2 A possible norm of sustainable full employment

Point of view
Content of the norm

Central norm

Dynamic content

Worker as individual Society and natural environment
Individual financial autonomy, mid-term period, National/regional autonomy, gained in the
gained either through paid employment, or through international division of labour

participation in socially useful activities. Weekly hours
modulated according to age. Retraining and leaves
Maintenance and accumulation of competences Collective employability inside the international

through networks division of labour

Connection with other useful ac- = Lifecycle compatibility of family life, personal and pro-  Sustainable development, from a social and

tivities and other social systems = fessional life; gender equality; crossable and negotiated = environmental point of view

borderline between different forms of activities

The possible emerging norm (table 2) is quite different: no more family-centered
(which does not mean that the family constraints are not taken into account,
rather the contrary), but rather organized around the individual and based upon
collective employability. Four traits are characteristic. First, it could be termed
a Schumpeterian norm, putting the emphasis on competences accumulation
through networks, innovation and risk taking. Second, employment should
be sustainable as regards social and environmental considerations. Third, the
gender and care concerns are now put to the forefront, there should be no more
unequal and gender - biased division of domestic labour. Fourth, the norm
becomes sequential, and does not contain the same rights and duties set for all
ages, especially regarding the number of hours to be normally worked during
one week at different points in the life course.

Beyond ‘flexicurity’: transitional labour markets as
social investment

We are of course far away from this norm. The prescriptive consequences for
LMP in the post-crisis EU economy should be realistic. This brings us to the
controversial EU agenda of “flexicurity”, which has to be situated amongst
other labour market policy and labour market reform agendas. In our view it
cannot be kept as such in the new EU Employment strategy, but the idea of a
better organization of “transitions” in and around the labour market remains a
key priority more than ever. The important drawbacks and limits of ‘flexicurity’
as it is currently developed in the EU should be avoided without throwing the
baby out with the bath water.

Specific attention should be paid to the balance of power in negotiations ex-
changing “flexibility” and “security”, which are too often dominated by the
pressures towards flexibility. Considering LMP in isolation from other policy
decisions should also be avoided, because it unduly leaves the whole adjustment
burden to the labour market. The positive idea is to promote “social investment”
in a systematic and collective way, and to develop the social organization of
better transitions. It entails:
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— Developing the policies needed to improve work and employment quality

— Strengthening the connection between LMP and other social investments
such as education

— Connecting LMP and a new industrial policy, e.g. through the involvement
of local authorities (regions, municipalities, territories) in two directions:
setting a portfolio of productive abilities and experiences, in order to attract
and retain activities, and organizing transitions

— ‘Equipping labour markets for the people’ through institutions enabling more
long-term career choices (and not only ‘equipping people for the market’
through training and information)

— Restoring a better bargaining power for the unemployed, by developing alter-
native opportunities

— Restoring a better bargaining power for the workers inside firms, by favoring
stakeholders over shareholders

— Substituting the motto ‘make transitions pay’ for the motto 'make work
pay’. This encapsulates two criticisms of the current European Employment
Strategy, which may lead to push workers into any kind of work, even ill
paid, through the lowering of unemployment benefits, and which ignores
the situations where ‘de-activation’ makes sense.

A synthetic example may illustrate the application of such principles. In the
case of very old dependent parents, LMP should ensure that part-time work is
available for senior workers (the children of such very old dependent parents)
in order that they may take care of them and keep working, and should set
up incentives and social controls ensuring that such end of career is equally
shared amongst men and women. Such policy makes sense only if decent end
of careers are available to re-trained senior workers not submitted to exces-
sive productivity requirements and pressures. We find here again our starting
point: the “window of opportunity” opened by the departure and replacement
of senior workers.

Further reading
Auer P. and Gazier B. (2008) ’Flexicurity as a Policy Agenda’, CESifo DICE
Report 4 — 2008, pp- 3-8

Schmid G. (2006) ’Social Risk Management through Transitional Labour Mar-
kets’, Socio-Economic Review, 4 (1) 1- 33
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Imagine for a moment a ship that sails quickly and elegantly around the world.
Itis the pride of its owners and praised for its efficiency. During a heavy storm,
however, the mast breaks, the thin vessel’s side cannot withstand the crash-
ing waves, the helm is jammed in stormy seas, and there are only enough life
boats for the captain, the first officer and some rich passengers, while the rest
of the passengers and crew are left to the mercy of the ocean.

Imagine, then, that experts are called in to help fix the battered vessel and they
suggest that, apart from some quick emergency repair work, the same ship
should continue to sail as it was, given that it had been so fast, elegant - and
profitable. Of course no one would trust such irresponsible experts — unless
they were bankers.

Freshly rescued from catastrophe, finance is back in full swing, again making
huge profits on the strength of the “mother of all bubbles” currently in the
making. Billions of dollars of rescue money is flooding into financial markets,
supporting speculation rather than real investment. Confident that the state
“lifeboats” will come to the rescue again and that their risks and costs will
be carried by the ordinary women and men in the street, the casino is back
to business as usual. Total compensation and benefits at the 23 major Wall
Street firms are expected to be 140 billions USD in 2009, exceeding the 2007
peak by 10 billions. However this “return to normality” it based on the implicit
assumption of massive mid- and long-term cuts in pubic expenditure and so-
cial security provisions to pay for it. If finance and wealth owners get things
their way, this may well mean the end of the welfare state as we know it.

In recent decades, wages and transfer incomes have not grown in line with
productivity in nearly all countries. In fact, institutional and legal changes to
capital and labour markets, combined with aggressive, short-term profit-max-
imization strategies enabled the owners of private enterprises and financial
capital to appropriate most of society’s productivity gains. Moreover, threats
of re-location or disinvestment resulted in labour market deregulation and
casualization of employment. Global capital mobility led to the rise of tax ha-
vens, transfer pricing and tax competition, reducing the ability of governments
to tax capital, driving down tax rates and regulation levels. Meanwhile, high
profit rates in finance put pressure on the real economy to produce similar

1. The author thanks Claire Hobden and Kevin Skerrett for comments on an initial draft
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results for shareholders. Thus, profits in the financial bubble economy became
the benchmark for the real economy; resulting in a decline in real investment
and further adding to accumulation of wealth in finance.

In sum, while income differentials have widened, the tax burden has shifted to
employees and consumers, further reducing purchasing power. Throughout
the world, indecent, precarious and informal employment has been increasing
and it looks as though still further deterioration lies ahead.

Recovering from the crisis without immediately planting the seeds for an even
bigger catastrophe in a few years time requires fundamental changes in in-
come and distribution. Global imbalances need to be reduced and the down-
ward slide of wages must be reversed.

The ILO suggested a Global Jobs Pact in the summer of 2009 to push for com-
prehensive policy approach comprised of public stimulus packages, quality
public services, public work, universal social security coverage, living mini-
mum wages, extension of collective bargaining and a fundamental reform of
the financial system in order to strengthen final demand based on real income.

However, the macro-economic necessity for growing income and final demand
contradicts the micro-economic logic for aggressive cost-cutting at enterprise
level. While all enterprises would welcome higher demand, they all turn to
aggressive wage and employment cuts to survive during the crisis. There is no
competitive, but only a cooperative solution to this dilemma. Left to its own
course, this market logic will drive our economies into a downward spiral and
intensify the pressure for protectionist measures such as currency devaluation
and trade tariffs.

So far, government interventions have avoided the worst, but governments need
to do more. In addition to continued stimulus measures they need to stabilize
employment and wages through a set of complementary policies. Wages have
to be taken as far as possible out of competition to avoid a deflationary wage
spiral. This requires a binding, living minimum wage of at least 50% - 60% of
average wages. Collective bargaining coverage needs to be increased through
appropriate legal and institutional extension mechanisms. Investment in qual-
ity public services including stable and attractive salaries for public employ-
ees contributes to higher employment and stabilize the wage level. Temporary
public work schemes help to create immediate employment and reduce the
downward pressure on wages. Comprehensive social security provision and
unemployment benefits are essential automatic stabilizers to maintain income
and aggregate demand. Massive investment in a green infrastructure, green
innovations are required to address climate change today, before it will have
to be done at prohibitive costs and with even more dramatic damage to nature
and human livelihoods tomorrow. Investment in public education, health care
and urban infrastructure development is central to repair our societies and
create opportunities for all after three decades of neo-liberal disintegration.
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These measures can and must be funded through new fiscal revenues from
a global financial transaction tax (see Schulmeister in this volume), steep
progressive income taxation and a substantial wealth and inheritance tax. A
global FTT of 0.1 % would generate 1,5 % of Global GDP or 900 billions USD
in revenues. Applying the tax rate of 1955 to the 400 highest earners in the US
would increase annual revenues by 40 billion USD. In Germany a moderate
1% wealth tax on rich people would generate 20 billion Euro per year.

But the paradox of macroeconomic needs and microeconomic constraints re-
produces itself at the level of the nation state. To find sustainable solutions
cooperative states have to replace the competitive state of the neo-liberal area.

There is no doubt that raising such taxes is both technically feasible and com-
patible with a vibrant economy. Indeed, it is a requirement not only for a
fairer economic recovery, but also for breaking the harmful process of exces-
sive profits feeding financial bubbles. If countries can coordinate free trade
regimes and global bail outs, there is no reason why they cannot coordinate
tax rates, close tax havens, and cut the financial sector back to size.

A fairer income distribution will not occur just because it makes macro-eco-
nomic sense. Winning the intellectual argument is important for building
broad alliances for change, but they can’t replace the need for determined and
capable social movements. In lobbying and in global meetings, civil society
is outgunned by the fire-power of Wall Street and its allies. In Washington
alone, 3000 lobbyists are on the payroll of the financial sector and over the
last decade donations of some 1,8 billion USD to federal election campaigns
were made. In return, finance has been able to loot state coffers and present
the bill to the public.

Trade Unions are now being invited by governments and capital to help man-
age crisis adaptation policies. However, this increasingly looks like an invita-
tion to share the pain - not to help shape the future. Governments and busi-
ness must be surprised how calmly the people and organized labour have re-
acted so far to the ‘rip off of the century.’ This patience might be one reason for
the arrogant overconfidence of the elites that nothing has to change. We may
all be in for some unexpected and ugly political responses, if this complacency
is not challenged.

Further reading
ILO (2009) Global Jobs Pact,

http://www.ilo.org/global/What_we_ do/Officialmeetings/ilc/ILCSessions/
98thSession/texts/lang--en/docName--WCMS_115076/index.htm
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Monetary policy has been blamed for causing the crisis and also been hailed
for leading economies out of it. In other words it has been considered for good
and for bad as the driving force of economic developments in recent years,
and experts have criticised or praised central bank actions. In the following a
slightly different question will dealt with: What role will monetary policy play
when the crisis is over?

The basic assumption of the ideas outlined in the following is that monetary
policy indeed has an influence on the real economy as well as on inflation by
setting short term interest rates. And the key question is whether the targets of
monetary policy should be broadened in the light of recent experiences.

Events since the crisis broke have shown just how important monetary policy
is to stabilise an economy. By lowering interest rates the ECB not only allowed
firms to get cheaper credits — this was by far the least important effect, at
least in the short run. More important was firstly that cheap money allowed
governments to borrow money at low rates and thus make it much easier to
finance their necessary expansionary stimulus packages. Secondly, low interest
rates allowed banks to raise their profit margins when lending money to their
customers. Doing so, they could increase their profits and reduce their risk of
becoming insolvent. Furthermore low interest rates made it easier for firms to
issue bonds cheaper, such that they could refinance their debt or their invest-
ments at less costs, what helped them to survive. Through all these channels
low interest rates were key to stabilising the economy.

In contrast to many fears expressed recently, the effects mentioned above have
no immediate relation to price stability, the primary mandate of the ECB, al-
though one could interpret these measures as a policy to avoid deflation. But
this is only indirectly so. Directly, monetary policy predominantly served to
stabilise demand and thus economic activity. Against this backdrop the task
of the ECB as set out in the Maastricht Treaty seems too narrow to deal with
the severe consequences of a deep crisis. This is no accident, since the Treaty
is based on the basically new classical assumption that markets are stable and
efficient such that there is almost no necessity of economic policy to interfere
with markets. In such a setting, a severe crisis should not occur and there is
basically no need to stabilise economic activity since it is never far away from
its equilibrium value. In fact the crisis occurred, and the basic assumption
underlying monetary policy in recent years has been proved wrong.
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These considerations show that in future monetary policy should interpret its
role not just in terms of predominantly ensuring price stability, but rather of
stabilising the economy more generally, that is output as well as prices. The
Treaty should in the light of the recent crisis either be reinterpreted or even
better changed in this direction. That would enhance clarity and appropriately
broaden the monetary policy approach.

Furthermore these considerations show the importance of an at least implicit
co-ordination between monetary and fiscal policy. If they work in the same
direction they mutually reinforce each other. Low interest rates make fiscal
policy easier to be expansionary without narrowing too much the leeway of
future fiscal policy by high interest payments. At the same time fiscal policy can
take over some of the stabilising task. In the light of these arguments the ECB
should venture to give up its resistance against policy coordination to increase
the effectiveness of its own policy.

Recent developments have shown that interest rate policy is not the only in-
strument of monetary policy in times of already low but positive interest rates.
In such a situation when deflation threatens to trigger a major crisis, central
banks have to go beyond interest rate policy. The ECB, and to a much larger
extent the US Federal Reserve, have done that, buying different sorts of private
securities to inject liquidity into the economy. This is highly recommendable
at exceptionally dangerous times, when production stalls and unemployment
rises, because interest rates cannot be lowered much more. People no longer
react by increasing spending to the prospect of even lower interest rates, and
the economy is in a liquidity trap. Again this is a case for discretionary fiscal
policy action as well as well as a case to think about additional monetary policy
instruments. Presently the ECB is very restricted in buying bonds, since it is not
allowed to buy state bonds except those that are already in circulation. Thus
it is constrained to focus mainly on private bonds. But there are no guidelines
according setting out which securities should be bought. But guidelines are
necessary in order to prevent the ECB to prefer specific countries, sectors or
even firms. Instead one could argue that bonds bought should normally reflect
the aggregate European economy.

One major task of future monetary policy is its role in an anti bubble policy.
In the first place there is the task of enforcing new regulations set- up after the
crisis. The ECB should focus on macro-prudential rather than microeconomic
issues. Among these, countercyclical rules should have a very prominent role.
That means if— what seems highly likely — the mark-to-market pricing approach
is maintained, capital requirements should be linked to the market value of
assets. Then at times of a boom when market values are high, capital require-
ments should be high too. Such a rule diminishes the incentive to increase the
respective investment activities in times of a boom, because it becomes more
and more expensive to provide the necessary underlying capital. Therefore
investors should rather become more and more cautious leading to a weaker
boom instead of rising prices heating it up more and more as presently. On the
other hand, if there is an economic slack and the market value of assets decline,
lower capital requirements make these investments cheaper. One should expect
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this to be an incentive to increase investments in these assets and thereby act-
ing against economic slump.

In addition to these general rules specific risk requirements for each asset type
should be applied. It would be the task of monetary policy to supervise not just
compliance to these rules, but permanently check macroeconomic usefulness
of the rules too. Such a role is much superior to the request, frequently heard,
that monetary policy should become more restrictive over the entire business
cycle in order to avoid bubbles. That would adversely affect growth prospects
all over the economy, not withstanding if the behaviour is stability oriented or
not. Hence it is a very rough and costly strategy not to be recommended.

We can sum up these arguments by stating that in future monetary policy
should play a more active role. This refers to two fields in particular. Firstly it
should expand its targets by explicitly accepting a role, alongside fiscal policy,
in stabilising the real economy. Secondly it should be more actively involved
in surveillance of financial markets, where again its main focus should be to
ensure macroeconomic stability.
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The financial crisis has become a real economic crisis with falling economic
growth and sharply rising unemployment, followed by insecurity and growing
social inequality. A crisis of the institutions now governing the economy is also
to be foreseen. The institutional order and the governance structures are in
danger if political answers to the crises are not formulated and implemented.
With regard to progressive and employment friendly policy answers, different
proposals have been made, including strengthening the control of financial in-
stitutions, re-regulation at European level, more public investments, “green”
innovation policies, stronger and more active labour market policies (LMP),
and life-long learning strategies (LLL).

Individual policy measures might be promising in their own right but they do
not, by themselves ensure a governance structure that can combine push and
pull approaches, instruments affecting both the supply and the demand side,
and which can work and change institutions and behaviour at different levels
in society.

Here the Nordic countries offer some important lessons. Over decades, policy
mixes have been developed which have proved workable during economic re-
coveries as well as recessions. Policy instruments must be tuned in accordance
with changes in the business circle, and the policy-mix adopted has to be ac-
cepted by the significant political actors in society. This implies that private
associations — the social partners in particular — have to be placed in pivotal
decision-making positions. The Nordic approaches have had different histori-
cal formulations. In Sweden, for example, the famous “Rehn-Meidner” model,
formulated by two economists associated to the trade union movement, ac-
corded a central role to centralised, solidaristic wage policies. Denmark pio-
neered the now much-admired “flexicurity’ approach combining active labour
market and life-long learning policies, income security, and external labour
market flexibility. Beyond these differences, though, some common traits
should be noted — and learned from in the present crisis.

The main elements in the Nordic socio-economic approaches are captured in
the triangular figure (Magnusson et.al. 2008), which highlights the intercon-
nections between macro-economic governance, collective bargaining and la-
bour market regulation, and welfare state and active labour market policies,
as well as the key intermediating role of the social partners.
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The social foundations of the Nordic approaches
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The state has to take overall responsibility for the macro-economic framing
with an interventionist approach as fundamental to ensuring full employment
as the first priority. The macro-economic policies of the Nordic countries have
been characterised by prudence and stabilisation based on fiscal regulation,
cautious use of monetary policies (credit control, devaluations) and close coor-
dination with the centralised wage setting systems. Collective bargaining, with
the exposed sectors in the lead, can be coordinated economy-wide with the
aim of achieving moderate real wage growth, low inflation, international com-
petitiveness, and sufficient room for growth in investment and demand. Public
investments in infrastructure and public services are to support this goal.

Cooperation between the political system and the social partners is a prereq-
uisite for good processes and robust results. Social dialogue and tripartite con-
certation are an integral part of the governance structure. Solidaristic wage
policies are an important precondition for development of productivity and
restructuring. By creating a proper wage floor, the egalitarian wage policies
force unprofitable firms out of business and serve as a mechanism for real-
location of labour into the most productive firms and sectors, supported by
active labour market policies. An important implication of this institutional
configuration is that it convinces local unions of the benefits of participating
in productivity-enhancing cooperation at the company level.

The welfare state seeks to strengthen the security of wage earners — also in
times of crisis. The third foundation in this system of interlocking policies has
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been the provision of income security by the evolving welfare state, combined
with employment security in relation to the open labour market. By contrib-
uting to a socialisation of the individual risks connected to restructuring, by
massive investment in improving skills and abilities, and by establishing a
proper reservation wage, the income security and LMP schemes facilitate
worker participation in rationalisation and adjustment at the firm level and
underpin wage policies. And at the macro level domestic demand is secured.
Hence, the welfare state must be seen as a productive arrangement, enhancing
the policies of growth, restructuring, human capital formation, and stabilising
demand. The financing of the welfare state, in turn, is reliant on the success of
the overall policy-approach in ensuring growth, rising employment and a wid-
ening tax base. The public services are a major arena for (particularly female)
employment, and, by socialising care for children and the elderly, further
stimulate the growth in female participation in productive work. By redistrib-
uting demand via the tax system and by offering decent service jobs, the wel-
fare state plays an important role in fighting insecurity and as to job creation.

Particularly relevant in the current context is the way the Nordic countries
combated economic crisis and high unemployment during the early 1990s by
flexible adaptation of their policy regimes. First floating currencies were es-
tablished in Finland, Sweden and Norway. The interplay between private col-
lective bargaining and macro-economic policies was then restored, but along
different paths: Strong recentralisation in Finland and Norway and more de-
centralisation in Denmark and Sweden. In Norway the trade unions made a
pact with the political system, securing welfare rights combined with LMP
and LLL initiatives. Finland revitalised centralised tripartite negotiations and
the social pacts proved to be a workable response formula. Sweden did not
rely on incomes policy but had a general “Industrial Agreement” signed in
1997, also introducing sectoral-based coordination mechanisms. In Denmark,
an agreement between the social partners from 1987 made it possible to take
macro-economic considerations into account in collective bargaining. And
from 1993/94 a new policy-mix was introduced, combining expansive fiscal
policy with active LMP. Here the social partners were also placed in pivotal
decision-making positions.

The present crisis has been met with correspondingly diverse but strong pol-
icy-mixes. Macro-economic policies have been made more expansive, bank
sector packages have been introduced, and new coordination efforts between
public policies and collective agreements are being set-up. In Norway the
trade union movement is ready for a new “Alternative of Solidarity” even if
the economy is not that hard hit. LMP measures have been strengthened and
social packages set-up for the municipalities to help low income groups, sup-
port welfare initiatives, and to restore the building industry. Sweden is also
performing relatively well outside the euro zone. Strong monetary and fiscal
stimulus to the economy has, however, been necessary alongside measures
to combat long-term unemployment. Recently, the unemployment figure has
been falling again. While Finland has experienced a decrease in exports of
more than 25 per cent in 2009, domestic demand has been stimulated and
new corporatist agreements made, including social and LMP measures. Fiscal
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stimulus packages have been elaborated in all Nordic countries and further
adaptations are planned for 2010.

This is not to imply that there are no weaknesses. In Denmark and Sweden
tax cuts and private consumption are being excessively relied upon to solve
economic problems. Increasing public investments and public consumption
have bigger effects than tax reductions - and this is the way to develop the
policy-mix further. Here Denmark and Sweden suffer from the ideological and
cognitive orthodoxy of their present right wing governments. Norway is in a
better position in that respect.

Of course this sketch of the foundations of the Nordic approaches is a styl-
ised picture. Policy-mixes must be shaped according to national traditions
and economic and political circumstances - but coordinated at the European
level. The multilayered character of the systems must be stressed. Policies at
the macro and micro levels are to be embedded in institutionalised patterns
of vertical articulation and horizontal coordination. Negotiated solutions are
being cultivated in the Nordic countries —more strongly so in Norway and
Finland than in Denmark and Sweden at the moment. Linkages between in-
stitutions and actors are important, and public policy-mixes of both general
and selective measures, securing economic as well as social aims, decisive. De-
fending the goal of full employment and promoting welfare at the same time
is possible by the use of interventionist strategies and cooperative decision-
making arrangements. Here Europe can learn something from the Nordic ex-
periences.

Further reading

L. Magnusson, H. Jergensen, J.E. Dglvik: The Nordic Approach to Growth
and Welfare — European Lessons to be Learned?, ETUI, Brussels, 2008
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Unless the reform of the financial system is guided by a set of fundamental
principles it is more than likely that it would lose its way and end up not achiev-
ing what it is meant to do — create a financial system that supports the real
economy and does so without posing a burden on tax payers. Below we recom-
mend a minimum set of such principles financial reforms would need to fulfil.

Competitiveness

The 20%-25% return on equity for banks, 2/20 % hedge fund fee structures
and more than $100 billion in annual bonus payouts, all salient features of the
pre-crisis financial landscape are symptoms of too little competition. When
the financial sector, a mere facilitator of the real economy, starts accounting
for 30%-40% of all corporate profits as it did in the US, it is clear evidence of
an oligopoly which is parasitic to the real economy.

Current regulations favour big institutions over small, international banks over
domestic banks and complex ones over simpler rivals. This asymmetry, econ-
omies of scale and the public subsidy that institutions considered ‘too big or
too complex to fail’ enjoy, has driven the trend towards ever greater consolida-
tion into financial giants with few if any new entrants.

The high rewards available to employees and shareholders in a non-compet-
itive system and the protection against failure for large institutions skew in-
centives and encourage speculative and destabilizing behaviour. Barriers to
entry need to be lowered and financial institutions need to be broken up so
their failure no longer poses a threat to the system.

This would not only deliver a much better deal for customers and investors
but also for taxpayers since such a system would also be less likely to crash.
Diversity

Soldiers crossing a bridge are asked to break step else the bridge would be-
come unstable and collapse. Likewise, financial stability comes from diversity

of behaviour. When everyone wants to buy or sell at the same time, we get as-
set price bubbles and collapses.
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We need the whole range of financial institutions — savings banks, insurance
firms, merchant banks, pension funds and development banks doing what
they are supposed to do. When banks behave like hedge funds, hedge funds
like banks and insurance companies like both we are in serious trouble.

Current regulation allows market prices and institutions’ own judgement of
risk to influence how much capital they hold. Since this capital is held to guard
against market and institutional failures in the first place, there is a big con-
tradiction here. This, together with the use of similar risk management and
bonus incentive systems drives everyone to invest in the same assets at the
same time and reduces diversity. It has made the financial system more pro-
cyclical, unstable and prone to systemic collapse.

Portfolio theory in finance that advocates not putting all ones eggs in one bas-
ket drives every investor to seek new asset classes to invest in. This worked
well as long as access to asset markets, geographic reach and the information
available to different investors all differed since the various buckets of invest-
ments were genuinely distinct — i.e. there were many different baskets.

Advances in information technology have meant that nearly everyone has ac-
cess to the same asset price data more or less at the same time; capital account
liberalization has meant that for all practical purposes all large and significant
financial markets are now open to overseas investors; regulation has driven
more and more financial actors to use similar market price incorporating risk
management systems; and the growth of the bonus culture and annual share-
holder maximising objectives has made more and more financial actors be-
have identically in a bid to maximise their income.

The pursuit of diversification against this background has led to an increased
degree of uniformity in the financial system which has made it more intercon-
nected and fragile to external and internal shocks with the ongoing financial
crisis symptomatic of these changes.

Financial institutions need to be regulated by what they do not what they say
they do. Capital requirements need to be mandated by regulators not markets
or own judgement. Diversity can come from different investment horizons,
incentive systems, risk appetites or regulatory requirements and needs to be
actively encouraged.

Simplicity

Because financial regulation lacks broad principles, reactive efforts to ‘fine
tune’ and adjust it have left us with tens of thousands of pages of laws and
guidelines which are full of loopholes but act as a barrier to entry nonetheless.
Moreover, because these differ across jurisdictions and legal form financial
institutions set up a complex network of hundreds of subsidiaries to game the
system. This makes them not only too complex to fail but also in the case of
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behemoths such as Citicorp which has more than 2,000 subsidiaries (427 in
tax havens), too complex to manage.

What we need is to hardwire simple and blunt regulation such as caps on lev-
erage, country by country reporting and prohibitions of off balance sheet ex-
posures. This would be more effective if co-ordinated internationally.

There has been a parallel rise of the complexity of financial products driven by
the fact that complexity increases profit margins and opportunities for tax and
regulatory arbitrage. It does so by increasing information asymmetry between
the financial institutions on the one hand and its customers and regulators on
the other.

Complexity in legal structures and products also increases opacity, reduces
supervisory effectiveness, and thus increases systemic risk. Regulation needs
to push for simplicity in legal structures and in financial products.

Fairness

Large banks excel in reducing the tax burden on themselves, as well as on their
employees and large customers through the use of complex products and legal
structures often involving tax havens. In good times, they do not pay their fair
share of taxes and in bad times the little people like the rest of us who do pay
our taxes bail them out. This is not only unfair but even more important desta-
bilizing since it encourages excessive risk taking.

Polluters must be made to pay so there is an urgent need to crack down on
tax avoidance by banks, bankers and their clients. While that can help reduce
future abuse, the costs of ongoing and future bailouts must also be recovered
from the financial sector through levying financial transaction taxes. These
are easy to collect, hard to avoid, have a very progressive incidence, have the
potential to increase stability and can be implemented unilaterally.

Compensation in the financial sector needs to be regulated sharply downwards
to make it more symmetric. The best way to do this would be to cap bonuses to
100% (or less) of salary. Current annual bonus structures of multiples of base
salary drive short-termism, speculation and irresponsible behaviour because
such behaviour can be highly rewarding. The only problem is that eventually
the taxpayer has to foot the bill.
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Across Europe policymakers emphasise the importance of skills policy and life-
long learning as key elements in the response to the current economic crisis. In
particular, it is argued, they will enhance economic performance and improve
distributional outcomes. Large government subsidies and, in some countries,
complex institutional infrastructures are deployed in pursuit of skills and learn-
ing objectives. What contribution will skills and learning policies make to sof-
tening the impact of recession? Are too many hopes placed upon them? And
what results could sensible policies in this area really achieve?

The first key point to make is that there are limits to what skills interventions
can achieve in terms of either stimulating economic activity or reducing un-
employment. The vast majority of workers currently losing their jobs are not
doing so primarily because they lack the skills necessary to make them em-
ployable. Job losses have occurred because demand for the products that their
employers produce has fallen. If the core underlying problem is a shortage of
work, it may be dangerous to overplay what education and training can do,
except alter the relative standing of different individuals and groups within
the job queue for available employment openings.

Previous recessions saw significant restructuring of the composition of em-
ployment. This restructuring was geographical and occupational and in par-
ticular reflected a shift from male manual and manufacturing employment
towards service sector work. Subsequently crises at the regional level occa-
sioned by the shutdown of large manufacturing plants threw up similar prob-
lems — the injection into local labour markets of a large mass of previously
relatively highly-paid, skilled, semi-skilled and manual, mostly male workers
whose occupational skill sets were in limited demand. The need, therefore,
was for efforts to re-train such workers for new forms of employment.

It is not clear that these considerations will play such an important part in the
story of this recession in most developed economies. While it is true that man-
ufacturing jobs have been lost, the scale of such redundancies is now liable to
be relatively limited within the overall scale of the changes taking place in em-
ployment, if only because in most EU countries manufacturing now accounts
for such a reduced proportion of employment compared to earlier times. The
key question seems to be what re-training and/or upskilling would be relevant
and helpful to the bulk of service sector employees whose jobs now vanish. For
example, the employees made redundant with the collapse of the Woolworth’s
retail chain in the UK were plainly already within the service sector labour
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market, where other new jobs are expected to emerge, and they were probably
perfectly adequately trained and skilled retail workers. It is not clear what the
public skills policy response to their unemployment might be.

One of the most likely casualties of the recession is liable to be initial work-
based learning (WBL), i.e. apprenticeships. The experience of previous reces-
sions suggests that many employers will reduce apprenticeship provision, not
least because they will be recruiting far fewer young people to their workforce.
In some countries there is a considerable danger that sharp reductions in WBL
provision will impact on the commercial viability of some private training pro-
viders, with the result that important elements of training capacity may be
destroyed.

Some commentators, particularly in the UK, have argued that a useful response
to the threat of rising youth unemployment would be to increase the statutory
education leaving age. Experience suggests that it is almost certainly the case
that levels of post-compulsory participation will increase of their own accord
as a result of the recession, as youngsters react to dwindling job opportuni-
ties in the labour market, and opt to continue in education. What is unclear is
whether an immediate resort to compulsion would serve any useful purpose.
There are a number of problems.

There have to be meaningful forms of provision available that are both ad-
equately staffed and resourced, and which will engage the youngsters who are
going to be forced to participate in them. It requires considerable investment
(and thus also time) to ensure that the resources required are available, or that
appropriate qualifications and pathways are in place to secure this requirement.
Moreover, what we know about those young people who currently opt not to
carry on in post-compulsory provision suggests that, insofar as any form of
learning might engage them, it would be relatively resource intensive, need to
be closely tailored to their individual preferences and learning needs, and for
many of them be centred on WBL (precisely the form of provision that is liable
to be under greatest pressure).

Furthermore there is a danger of confusing participation with achievement.
We already know, from the outcomes of compulsory schooling, that in many
countries a very significant proportion of young people who participate until
minimum leaving age fail to achieve significant qualifications. It may thus be
possible to cajole or ultimately force a substantial number of young people to
remain in education until 18, but it is much less certain that they will end up
achieving useful qualifications.

In many EU countries employers receive substantial public subsidies for train-
ing activities. However governmental financial constraints seem likely to force
renewed consideration of the balance of funding responsibilities between state,
individual and employer. The sustainability of approaches centred on public
funding is now threatened. More generally education and training expendi-
ture will face competition against the background of tough overall budget con-
straints from spending areas such as health, welfare and housing.
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Lurking behind these short to medium term questions raised by the current
economic downturn is a much broader and more difficult set of issues that sur-
round the implosion of the model of economic development with which skills
policies over the last two decades or more have been linked. This model was
predicated on the assumption that the vast volume of extra skills produced
would be utilised by employers and that there would be a supply-push im-
pact that would encourage more employers to move ‘up-market’. The assumed
backcloth was a knowledge-driven economy largely consisting of knowledge-
intensive services, and not least financial and business services. The recession
will force governments to re-evaluate these assumptions, think about influ-
encing the quality and composition of production more directly, and pay more
attention to the demand for skills as well their supply.

What, then, does the above imply for the question as to where the limited pub-
lic resources available for education and training should be best spent?

— Inthe formal education system, concentrate on those in danger of leaving
school with inadequate basic literacy and numeracy skills. At least we are
then increasing their chances in a hostile labour market.

— Do not waste resources keeping people in formal education simply as a
waiting room for employment.

— Target subsidies for work-based training more carefully. In many coun-
tries there is evidence of significant deadweight loss.

— Concentrate subsidies on sustaining high-quality apprenticeships which
are now threatened by low recruitment rates.

— Inproviding training for the unemployed, recognise the weight of evidence
that to be effective this needs to be accompanied by good job-placement
schemes.

— In many countries a significant percentage of the education and training
budget is devoted to maintaining complex and expensive administrative
infrastructures. Think carefully about how these infrastructures can be
slimmed down.

Further reading

Handel, J. Worker Skills and Job Requirements: Is there a Mismatch, Eco-
nomic Policy Institute, 2005.

Oxford Review of Economic Policy, Special Issue on Knowledge, Skills and Com-

petitiveness, especially articles by Keep & Mayhew, Stevens, Culpepper and
Finegold, 15(1), Spring 1999.
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Crises tend to shake-up established certainties and to induce a reappraisal of
fundamental assumptions and generally accepted policy conclusions. The ‘set-
tled’ questions before the crisis are no longer ‘settled’ questions after the crisis,
especially when the crisis reveals, as Keynes pointed out in the 1930s, a sharp
contrast between economic reality and established economic orthodoxy. In the
current crisis there is a similar tendency towards rethinking and re-evaluating
some of the fundamental assumptions and conclusions of orthodox economic
theory in particular those relating to the efficiency of financial markets.

The unexpected re-appearance, after a long absence, of the dreaded N-word
— nationalisation — in economic discourse is an interesting example. The cur-
rent reality is one of massive, unprecedented and widespread actual or effec-
tive nationalisation of major banks and other financial institutions on both
sides of the Atlantic. However nationalisation in general, and banking nation-
alisation in particular, is firmly rejected as a policy option by mainstream eco-
nomic theory. This rejection is based on a number of well know theoretical
and empirical arguments: public production is bureaucratic, slow, easy-going,
dominated by red tape and political control or interference and it is usually
unable to respond quickly to market opportunities. This behaviour leads to
productive inefficiency. The private sector, by contrast, is enterprising, inno-
vative and creative, responding quickly and effectively to market challenges.
Nationalisation, therefore, is to be avoided.

The response of the conventional wisdom to the contrast between reality and
theory is to view the current nationalisation of banking as a temporary expedi-
ent and a necessary evil to be reversed as soon as possible. After nationalisa-
tion, the banks are cleaned-up, returned to profitability and then re-privatised.
The ultimate aim is a privately owned, privately run but properly regulated
and supervised banking system.

There is, of course, a long history of socialist support for nationalisation of
banks-not as a temporary crisis measure but as part of a wider plan of nation-
alising key parts of the economy and developing a democratic, socialist soci-
ety. In this vision ‘socialist banks’ will be nationalised but not run, as under
temporary nationalisation, along ‘capitalist’ lines.

There is, however, another alternative, which is to consider bank nationalisa-

tion neither as a short- term temporary measure nor as a means of achieving a
socialist planned economy, but as a more permanent feature as part of a radi-
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cal reform of the financial system in a mixed economy. Is there any place for
non-socialist banks, run along commercial lines, but under permanent public
ownership and therefore under an obligation to operate in accordance with
wider public policy objectives?

The most crucial function of banking in the economy is the task of allocating
resources to those uses that yield the highest, risk-adjusted returns. The con-
sensus view is that the private sector of competitive capitalism can perform
this function more efficiently than the government, provided a proper system
of regulation and supervision is in place.

A private banking system needs public regulation and supervision because of
the danger of ‘systemic failure’ where reckless behaviour by individual institu-
tions may threaten the stability of the whole system. There is clearly a very se-
rious ‘moral hazard’ problem in banking. The threat of bankruptcy and failure
which normally acts as sufficient restrain to prevent reckless behaviour and
excessive risk-taking by firms in other parts of the economy is not effective in
the financial sector. If failure by one firm can destabilise and even bring down
the entire system, the authorities may have no alternative but to bail out the
failing part in order to preserve the whole. Knowledge that this is the likely
response of the authorities may encourage reckless behaviour and excessive
risk-taking by individual parts.

One solution to the moral hazard problem is to have a regulatory and supervi-
sory system in place that detects, discourages and prevents reckless behaviour
before it happens, rather than having to deal with its consequences. Nation-
alisation may reduce but not eliminate the problem, since state banks could
also mismanage risk and cause systemic failure. The existence of the moral
hazard problem by itself, therefore, does not provide sufficient theoretical
justification for permanent nationalisation of the banking system. Permanent
nationalisation is neither necessary nor sufficient for solving the moral hazard
problem. Regulation in a privatised banking system, on the other hand, is nec-
essary but may also not be sufficient.

Still, nationalisation would almost certainly reduce these risks because it can
stop much more easily and effectively than any regulatory system the type
of reckless behaviour that causes systemic failure. Nationalisation would dis-
pense also with the costly, risky and ultimately futile cat—and-mouse game
between the regulated and the regulators whereby invariably the regulated are
always a few steps ahead of the regulators.

Indeed this constitutes one of the paradoxical elements of the ‘privatisation
and regulation’ paradigm. On the one hand, it is claimed that public officials
cannot be entrusted with the running of the banking industry. On the other
hand, the same public officials can apparently be entrusted with the vital func-
tion of running the regulatory system of that industry efficiently. Concern with
such paradoxes would, of course, be unimportant if the probability and the
costs of regulatory failure were trivial. Before the crisis, the widely held as-
sumption was that the social benefits of a privatised banking system, mainly
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the superior efficiency of private production, exceed the potential social costs.
It is becoming increasingly clear that, after the crisis, this assumption needs
to be re-examined.

In the first place, the benefits of financial innovations, may have been exagger-
ated. What exactly were the social benefits of innovations such as sub-prime
mortgages, collateralised debt obligations or credit default swaps that, pre-
sumably, would have to be sacrificed under a system of nationalised banking
run by bureaucrats? If they were such great innovations, of great benefit to
society, why did they end up as ‘toxic waste’, impossible to price and pollut-
ing the balance sheets of global banking? More significantly, the costs, par-
ticularly the costs of regulatory failure, have been grossly under-estimated.
The resource costs of regulation may be comparatively low (although they are
bound to rise if a more hands-on approach to regulation is adopted). But the
social costs of regulatory failure are huge and they transcend both geographi-
cal and inter-generational boundaries. If the probability that systemic failure
is much greater when banking is located in the private rather than the public
sector of the economy, the cost of subjecting society to this risk must be esti-
mated and added to the total cost of regulating privatised banking. Naturally,
if these costs exceed the social benefits, permanent nationalisation of banking
would be a better alternative to privatisation.

A great deal of complex cost-benefit calculations, involving analysis of risk
and uncertainty as well as issues of inter-generational equity are, therefore,
necessary before a solid case for permanent nationalisation of banking can be
established. But by the same token this is true for the model of privatisation
and regulation. It is no longer self-evident, as is often assumed, that what is
needed for the establishment of a more robust banking system is simply im-
proved regulatory systems.

In the aftermath of the global financial disaster, when the seemingly incred-
ible has happened, leaving Alan Greenspan ‘in a state of shocked disbelief’, the
privatisation and regulation paradigm is no longer sacrosanct. It is legitimate
to ask, in a comprehensive review of how to establish a robust banking system,
whether it is safer in the long run and, on balance, less costly for society if at
least some banks — like schools and hospitals — become not only a temporary
but also a permanent part of the public sector in a mixed economy.
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The project of seriously re-regulating the financial sector requires a great deal
more leadership than we have seen so far from any of the large nations. In many
ways, the Obama government has been the most disappointing. To the extent
that governments of Britain, France or Germany have ventured slightly bolder
proposals, they have been discouraged by the government of the United States.

To appreciate the degree of reform that we need, it is helpful to review the
function of the banking system. At bottom, the role of the financial sector is
to channel credit and capital to the real part of the economy, to make assess-
ments of risk, and to price the cost of credit accordingly. Until the 1970s, the
financial sector in most of our countries was well regulated and well behaved.
The financial sector itself was fairly small - under 6 percent of GDP in the
US. It existed to serve the rest of the economy. With deregulation, more and
more of what financial intermediaries did became pure speculation, aided by
extreme degrees of leverage and pyramiding. The enlargement of the financial
sector became an end in itself.

One can divide the financial system into three broad functions:

— Extending credit to businesses and households
— Connecting investors to entrepreneurs
— Pure trading and speculating

The first two functions add value to the economy. But since the 1970s, more
and more of the financial system and an increasing share of its profits have
been based on the third function. As many critics have observed, all of the
banks want to be hedge funds. But pure speculation and trading adds nothing
to net economic welfare. At best, it is a zero-sum game. At worst, as in the
recent crisis, it simply allows middlemen to take immense risks with other
people’s money. If their bets pay off, they can become extremely rich. If their
bets fail and they are large enough or interconnected enough, governments
often make up the losses.

The historic task of government in this era is not just to discourage or pro-
hibit risky practices, but to fundamentally alter the business models of major
financial institutions, so that no institution that makes most of its profits from
speculation or from trading is in a position to menace the entire system or to
require bailouts from taxpayers. Speculation, to the extent that it is permitted
at all, should be a purely private activity, and it should be discouraged.
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The Obama Administration has shown little interest in this degree of funda-
mental reform. On the contrary, its strategy for resolving the banking crisis
has been to prop up banks that are effectively insolvent such as Citigroup, and
to disguise the degree of their insolvency. The consequence of this policy is
that real reform is deferred, and the process of recovery is protracted because
traumatized banks are rebuilding capital and setting overly strict lending
standards rather than providing credit where it is needed. Though the Federal
Reserve has reduced short term interest rates to barely above zero, the real
economy suffers from a paradox of cheap money and tight credit.

Large money center banks continue to see speculative activities rather than
ordinary commercial banking or stock underwriting as their main profit cent-
ers. This is a recipe for the next bubble economy.

The reform legislation recently approved by the U.S. House of Representatives
is far too weak. It does not include serious controls on derivatives, or funda-
mental reform of credit rating agencies. It leaves the most unregulated kinds
of financial institutions such as hedge funds and private equity firms almost
untouched. It preserves the doctrine of “too-big-to-fail”, and puts the Federal
Reserve in the role of “systemic risk regulator” despite the Federal Reserve’s
failure to adequately regulate sub-prime lenders or bank holding companies,
both of which were its responsibility during the run-up to the crisis.

True reform would include the following:

— Capital reserve requirements for all classes of financial institutions. The
larger the institution and the riskier the activity, the larger the reserve
requirement.

— A strict separation of institutions that perform commercial banking from
those that make their profits from trading.

— A strict separation of institutions that place orders for retail customers
from those that trade for their own accounts.

— The same disclosure and reporting requirements for hedge funds and pri-
vate equity firms as for publicly-traded and registered companies.

— A prohibition of the tax favoritism for borrowed money used to acquire
companies. A prohibition of payment of special dividends to private equi-
ty owners of operating companies.

— Public ownership of credit-rating agencies.

— Arequirement that all derivatives shall be traded on regulated exchanges,
with capital requirements and limits on overall positions.

— A provision that any firm that locates in a tax or regulatory haven shall
not be permitted to do business or have financial transactions in an OECD
country.

— ATobin tax on all financial transactions, graduated so that very short term
transactions pay the highest rate of tax.

— Corporate governance reform to assure that shareholders and other stake-
holders hold executives accountable for compensation formulas.

76 After the crisis: towards a sustainable growth model



Reforming finance

One disabling myth of recent years has been the premise that, because of globali-
zation, national governments are relatively helpless to re-regulate finance; any
nation that tries to regulate will simply drive business offshore. But the reality is
that China and India largely escaped the consequences of the financial collapse
because they simply did not permit their banks to traffic in exotic securities.
India used punitively high reserve requirements to do the job. Chinese banks
commit a variety of sins against free markets, including the use of artificially low
interest rates for favored enterprises. But the Chinese government understands
that their function is to supply capital to firms, and not to speculate.

It would certainly be useful if the major nations could agree on a more effec-
tive Basel III with more consistent and adequate capital reserve requirements;
or on a universal Tobin Tax. But that day will never come and reform should
not be delayed in the meantime.

Much of what needs to be done can still be done by national governments.
After the attacks of September 11, 2001, the Bush administration initiated a
rigorous enforcement program to crack down on international money launde-
ring to prevent movements of funds to finance terror. The same enforcement
program could have been used to prevent regulatory or tax evasion—but that
was explicitly prohibited.

Another disabling myth has been that any “innovation” should be welcomed as
enhancing economic efficiency. But nearly all of the financial innovations of the
past three decades have been aimed at evading regulation, enriching insiders, re-
ducing transparency, increasing leverage, and passing off risks to others. The va-
luable innovations are those in the real economy. The proper role of the financial
sector is to evaluate those risks and opportunities and make available financing.

To conclude:

— Banks need to return to their legitimate role of providing capital to house-
holds and enterprises.

— Investment banks and venture capital firms need to return to their legitimate
role of financing new enterprises, expansions, and transfers of ownership.

— Private equity, as currently defined, is mostly parasitic and changes in tax
policy should discourage the entire business model.

— Hedge funds exist only as pools of capital that evade regulation. They add
nothing to the net economic well being and should be discouraged as bu-
siness forms.

— Derivatives, such as options and futures need to be limited to their legiti-
mate role of providing hedges to commercial users against price fluctua-
tions — and not be used as highly leveraged forms of gambling. Taxation
can discourage very short term trading.

— National governments, given the political will, can achieve most of this.

It should be obvious that virtually all of these proposals are far outside the current
political discourse. It is our task to make them mainstream, even conventional.
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Behind the financial crisis, the economic crisis and the social crisis there is
something more fundamental. The fact is that it is a crisis of the economic
development models of the past ten years, particularly in the US and China,
models that caused global imbalances and financial bubbles.

These growth strategies were not sustainable, either financially, socially or eco-
logically. Add to that the fact that Europe had its own bubbles and imbalances,
in banking and in real estate. That is why the essence of the present crisis is a
global crisis for the growth and development models of the last ten years.

There is a lively global debate about reform of these unsustainable growth
models. A rebalancing of the global economy, new stable structures and frame-
works for financial markets and a global climate strategy, all are at the top of
the agenda.

However, the agenda would be incomplete without new social policies. They
are badly needed and have to be part of new global development models. That
goes for China, where the World Bank and the IMF are urging the Chinese
leaders to build a stronger social safety net to rebalance the Chinese economy
from being extremely export oriented to becoming more based on internal
demand, particularly consumption. That goes for the US, too, where a health
care reform is on its way, a reform to cope with a huge market failure, which has
led to the highest health costs in the world, while still leaving some 45 million
people without health insurance. Better social policies are needed also in the EU
Member States, where we must maintain our social safety nets in times of deficit
reduction, but also make social protection systems more productivity oriented.

Europe will need a new deal to strengthen both the social dimension and the
Single Market — even to save the Single Market from disintegration. It seems
that tax competition has replaced currency devaluation as the new beggar thy
neighbour policy, a more serious form of competition from the point of view
of social systems. We have to show citizens that the Single Market and well-
functioning social systems are mutually supportive.

The exit strategies now under discussion by macroeconomic policy makers
need to be well timed. Too early an exit risks bringing the economy back into
recession, too late an exit will lead to new financial bubbles. But the policy mix
is just as sensitive as the timing of the exits: to avoid making such exit strategies
an immediate failure, they have to be combined with strong micro-economic
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incentives to skills, employability and recruitment, i.e. to active labour market
and education policies.

Thus, we need to start talking about entry strategies, re-employment strategies,
to bring people back to work, to new jobs with new skills.

The EU Commission should play a leading role by acting as agenda setter, and by
bringing policy makers together in a constructive dialogue on the co-ordination
of macroeconomic exit strategies and of entry strategies and on the design of
a bold re-employment initiative.

As an important element in the overall policy response to the crisis I propose
that Europe makes a stress test of its social systems with five main elements.

Why do we need to make such stress tests?

There is one simple answer to that question: we have to do what we did with the
banks, to ensure that those systems had the strength to serve the economy and
the enterprises in a severe situation. Now we have to ensure that the social sys-
tems have the strength to serve people when the financial and economic crises
are causing a social crisis. I propose a 5P-test, where P stands for Productivity,
Poverty reduction, Pensions, Political and social involvement and finally Public
finances. These are examples, not an exhaustive list of political parameters.

Productivity — promotion of change and management of change

My starting point is that our social systems have — or should have — a funda-
mental role in the creation of prosperity by contributing to the improvement
of productivity.

The most urgent task is to facilitate re-employment of those who are unem-
ployed. More focus on active labour market policies, education and training
and early intervention to prevent long term unemployment is key to success in
this field. More emphasis is also needed on the quality of jobs.

Prosperity/poverty reduction

Second, widely shared prosperity is the goal of all social market economies,
which implies both prevention of poverty and a fight against existing poverty.

Our social protection systems are among the most highly developed in the world
and yet, today, almost 80 million people live below the poverty line. In most
Member States, children are more exposed to this scourge than the rest of the
population. Poverty exists among the employed, in-work poverty.
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The social impact of the economic crises will be severe. Social protection systems
have to be allowed to play their role both of macroeconomic automatic stabilis-
ers, and microeconomic floors against poverty, over several years.

Pensions in an ageing society

The long term stability of our pension systems has to be tested. Those sys-
tems are central in the fight against old age poverty. Here we can be proud of
progress made over the last few decades. However, the pension systems are
under stress due to the ageing of our populations. A higher pension age is one
way, but that will not help much if workers are unable to stay in working life
until the formal retirement age. More than half of the Member States are still
below the 50 per cent target for employment for workers aged 55—-64. Thus,
pension reforms must be closely linked to reform of labour market policies to
give new opportunities, not only ‘a second chance’, but a number of new chances
for re-employment all through working life.

Political and social involvement

Fourth, I think that one element in a stress test of our social systems is the de-
gree of political and social involvement. A high degree of involvement is a sign
of health, while a reduction in involvement is a signal to observe and react to.

Public finances

Finally, to the bottom line, public finances. How can we return to sound public
finances and at the same time maintain our social protection systems? This is
the most difficult question. A first step is to identify the automatic stabilisers,
recognising that budgets have to serve as shock absorbers. A second step is to
make a qualified analysis of the budget deficits — identifying the origin of the
deficits, and the difference between permanent tax reductions as one extreme
and active re-employment policies as the other extreme — and use such infor-
mation to shape fiscal policies. A one-size-fits-all approach would lead in the
wrong direction; a more nuanced approach is needed.

Let me end by emphasising the political nature of this form of stress test. It is
an opportunity to set the agenda for the next five years. The President of the
Commission has got a new mandate and made a commitment to “a new, much
stronger focus on the social dimension in Europe, at all levels of government”.
A new Commission will soon be in place. Now is the time to take immediate
action to set a European agenda to defend and develop social systems, confirm-
ing the basic European ideas and values - competition between enterprises,
cohesion between Member States and solidarity between citizens.
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In the developed countries, the prevalent view of many observers is that the
current crisis is one that hits men more than women and should therefore be
named a “he-cession” and not a recession, the crisis being made by men and
hitting primarily men. However the overall impact of the crisis on women and
men in a global perspective is far more complex.. Nearly all experts in interna-
tional economic research and policy expect major setbacks in the level of gen-
der equality achieved over the last decades. It seems quite clear that in most
developing countries women will face severe economic and social difficulties
when production and trade decrease, employment declines, and as a result of
the recession, public spending and expenditure especially in education and
health care is cut (see for example Antonopoulos 2009 and Seguino 2009).
This said, however, the following analysis concentrates on EU Member states.

During the last decades we saw major increases in women’s employment rates
in most EU countries, a development indicating that women’s employment
is no longer a highly flexible “labour reserve”. And while women’s employ-
ment increased irrespective to the business cycles during the last decades (in
number of employees and not in full-time equivalents, were the increase is
less pronounced), there still remains large gender differences for nearly all
EU-member states. In 2007, the year before the recession, the EU Lisbon tar-
gets concerning overall employment rates and women’s employment rates
was not reached by more than half of the countries. The gender gap in employ-
ment marked more than 10 percentage points in 2/3 of all member states and
did not narrow from 2002 to 2007. Women’s and men’s position on the la-
bour market have remained unequal and resulted in major pay gaps between
women and men, with the unadjusted pay gap accounted for 17,4% EU-wide.

This implies that although there remains a large gender gap in employment
and pay, women count for a much greater proportion of the labour market
than in previous years (like during the last recessions in the early 1980s and
1990s), and as today more households depend on two earnings to make ends
meet, jobs losses of women have a significant impact on household incomes
and job losses of men in dual earning households create female breadwinners.

Although the crisis did not yet reach fully the labour market in most EU mem-

ber states, in the early stages of the crisis (till the first quarter of 2009) wom-
en’s employment was not disproportionally hit, rather there was a decrease in
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high profile male jobs in manufacturing industries and construction, followed
by losses in sectors with a more gender mixed composition like trade, banking
and insurance and in female dominated sectors like education and personal
services .

Pay gap between women and men in unadjusted form in EU Member States — 2007

(Difference between men's and women's average gross hourly eamings as a percentage of
men's average gross hourdy earnings)

Percenmt

Source: Eurostat. Structure of Eamimgs Survey 2006 and national sowrces (2007) for yearly SES-comparable estimates. Provisional data for
EU-27, BE, BG, EE, EL, ES, Fl, FR,IT, MT and UK. See introductony text of the statistical annex for detailed information.

Source: European Commission, Report on Gender Equality 2009

In the second quarter of 2009, EU countries report quite substantial differ-
ences in the decrease of employment in general and by sex; a first look at the
change in the employment rate leads to the conclusion that in a majority of
countries men’s employment decreased faster than women’s, but both sex-
es were confronted with employment losses. And although, in a minority of
countries, females’ employment stagnated or increased slightly the employ-
ment gap between men and women remained substantial.

During the last upturn male unemployment rates had in most countries been
much lower than women’s. When European unemployment rates began to
rise in May 2008, female unemployment exceeded male rates in 20 mem-
ber states, with the EU 27 average at almost one percentage point. Since then
male unemployment rates have risen and caught up with the female rate at
the EU level, but remains still below the female level in 14 member states.
In the others male unemployment rates are higher then female rates due to
the job losses in male dominated sectors of manufacturing and construction
(Eurostat 2009b).
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However, unemployment rates report only parts of the story. As we know from
more detailed research, unemployed women are more often not accounted for
in unemployment data, as they tend to withdraw from the labour market into
unpaid or informal work etc. The impact of the changing economic conditions
for either women or men is therefore not fully captured by employment and
unemployment data. As with other areas of labour market performance the
statistics often disguise feminised patterns of behaviour shaped by national
rules and norms around labour market activity as well as the constrained la-
bour supply decisions women face.

The experiences from earlier recessions and employment decreases show that
even if men’s unemployment is higher at the beginning of the crises, women
will be affected by the crisis quite substantially:

— women’s employment is often only part-time, in lower paying jobs, with
shorter tenure and very often in small firms resulting in less protection
against dismissals and mass lay offs and less included in collective agreed
measures or public financed programmes like short time working, eg in
Germany, only 25% of the participants in the short-time schemes are fe-
male.

— women in maternity or parental leave tend to be disproportionally affect-
ed by job losses compounded by the fact that being a unemployed mother
with a small child renders the re-entering of employment rather difficult
in many countries

— once becoming unemployed in general women'’s propensity to remain un-
employed is high and women’s share among the long- term unemployed is
higher than their proportion among the unemployed in general

— when economies grow men’s employment grows always faster than wom-
en’s

Policy responses to the crisis are — as the crises itself — not gender neutral
either, all policies may affect men and women differently and the policy re-
sponses to the crises may be gendered too.

The actual stimulus packages and other programmes are heavily concentrated
in stabilizing manufacturing industries and construction industries, mostly
male dominated segments of the labour markets. As we do not yet have data to
assess the gender impact of these programmes we can not yet fully assess the
gender impact of these programmes. However, given the experiences of ear-
lier recessions and crises one can highlight some examples of policies which
will have a negative impact for women:

— any policy that aims to encourage parents to leave the labour market will
have a negative impact upon women’s chances to re-enter the labour mar-
ket, as it is still women who take the leaves — only leave regulations that
are bound to fathers can avoid this risk;

— any policy that encourages shorter time periods in kindergartens or in
hospital care exerts an influence on the gender division of paid and un-
paid work as it is women who care for the kids, the elderly and the sick;
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— any policy that reduces public sector employment and especially employ-
ment in education and health care directly affects women. Women are
both employees and users of the public services — to a much higher degree
than men. Cuts in these areas of public budgets do have an immediate
impact on women’s position both in employment and as users of services;

— any policies which increase “deregulation” of labour market conditions
may have a gendered impact in the short run, as it is women’s jobs which
are organized part-time, with less social security and lower wages. De-
regulation may exert pressure on full-time, well paid jobs as well and at
the end it may decrease overall working conditions of both men and wom-
en. Trade unions and others should be aware that concessions between
employers and employees around working time may expand involuntary
part-time work or part-time unemployment and that concessions made
to income like freezing wages or wage cuts may affect women more and
may increase the working poor population among women. These conse-
quences are even more dramatic for lone parents.

Despite all rhetoric on gender equality women’s positions in Europe’s econo-
mies and societies is still far from being equal, neither in the labour market
nor in the family. The recession and the economic policies following the crisis
can deepen the gender differences again. The gender impacts of the current
policies are not yet studied in detail - there is still a lot to be analysed in detail.

Further reading

Antonopoulos, Rania (2009), The Current Economic and Financial Crisis: A
Gender Perspective, The Levy Economic Institute of Bard College, Working
Paper No. 562

European Commission (2009a), Report on Gender Equality 2009

Eurostat (2009b): Statistics in Focus: Sharp Increase in Unemployment in the
EU, no. 53/2009

Seguino, Stephanie (2009), The Global Economic Crisis, Its Gender Implica-

tions and Policy Responses, download (28.9.2009)
http://www.economicsofcrisis.com/Readings/Seguino.pdf
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The severe worldwide financial crisis and also the crises in Iceland, Central,
Eastern and South Eastern Europe (CESEE) and the problems of Euro area
countries show that there is serious market failure, especially massive over-
shooting of capital flows, which must be urgently compensated by policy action.
The financial sector has a strong pro cyclical tendency which leads to overshoot-
ing and creates boom/bust cycles. Instead of the current piecemeal approach
of assisting countries in difficulties a strategic approach is needed by the EU/
Euro area. We need the next step in European integration or risk disintegration.

Better European financial architecture -
proposed policy actions

As an exit strategy from the crisis and in the upturn the introduction of a credit
growth stabilisation tax (CGST) on all new private sector credit, to limit
excessive credit growth, is proposed. The receipts are used to cover the costs of
the crisis, or flow into a cyclical stabilisation fund (CSF) to be used in downturns.
This construction would not be traditional Keynesian demand management
with deficit spending but act as a sort of automatic stabiliser to counter the pro
cyclical tendencies of the financial sector.

A credit growth stabilisation tax (CGST) would be introduced if credit growth is
deemed excessive e.g. compared to nominal GDP growth. The CGST would be
a tax on all new private sector credit. It would start with a tax rate of, say, 0.25
percentage point for all new credits allocated. If this is not sufficient to curb the
excessive credit growth the tax rate could be increased to 1, 2, 3, 4, 5 or more
percentage points if necessary. To especially discourage foreign currency loans
the tax rate should be substantially higher e.g. by 1-4 percentage points, for such
credits compared to the tax rate for credits in local currency. Also lower tax
rates for credits for economically beneficial and necessary investments (green
growth) could be considered.

1. The views expressed in this paper are those of the author and do not necessarily represent those
of the Oesterreichische Nationalbank or the Eurosystem.
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To avoid circumvention through other instruments (e.g. leasing) these instru-
ments could also be taxed. The tax should be collected by the banks but ul-
timately owed by the debtor. It should also apply to credits taken in foreign
countries, with reporting requirements by the debtor and the foreign banks and
payment by the debtor, to avoid that residents take out loans in other countries.
If circumvention of the tax is found, creditor and debtor should each pay twice
the avoided tax amount, so the fine is four times the amount of tax avoided. It
could be considered to award those who report tax avoidance of others the tax
amounts avoided.

The receipts from this tax should flow into a cyclical stabilisation fund
(CSF). This would allow countries to create reserves in the boom phase and help
to avoid overheating. The reserves in the CSF could be used in the downswing
or bust phase. These counter cyclical policies would act as a countervailing force
to pro cyclical forces in the financial system like mark-to-market accounting
and value-at-risk models.

Such a system consisting of a CGST and a CSF would be especially useful for
countries with pegs or hard pegs as in this case the scope for using the inter-
est rate instrument is very limited. It could also be used for countries in the
Euro area. For example Austria has such a credit tax (Kreditvertragsgebiihr)
which is however not used for countercyclical purposes, but could be adapted
to function counter cyclically. In the 1990s Austria did make a savings subsidy
(Bausparprdmie) automatically counter-cyclical by linking it to the interest
rate — high interest rate, higher subsidy and low interest rate, lower subsidy. It
works quite well and helped together with other measures to lower the savings
rate when growth was sluggish.

Alongside the CGST/CSF system, five concrete measures to strengthen the Eu-
ropean Financial Architecture and deepen European Integration to better cope
with recessions/busts are proposed:

1. For euro area member states the creation of a €200 billion counter cycli-
cal financing facility, based on article 100 of the EU treaty. The funds of
the facility would be raised through EU bonds and passed on to Euro area
member states which apply for them, with a mark up of 50 basis points (bp)
or alternatively a flexible mark up (20 bp plus 10 bp for each 1 %point the
deficit exceeds 3 % and additionally each 10 %points the debt exceeds 60
%). The income from the mark ups should feed a reserve fund. The Com-
mission would be empowered on behalf of the EU to raise the funds as it
does for the EU balance of payments assistance. The funds would be passed
on to euro area member states which apply for them, up to a maximum of
10 % of GDP. The Eurogroup would decide on the distribution of the funds
and should also be empowered to increase the €200 billion and the 10 %
threshold if necessary. This should help Euro Area member states, as mar-
kets that were undershooting with sovereign spreads in the past, are now
in the process of overshooting and the countries have to pay high interest
rates on their debt, which limits their ability for countercyclical policy.
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2. Fornon euro EU member states the creation of a €50 billion counter cyclical
financing facility, in addition to the EU facility for balance of payments as-
sistance of €50 billion. Similar mark ups as in the euro area facility should
apply. It would help EU countries in difficulties; send a strong signal to
markets, ease deficit financing and avoid pro-cyclical fiscal policies.

3. For European Economic Area, EU candidate, EFTA and EU neighbouring
countries the creation of an EU facility for balance of payments and macro
financial assistance of €50 billion. This facility would also operate, like the
EU balance of payments facility, in close cooperation with the IMF to ease
the financing pressure on IMF resources. Both facilities could be seen as
an EU contribution to IMF financing.

4. These bonds emitted and backed by the EU would together create an EU
bond market. The risks for the EU would be very low as the funds would flow
to EU countries or countries with close relations to the EU, which should
be in a position to later pay back the loans. In spite of heated speculation,
no EU member state has gone bankrupt, even before we had a common
fiscal discipline (Stability and Growth Pact). The income from the mark ups
could be used to create reserves. The benefits would be high as it would
give investors EU bonds which are currently lacking and allow the EU to
better compete for international investors.

5. Bilateral swaps or Repo facilities should be established between the Euro
System and EU as well as other European central banks. The Federal Re-
serve has swap agreements world wide and is acting on its geo political
responsibility, by helping countries in need. In Asia under the Chiang Mai
Initiative swap agreements were transformed into a single fund to support
the currencies of the participating countries. The fund was just increased
to 120 billion US Dollar. We could aim at something similar in Europe.

Taken together, these measures would help euro Area, EU and CESEE coun-
tries to finance counter cyclical policies which would help stabilize EU growth.
Countries in the CESEE region would be able to finance counter-cyclical fiscal
and monetary policies and establish and finance their own economic recovery
and financial stability plans, which would in turn support EU exports to and
FDI in the CESEE region. The correction of imbalances would happen over the
medium and long term under IMF programs. Monetary and financial stabil-
ity would be supported in and around the Euro Area and the EU. This would
benefit regional economic, especially trade and financial links. The euro capital
markets would benefit from deeper markets in EU bonds thereby diminishing
the disadvantage against the US.

The proposals would help stabilise financial markets, stimulate our economies,
correct market failure and deepen European Integration with no cost for the
EU taxpayer. Substantial welfare gains for the euro area, the EU and other
countries in the extended European zone could be achieved.
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There is widespread recognition that the financial crisis which triggered the
Great Recession was significantly due to financial excess, particularly related
to real estate. Now, policymakers are looking to reform financial systems in the
hope of avoiding future crises. But like the drunk who looks for his lost keys
under the lamppost because that is where the light is, policymakers remain
fixated on capital standards (which require shareholders to provide minimum
levels of equity capital) because that is what is already in place.

There is a better way to regulate financial markets through asset based reserve
requirements (ABRR) which would extend margin requirements to a wide array
of assets held by financial institutions. ABRR are easy to implement, use the
tried and tested approach of reserve requirements, are compatible with exist-
ing regulation (including capital standards), and would fill a major hole in the
existing range of financial policy instruments.

The toleration of periodic bouts of financial excess over the past two decades
reflects profound intellectual failure among central bankers and economists
who believed inflation targeting was a complete and sufficient policy framework.
It also reflects lack of policy instruments for directly targeting financial mar-
ket excess. With central banks relying on the single instrument of short-term
interest rates, using interest rates to target asset prices would be like using a
blunderbuss that inflicts massive collateral damage on the rest of the economy.
ABRR offer a simple solution to this problem by providing a new set of policy
instruments that can target financial market excess, leaving interest rate policy
free to manage the overall macroeconomic situation.

ABRR require financial firms to hold reserves against different classes of assets,
with the regulatory authority setting adjustable reserve requirements on the
basis of its concerns with each asset class. One concern may be an asset class
is too risky; another may be an asset class is expanding too fast and producing
inflated asset prices.

By obliging financial firms to hold reserves, the system requires they retain
some of their funds as non-interest-bearing deposits with the central bank.
The implicit cost of forgone interest must be charged against investing in a par-
ticular asset category, reducing its return. Financial firms will therefore reduce
holdings of assets with higher reserve requirements and shift funds into other
lower-cost and thus relatively more profitable asset categories.
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The effectiveness of this approach requires system-wide application. If applied
only to banks, ABRR would simply encourage lending to shift outside the bank-
ing sector. To succeed, reserve requirements must be set by asset type, not by
who holds the asset.

A system of ABRR that covers all financial firms can increase the efficacy of
monetary policy. Most importantly, it enables central banks to target sector
imbalances without recourse to the blunderbuss of interest rate increases. For
example, if a monetary authority was concerned about a house price bubble
generating excessive risk exposure, it could impose reserve requirements on
new mortgages. This would force mortgage lenders to hold some cash to sup-
port their new loans, raising the cost of such loans and cooling the market. If a
monetary authority wanted to prevent a stock market bubble, it could impose
reserve requirements on equity holdings. This would force financial firms to
hold some cash to back their equity holdings, lowering the return on equities
and discouraging such investments.

ABRR also act as automatic stabilisers. When asset values rise or when the
financial sector creates new assets, ABRR generate an automatic monetary
restraint by requiring the financial sector come up with additional reserves.
Conversely, when asset values fall or financial assets are extinguished, ABRR
generate an automatic monetary easing by releasing reserves previously held
against assets. In all of this, ABRR remain fully consistent with the existing
system of monetary control as exercised through central bank provision of
liquidity at a given interest rate.

At the microeconomic level, ABRR can be used to allocate funds to public pur-
poses such as inner city revitalisation or environmental protection. By setting
low (or no) reserve requirements on such investments, monetary authorities
could channel funds into priority areas, much as government subsidised credit
and guarantee programs and government-sponsored secondary markets have
expanded education and home ownership opportunities and promoted regional
development. Conversely, ABRR can be used to discourage asset allocations
that are deemed socially counterproductive.

ABRR have other significant policy benefits. First, ABRR increase the demand
for reserves which should prove helpful as central banks seek to exit the cur-
rent period of quantitative easing to avoid future inflation. By introducing and
gradually raising asset reserve requirements central banks can implement a
form of reverse quantitative easing that smoothly transitions the financial sys-
tem to a new, sounder regime.

Second, by increasing the demand for reserves ABRR will increase seigniorage
revenue for governments at a time of fiscal squeeze. To the extent that required
reserves constitute a tax on financial institutions, that tax is economically ef-
ficient given the costs of resolving financial crises. It will also shrink a financial
system that many believe is bloated.
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In the late 1990s, US policymakers completed the repeal of America’s “New Dea
segmented system of financial regulation but they created no framework of match-
ing comprehensiveness. That failure created a regulatory vacuum, particularly
regarding the activities of the secondary banking system, and was a major con-
tributing factor to the financial excesses that caused the crisis. Applied uniformly
to all domestic financial firms, a system of ABRR can help fill this vacuum.

For the euro zone, ABRR are additionally attractive because they can help ad-
dress the instrument gap created by the euro’s introduction. The euro’s estab-
lishment represents an important step in the creation of an integrated Euro-
pean economy. Over time it should yield dividends as increased competition
and lower transaction costs generate increased efficiency. However, member
countries have had to give up their own exchange rates and interest rates, which
have created problems for economic management by reducing the number of
policy instruments. ABRR can fill this policy instrument gap because they can
be implemented on a geographic basis by national central banks.

Property lending, which has been a major focus of concern, is particularly suited
to this. If Euroland is suffering excessive house price inflation, the ECB could
raise reserve requirements on mortgage loans secured by property. However,
national central banks should have the power to set reserve requirements above
(but not below) the rate established by the ECB. Thus, if Spain or Ireland is
suffering excessive house price inflation, their national central banks could
raise reserve requirements on mortgage loans secured by property in those
countries. That would raise mortgage loan rates in Spain and Ireland without
raising rates in other countries.

Nationally contingent ABRR will create some incentive to shop for credit across
countries. That means ABRR will work best when linked to geographically specific
assets that cannot evade the regulatory net. This includes mortgage lending that
is secured by collateralized property, and shares for which legal title is registered
where companies are incorporated. That said, jurisdictional shopping is costly
and that cost enables ABRR to create cross-country interest rate differentials for
wide categories of assets. That creates space for different interest rates in different
countries, thereby giving countries space to respond to their particular conditions.

Further reading
Palley, T. 1. (2004) ’Asset Based Reserve Requirements: Reasserting Domestic
Monetary Control in an Era of Financial Innovation and Instability,” Review of

Political Economy, 16 (January 2004), 43-58.

———————————————— (2003) ’Asset Price Bubbles and the Case for Asset Based Reserve
Requirements,” Challenge, 46 (May — June 2003), 53-72.

——————————————— (2000) ’Stabilizing Finance: The Case for Asset Based Reserve

Requirements,” Financial Markets and Society, The Financial Markets Center,
Philomont, VA, August 2000.
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The aftermath of the crisis in Europe will depend on the forces at work in
reshaping the economy. The dominant players, so far, are large firms with in-
ternational systems of production. Their responses to the crisis have included
downsizing and plant closing; reduction of R&D, innovation and investment;
consolidation and acquisitions, further international relocation of production
towards industrialising countries. Their decisions affect the possibilities of eco-
nomic recovery and also of a shift towards ‘greener’ production. If decisions
are left to big business and ‘market forces’ alone, Europe risks being stuck with
old products, low innovation, slow demand growth, heavy environmental im-
pact and growing inequality.

There is no need, however, to accept such an outcome as inevitable. Today’s
challenges can be addressed by a return to and reinvigoration of industrial
and innovation policies. In Europe, they shaped the highly successful expan-
sion of industrial production from the 1950s to the 1970s. In newly indus-
trialising countries they are combining public and private efforts to acquire
technologies, invest in new activities, and expand foreign markets. Industrial
and innovation policies fell out of fashion in Europe in the last two decades,
when governments’ liberalisation and privatisation policies largely left deci-
sions on the evolution of the economy to markets. The argument was that
markets are efficient in allocating resources and in making decisions on the
new activities to be developed. Policies lost their selectivity and were limited
to automatic mechanisms, such as across-the-board tax incentives for R&D
and acquisition of new machinery, or incentives to producers and consumers
of major goods (such as cars). The result has been no change in the direction
of industrial activities.

A new generation of industrial and innovation policies

The principles for industrial and innovation policies are simple enough. They
should favour the evolution of knowledge, technologies and economic activi-
ties towards directions that improve economic performance, social conditions
and environmental sustainability. They should support activities character-
ised by learning processes, technological change and growth of demand and
productivity.

The policy framework should reconstruct a virtuous relationship between the
generation and use of knowledge, research, innovation, investment and pro-
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duction, that is centred on a view of knowledge as a (largely) public good.
Innovation relies on open, shared knowledge, supported by basic research,
largely carried out in universities and public R&D centres, funded by public
money. As publicly accessible knowledge bases expand, the protection of pri-
vate intellectual property rights should be relaxed. Investment in new fields
is marked by uncertainty and has to rely on public intervention for orienting
the evolution of standards, markets, access to finance, coordination among
competitive producers and, where necessary, with public enterprises carrying
out production and providing services.

Industrial and innovation policies can rely on different policy tools. On the
supply side, public funds can support selected R&D, innovation and invest-
ment efforts. Public and private institutions can support business start-ups in
key fields with credits and venture capital. A new role could be played by pub-
lic and community enterprises in fields where public goods and public pro-
curement are prevalent. On the demand side, far-sighted public procurement,
the organisation and regulation of markets with high growth potential, and
support and incentives for early users on new technologies could help ‘pull’
innovation and investments, shifting production and consumption towards
more sustainable patterns. Finally, policies have to build closer relationships
among all actors of national systems — firms, financial institutions, universi-
ties and policy makers — helping to coordinate decisions of public and pri-
vate actors. Public demand could direct research and investment decisions in
fields such as information and communications technology, environmentally
friendly production, and the health sector and social services. Clear priorities
for these areas include:

Knowledge and ICTs. ICTs and web-based activities are reshaping the bound-
aries between the economic and social spheres, as the success of open source
software, copyleft, wikipedia, peer-to-peer clearly show. Policies should en-
courage the practice of innovation as a social, cooperative and open process,
easing the rules on the access and sharing of knowledge, rather than enforcing
and restricting the intellectual property rules designed for a previous techno-
logical era.

Environment and energy. The technological paradigm of the future will be
based on ‘green’ products, processes and social organisations, that use much
less energy, resources and land, and have a much lighter effect on climate and
eco-systems. Such a perspective raises enormous opportunities for research,
innovation and new economic and social activities; a new set of coherent poli-
cies should address these complex, long-term challenges.

Health and welfare. Europe is an aging continent with the best health systems
in the world, rooted in its nature as a public service. Advances in care systems,
instrumentation, biotechnologies, genetics and drug research have to be sup-
ported and regulated considering their ethical and social consequences. Social
innovation should be encouraged in welfare services with a greater role of citi-
zens, users and non-profit organisations, renewed public provision and new
forms of self-organisation of communities.
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All these fields are characterised by labour intensive production processes and
by a requirement of medium and high skills; innovation in such activities may
lead to new products and services that expand output and ‘good’ jobs; new
processes may increase efficiency by reducing materials and energy use more
than labour. The result would be a wave of technological and industrial change
that is ‘employment-friendly’ and able to reduce unemployment.

How to pay for policies

Governments and the EU should devote to these policies much larger resour-
ces — probably twice, on average, as much as is currently done. Deficit spend-
ing for these purposes should be allowed, bypassing the constraints of the Eu-
ropean Treaties, because such efforts provide a new foundation for European
economic strength.

Part of the resources can be provided by a national tax system that should be
adjusted to reflect the new priorities, shifting the tax burden from labour to
activities with high use of non-renewable resources, including a carbon tax
and higher VAT rates on selected goods that would provide clear incentives
to shift to sustainable technologies and products. Personal taxation should
include more progressive tax rates on higher incomes and a wealth tax on the
richest social groups.

Part of the funds for industrial and innovation policies could be raised through
targeted public debt. At the EU level projects could be financed by emitting
bonds guaranteed by the EU budget; a role of the European Central Bank in
such efforts should also be considered. At the national level, governments could
set up agencies funded by public bonds with the mission to provide venture
capital, minority stakes, investment credits and R&D support to new activities
in the above fields. More funds may come also from the banking sector that
could be invited to participate in such new financing programmes. Once these
new economic activities will start growing in European countries, private eq-
uity and lending may flow rapidly, and the public role could then be reduced.

Decisions on the future of the industrial structure in Europe have to be brought
back into the public domain. A new generation of policies have to overcome
the limitations and failures of past experiences, such as collusive practices be-
tween political and economic power, heavy bureaucracy, lack of accountability
and entrepreneurship. They have to be creative and selective, with decision
making mechanisms that are more democratic and inclusive of different social
interests. These new approaches to industrial and innovation policies could
play a key role in pulling Europe out of the current crisis. The politics behind
such new departure has to be based on a wide social consensus over the distri-
bution of the productivity and welfare gains deriving from new technologies
and economic activities. In the past decades, firms have largely benefited from
higher profits and financial rents. Now, workers and citizens should obtain
the benefits of new secure jobs, higher real wages, greater economic and social
rights and a better quality of work and life.
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As the crisis broke, the idea that the world might not be best run by men enjoyed
a brief airing. Indeed, while anyone other than the largely male banking elite
could have done a better job, women had the added advantage of not being any-
where near as contaminated by involvement in the failed financial sector. They
could also be trusted to be less individualistic and more risk averse, perhaps
because no woman would be granted such a soft landing as the bank CEOs.

Only in Iceland, where the outcome of risk taking has been catastrophic, has that
glimmer of opportunity become a form of reality, with women now accounting
for 43 per cent of members of parliament under a female prime minister after
the post crisis election. Only one year later and elsewhere it is business as usual;
the old governance model is back and with it comes the risk that women, while
hardly implicated in the causes of the crisis, may end up bearing a dispropor-
tionate share of the adjustment costs.

But let us for a moment turn the clocks back and imagine that the old model
was indeed so discredited that a real space did emerge for new solutions, new
principles and for excluded groups, including women, to participate in policy
formation. In this scenario what could and should be done to establish a new
and more equal gender order and to defend existing rights against recessionary
cutbacks? I would suggest the adoption of five basic principles.

The first, and somewhat novel principle is that we need a change in the basis
on which parenting is supported in employment, from policies that promote
women’s rights to policies that support the human rights of children. These
would include rights to be cared for by either parent, or for that matter by
grandparents or any other significant adult in the lives of children. So long
as such rights are associated with women’s rights, women will be carers first
and foremost, and any parenthood policies will be labelled ‘luxuries’, to be cut
back to meet fiscal deficits once the economy no longer needs more women in
employment. The urgency of this change is indicated by the speed with which
we can already see reversals of parental support policies as the recession bites.

This approach might also help counter the prevailing representation of the
decision to have children as an entirely private and voluntary choice, such that
resources to support parenthood are characterised as a subsidy for particular
lifestyle choices. The fallacy of this argument is revealed by the problems posed
to all citizens by the ageing of society consequent on an inadequate supply of
‘private’ fertility decisions. We need to recognise that children are both a public
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good and a public responsibility and ask employers to engage with the care
commitments of their employees on that basis. They should facilitate flexible
working and leave, not as a favour or concession to their specific employees, but
as part of a general obligation to contribute to social objectives, in the same way
as employers are expected to contribute to clean air policy or to allow employees
to perform jury duty. Initially the change might appear more semantic than
substantive but a clear focus on the needs and rights of children could provide
a long term basis for a more equal partnership between men and women and
between parents and non-parents in social reproduction.

The second principle is that the impact of the recession and recession-induced
policies on women should be made visible and not subsumed within a house-
hold/family analysis. There is still little evidence that either the EU or member
state governments undertake any real gender analysis of policy impacts, even
after over a decade of apparent commitment by EU and member states to gen-
der mainstreaming. Many of the effects of crisis policies on women are likely
to remain invisible as the discussion focuses on youth or on core male jobs,
such as in the attention paid to the fate of General Motors in Europe. A key
example of this lack of visibility is in the debate on minimum wages in reces-
sion. Policymakers advocate cuts in minimum wages primarily in the belief it
will generate employment for the unemployed and the young. The fact that a
relative decrease in minimum wages will affect many more women than men
does not enter the analysis. Another area where women’s interests remain hid-
den is in pension reform. The discourse refers to reducing early retirement and
extending working lives, with the focus primarily on the retirement patterns of
men. The burden of demands for more contribution years falls primarily on the
group that already has difficulty fulfilling these requirements, that is women.
Debates on defined contributions to replace defined benefit systems are also
deaf to the impact on women who are the most likely to interrupt work in early
prime age when contributions to pensions are most valuable due to the length
of time they are invested.

One reason for invisibility is that despite the increasing fragility of the family,
women’s rights to economic independence, as both an individual right and as
a protection against poverty, have yet to be embedded as principles in policy
formation in most European countries. One way to move quickly to embed wom-
en’s economic independence in social policy is to reduce the linkages between
employment history and the social wage, or to include more activities within
the qualifying criteria for the social wage. Another is to resist household-based
means testing as a recession policy. This third principle of rights to economic
independence provides protection for women in a wide range of policy areas,
from access to employment supported by affordable childcare to wage policy
and eligibility for benefits.

A fourth principle must be to resist the use of the public bailouts of private
failures as a justification for dismemberment of public services and the social
wage; the alternative to state support at key life stages is the family, with all the
regressive effects that implies, viewed from both a class and a gender perspec-
tive. Women are particularly vulnerable to rollbacks of the public sector. Not
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only are they reliant on public services to support caring activities but also their
rights to benefits may be particularly affected if means testing to reduce benefit
costs becomes more widespread. Furthermore, they are overrepresented among
workers in the public sector where the wage bill feeds directly into the budget
deficit. Deteriorating employment conditions associated with pay freezes or an
increased rate of privatisation. affect men as well as women, as struggles over
transport and postal service privatisation reveal, but where jobs are primarily
done by women,,for example in domiciliary care for the elderly,, the outsourc-
ing has often taken place away from the public gaze. There is thus a need for
unions and social commentators to adopt a more solidaristic approach to public
sector restructuring, focusing as much on the areas of women’s employment
as much as those of men.

Many will argue these basic social rights cannot be afforded and this brings us
to the fifth principle, and that is the need to challenge the power of male elites
in the private sector. Without such a challenge these reforms will be presented
as unaffordable luxuries and progress towards a more gender equal order will
be stalled. Economic elites will not spontaneously open up access to excluded
groups. Thus progress in this final dimension may be dependent on the type
of political change that we see in Iceland. Such a change in personnel would
provide a breathing space for new ideas although any long term change to the
political order would need to be embedded in new democratic structures as
female elites over time may learn to adopt the same behaviour as the present in-
cumbents. Current developments suggest that only an even deeper crisis would
provide the opportunity for real change in both the political and gender order.
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Worries about growing inequality abound — ranging from exploding top incomes
and bankers’ bonuses at one end to persistent poverty and growing low-wage
employment at the other, with the polarisation of a declining middle in be-
tween. In 2008 the OECD’s timely Growing Unequal brought this to the at-
tention of the policymaking community. Worries have only grown as a result
of the crisis. Do growing inequality and the 25-odd years of economic develop-
ment (aka the ‘great moderation’) that culminated in the credit crunch, hang
together? And, if so, what can this tell us for the future?

Inequality has become a many-faced animal. It can grow in different parts of
the distribution (top, middle, bottom), can involve wages or incomes (gross
or net), and can concern households or persons (men or women). In every
respect the level or evolution of inequality may differ. For example, one great
accomplishment in recent decades was the secular growth of female employ-
ment. It greatly reduced gender differences in that field but not necessarily in
other respects. The effects on the household-income distribution obviously
depend on whom the newly employed women live with in households: en-
hancing inequality if partners are high earners, reducing it if they are low
earners.

Clearly, in a world of rising employment participation the wage distribution
becomes ever more central to the income distribution, but they are not identi-
cal. Such complications add significantly to difficulties of comparison between
countries and over time, hampering proper analysis of causes and effects and,
unsurprisingly, also inhibiting collective action and policy making. If the devil
is ever in the detail, it is here. A long-run view and profound differences or
changes are indispensable for analysing such questions. Now that internation-
al financial markets, after three decades of gaining ascendancy, have tripped
over their own accumulated waste and fallen into the abyss, the moment may
be right. Was the goal of equality a prisoner to these markets? Will it join the
fall or be unbound for renewed policy making?

Almost 30 years of liberal market deregulation were thought to have gone
hand in hand with declining economic volatility and increased predictability:
the ‘great moderation’ of lower and more stable inflation rates and of smaller
macro-economic fluctuations. Though even Fed chairman Bernanke could not
exclude that it may have been due to luck instead of (monetary) policy, policy
makers harboured little doubt about the importance of market liberalisation,
and continued to press for lowering taxes and weakening social-security pro-
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visions and labour-market regulations. The resulting changes have enhanced
inequality through three channels. First, the decline of social security bore
directly on equality as it affected the lowest incomes most. Second, the share
of labour in economic output decreased in many countries — wages lagging be-
hind productivity growth — but the pressure was often felt stronger the lower
the wage, and especially for those on minimum wages. Third, the growth of
the financial sector boosted the high end of the pay distribution because of its
higher levels of pay, well before banking bonuses hit the big time.

It is not a matter of simple arithmetic how the aftermath of the crisis will affect
inequalities in the future. Uncertainty in financial markets can only increase
insecurity in the real economy, and in turn be reinforced by it. Much will de-
pend on where growing unemployment, prolonged pressure on wages, strong
budget deficits and concomitant budget cuts and tax hikes will hit, and thus on
policy choices. Consider the three channels just mentioned as linking econom-
ic developments to inequality. First, social security may now be viewed more
positively as a consequence of the sheer size of its effects and the unravelling
of the specious rational-market underpinnings of the prevailing approach to
labour-market policy. The popularity of part-time unemployment benefits in
Europe and the lengthening of benefits in the US illustrate this. On the other
hand, the shrinking tax basis and the greater demand for unemployment ben-
efits will squeeze the policy scope for improving lower incomes. Second, the
overestimation of financial-services production implies that the decline in the
aggregate wage share may also have been overestimated. However, that de-
cline was equally strong in the non-financial economy. Also, a lesser decline
of aggregate wages does not in itself imply any absolute wage gain, let alone
for the least paid, who may suffer the most because of their concentration
in consumer-oriented services jobs. Third, a shrinking of the financial sector
may lower wage inequality, again arithmetically and without improving the
situation at the bottom.

Looking back to earlier major financial crises gives little cause for optimism.
After the Swedish banking crisis the employment rate fell by 12 percentage-
points up to 1994 and had gained back only 5 points by 2008. The country’s
employment inequalities rose fiercely as the rate fell much more for younger
workers, and it has remained lower, while older workers ultimately bounced
back to the initial level. It comes as no surprise that income inequalities also
rose relatively sharply. Experiences were similar in Finland.

In addition to the poverty that it usually implies, inequality as such negatively
affects society as well as individuals. To contain inequalities policymakers
should realise that the credit crunch is only the tailpiece of extended market
deregulation. Following up on the labour market — witness the OECD’s Jobs
Study of 1994 — and product markets, financial markets were progressively
liberalised, the most dramatic step coming in 1999 with the repeal in the US
of the Glass-Steagall Act of 1933. From then on it took the financial institu-
tions less than ten years to create the current mess. In the process, precisely
formulated arrangements for the collective insurance of social risks (unem-
ployment, disability, health, old age) have been traded for rapidly growing
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individual financial risk taking, voluntary for some but involuntary for many,
along a clear vector of inequality. Uncontrollable moral hazard in finance has
replaced manageable hazard attributed to social benefits. At the same time
globalisation boosted risks and increased the coverage needed. As in most
countries labour incomes lagged behind productivity growth and declined
relative to capital incomes, it also shrunk the financial basis for carrying these
risks. Reinforcing collective insurance is warranted not only because risks are
difficult or impossible to cover in markets, but also because here collective
economic efficiency greatly exceeds that of the private sector. Health care in-
surance is a case in point. This implies that a fundamentally different pub-
lic discourse on taxation is now needed. No longer a priori seen as fettering
markets, tax-financed provisions can replace costly markets and, thereby, im-
prove the functioning of remaining markets. In addition, improved taxation
can correct for the distortion of financial incentives in markets — read windfall
profits in banking.

The corollary for trade unions is to look beyond so-called ‘net’, after-tax earn-
ings and take public provisions into account, subjecting them to the same
scrutiny for inefficiencies as they would market provisions. They also need to
rethink the role they have, perhaps unwittingly, played in boosting financial
markets, for example via their role in capital-funded pensions that in some
countries can comprise up to one third of life-long pay. In addition, unions
must focus on the sustainability of employment levels and incomes in the face
of bubbles: jobs needed to be rooted in the real economy (including part of the
financial sector) not in debt.

The international trade union movement may help solving collective-action
problems where single countries primarily act in their own interests. Its voice
is sorely missed in the current debate on employment conditions in banking.
It may also further international comparability of collective risk coverage —
building on the way unions already supported part-time unemployment ben-
efits in various countries. This applies with a vengeance to wage formation
— if the international trade union movement cannot agree about the use of
minimum-wage setting and internationally agreed principles for this, how
can governments? For limiting and reducing inequalities, union protection
of lower wages is needed as much as redistribution of high incomes. If banks
can ‘globalise’ bonus cuts (following Deutsche Bank’s example at the time of
writing), unions can internationalise minimum pay.

Further reading
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How will employment and unemployment in Europe look like after the most
severe recession since the great depression? Europe’s employment future de-
pends substantially on the policies in the crisis. If monetary and fiscal poli-
cies hesitate to stimulate growth and employment over a substantial period,
Europe will most likely see an unemployment pattern all too familiar from
the past: Unemployment rises in the recession and then remains at high lev-
els. Such a pattern will be disastrous for our future, but it can be prevented
if we recognize that the sole emphasis on structural reforms in the past was
misguided and that overly restrictive monetary and fiscal policies slowed ex-
pansions. Europe’s upward jumping unemployment rates are much better ex-
plained by restrictive macroeconomic policies than by institutional arrange-
ments.

The political response - pushed by economists - to Europe’s upward jumping
unemployment rates after every recession since the mid 1970s has been that it
needed labour market reforms to correct this pattern. Deregulation of labour
markets, deregulation of labour markets, deregulation of labour markets, may
be a shortcut for the message sent out by the influential OECD Jobs Study
fully based on “natural” rate theory. “Old Europe” changed its institutional
structure largely following the blueprint: labour market institutions have been
deregulated, welfare state measures have been tightened, taxes have been
lowered, a common market and a common currency (!) have been introduced,
the Stability and Growth Pact (SGB) has been implemented, and others more.
All these changes were promised to result in higher productivity growth, more
prosperous economies and improved employment, but the results are disap-
pointing: productivity and GDP growth slowed, unemployment remained at
unacceptably high levels.

The sole focus on institutional reforms embedded in a “sound” -meaning re-
strictive- macroeconomic framework was based on “natural” rate theory and
the assumption that economies return quickly to a unique equilibrium after a
shock. But how to explain upward jumping unemployment rates persisting at
higher levels in this framework? Obviously only an upward jumping “natural”
rate of unemployment could fit this theory. Did Europe’s welfare state meas-
ures become more generous in the recessions? Certainly not. Structural reforms
should have lowered “natural” unemployment rates. Institutional changes as
an explanation for rising and persistently high unemployment in Europe do
not fit the timing. Upward jumping “natural” rates became nevertheless the
dominant explanation for Europe’s unemployment problem. “This remark-
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able theory was accepted without a qualm.”(Solow) Surprise, surprise, aside
from “natural” rate theory and “super rational” expectations there was no or
at best shaky evidence that Euro-sclerosis was the right diagnosis for Europe’s
employment problem, but a “strong” theory seemingly does not need solid
empirical evidence.

“Natural” rate theory also introduced a new division of labour: central banks
were responsible for price stability only, governments for (de-) regulation,
and unions for (low) wages. This division was based on the assumption that
monetary policy serves the economy best when following a low inflation path.
Monetary policy — although only becoming powerful after the fall of the Bret-
ton-Woods fixed exchange rate system — was declared to be neutral to the real
economy. I.e. policies of high price stability were assumed not to compete with
growth, but on the contrary high price stability was said to be the precondition
for economic growth. In fact this doctrine led to immunity of central bankers
insisting on their independence, but who feel free to give advice on all areas
of economic policy. As a consequence, the design of major European institu-
tions created a tight corset for macroeconomic policy. Euroland has got the
most independent central bank in the world, choosing a self defined inflation
target of 2%, a stability and growth pact which allows the Commission to send
letters if the public deficit reaches 3% of GDP, and which supported a decline
in tax rates in the believe that a smaller public sector will leave more room for
private sector activity declared - but not proofed - to be more efficient.

The Bundesbank embraced “natural” rate theory and used its new freedom
in the post Bretton Woods era to implement a deflationary policy. Germany
became the champion of price stability only hampered in its world market ex-
pansion by a rising value of the Deutschmark, but this restriction disappeared
with the Euro. Within Euroland, Germany’s deflationary policy led German
net export surpluses - within but also outside Euroland - to be the major force
behind the German recovery of the mid 2000s. Germany, the largest econ-
omy in Euroland, followed the Dutch deflationary strategy of declining real
exchange rates, but with severely different side-effects. If a small economy like
the Netherlands boosts its net exports through improved price competitive-
ness, it affects Euroland only marginally, if the biggest player follows the same
policy, Europe’s economy is substantially affected. The low-inflation-export-
surplus country looks like the champion, but it is as much part of the problem
of European and international divergence as the high-inflation-export-deficit
country. The one cannot exist without the other.

Another, although widely neglected, explanation for upward jumping unem-
ployment rates in Europe: Recoveries have not been strong enough because
monetary policy was overly restrictive in expansions fearing inflationary pres-
sure. According to this theory, the rise in “natural” unemployment was not
caused by more generous welfare states, but it was rather the result of overly
restrictive macroeconomic policies. For unemployment rates to return to pre-
recession levels it needs economic growth in the upswing substantially above
potential output, productivity growth respectively. If growth remains below
this rate, unemployment will persist. Comparing the employment effective cu-
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mulated growth rates over three business cycles between Germany and the US
illustrates this point (see figure): The US employment miracle is the result of
economic growth overshooting productivity growth substantially in upswings
whereas German employment could hardly recover after recessions and thus
unemployment persisted at higher levels after every recession.

The greatest danger for Europe’s future employment stems from repeating
this policy. If governments and central banks fear inflationary pressure and
raise interest rates or consolidate public budgets too early, the recovery will
slow and unemployment will remain at high levels. Christina Romer - chair-
woman of President Obama’s council of economic advisors and an expert on
the policies during the Great Depression - emphasizes exactly this danger for
the current recession. In the Great Depression US President Franklin D. Roo-
sevelt consolidated public budgets too early and procrastinated the recovery of
the American economy. We do not need to dick holes. The last decades of rela-
tively shrinking public budgets left so many potholes to be filled: educational
expenditures in Europe are —with the exception of a few, mainly Scandinavian
countries- below OECD average, public infrastructure need to be modernized
and repaired, ... All this would help to achieve the goal —at least a bit- of the
Lisbon agenda culminating in the target to become the “most dynamic knowl-
edge based economic area in the world”. Governments and Central Banks
learned a lot from policy mistakes made in the Great Depression and saved
us from making a similar experience. Hopefully they also understand that it
needs substantial economic growth for a long period - a New Deal for Europe
- to return to pre-recession employment levels. Tightening monetary policy
and consolidating public budgets too early will be extremely costly for Europe.

Cumulated employment effective growth rates in upswings of
3 business cycles (1974-1998), US and Germany
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Finance at the service of the general public

We are desperately missing any real discussion of what function our financial
system is supposed to perform and how well it is doing that job — and, just as
important, at what cost. Any regulatory reform should be built on a normative
view of which financial system serves society best in terms of growth, efficiency
and equity. Today, reform initiatives are mainly based on identifying some of
the regulatory loopholes held responsible for the recent financial crisis — such
as rating agencies, executives’ compensation or securitization. Small regula-
tory adjustments are envisaged which stand in striking contrast to the decisive
actions taken to stabilise banks. The reform initiatives will not put finance at
the service of the economy and society but are instead meant to return to the
status quo ante, to make the Anglo-Saxon regime of self-regulation more effec-
tive. Nor are they suitable to avoid financial crisis in the future, because they
do not address the systemic and structural roots of the crisis: First, regulatory
failure as a consequence of excessive deregulation, and regulatory arbitrage
due to the lack of a global regulatory legislation and authority. Second, rising
inequalities within countries (rising income and wealth gap, declining wage
shares) and between countries (macroeconomic imbalances), and third, regu-
latory capture by the financial industry as well as by mainstream economics.

Textbooks tell us that the crucial role of the financial system is to allocate capi-
tal investment toward the most productive applications. The system connects
savers and borrowers, performs an intermediation function, transforms ma-
turity and risks, and absorbs shocks — cross- sectional and across time. Fi-
nancial markets were widely believed to be better suited in providing cross-
sectional risk sharing than banks by providing a vast range of financial prod-
ucts while the capability of diversifying aggregate risk (e.g. macroeconomic
shocks) across time is considered one of the main advantages of bank-based
systems.

However, we see that the financial sector has not performed at all according
to the textbook model.

Shock absorption versus shock origination
A financial system that subordinates its business practices to the interests of

the various building blocks of shareholder value turns out to be a source of
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shocks rather than a shock absorber. A good example of this observation is the
credit cycle which is an important source of endogenous risk

Mitigating the procyclical interplay of valuation and leverage is vital so as to
enhance financial stability. Countercyclicality in regulation could be introduced
by tightening leverage ratios, capital adequacy and minimum liquidity require-
ments in the boom and loosening them in the downturn. Furthermore, reliance
on external ratings in risk assessment and mark-to-market valuation in account-
ing should be markedly reduced. Executives’ compensation and bonus schedules
should not be based on profits at all, even if derived from long-term averages.
Instead, they should be based on indicators reflecting systemic financial stabil-
ity. Shareholder-value orientation and systemic stability are not compatible.

Intermediation versus extraction of rents and resources

The financial system has performed poorly in fulfilling its intermediation
function, the transfer of financial resources to the most productive invest-
ments. It created its own circular flows and extracted rents from the real sec-
tor. A quarter of a century ago James Tobin warned that Western economies
were throwing more and more human and financial resources into financial
services, remote from the production of goods and services. He predicted that
this would lead to vast rewards for people in the sector that would be out of all
proportion to the social value of their work. His prediction proved to be pretty
accurate. At the peak of the boom in 2007, 40% of all corporate profits in the
United States were accruing to the financial sector, which accounted for 7%
of overall GDP. If profits and compensation in the financial sector go up and
keep going up, that is a priori evidence of inefficiency, not efficiency.

Moreover, the size of the financial sector undoubtedly has an impact on the
nature and quality of regulation. In many cases, regulatory agencies were cap-
tured by the regulated financial institutions. The majority of capture resulted
from intentional efforts by the representatives of large and powerful financial
institutions to advance their narrow interests at all costs and defeat meaning-
ful regulation. Regulatory capture is not exclusively driven by interests, but
often also capture by the knowledge base and belief. Exclusively male, tech-
nocratic and politically unaccountable international fora and networks were
responsible for the global diffusion of Anglo-Saxon regulatory practices.

The financial sector offers a public good. Financial stability cannot be recon-
ciled with with the prerogatives and incentive structures of shareholder value-
oriented, opaque financial institutions that encourage excessive leverage, thus
raising the risk that the tax payers have to bail out the bank’s shareholders and
unsecured creditors. Strong regulation of this sector includes public interven-
tion in the market structure. Financial institutions need to be forced or in-
centivised to deconglomerate. The degree of interconnectedness and the scale
of total exposures, including off-balance sheet exposures, have to be strongly
regulated. But today, banks are emerging from the credit crisis bigger than
before, posing more risk to the economies.

112 After the crisis: towards a sustainable growth model



Making finance serve society

Instruments to restrain the size and interconnectedness of financial institutions
are manifold. First, bank size can be limited by making the required capital ratio
an increasing function of bank size after a certain minimum size. The second in-
strument is to split narrow banking (deposit taking and lending to nonfinancial
corporations and households) from other banking activities (De Grauwe in this
volume). The third is to break up existing big banks along lines of manifest con-
flict of interest. The fourth is active anti-monopoly or anti-trust policy. Another
alternative is to set a cap on bank liabilities as a percentage of gross domes-
tic product. In addition to regulatory instruments, financial transaction taxes
would reduce transaction volumes and profits (Schulmeister in this volume).

Risk transformation versus risk transfer

Financial intermediaries are supposed to transform risk by having a large
number of borrowers, which allows them to absorb default losses because they
earn interest on other loans. But financial intermediaries have increasingly
developed instruments that allow them to transfer risk instead of transform-
ing it. Securitization, the process of converting non-marketable assets such
as loans, into marketable ones meant that risk could be largely ignored while
debt was driving the real estate boom. Securitization absolved banks from
sensible underwriting as they knew they could sell the debt anyway.

Another financial innovation is the credit default swap (CDS), which insures
a security against the risk of default. Provided the purchasing party has an in-
surable interest, CDS are useful instruments for hedging risk. But the market
for CDS is foremost a betting shop. Requiring CDS owners to have an insura-
ble interest is the appropriate regulatory response rather than merely limiting
reform to moving the standardized CDS contracts to central clearing houses.

Any regulatory reform with a sustainable impact has to be based on a cost-
benefit analysis of each financial instrument. Any innovation has to deliver
financial services that people need. Financial innovations could be developed
that help to provide financial services to the ‘unbanked’ poor - some 60 mil-
lion adults in the US — and minorities or to boost research and development
in energy efficient technologies. The issuer of a new product should be obliged
to give proof of the benefits accruing to society as well as evidence of only
negligible costs. The cost analysis has to take account of the many sources of
costs accruing to society: transaction costs, the cost of effective oversight and
the risk of endangering financial systemic financial stability. The principle to
derive regulatory reform from a profound cost-benefit analysis should apply
to all areas including the shadow banking system, such as hedge funds, private
equity funds and special purpose vehicles.

Summing up
Beyond financial stability considerations, today’s global financial system pro-

duces high costs and wastes economic resources that could be invested more
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efficiently otherwise. Furthermore it is ill-suited to even fulfil its economic
functions properly, as promised by simple textbooks. It has turned out to be
a source of destruction rather than sustaining growth and prosperity, while
shifting economic and political power to the wealthy, undermining the funda-
mentals of representative democracies.

The financial sector is of strategic public interest. The design of a new finan-
cial system and a regulatory framework that serve the needs of society with-
out hampering growth and economic efficiency has to be based on a profound
analysis of the costs and benefits of various financial regulatory arrangements
that shape the structure of the financial system.

The core of the financial sector should be built by ‘public services banking’.
These highly regulated banks should not be allowed to engage in investment
banking. Whether these banks are publicly, mutually or cooperatively owned
is open to debate. Avoiding procyclical leverage, increasing capital adequacy,
limiting the size of balance sheets as well as of interconnectedness is probably
more decisive than ownership.

Financial market regulation is mainly conducted by expert committees beyond
the political sphere. The same applies to today’s global regulatory reform that
excludes those who are affected most by financial crises. Without democrati-
zation of financial market regulation, a new financial system is out of reach.

Further reading

Mooslechner, Peter (2004), The Transformation of the European Financial
System — A Brief Introduction to Issues and Literature, OeNB Workshop Se-
ries No.1, 2004, p.7-22.

Mooslechner, Peter, Schuberth, Helene and Beat Weber (2006), The Political
Economy of Financial Market Regulation: The Dynamics of Inclusion and
Exclusion. Edgar Elgar 2006.

Schuberth, Helene and Brigitte Young (2010), The Role of Gender in Finan-

cial Market Regulation, Brigitte Young, Isa Bakker, Diane Elson (ed.)., Gender
and Macroeconomic Governance (ed.) (forthcoming).
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Motives and concept of a general financial transaction tax

The idea of introducing a general financial transaction tax (FTT) has recent-
ly attracted rising attention. There are three reasons for this interest. First,
the economic crisis was deepened by the instability of stock prices, exchange
rates and commodity prices. This instability might be dampened by such a tax.
Second, as a consequence of the crisis, the need for fiscal consolidation has
tremendously increased. A FTT would provide governments with substantial
revenues. Third, the dampening effects of a FTT on the real economy would
be much smaller as compared to other tax measures like increasing the VAT.

These considerations motivated the Austrian Institute of Economic Research
(WIFO), to investigate the stabilization and revenue potential of a general and
uniform FTT for three hypothetical tax rates (0.1%, 0.05% and 0.01%). Such
a tax would be imposed on transactions of all kinds of financial assets, and,
hence, would not be restricted to specific markets as proposed by Keynes for
the stock market, Tobin for the foreign exchange market or securities taxes
implemented in the past (e. g., stamp duties). The present paper summarizes
and updates the results of this study (Schulmeister — Schratzenstaller — Picek,
2008).

Trading practices and price dynamics in financial markets

— The volume of financial transactions in the global economy is 73.5 times
higher than nominal world GDP, in 1990 this ratio amounted to “only”
15.3. This increase is exclusively due to the spectacular boom of derivatives
trading, in particular on organized exchanges like Euronext (London) or
Eurex (Frankfurt).

— Asset prices fluctuate almost always around “underlying” trends across
different time scales, e. g. trends based on minutes-data or on daily data.

— Technical trading — the most popular strategy in modern financial mar-
kets — aims at exploiting the trending of asset prices. The improved avail-
ability of intraday data, the improved trading software and the improved
market access through the internet have contributed to the increasing use
of intraday data (Schulmeister, 2009C).

— Individual traders use different models, trying to exploit asset price runs.
This interacts with the aggregate behaviour of all models that lengthen the
price runs (Schulmeister, 2006; 2009B).
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— These price runs accumulate to long-term trends: When an optimistic
(“bullish”) market mood prevails, upward runs last for an extended period
of time longer than downward runs, when the market is “bearish”, the op-
posite is the case (Schulmeister 2009A; 2009D).

— All important asset prices like exchange rates, stock prices or commod-
ity prices fluctuate in a sequence of “bull markets” and “bear markets”,
each lasting several years in most cases. Hence, asset prices fluctuate in
“long swings” without any tendency to converge towards their fundamen-
tal equilibrium.

To conclude: Asset markets are characterized by excessive liquidity and ex-
cessive price volatility leading to large and persistent “overshooting” of stock
prices, exchange rates and commodity prices.

Asset price fluctuations and the "great crisis"

The boom of stock prices between 2003 and 2007 as well as the boom of house
prices between 1998 and 2005 stimulated the US economy. At the same time,
however, the “twin booms” laid the ground for the subsequent “twin busts”.
The related devaluation of financial as well as housing wealth has strongly
depressed consumption and investment.

After the outbreak of the sub-prime mortgage crisis, the third “bull market”,
i. e., the commodity price boom, accelerated, mainly driven by speculation of
financial investors in commodity derivatives markets. This development fur-
ther deteriorated economic prospects.

Between spring 2008 and spring 2009 the devaluation process of stock wealth,
housing wealth and commodity wealth was globally “synchronized”. This proc-
ess set free several contraction forces in the real economy, depressing in par-
ticular investment and trade.

How a transaction tax will mitigate asset price
fluctuations

A general FTT would render transactions the more costly the shorter is their
time horizon. Hence, it would specifically dampen technical trading, which is
increasingly based on intraday price data. At the same time, technical trad-
ing strengthens price runs which in turn accumulate to long-term trends that
involve growing departures from fundamental levels. As short-term trading
becomes less attractive, price runs will become less pronounced. This effect
will in turn reduce the attractiveness of technical trading based on (ultra-)
high frequency data (often fully “automated systems”).

Since an FTT increases transaction costs the more the lower they are (before

tax), it will generally hamper derivatives trading to a greater extent than spot
trading. Since spot transactions are more long-term oriented and, hence,
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based to a larger extent on fundamentals than (speculative) derivatives trans-
actions one can presume that an FTT will hamper specifically short-term,
non-fundamental transactions.

The revenue potential of an FTT

The revenue estimates are based on the assumption that transaction volumes
will be reduced by the introduction of an FTT. For each tax rate and type of
instrument, a low, medium and high “transactions-reduction-scenario” (TRS)
is specified. In the case of the medium TRS it is assumed that transactions
would decline by roughly 75% at a tax rate of 0.1%, at 65% at a rate of 0.05%
and by roughly 25% at a tax rate of 0.01%.

Table 1 presents the estimated revenues for Germany, United Kingdom, Eu-
rope and the world economy, assuming a medium TRS for both transactions

on exchanges and all transactions.

Table 1 Hypothetical transaction tax receipts 2007" In % of GDP

Germany United Kingdom Europe World
Toxrate in % 0,1 005 001 0,1 005 001 0,1 005 0,01 0,1 005 001
Spot transactions on exchanges 1,320 0,920 0,390 4,980 3,616 1,618 1,166 0812 0,342 1,100 0,764 0321
All tfransactions 1,609 1,137 0491 9.338 6,885 3,144 2,257 1,630 0,724 1,688 1205 0,527

1) Medium "transactions-reduction-scenario” (TRS).

For the UK, extremely high revenues reflect the fact that the volume of finan-
cial transactions relative to GDP is by far the highest - in 2007, it was 446.1
times higher than GDP. In Europe, an overall FTT would yield 1.63% of GDP
and 0.81% of GDP if only transactions on exchanges were covered.

Feasibility of a general financial transaction tax
Subject to a general and uniform FTT would be:

— All spot and derivatives transactions on organized exchanges, e.g., trades of
stocks and interest rate securities, as well as trades of futures and options
related to stocks, interest rate securities, currencies and commodities.

— Those “over-the-counter” (OTC)-transactions which are directly related
to asset prices, in particular to exchange rates and interest rates, e.g., spot
currency transactions as well as trades of foreign exchange derivatives
and (single currency) interest rate derivatives.

This implies that all transactions between customers (households and enter-
prises) and financial institutions would not be subject to the FTT, only the
transaction on the exchange would be taxed, A FTT should also not tax trans-
actions which are simply the financial equivalent to “real-world-transactions”
in goods or labour markets.
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Taxes on all transactions on exchanges are collected by the exchanges them-
selves (the buyer and the seller are charged with 50% of the tax), based on the
electronic settlement systems.

A general taxation of financial asset transactions in all major economies would
constitute the final stage of implementing a FTT. The first stage could be a
tax levied only on spot and derivatives transactions on organized exchanges
in some major EU economies. In fact, it would be sufficient if only the UK
and Germany implemented such a tax (roughly 97% of all transactions on ex-
changes in the EU are carried out in these two countries).

In a second stage one could include all OTC transactions within the Euro area
which involve no other currencies, i.e., primarily euro interest rate deriva-
tives. The third stage would then include also OTC transactions (spot and de-
rivatives), in particular in the foreign exchange market.

Further reading

Schulmeister, S., (2006) “The interaction between technical currency trading
and exchange rate fluctuations”, Finance Research Letters, 2, 2006, pp. 212-233.

Schulmeister, S., (2009A), Trading Practices and Price Dynamics in Commod-
ity Markets and the Stabilizing Effects of a Transaction Tax, Study of the Aus-
trian Institute of Economic Research (WIFO) commissioned by the Ministry
of Finance and the Ministry of Economics and Labour, Vienna, January 2009.
Download: www.wifo.ac.at/wwa/servlet/wwa.upload.DownloadServlet/bdoc/
S_2009_TRANSACTION_TAX_34919$.PDF

Schulmeister, S. (2009B), “Aggregate Trading Behavior of Technical Models
and the Yen/Dollar Exchange Rate 1976-2007”, Japan and the World Econo-

my, 21, 2009, pp. 270-279.

Schulmeister, S. (2009C), “The Profitability of Technical Stock Trading: Has
it Moved from Daily to Intraday Data?” Review of Financial Economics, in
press, available online www.science-direct.com.

Schulmeister, S., (2009D), Asset Price Fluctuations, Financial Crises and
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Schulmeister, S., Schratzenstaller, M., Picek, O., A General Financial Transac-
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Institute of Economic Research (WIFO) commissioned by Okosoziales Forum
Osterreich and co-financed by the Ministry of Finance and the Ministry of
Economics and Labour, Vienna, April 2008, (http://www.wifo.ac.at/wwa/
jsp/index.jsp?fid=23923&id=31819&typeid=8&display_mode=2).
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In the wake of the current crisis there is much talk about re-regulation of fi-
nancial markets. While this is clearly vital, the focus on the financial system
is misleading since it does not tackle the more structural causes of the current
crisis.

Apart from financial markets probably the most important structural cause
of the current crisis is the rapid increase of income inequality. Behind this
development, which could be observed during the last two or three decades
in almost all industrialised countries, lay a fundamental shift in wage policies,
with two main dimensions: First, there was a clear trend towards declining
wage shares in national income, which means that wage increases lagged con-
stantly behind productivity developments, leading to a significant redistribu-
tion from labour to capital income. Secondly, there was a trend towards much
higher wage dispersion which widened from both ends of the wage scale. At
the top a relatively small group of wage earners (including managers) saw an
enormous increase of their salaries which were totally decoupled from average
wage developments. At the bottom there was a rapid growth of workers with
very low wages leading to the well-known phenomena of ‘working poor’, with
wage levels being below national poverty lines or subsistence levels.

The rapid increase of income inequality is mainly the result of a major shift
in the power relations between capital and labour which led to a significant
weakening of trade unions’ bargaining power. Unions have three inter-linked
sources of power: organisational, structural and institutional power. Regard-
ing their organisational basis almost all trade unions faced a significant de-
cline in union density. The structural power, which mainly depends on the
overall economic framework conditions, was undermined by high unemploy-
ment and sluggish economic growth. Finally, their institutional power was
systematically weakened by the de-regulation of labour market institutions.

The rapid increase of income inequality led to a situation where private de-
mand from wage income lagged systematically behind the overall economic
development and thereby dampened economic growth. This reflects the fact
that higher income groups have a much higher saving rate which was also one
major source for the enormous growth of financial markets.

Against the background of an increasing lack of wage-driven private demand,

two alternative economic development strategies emerged. The first was a
credit-based growth model typified by the United States but also found in
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some European countries such as United Kingdom or Spain. In these coun-
tries growth was driven by private consumption but it was based on house-
hold borrowing rather than wage income. A second strategy was followed by
countries such as Germany, Japan and China which developed an export-led
growth model that sought to offset a lack of domestic demand by export sur-
pluses. Both growth models were interdependent and have created huge glo-
bal imbalances. The global crisis has now shown that neither growth model is
sustainable.

The development a new post-crisis growth model, which is more sustainable
and globally balanced, has to shift the focus again to a more wage-led growth
strategy and a much more equal development of incomes. While trade un-
ions have to do their own job to re-gain their organisational power, policy-
makers could promote a more equal income distribution essentially through
two channels: The first is a more progressive tax policy with an emphasis on
higher taxes for top income earners. The second is a re-regulation of labour
market institutions in order to re-balance the power relations between capital
and labour and to strengthen trade union’s structural and institutional power.
Considering the high degree of European economic integration such a rein-
forcement of labour market institutions should be promoted and co-ordinated
at EU-level.

A European minimum wage policy

One concrete means to strengthen labour market institutions in Europe is the
development of a European minimum wage policy. Currently all European
countries have some regulation to determine a minimum wage floor. In 20
out of 27 EU member states there exists a general statutory minimum wage,
while in the remaining seven states minimum wages are determined by col-
lective agreements. In the former group of countries the minimum wage has
universal applicability, while in the latter it depends on the collective bargain-
ing coverage.

There are large differences in the value of the minimum wages. In absolute
terms the rates range from less than one euro per hour in Bulgaria and Ro-
mania to more than nine euro in Luxembourg. While this partly reflects the
different costs of living in the various EU countries, there are also significant
differences in the relative value of the minimum wage, that is the value of the
national minimum wage in relation to the national wage structure. Minimum
wages in Europe vary between 30% and 50% of the respective average wage.

The principle aim of a European minimum wage policy would be that every
worker in Europe would get an ‘equitable’ or ‘decent’ wage. Obviously, such
a policy would not be about the harmonisation of minimum wages towards a
single European rate. Rather the task of such a policy would be to define com-
mon standards or norms for national minimum wages regarding their rela-
tive value. One possibility would be to determine a European minimum wage
target at EU-level according to which in every country the minimum wage
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— either determined by law or by collective agreement — should be at least
60% of the relevant (national or sectoral) average wage. The latter was also
demanded by the European Parliament which has called on the EU Council to
agree on a timetable for achieving the European minimum wage target in all
member states.

A European minimum wage policy could become incorporated within the
so-called open method of coordination (OMC), according to which specific
goals and deadlines are set at European level which then have to be imple-
mented via the national institutions for minimum wage fixing (e.g. statutory
minimum wages, national collective agreements, extension of sectoral agree-
ments or combinations of these procedures). The European level then has the
task of overseeing the implementation at national level and of contributing,
through a comprehensive monitoring of national minimum wage policies and
wage outcomes, to the spread ‘good national practices’. Furthermore, the EU
has to provide contemporary and comparable data on wage developments in
Europe, which allow an accurate evaluation of the relative value of national
minimum wages.

For the European trade unions there are two ways of becoming part of a Eu-
ropean minimum wage policy: First, both trade unions and employers’ or-
ganisation should become involved in the development of the concrete aims
and procedures of a European minimum wage policy through the established
channels of tripartite social dialogue. Secondly, the unions could support such
a policy by setting their own targets for their internal European coordination
of collective bargaining and could organise transnational campaigns against
low pay.

A significant increase of national minimum wages through a co-ordinated
policy at EU-level would have numerous positive social and economic effects:

— compress the wage structure from below and lead to a more egalitarian
distribution of income between different groups of workers (including the
reduction of the gender pay gap).

— contribute to strengthen overall wage developments in order to stabilise
or even increase the wage share.

— help to fight poverty and reduce the burden on the state of social welfare
benefits.

— help to stabilise or increase private demand, since workers with low in-
come will spend the largest part of their additional income.

— support the function of wages as a nominal anchor for the price level in
order to prevent deflation.

To sum up, a European minimum wage policy could make a major contribu-
tion to the development of a new more sustainable, wage-led economic growth
model. At the same time it would give a concrete expression to the idea of
Social Europe.
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We are confronted with a triple crisis — financial, ecological and social — which
requires a new approach to corporate governance, i.e. to the way our compa-
nies are managed, monitored and regulated. We need an alternative to neo-
liberal ideology which has dominated corporate governance reform in Europe
for the past decade and a half. The neo-liberal approach has been based on the
following elements:

— Shareholders as the dominant interest in the firm, based on the legal fic-
tion that shareholder capital hires labor, purchases supplies, etc.

— Shareholder value as the optimal performance measure for companies,
since the stock market is supposed to best judge of future value

— Stock options as a key mechanism for aligning the interests of managers
and shareholders

— Corporate Social Responsibility (CSR) as a voluntary approach to ad-
dressing the non-financial impact of companies

Neo-liberal reforms have contributed to severity of the triple crisis we are facing:

— Stock markets are increasingly dominated by the short-term pursuit of
speculative profits. Stock options therefore give managers an incentive to
follow strategies with a chance of high payoffs in the short run at the ex-
pense of future growth. This can be seen most clearly in the case of the
banking sector, whose imprudent lending practices were the root cause of
the financial crisis.

— The dimensions of climate change and what we need to do to reverse it
are ever clearer. However, the current plans of companies for emissions
reduction are woefully inadequate for achieving environmental sustain-
ability.

— The Lisbon Strategy goals for more and better employment, on which
there was a notable lack of progress even before the financial crisis, have
suffered a serious setback in the past year and a half.

A key part of any solution to this triple crisis will be to reorient companies
away from short-term stock market performance towards ecological, social
and financial sustainability. One alternative concept for corporate governance
is the sustainable company, which includes the following elements:

— A multi-dimensional concept of sustainability as the central guiding
principle of the company
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— An externally verifiable reporting system adequate to measure
progress on sustainability goals.

— The formulation of concrete sustainability goals and a detailed
strategy for achieving these goals.

— The alignment of management incentives within the company to
support the achievement of these goals

— The involvement of stakeholders and in particular employees in
all of the above processes.

A key part of this effort will be to develop an alternative set of performance
indicators measuring environmental, social and financial sustainability at the
company level. These indicators are needed for goal-setting, for monitoring
(both internally and externally) of company impact and progress on goals,
and for the development of incentives to orient management and employees
towards the achievement of sustainability goals.

Major progress has been made in developing such indicators by the Global
Reporting Initiative (GRI) and, for a narrower set of issues, by the Carbon Dis-
closure Project (CDP). The GRI, which is a multi-stakeholder organization in-
cluding NGOs, companies, trade unions and other organizations, has recently
issued the third generation of reporting guidelines (G3) which include core,
non-core and sector-specific indicators on a broad set of environmental, hu-
man rights, labour, community and other issues. The CDP, which is an NGO
sponsored by institutional investors, develops an annual questionnaire which
is sent out to listed companies. The primary goal of the CDP is to inform in-
vestors about the carbon-related risks they face when investing in a company.
The questionnaire the CDP sends to companies has numerous questions in-
cluding topics such as the level of carbon emissions, company strategy and
goals for reducing emissions, and whether there are financial incentives for
managers and employees for carbon reduction.

However, the current voluntaristic approach has a number of deficits which
require action to overcome. The first is that it is mainly large listed companies
which are participating, and even among these companies reporting is incom-
plete. Less than one third of the largest 600 European listed companies issued
a sustainability or CSR report in 2008 which drew upon the GRI guidelines.
Whereas the participation rate in the CDP was higher (three fourths of the top
European 300 companies), a number of companies did not answer the ques-
tionnaire completely or else did not make the answers available to the public.
Binding legal requirements for comprehensive reporting by companies on a
broad set of criteria are needed, e.g. in Europe through an EU directive on
non-financial reporting.

Second, the CDP data shows that only about half of the responding companies
have financial incentives for management and employees for reducing carbon
emissions. In many cases these are limited to general improvement sugges-
tion programs for employees. Only a few companies have tied a substantial
proportion of variable pay for top management to the achievement of goals
such as the reduction of workplace accidents or environmental emissions. The
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number of companies with meaningful financial incentives for sustainability
needs to be substantially expanded through political and investor pressure for
the diffusion of best practice.

Third, we need to increase the power of long-term stakeholders in the deci-
sion-making structures of the company, particularly of employees who have
the largest stake and a long-term interest in the companies they work for.
Companies with employee participation (such as European Works Councils
or board level employee representation) are more likely to participate in the
CDP, to score higher on the CDP leadership index, to be included in one of the
major sustainability indexes (e.g. Ethibel, DJ Sustainability, FTSE4Good) and
less likely to have stock option plans for their top managers. Financial regu-
lation also needs to be reformed to encourage shareholders to take a longer-
term perspective that includes non-financial performance.

These changes are a major political and technical challenge and therefore not

easy, but are necessary if we are to achieve sustainable company policies to
prevent our triple crisis from developing into a full-blown disaster.
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