Remarques préparées par Andrew Cornford pour l’occasion de la publication du livre de Professor Paul Dembinski (Director de l’Observatoire de la Finance, Geneva), Finance: Servant or Deceiver ?, Swissôtel Metrôpole, Genève, 23 janvier 2009
My contribution to today’s presentations will be to take up three issues under the heading of financialization,a term intended to denote the way in which finance now transcends its traditional role as a set of services and has become an organizing principle of modern societies. The issues are the impact of financialization at the level of the institutions and individuals that are its agents, aspects of the conceptualization of finance - conceptualization that determines the character of inquiry and research as well as teaching and commentary, which in turn has a major influence on the framework within which financial operations are carried out, and on government policy towards the financial sector-, and finally, the increased financial complexity associated with financialization, with special emphasis on the regulatory dimension. (Unless otherwise specified, all references in the sequel are to P.H.Dembinski, Finance: Servant or Deceiver ? Financialization at the Crossroads, New York, Palgrave Macmillan for Observatoire de la Finance, 2008.) 

1. Institutions and the people who work in them
While, as I shall explain in a moment, the thrust of the new agenda for financial reform in response to the current crisis points to a more integrated perspective amongst regulators towards the measures required, so far movement within the financial sector itself away from reliance on segmented procedures which are features of financialization and from the segmented thinking which accompanies them seems less in evidence. A quotation from Finance: Servant or Deceiver ? shows what this can mean.

 “Use of procedures …means that responsibility is broken up into pieces for each separate stage of the procedure…Ultimately, no one feels responsibility for the overall result, but everyone feels an exaggerated technical responsibility for his or her particular segment. No longer knowing why they are doing what they do, they become mere operatives who simply obey their superiors rather than use their common sense and their instincts…In a compartmentalized world…they tend to withdraw into themselves and stop thinking, obeying authority, either because they are afraid or because they can no longer rely on their own survival instincts” (p.155).

This is a variation on a recurring theme in the work of the United States economist, John Maurice Clark, recipient in 1952 of the Walker Medal awarded by the American Economic Association at intervals of five years to the most distinguished living American economist but now – in my view unjustifiably – a largely forgotten figure. To quote Clark, “The most important product of industry is what it does to the lives of the people who work in it, and for its own safety it needs to contribute to making well-balanced individuals whose social faculties are nether atrophied or perverted” [J.M.Clark,  Alternative to Serfdom, New York, Alfred Knopf, 1950]. 

Thus in Clark’s view the most important product of industry is the men and women who work in it. This represents a break with the basic assumption of orthodox economic theory that people’s motivations and preferences are given independently of the activities in which they engage. It is also an idea sharply at odds with the principle that in business decisions overriding priority should be accorded to the maximization of shareholder value.
One should not romanticize working relations in financial firms prior to the period of pervasive financialization discussed in Finance: Servant or Deceiver ?. Reliance on proceduralization and on segmentation of operations with the effects describedin the quotation above could already have been widely found in these firms too. But the accounts of the internal functioning of large banks during the period preceding and accompanying the current crisis which have appeared in the Financial Times and the Wall Street Journal do suggest extraordinary failures regarding responsibility and accountability. 

The highest-level of decision takers in these firms often avoided proper scrutiny of activities generating large profits. In this they were presumably relying on the risk controls overseen by people at the next level with operating responsibilities. But at this level as well the principal focus was on growth and profitability – often à outrance. Remonstrations from those with more specialized responsibility for due diligence and other dimensions of internal control were brushed aside or, worse, could lead to the threat of dismissal if those involved did not tone down their objections. 

While egregious failures of this kind appear to be characteristic of mega-institutions, one should be cautious as to generalizations concerning the relations between structures, size and legal arrangements in the financial sector, on the one hand, and willingness to accept responsibility, observance of ethical standards, and a thoughtful, questioning approach to tasks, on the other. My hunch is that diversity of scale and of institutional forms (partnerships as well as corporations with limited liability, etc.) is more likely to be accompanied by a critical mass of people observing standards that contribute to a healthy financial sector. But this is only a hunch, and the experience of the United States during the 1920s may be a counter-example. Nevertheless the global crisis we are going through, as have no other events in recent times, highlights the danger of ignoring that the quality of those working in the financial sector is a key part of its output.
2. Concenptualization and ends
My second topic develops the argument of t Finance: Servant or Deceiver ? concerning what it calls calls the efficiency ethos. This ethos bears importantly on the conceptualization of finance, conceptualization which plays a key role not only in research and teaching but also, at one remove and sometimes less consciously, in policy making and media commentary. 

Under the efficiency ethos “the pursuit of efficiency [becomes] a potentially autonomous state of mind…that [does] not require external goals. According to this theory, which emphasizes the recursive nature of the pursuit of efficiency, the only relevant motive [is] performance (page 56).
In the context of financial research and teaching the efficiency ethos all too easily leads to the downplaying or even the concealing of ends other than performance. For criticism of this stance I shall rely largely on Abraham Kaplan, author of The Conduct of Inquiry, a book which is still widely regarded as the most complete treatise in English on the methodology of the social sciences, and which makes the relevant points much better than I could myself.

“The position that ends are to be excluded from inquiry, so that our own ends need not be examined, is often rationalized by the argument that they are unproblematic because they are universally shared – that is shared by all ‘decent, right-thinking people’. The defense mechanism of projection then easily passes over into the political mechanisms of enforced conformity: the imposition of our own values on others and the repression of differences. In our own eyes, of course, we are imposing nothing, but only helping others to realize what they themselves want and to achieve it”. [A.Kaplan, The Conduct of Inquiry Methodology for Behavioural Science, San Francisco, Chandler Publishing Company, 1964, pp. 396-397].

Ends of course are related to values, and values, kept from view or not, enter pervasively into conceptualization and the other procedures of research. Kaplan draws attention to the relevance of this to the very data used for behavioural inquiry as follows:

“Nature [Kaplan’s term but what follows applies equally to social systems or to finance] might better be spoken of as an obedient child than as a protective mother: she speaks only when spoken to, is often seen but seldom heard. Data come to us only in answer to questions, and it is we who decide not only whether to ask but also how the question is to be put…How we put the question reflects our own values on the one hand, and on the other helps determine the answer we get…Data are the product of a process of interpretation, and though there is some sense in which the materials are ‘given’ it is only the product which has a scientific status and function”[ibid., p.385].

Kaplan closes this part of his argument with a quotation from the great sociologist, Max Weber: “The empirical data are always related to those evaluative ideas which alone make them worth knowing and the significance of the empirical data is derived from these evaluative ideas” [M.Weber, The Methodology of the Social Sciences, Glencoe, Ill., 1949, p. 111].

3. Financial complexity and regulation

The increased complexity of financial operations and institutions and the implications of this increased complexity are a major theme of Finance: Servant or Deceiver ?. Problems posed by this complexity are characterized in this passage:  

“Even the most sophisticated players cannot cope with this complexity, and individual operators attempt to mark out the terrain by establishing procedures that will at least enable them to grasp specific segments of finance. Governments do likewise, laying down standards and regulations in specific areas. Mere proceduralization accompanied by strict division of responsibilities cannot cope…for finance is an intrinsically innovative activity. Although proceduralization has revealed its limits, it is still the only method used both at institutional level and throughout the system” (p. 150).

You will recall that I took up the subject of proceduralization in relation to the economic agents of the financial sector under my first heading.

As far as regulation and regulators are concerned, the passage from Finance: Servant or Deceiver ?  was written before many hitherto prevalent assumptions about financial markets and the way in which they should be regulated were brutally shaken up by financial turmoil and the credit crisis. The agenda of regulatory reform in response to the turmoil is – in a somewhat rough-and-ready way – proving holistic to an extent which would have been inconceivable only a relatively short time ago. But this more holistic approach has by no means replaced the segmentation which preceded it, and problems posed for regulation by financial innovation are unlikely to disappear.

Let me illustrate here from an initiative which spans the pre- and post-crisis reform agenda – Basel 2. As most of you are no doubt aware, Basel 2 is a set of regulatory rules on banks’ capital adequacy and risk management. Like its predecessor, Basel 1, its approach reflects some widely accepted basic assumptions of the era beginning in the early 1980s. Regulators were to leave decisions as to lending and their other exposures to banks themselves. Rules concerning banks’ capital - and thus the rates of interest on their loans and the pricing of their other operations – were to be related to the calibration of the risks to which banks’ own decisions exposed them. This approach, via its effects on profitability, was to lead to improved management and pricing of risks.

The rules of Basel 2 are part of an overall approach to financial stability which places most of the emphasis on microprudential as opposed to macroprudential measures. (Microprudential measures are directed at the operations of an individual financial firm, usually being the responsibility of the supervisory authority, while macroprudential measures extend to the whole financial system and its stability, and include parts of monetary policy.). The Basel Committee on Banking Supervision has always been aware of the limitations of the purely microprudential approach to financial stability: that liquidity risk in the form of the drying-up of banks’ markets for their financial assets and of banks’ access to financing from depositors or other sources is capable of increasing credit and market risks in ways which elude control through microprudential rules; and that microprudential rules linking the cost and availability of lending to credit and market risks may actually increase lending’s procyclicality and volatility, and thus systemic risks within the financial sector. 

The problems with reliance on microprudential rules have been dramatically highlighted during the current turmoil. The regulatory community has begun to respond to these problems in a more integrated way. The Basel Committee has published more comprehensive rules for controlling liquidity risks. Moreover the Basel Committee’s agenda for 2009 includes the proposal that there should be minimum levels of overall leverage, i.e. equity capital in relation to assets, which would apply to all banks. This would complement Basel 2’s more carefully calibrated rules concerning a more inclusively defined version of individual banks’ capital in relation to their risk-weighted assets. The Basel Committee’s agenda will also address the idea of linking banks’ capital in a countercyclical way to their overall lending. The new rules, especially when taken together, can be characterized as integrating – in a still rough-and-ready way - macroprudential and microprudential regulation, and are likely to prove part of an increasingly holistic, less segmented approach to the subject. 

The rest of the agenda for financial reform now on the table covers an almost bewilderingly large number of different activities and institutions (procedures and segments in the terminology of Finance: Servant or Deceiver ?). I shall give you an indicative but incomplete list of subjects other than those already mentioned which are under discussion as elements of new international rules and guidelines, and of national regulation. 
· In at least some countries rules designed to increase the level of specialization of financial institutions in order to simplify regulation and supervision. These rules may be extended to prohibiting holding companies which include retail-banking entities from also including hedge funds or private equity.

· Rules designed to shift most derivatives activity to organized exchanges. 

· Widespread eventual recourse to the taxation of financial transactions as part of efforts to restore fiscal balances devastated by measures recently taken to shore up financial sectors. 

· Tighter control over bankers’ remuneration and bonuses in accordance with internationally agreed guidelines. This may take the form of legislated vesting periods for bonuses in the form of shares, with punitive taxation of remuneration not satisfying the new rules. 

· More comprehensive procedures for cross-border cooperation between banking supervisors.

· Internationally agreed rules for handling cross-border insolvencies of financial firms.

· Explicit and permanent arrangements for currency swaps as part of cross-border, multi-currency lender-of-last resort facilities for the financial sector.

There is no guarantee yet that measures along these lines will be introduced. Such a programme would undoubtedly represent significant progress towards more integrated regulation of the financial sector. But a decisive move away from pervasive financialization will entail more than steps involving financial regulation, however successful these may be in producing improved behavior patterns within the sector. What is at issue here are changes in more fundamental assumptions about finance’s role in society, and a willingness to act on these changes.

