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1.   
AND THE WAYS OUT

but also to mend the market economy, saving it from the distortions and the 
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the crisis translates into higher public debt, it is appropriate to consider the sum of 

with financial deregulation and liberalization.

establishing the Financial Stability Board to provide early warning of and 

institutions, instruments and markets, for the first time including systemically 

endorsing and implementing tough new principles on pay and compensation 
and supporting sustainable compensation schemes and the corporate social 

taking action, once recovery is assured, to improve the quality, quantity, and 
international consistency of banks’ capital. In future, regulation should prevent 

 

standing ready to deploy sanctions to protect members’ public finances and 

calling on the accounting standard setters to work urgently with supervisors 
and regulators to improve standards on valuation and provisioning and achieve 

ensure they meet the international code of good practice, particularly to prevent 
unacceptable conflicts of interest.

and most of what was promised at the London meeting has not been delivered. And 

and could prove largely ineffective.
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Figure 2. Public Plus Private Debt to GDP in the US: Long-run Trend

2.  
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of granting loans to unworthy borrowers. Beside that unfavourable transformation 

which was virtually nil until the late 1970s, starts increasing thereafter, thanks 
to financial deregulation and liberalisation. By the mid 1990s the total liabilities 

years later, before the start of the crisis, the total liabilities of the shadow banking 

banking system.

Figure 3. The bank business model: from OTH to OTD

systemic risk, i.e. the risk of collapse of the entire financial system, emerged 
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postulated that financial markets be more efficient than banks at managing risks. 

Regrettably, banks’ role as certifiers of loan quality was neglected but that role 

noticed, granting loans to sell them rather then to keep them endangered banks’ 
incentives to perform in depth screening and monitoring of the borrowers, so that 
lending standards rapidly deteriorated. And the evaluation of the creditworthiness 
of the loans underlying securitisations fell back on the rating agencies who founded 
such evaluation on past historical default rates, but these rates were based on the 

In fact, on the one hand, the theory of financial markets is based on the assumption 
of complete markets and of investors holding perfect information. But, on the 

financial market type activities while weakening banks’ credit function. In a sense, 
we applied to banks the theory, which, if adequate to financial markets, is certainly 

3.   
OF THE SAME 

assumptions such as the often posited hypothesis of normality in the distribution 
of risks.

sovereign risk and private risk, i.e. lack of correlation between the former and 
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ERi = r + i ERm r

where ERi i, r is the risk free rate 
ERm

diversified portfolio and the coefficient 

i Ri , Rm Rm

 spreads drop for banks 
and rise for sovereigns.

It seems that the right way to go about that would be to acknowledge that we 
need to revise risk pricing models. Instead, the authorities use stress testing. In the 
aftermath of the crisis, various authorities such as the Financial Services Authority 

Monetary Fund at the global level calculated stress tests. In a stress test the 
authority looks at how robust a financial institution is in certain crashes, a form 
of scenario analysis. However, this scenario analysis is calculated around the risk 
measures provided by the traditional instruments. As such, though potentially 
useful, stress tests make neither a sufficient nor a necessary condition. If the risk 

4. 

More generally, we should acknowledge the difference between financial 
risks vs. bank credit risks. Following the recalled assumptions of the theory of 

contrary, given the assumptions of the theory of financial intermediaries, bank 
credit risk management could feature the benefits of specialisation, i.e. as the 

 
protect against the risk of default of a company or sovereign issue.
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would be efficient for each intermediary to specialise in overcoming asymmetric 
information about specific customers rather than diversify their lending across 
borrowers they know less about.

If we accept the reasoning we just proposed of the benefits of specialisation in 
lending, then we could also contemplate the possibility that different bank business 

5.   
RE-REGULATION?
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the ground were not favourable. First of all, there was a fundamental weakness of 

John Maynard Keynes made it more difficult to build the momentum for reform.

6.  

free market economy. By and large, freer markets sooner or later build imbalances 
and inefficiencies in price setting mechanisms and, consequently, in the allocation 

developments evolve and the financial system fuels such misplaced assumptions, 
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this triggers an epochal systemic crisis, which marks a turning point to change 
direction towards stricter regulation of the marketplace. In our interpretation, this 
represents the end of one cycle and the start of a new one.

the losses suffered by the financial institutions in a way to rebuild trust in them 
by individual investors and savers and to restore the functionality of the financial 

second action entails stiffening regulation and supervision of finance, assembling 

emergence of a new monetary order centred on the economic power that has come 
out in hegemonic position from the crisis, whose currency will become thereafter 

imposing limits on the free market, beyond the financial system, thereby often 
swinging the balance from the global to the national dimension of economic 

tends to lose its consistency and the economic system begins to operate again 

direction. First, the financial system on its own tends to breed innovations. Alas, 

the functioning of the international monetary order. Second, the process of market 

support of finance in new forms, different with respect to those consistent with the 

negative consequences of the failure by public intervention in the economy while 

for deregulation and liberalisation of the financial system.
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bubble. At this point, it is only a matter of time and a new major systemic crisis will 

a series of specific crises whose frequency and gravity tend to aggravate as we move 
on along the sequence. In fact, when the economic system is already operating 

stabilise the financial system after the initial instability events are likely, quite 

the interventions to salvage the imperilled financial intermediaries cover their 

widespread that also in the future new interventions to cover speculative losses 
will be offered. Accordingly, stabilisations turn out to be destabilising because, in 
solving the instability of individual financial intermediaries, it amplifies systemic 

of the financial intermediaries and building the foundations of a new bigger crisis 
down the line.

In a sense, financial liberalisation is a driver for economic growth but over 

cycle of finance originated by the return to stricter regulation of the marketplace 

the framework finalised at the international level, with the definition of a new 

and globalisation have progressively generated inconsistencies in the original 
regulatory framework, providing the background factor of previous crises as well 
as of the most recent one. By and large, as already stressed, the stabilisation 
interventions to cope with the crises may themselves turn destabilising when 
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Figure 4. The political-economy cycle of finance

largely disregarded.

financial system and not at its peripheries, as had happened with the previous 

authorities’ call for stricter regulation might mark the start of a new cycle. However, 
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of the same year had become much more timid. At the same time, parliamentary 
actions on both sides of the Atlantic did not seem to move ahead as fast as earlier  
announced.

in view of the fact that the public finances of many advanced countries have been 

considerations ignite this debate but, perhaps, the most striking of all descends 

of the world’s 7 billion total have come back to play a strong role.

Figure 5.  Distribution of world GDP shares between 1820 and 2010:  
Western model vs. Asia
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4 

the balance between the two areas could go back to a situation more similar to 

 

adjusted for purchasing power parity. Besides, Mold simply projects the past trends 
to the future neglecting that all economic miracles have ended sooner or later. 
Furthermore, given the challenges posed by the current organisation of production 

economies still flows back to rich countries’ investors. And, even accepting Mold’s 

single most important determinant around which to reshape the global economic 
governance.

4 
 

Korea.
 

invariably decline after fiscal imbalances emerge.
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the functioning of the apparently vibrant market economy in those countries. And, 
even disregarding that, some of the emerging economic powers do not function 

 
freedom.

7. 

the global imbalances, 

intervention to salvage the endangered banks. Against this background, at the 

announcements to stiffen regulation in a way to bring back financial stability. 
However, those promises were largely not fulfilled.

through which commercial banks were subjugated to financial market friendly 

same and does not cater enough for diversity within the banking system.

the progress of the reform more difficult. In any case, we asserted that a serious 

be needed to secure a reasonably rapid and smooth transition. Lacking that, the 
sustainability of finance risks being permanently endangered and the stability of 
the world could also be at stake.
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shareholder finance does. As I argued, shareholder finance brought about a major 

unsustainable, it loses its function. Indeed, credit cannot be a commodity, because it 
needs a human relationship to guide it. It is only through that human relationship 
that appropriate screening and monitoring will be deployed. Stakeholder finance 
means adopting the traditional bank business model of relationship banking, which 

approach it is impossible to recognize the difference between informed credit and 

source of world instability.

Abstract

the market economy, saving it 

only way out to restore financial stability. Appropriate leadership will be needed to 
secure a reasonably rapid and smooth transition. Finally, the paper analyses why 
we need Stakeholder Finance.
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