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GLOBAL controversy is raging: what new
regulations are required to restore confidence
in the financial system and ensure that a new

crisis does not erupt a few years down the line.
Mervyn King, the governor of the Bank of England,
has called for restrictions on the kinds of activities in
which mega-banks can engage. British Prime Minis-
ter Gordon Brown begs to differ: after all, the first
British bank to fall — at a cost of some $50 billion —
was Northern Rock, which was engaged in the ‘plain-
vanilla’ business of mortgage lending.

The implication of Brown’s observation is that
such restrictions will not ensure that there is not an-
other crisis; but King is right to demand that banks
that are too big to fail be reined in. In the US, the UK
and elsewhere, large banks have been responsible for
the bulk of the cost to taxpayers. America has let 106
smaller banks go bankrupt this year alone. It’s the
mega-banks that present the mega-costs.

The crisis is a result of at least eight distinct but
related failures:
� Too-big-to-fail banks have perverse incentives; if
they gamble and win, they walk off with the pro-
ceeds; if they fail, taxpayers pick up the tab.
� Financial institutions are too intertwined to fail; the
part of AIG that cost American taxpayers $180 billion
was relatively small.
� Even if individual banks are small, if they engage in
correlated behaviour — using the same models —
their behaviour can fuel systemic risk.
� Incentive structures within banks are designed
to encourage short-sighted behaviour and excessive
risk-taking.
� In assessing their own risk, banks do not look at the
externalities that they — or their failure — would
impose on others, which is one reason why we need
regulation in the first place.
� Banks have done a bad job in risk assessment — the
models they were using were deeply flawed.

� Investors, seemingly even less informed about the
risk of excessive leverage than banks, put enormous
pressure on banks to undertake excessive risk.
� Regulators, who are supposed to understand all of
this and prevent actions that spur systemic risk, failed.
They, too, used flawed models and had flawed incen-
tives; too many didn’t understand the role of regula-
tion; and too many became ‘captured’ by those they
were supposed to be regulating.

If we could have more confidence in our regulators
and supervisors, we might be more relaxed about all
the other problems. But regulators and supervisors
are fallible, which is why we need to attack the prob-
lems from all sides.

There are, of course, costs to regulations, but the
costs of having an inadequate regulatory structure
are enormous. We have not done nearly enough to
prevent another crisis, and the benefits of strength-

ened regulation far outweigh any increased costs.
King is right: Banks that are too big to fail are too big to
exist. If they continue to exist, they must exist in what
is sometimes called a ‘utility’ model, meaning that
they are heavily regulated.

In particular, allowing such banks to continue en-
gaging in proprietary trading distorts financial markets.
Why should they be allowed to gamble, with taxpayers
underwriting their losses? What are the ‘synergies’?
Can they possibly outweigh the costs? Some large
banks are now involved in a sufficiently large share of
trading — either on their own account or on behalf of
their customers — that they have, in effect, gained the
same unfair advantage that any inside trader has.

This may generate higher profits for them, but at

the expense of others. It is a skewed playing field —
and one increasingly skewed against smaller players.
Who wouldn’t prefer a credit default swap under-
written by the US or UK government; no wonder that
too-big-to-fail institutions dominate this market.

The one thing nowadays that economists agree upon
is that incentives matter. Bank officers got rewarded for
higher returns — whether they were a result of im-
proved performance (doing better than the market) or
just more risk-taking (higher leverage). Either they
were swindling shareholders and investors, or they did-
n’t understand the nature of risk and reward. Possibly
both are true. Either way, it’s discouraging.

Given the lack of understanding of risk by invest-
ors, and deficiencies in corporate governance, bank-
ers had an incentive not to design good incentive
structures. It is vital to correct such flaws — at the lev-
el of the organisation and of the individual manager.

That means breaking up too-important-to-fail —
or too-complex-to-fix — institutions. Where this is
not possible, it means stringently restricting what
they can do and imposing higher taxes and capital-
adequacy requirements, thereby helping level the
playing field. The devil, of course, is in the details —
and big banks will do what they can to ensure that
whatever charges are imposed are sufficiently small
that they do not outweigh the advantages gained
from being underwritten by taxpayers.

Even if we fix bank incentive structures perfectly —
which is not in the cards — the banks will still repre-
sent a big risk. The bigger the bank, and the more risk-
taking in which big banks are allowed to engage, the
greater the threat to our economies and our societies.

These are not matters of black and white: the more
we limit the size, the more relaxed we can be about
these and other details of regulation. That is why
King, Paul Volcker, the UN Commission of Experts on
Reforms of the International Monetary and Financial
System, and a host of others are right about the need
to curb the big banks. What is required is a multi-
prong approach, including special taxes, increased
capital requirements, tighter supervision and limits
on size and risk-taking activities. Such an approach
won’t prevent another crisis, but it would make one
less likely — and less costly if it did occur.

(The author is professor at Columbia University and
the winner of the 2001 Nobel Prize in economics)
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I
T’Sthe silly season again, with much of the
financial commentariat spewing out pre-
dictions for the New Year. Based at least in
part on the impressive price action of the
stock markets of late, research analysts are

calling for the good times to roll on next year.
Well, we are all indeed entitled to our opinions,
but not to our own facts. So, before succumbing
to the folly of forecasting, it would be worthwhile
to get the facts right on the key issue of global
growth as that is the most important factor in
making a projections.

There is no consensus on the shape of the glob-
al economic recovery so far. Most of us are still lost
in the alphabet soup of whether it is an L-, U- or V-
shaped recovery. Despite the return of growth in
almost every country, the pattern of the global re-
bound is very uneven.

For the US, a U-shaped recovery is a charitable
description. The economy grew at an annualised
pace of 2.8% in the third quarter of 2009 and is
on track to expand at roughly the same pace in
the current quarter. This is the weakest rebound
on record; in the first year of a recovery, the econ-
omy’s growth rate has typically been twice the
size of the decline in the downturn. The US econ-
omy contracted by 3.8% on a peak-to-trough ba-
sis during the recession that began in late 2007.
By historical standards, the US economy should
now be printing GDP growth numbers of more
than 7% to recoup lost output.

A recovery-to-loss ratio of barely one is a disap-
pointing outcome and explains why large unem-
ployment, huge excess capacity and terrible gov-
ernment finances still plague the country. After a
sharp downturn, a growth rate of 3% is just not
enough to lift the employment rate and business-
es are still shedding their workforce. Instead, five
months after the end of a recession, the US should
be generating over 2,00,000 jobs a month.

The story is grimmer in other parts of the de-
veloped world. The recovery in countries such as
Japan and the UK is more L-shaped with a gentle
upward slope. Although both those economies
are on course to register growth rates of 2% on
an annualised basis in the current quarter, the
recovery-to-loss ratio is still well below one.
The Japanese economy shrank by a staggering
7.7% during the recession while the UK con-
tracted by 5.6%. A run rate of 2% growth implies
that even two years from now, these economies
will be operating at a lower level of output than at
the peak in early 2008.

The picture for much of continental Europe is
only slightly better. While countries from Ger-
many to Sweden are on track to grow at a some-
what faster pace of 3%, it would still leave them
with a recovery-to-loss ratio of less than one as
the Euro-area contracted by 4.7% on a peak-to-
trough basis through the downturn. The tepid re-
covery in the developed world — ranging be-
tween U- and L-shaped — explains why eco-
nomic sentiment remains moribund in many
parts of the world even in the face of all the head-
lines about the end of the Great Recession and
monster stock market rallies.

The handful of countries in the V-shaped camp
are all from the developing world. China leads
the pack: the economy experienced just a single
quarter of negative growth at the end of 2008
and is on course to expand this year by 9% — in

line its trend growth rate. India and Indonesia
have followed a similar path though the rebound
is far less spectacular than that of China.

Brazil and South Korea too are witnessing
a V-shaped comeback; with a recovery-to-
loss ratio of greater than one, their economies
will have regained the near-5% loss in output
by the middle of 2010. Poland and the Philip-
pines have impressed more with their resili-
ence through the downturn than by the ensu-
ing rebound. Both economies held up well de-
spite the expected negative repercussions from
falling remittances and trade exposure to their
respective regions.

But in many other emerging markets, the recov-
ery is rather U-shaped. It could take at least two
more years before real GDP returns to pre-crisis lev-
els in Russia, Mexico, Turkey and Taiwan. These
economies contracted by anywhere between 9%
and 13% during the downturn and they are
presently not even growing at half that rate.

In a few developing countries where domestic
finances are in a complete mess and dependence
on external financing is high, the recovery is
turning out to be merely L-shaped. Ukraine,
Hungry, Bulgaria and Romania are all struggling

to return to positive growth territory while the
three Baltic states of Estonia, Latvia and Lithua-
nia will likely register another decline in GDP
growth in 2010, albeit a much smaller shrinkage
of 2-3% following an incredible 15-20% drop in
2009. Meanwhile, growth in the United Arab
Emirates could be close to zero next year follow-
ing the ongoing debt crisis.

In sum, it appears that after the deepest and
longest economic downturn the global economy
has faced in its post-World War-II history, the re-
covery is turning out to be sub-par. Convention-
al wisdom that the further the economy dips un-
der water the stronger it will pop back up is not
playing out. This is because lot of the excesses in
the system, from the high leverage on the US
consumer’s balance-sheet to overcapacity in
global manufacturing, have not been washed
out. Consumers and businesses across the globe
including in many emerging markets are also still
in a state of shock after the near-miss from last
year’s financial cataclysm.

Of course, the fact that there is any revival un-
derway, regardless of shape and size, is a mini-
miracle, especially when contrasted with the dire
outlook a year ago. The enormous policy sup-

port, in the form of fiscal and monetary stimuli,
has ensured the Great Recession did not morph
into Great Depression 2.0.

The question now is whether the current pace
of expansion will sustain through the course of
next year. The effects of massive government
spending will begin to fade and the private sector
will have to pick up the slack. While the impact of
government spending in reviving growth in the
US is well-documented, its significance in boost-
ing emerging market growth this year is probably
underestimated.

The consumer in places such as China, India
and Brazil has undoubtedly been relatively resili-
ent but an increase in both government consum-
ption and investment have also played a major
role in shoring up growth in these countries. Ac-
cording to JP Morgan Research, stimulus spend-
ing added 2.8% to emerging market growth this
year. Such a powerful impulse will be missing in
2010 as some of the spending is non-recurring
and policymakers have little scope for offering a
fresh stimulus given their high debt burden.

Policymakers will also be under pressure to
focus more on initiatives that foster greater
stability in the financial system rather than

promote unhindered credit growth seen in
the years preceding the crisis. Their problems
will be further complicated if surplus liquidity
due to the highly accommodative monetary
policies drive commodity prices even higher,
leading to an inflation problem. These factors
combined with some continued caution from
consumers and businesses after the hellish ex-
perience of last year imply that it will be a chal-
lenge to sustain the current growth momen-
tum, which is sub-par to begin with in most
parts of the world.

The risk for 2010 is that as government sup-
port begins to fade, the global recovery that is cur-
rently U-shaped in many parts of the developed
world and V-shaped in several emerging markets
begins to look more like an L and a U in those re-
gions. It is important to have a proper perspective
of the current growth profile before indulging in
the annual ritual of navel-gazing. Otherwise, the
widespread ebullience in the financial market-
place can get us all a bit too excited about nature
of the economic revival.

(The author is head of emerging markets at
Morgan Stanley Investment Management)

Mega banks: Too big to live
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Once the governments start withdrawing stimuli, part of which
is non-recurring, the pace of recovery is likely to slow down

Will L-U-V stand test of time?

Despite an

economic

revival in

almost every

country

during the

current

quarter,

the pattern

of the global

rebound is

very uneven.

Government

spending has

propped up

growth

everywhere

and the

recovery

in many

countries

is still the

weakest

on record.

Banks that are too big to

fail are too big to exist.

If they continue to exist,

they must exist in what

is called a ‘utility’ model,

meaning that they are

heavily regulated.

VIEWPOINTTHE ECONOMIC TIMES MUMBAI MONDAY 14 DECEMBER 2009 17

Joseph E
Stiglitz

Ruchir Sharma

L E T T E R F R O M L O N D O N
S U D ES H N A  S E N

H
ELP. I just can’t seem to get away from executive pay, more specifically
bankers’ bonuses, in this part of the world. Last week, Alistair Darling in his
pre-Budget report — the key economic presentation outlining government

policies — managed, again, to stir up the controversy at an international level.
Never mind the dismal state of UK’s public borrowings, the savage cuts in public

expenditure in sectors like schools and health, and even more savage prospect of
hacking thousands of jobs and budgets for the public sector.

Mr Darling imposed a 50% tax on any discretionary bank bonuses over the UK’s
average annual salary of £25,000, for once hitting the high notes clear and true, re-
versing Labour’s recent record for almost always getting the public pulse wrong.

Effective yesterday, till April 2010, when the top 50% rate for income tax will
kick in anyway. UK became the first country to unilaterally impose the brutal meas-
ure — but Mr Sarkozy in France promptly followed, Ms Merkel in Germany
cheered, and Kenneth Freiberg, the US pay czar, has extended his less than
£500,000 pay freeze for state-aided companies including Citi, AIG and GM.

Mr Darling’s measure is designed to prevent banks from handing out million-
dollar-plus goodies to those poor people who put the rest of us into the poorhouse,
at least this year. After months of moral suasion failed to move defiant bankers and
boards, and one estimate was that UK banks would be distributing £6 billion in
bonuses. Mr Darling’s contention: banks, if they’ve made profits, have done so be-
cause of taxpayer aid and economic stimulus measures, and should use any ex-
cesses to beef up capital, not finance the fifth Porsche for employees.

Even as thousands of bankers, accountants and lawyers are busy working out the
small print, there’s been a fascinating fallout. There was not a whimper of sympathy for
the plight of those deprived of their stratospheric lifestyles. Despite affected bankers
yelling blue murder at every media mike within a mile, even the industries’ own lob-
bies couldn’t defend them publicly. Not even the usually pro-business financial media.
The Tories are believed to be gnashing their teeth at this pre-election coup of Labour’s.

It seems that it’s alright to do anything to bankers, as long as you bash them. Well,
what we’ve been predicting seems to have become real: high finance has painted it-
self into such a tight corner, even the most precariously-perched politician can
hatchet them, and become an international hero.

In a way, it shows how the once-limitless power of the industry is eroding. In an-
other, it’s dangerous: these people have custody of the world’s financial resources. They
affect markets, economies, business, everything. There’s this howlarious story coming
from across the Atlantic how reviled Goldman bankers have taken to buying guns, ‘just
in case’. But do we really want gun-toting mafia-types running our money system?
Goldman Sachs has just announced no cash bonuses for its top 30 employees, includ-
ing some in London. In private, senior bankers are very, very worried about the global
loss of credibility, but their spinmeisters haven’t yet figured out a solution.

Every government is now waiting to see if UK’s move results in the end of the
world scenarios sketched by the financial lobby. One threat was that a unilateral
move would see an exodus of ‘talent’ to competitors. And undermine London’s po-
sition as a global financial centre.

The Treasury has imposed a payroll tax, taxing employers and not employees, on all
banks functioning in UK, not just state-aided ones. Running to Geneva or Mumbai on
a temporary transfer, or switching to a competitor will not save this year’s Christmas
stocking. It’s also slapped on anti-avoidance measures, so frantically backdating base
salary hikes ain’t gonna work. (Just in case, the rule doesn’t affect overseas employees
of UK-headquartered banks like HSBC or Stanchart. So, if you happened to have scur-
ried back to India, like so many have done in the past year, your bonus is safe.)

The other emerging scenario is more scary. The battlelines have begun coming out
into the open. We knew that banks were tacitly blackmailing governments all this
while, refusing to lend enough, refusing to pass on the stimulus, until their private jets
were restored. Now, there’s this story floating around how angry traders will boycott
UK’s gilt auctions — the money government raises from the market — and hammer
the sterling in retaliation. Rumours of even more dire threats are floating fast and thick.

To me, the financial community seems intent on shooting itself in the gut. Threats
to destabilise financial markets ‘if we don’t get our bonuses’ even as a joke, is finan-
cial terrorism. I suspect we’ll see more of that word soon, and the perps will not be
shadowy Al-Qaeda figures, but your friendly investment banker and forex trader.

And yes, a lot of my friends are bankers. They periodically call me up to whinge
why I’m always bashing them, but in private, 80% agree that there’s something
wrong in the system, somewhere.

sudeshna.sen@timesgroup.com

Bankers paid
back in own coin

Even if the US economy grows at the current con-
sensus rate of 3% in the first year of the rebound,
it would constitute the weakest recovery on record
based on the historical recovery-loss ratio

(F): Consensus forecast for one year ending 2Q2010
Recovery-to-loss ratio: Gain in the first year of recovery in real GDP/
peak-to-trough loss during the recession

Source: United States Bureau of Economic Analysis & Morgan Stanley Investment Management

THE WEAKEST REBOUND?

DECLINE FROM GAIN ONE YEAR RECOVERY-TO-
PEAK TO TROUGH POST-TROUGH LOSS RATIO

1948-49 –1.7% 7.4% 4.4

1953-54 –2.6% 6.3% 2.4

1957-58 –3.7% 7.5% 2.0

1960-61 –1.6% 6.3% 3.9

1970 –1.1% 4.5% 4.1

1973-75 –3.2% 6.2% 1.9

1980 –2.2% 4.4% 2.0

1981-82 –2.9% 7.7% 2.7

1990-91 –1.4% 2.6% 1.9

2001 –0.3% 2.3% 7.7

2008-10 (F) –3.8% 3.0% 0.8

US real GDP in contractions and recoveries
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