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It has been more than four years since the onset of the financial crisis and the 

accompanying Great Recession in the US and much of the developed world. Over that 

period, and after many rounds of intervention by governments and central banks, it appears 

that the prospects of a recovery have hardly improved. The crisis has also spread 

geographically, with its worst consequences becoming visible in the peripheral countries of 

Europe rather than in the financial centres of the world where it originated. 

Contemporary capitalism has had its fair share of experiences with crises over that last three 

decades, including significant episodes such as the Savings and Loan crisis in the US, the 

debt crisis in Latin America in the 1980s, the Japanese financial crisis, the Asian financial 

crisis of 1997-98 and the multiple crises in Russia and Latin America that followed. A deluge 

of analyses from competing perspectives followed each of them, focusing on the features of 

each crisis, its essential causes and the role of the deregulation that began in the early 

1990s and culminated in the Financial Services Modernization Act. 

While this has been true of the most recent crisis as well, its severity also resulted in a near-

consensus on the need to re-regulate finance, though there were significant differences 

both on “What kind of regulation is feasible and appropriate?” and “how much needs to be 

done?” Everyone was therefore awaiting the actual medium- and long-term responses to 

the crisis in the form of a financial re-regulation package that would seek to prevent 

recurrence of crises of this kind. The consequences of the savings and loans crisis, the 

dotcom bust and the financial manipulations at Enron and WorldCom (among others) were 

bad enough, but the financial collapse triggered by the sub-prime crisis was too close to the 

1930s to brook further delay in rethinking the deregulation that is now widely seen as 

having contributed to these developments. A Roosevelt moment had come, and it needed a 

response that equalled the framework epitomised by the Glass-Steagall Act of 1933 in 

significance. How much has been achieved in the last four years and more? This is the 

question this essay addresses. Unfortunately, the actual picture on post-crisis reform is 

clouded by the diverse trends across institutions, countries and time, with much being 

declared and little being implemented. In the interests of clarity therefore this discussion 



focuses on changes that have been occurring or are likely to occur in the US, and some areas 

where there are signs of a global consensus. 

The early compromise 

From the very beginning it became clear that the discussion on reform in the US was riven 

by the tension between those fighting to restrict the response largely to bailing-out finance 

and tinkering with the existing framework of rules and regulations, and those who felt that 

the experience demanded a fundamental restructuring of finance and a return to strong 

regulation of the pre-1980s kind. A hint that the actual regulatory package that would get 

implemented would include significant compromises in favour of Finance Capital came 

when the Obama administration in June 2009 announced the contours of a likely reform 

package led by a statement by the President. While declaring that the economic downturn 

was the result of “an unravelling of major financial institutions and the lack of adequate 

regulatory structures to prevent abuse and excess,” the Obama statement did not blame 

the dismantling of the regulatory regime that was put in place in the years starting 1933 for 

these developments. It attributed them to the fact that “a regulatory regime basically 

crafted in the wake of a 20th century economic crisis—the Great Depression—was 

overwhelmed by the speed, scope, and sophistication of a 21st century global economy.” 

Glass-Steagall was not the model for reregulation but the outdated ‘other’, which needed to 

be substituted with a new regime. Implicit in this was the understanding that there was no 

question of reversing the dismantling of the regulatory walls that separated different 

segments of the financial sector or of restrictions set on institutions and agents in individual 

segments, especially banking. The issue was posed as one of redesigning the regulatory 

framework to adequately take account of the changes in the world of finance. The 

overarching aim, however, was to claim that the attempt was to rein in the tendency of the 

financial sector to proliferate risk and create conditions for a systemic failure that, because 

of the externalities involved for the functioning of the real economy, required using tax 

payers’ money to rescue the system. 

Too big to fail 

Despite this tension there were a number of important regulatory advances that the Obama 

package, released as a trial balloon, incorporated. To start with, recognising that there are in 

the current financial scenario a number of institutions—banks and non-banks—that are too 



big to fail, because their failure can have systemic effects, the package promised a new role 

for the Federal Reserve in overseeing and regulating these entities. This implied that 

institutions other than banks, which constitute the shadow banking sector that both 

mobilised investments and borrowed many multiples of that to finance their activities, 

would come under Fed scrutiny and influence. It was unclear what the criteria for 

identifying these “too big to fail” entities would be, but once identified they would be 

regulated with the intent of pre-empting fragility. 

It hardly bears emphasising that these entities are not just large in size, but because the 

walls between different segments of the financial sector (conventional banking, investment 

banking, insurance, etc) were completely dismantled by 1999, they are diversified as well. 

To assist the Fed in monitoring and regulating these diversified firms, the administration 

planned to establish a Financial Services Oversight Council, which would “bring together 

regulators from across markets to coordinate and share information; to identify gaps in 

regulation; and to tackle issues that don’t fit neatly in an organizational chart.” Moreover 

these entities would be subject to more stringent regulations with regard to capital 

adequacy and liquidity. Note, however, that the effort here was not to limit size to prevent 

the emergence of institutions that are too big to fail, as had been suggested by some, but to 

attempt to prevent the failure of large firms. 

Since it is impossible to guarantee that this would work at all times, the package promised 

to devise a system that would allow firms to be unwound without damage to the system 

and excessive burdens on the tax payer. The proposed “resolution authority” would work 

out “a set of orderly procedures” for breaking up or liquidating large and interconnected 

financial firms without overly damaging the economy.  

Opaque instruments 

A second major lesson from the crisis was that a deregulated system, which allows for 

securitisation and the transfer of risk, significantly discounts risk when credit assets are first 

originated. This is inevitable since the originating institution (or agent) does not itself carry 

that risk after transfer. In addition, experience had shown that securitisation aimed at 

transferring credit risk and deriving revenues from fee and commission incomes, also leads 

to the sequential creation of composite derivative assets whose complexity precludes 

proper assessment of risk. This experience led to suggestions that such opaque instruments 



should be banned, and more transparent, simple and standardised instruments that are 

traded in exchanges should be the norm. This is a suggestion that the Obama administration 

subsequently partly sidestepped. According to the then Treasury Secretary Tim Geithner’s 

statement to the Senate Banking Committee, the new package was based on the belief that 

you cannot “build a system based on banning individual products because the risks will 

simply emerge in new forms.” So the focus was on making instruments more transparent as 

well as changing the incentive structure by getting firms to hold a minimum material 

interest in the instruments they create. Their own exposure was expected to limit risk. 

However, there was no clear indication who and how riskiness was to be assessed. Nor was 

there clarity on whether and how institutions like the rating agencies, that failed miserably 

when assessing risks, would be made to function better. 

The result of this accommodative approach was that controls on the kind of “financial 

products” the system can generate were to be restricted to areas where they directly 

affected the retail consumer. A new institution—the Consumer Financial Protection 

Agency—would have powers to regulate any institution that provides financial products or 

services to retail consumers, whether they be banking or non-bank entities. This would, for 

example, clamp down on the kind of risky and complex mortgages offered by mortgage 

brokers, the implications of which were not often fully understood by borrowers.  

The emphasis 

These, and other, specific concerns aside, the overall thrust of the package was to 

strengthen the existing regulatory frameworks that sought to combine capital adequacy 

standards, with guidelines with regard to accounting standards and disclosure that could 

improve market discipline, and some supervisory review. Having decided not to go in for 

significant structural regulation, the new package talked of new guidelines with respect to 

capital requirements (“adequacy”) and prudential norms, which are expected to reduce the 

degree of leverage in the system, raise the cost of credit and possibly affect profitability. 

According to an administration official quoted by the Financial Times, the new guidelines 

would be aimed at delivering “more”, “better” and “less pro-cyclical” capital. In this, the 

Obama administration was merely echoing the kind of reform in the regulatory framework 

that was being pushed by Finance at the global level and was, as discussed below, 

subsequently incorporated in the Base III guidelines. 



Some missing elements 

With these being the core elements included in new package, it was clear that many other 

expected features had been excluded. There were two in particular that stood out. One was 

the unwillingness to substantially reduce the multiple agencies at the national and state 

levels, with overlapping jurisdictions, which, then and currently, define the regulatory 

framework in the US. Expectations were that the reregulation would deliver a leaner 

framework with a smaller number of agencies that have stronger and well defined powers 

and clear cut jurisdictions of their own.  In the effort not to rock the boat by treading on 

powerful interests the first reform package promised to dump just one agency, the Office of 

Thrift Supervision, and balance that with a new consumer protection agency. 

Multiple regulators work reasonably well in a world where segments of the financial system 

are separated. That had changed over the previous three decades and there was no intent 

here to return to the past. In the event, multiple regulators encourage efforts at regulatory 

arbitrage, with institutions seeking the least obtrusive regulator to register with. It was 

unclear how the reform would deal with this issue. 

A second area that the package addressed with caution was the much discussed and highly 

controversial issue of executive compensation in the financial sector. The issue was not just 

that some executives were being paid unjustifiably high salaries and bonuses even in 

companies that were not that successful. The real problem was that the compensation 

system incentivised risky behaviour and encouraged speculative investments. In the process 

it was not talent or experience that was being rewarded but the ability to exploit legal 

loopholes to expand the business even at the cost of courting excessive risk. Expectations 

were that this would be curbed, but there was mere talk of guidelines on compensation that 

would align pay with long-term shareholder value. 

Overall, at the centre of the recommendations for a new financial framework were a set of 

unchanged beliefs on how financial markets function and therefore should be regulated. 

The first is that if norms with regard to accounting standards and disclosure were adhered 

to, capital provisioning, in the form of a capital adequacy ratio, is an adequate means of 

insuring against financial failure. The second is that financial innovation should be 

encouraged. In the words of Geithner: “The United States is the world’s most vibrant and 

flexible economy, in large measure because our financial markets and our institutions create 



a continuous flow of new products, services and capital. That makes it easier to turn a new 

idea into the next big company.” The third is that this whole system can be partly secured by 

allowing the market to generate instruments that helped, spread, insure or hedge against 

risks. These included derivatives of various kinds. By sticking to these beliefs the Obama 

administration had declared that it does not intend to return to the structural regulation 

that Glass-Steagall epitomised, but would continue with the more liberal regime that was 

fashioned in the years since the late 1970s. Unfortunately, those were also the years when 

bank closures, bankruptcies and financial crises increased in number, scale and scope. 

This was indeed unfortunate because the significance of the Obama package rested not only 

in its likely impact on the world’s leading financial firms that operate out of the US, but in 

the fact that the US provides the model for financial systems elsewhere in this globalised 

world. 

The Volcker Rule 

This did not mean that there was no strong body of opinion that was in favour of moving 

towards some form of structural regulation of the Glass-Steagall kind that seeks to limit or 

circumscribe the activities of the banking system. Under Glass-Steagall this was essentially 

achieved by segmenting the financial sector into (i) institutions that were prime depository 

institutions (accepting deposits from the public at large), which were subject to membership 

of the deposit insurance system and were eligible to access liquidity in times of need from 

the central bank or the lender of last resort; and (ii) other institutions including those which 

accepted investments from high net worth individuals that were not insured and which 

were not eligible for central bank accommodation. 

While for a number of reasons that became clear during the 1970s a return to this system 

was not seen as advisable, the need to limit the activities of prime depository institutions so 

as to keep them out of sensitive sectors involving speculative operations was recognised by 

many. Over time those holding this view gravitated to the “Volcker rule” as representing the 

minimum acceptable level of separation of activities between institutions in the financial 

sector. 

The stated objective of the Volcker rule is to “generally prohibit any banking entity from 

engaging in proprietary trading or from acquiring or retaining an ownership interest in, 



sponsoring, or having certain relationships with a hedge fund or private equity fund 

(“covered fund”), subject to certain exemptions.”  Proprietary trading involved engaging as 

the principal for any account used to take positions in securities with the intention of selling 

it in the near-term for profit. Implicit in it was the idea that while separation of activity could 

not be complete, since it allowed banks to serve as agent, broker or custodian for an 

unaffiliated third party, banks should not be allowed to use their own funds, especially 

those obtained from depositors, to trade in securities. Besides restricting banks from 

engaging in risky activities using depositors’ monies, the proposal was addressing the moral 

hazard that arises when bank managers were allowed freedom in a context were deposits 

were insured and there was an implicit guarantee against failure. 

Though not part of the original Obama proposals, the Volcker rule was backed by the 

administration and added to the set of proposals in January 2010. 

The Dodd-Frank Bill 

Discussions on these and other proposals, running parallel to investigations on the 

developments that led up to the crisis in 2007, resulted in the bill introduced by senators 

Barney Frank and Chris Dodd, and finally passed in revised form and signed into law in July 

2010.  

The Dodd-Frank Bill (DFB) incorporates most of the suggestions that were there in the 

Obama package and, therefore, has some of its strengths and suffers from the latter’s 

weaknesses. In particular it seeks to strengthen the role of the Federal Reserve, establish a 

Council geared to assessing and regulating systemic risk, institute a Bureau for Consumer 

Financial Protection, overhaul the derivatives markets to ensure greater transparency in 

prices, volumes and exposures, enhance the role of standardized exchange traded 

derivatives, limit and regulate over-the-counter (OTC) transactions, require some disclosure 

by and scrutiny of shadow banking entities, and push for limited regulation of rating 

agencies, besides accommodating the other issues raised in the Obama package and taking 

on board the Volcker rule. 

 The bill running into more than 2,300 pages is still being digested. It is also being backed by 

research that would allow the Fed, the SEC and the CFTC to frame rules that allow for 

implementation of its many sections and articles. There are, however, some indications that 



many of the original proposals and the thrust of the clauses incorporating them would be 

diluted in the course of implementation. Consider for example the Volcker rule. This is one 

area where the Fed, FDIC and SEC have sat together and attempted to formulate the 

guidelines to implement the DFB’s sanction of the rule. What is striking is the number of 

exemptions that have been incorporated with regard to the proscription on proprietary 

trading by bank holding companies (BHCs) or the restrictions on them acquiring or retaining 

an ownership interest in or having relationships with hedge funds or private equity funds. 

The first major set of exemptions relates to the activities of underwriting or market making. 

The rule now permits banks to continue with the activity of underwriting share issues for 

clients, even though that would result in the bank acquiring equity in instances where 

undersubscription leads to shares devolving on the underwriter. Similarly, by serving as a 

market maker who stands by with a bid and an ask price for equities, a bank may find itself 

in a situation where it is acquiring stocks that it cannot find an immediate buyer for, but in 

time makes a profit selling it at a significantly higher price. To distinguish between these 

activities and proprietary trading is to draw a fine line, which can be erased when banks 

choose to circumvent the rule. While there are criteria laid down to ensure that only 

genuine underwriting and market-making activities are indulged in, implementing the rule in 

practice may prove difficult. A similar approach is adopted with regard to “permitted risk-

mitigating hedging activities”. In particular, by focusing on reining in short-term trading and 

implicitly permitting longer-term arbitrage the rules as framed may be leaving the door 

open for the rogue. In sum, the proposed rules are ambiguous enough to allow banks to 

circumvent the law and engage in proprietary trading in some form. 

Finally, the Volcker Rule provides for “permitted trading on behalf of customers.” To that 

end it identifies “categories of transactions that, while they may involve a banking entity 

acting as principal for certain purposes, appear to be on behalf of customers within the 

purpose and meaning of the statute.” Here too, the possibility of misuse leading to violation 

can be substantial, resulting in the fact that the sole structural regulation imposed on bank 

holding companies remains substantially diluted. The difficulty is that there is little clarity on 

the penalties that would be imposed on violators, encouraging those who want to use the 

ambiguity and obvious loopholes in the rule to exploit them. This is, therefore, an indication 

of what could be a general tendency in which, as ideas get translated into implementable 



decisions, through the rough-and-tumble of debate and politics, we may end up with limited 

progress on addressing the failure of regulation that resulted in the outbreak of the 2007 

crisis with its damaging external effects on the real economy. 

The road to Basel III 

These disconcerting weaknesses of the US effort at national regulation notwithstanding, it 

must be said that both the debate leading to and the outcome in the form of the Dodd-

Frank Bill, has much more to offer than the effort to restructure the Basel guidelines to 

ensure better capital adequacy, improved supervision and enhanced market discipline. 

When the process of re-examining the Basel norms began, the banking lobby got to work to 

water down the original proposals for strengthening capital requirements advanced in 

response to the crisis the world experienced in 2008. It must be noted that the emphasis on 

capital adequacy norms was itself an attempt to stall more radical reform measures to 

restrict the activities of banks or break down institutions that were too big to fail. So the 

importance given to BCBS was part of a strategy adopted by the big banks and their backers. 

Having recorded some success in stalling or diluting structural reform and shifted attention 

to Basel III, the banks then managed to dilute the latter so as to make the changes currently 

on the table insubstantial. 

The Basel norms essentially require banks to hold capital amounting to a certain proportion 

of their risky assets in forms that are available and easily accessed to cover losses, if any, 

incurred on those assets. The “best” form such capital can take is of course common stock 

or equity which belongs in full to the bank’s owners, does not have to be run down to meet 

mandatory payments such as interest, is the last to be paid out in case of liquidation and 

therefore is always available to cover the requirements of claimants such as depositors. But 

when defining capital requirements the BCBS, which framed the norms, allowed for other 

kinds of “weaker” capital to also serve as regulatory capital. This varied from preferred 

stock, to hybrid equity-cum-debt instruments, subordinated debt that ranks below other 

kinds of debt in a situation of receivership and deferred tax assets resulting from losses that 

can be adjusted against future profits. Capital of these and other kinds was ranked Tier I or 

Tier II, with capital of each Tier required to be kept at a certain proportion of the value of 

risk-weighted assets. Risk weights too could vary from zero in the case of near-fully secure 

instruments such as government securities to 100 per cent or more depending on the 



riskiness of the asset concerned. Based on these definitions, the Basel framework operates 

on the presumption that if norms with regard to accounting standards and disclosure were 

adhered to, capital provisioning, in the form of a capital adequacy ratio (of say 8 per cent of 

risk-weighted assets, of which perhaps 2 per cent was Tier I capital), was an adequate 

means of insuring against financial failure. 

Within a structure of the above kind banks are constrained because of the need to pre-empt 

a certain proportion of capital in forms that imply extremely low or no returns. If an 

excessively high share of risky assets was held by a bank, even if it earns high returns on 

them without significant losses, its aggregate return would be constrained by the fact that it 

would have to set aside a large volume of capital for adequacy purposes in investments with 

very low return. The capital adequacy requirement was, of course, combined with 

requirements with regard to supervision by regulatory authorities and guidelines with 

respect to accounting standards and disclosure that would facilitate market discipline. But 

the emphasis under the Basel norms was on capital adequacy, since the motivation 

underlying this form of regulation was a degree of regulatory forbearance that would permit 

financial innovation. 

Once the emphasis was on capital adequacy to deal with failure, a struggle over three kinds 

of issues ensued. The first was on defining the kind of the capital which can be considered 

appropriate for adequacy purposes. If the criteria are strict, banks would have to hold a 

larger share of their capital in forms that offer low returns. Second, there was a struggle 

over who was to determine risk-weights and how they were to be assigned. The banks had 

managed to ensure that risk rating would be left to private rating agencies or in more 

“advanced” forms of the framework be decided by the internal rating models of the banks 

themselves. They were expected to know the risks involved in the instruments they create 

and to be interested in ensuring their own safety. Self-regulation was the direction to go. 

Finally, there was the controversial issue of how high the adequacy norm should be set in 

terms of the proportions of Tier I and Tier II capital to be held. 

What the 2007-08 crisis demonstrated was that “softer” or “weaker” forms of capital turned 

completely illiquid, lost value, and/or disappeared and were not available to cover losses, 

requiring governments and central banks to pump liquidity into the system as well as 

acquire common stock to ensure the solvency of the banks. Further, the rating agencies had 



completely underestimated the riskiness of most assets, encouraging the proliferation of 

risk and ensuring inadequate provision to cover the kind of losses the crisis resulted in. 

Finally, 8 per cent of capital relative to risk-weighted assets, even if available, would have 

been inadequate given the scale of the losses involved. 

 The first task before the banking industry, therefore, was to ensure that the crisis did not 

lead to a shift in focus away from capital adequacy to more structural measures of 

regulation. This it did by getting the Basel Committee on Banking Supervision to declare its 

intention to significantly strengthen capital standards and raise adequacy requirements and 

to get G 20 governments to declare Basel II as the principal route to global financial reform. 

Table 1: Capital Adequacy Standards under Basel III 

 Common Equity 
Tier 1 

 Tier 1 Tier 2  Total 
Capital  

 Minimum   4.5 6 2 8 
 (2) (4) (4) (8) 

Capital conservation buffer  2.5    
 Minimum plus conservation 
buffer 

7 8.5 2 10.5 

 Countercyclical buffer range*   0 – 2.5    
 

Once this was done the struggle to limit even the revision in the Basel norms began. Table 1 

presents the capital adequacy requirements as per the Basel III guidelines. With regard to 

minimum capital, the emphasis is less on increasing the capital adequacy ration as on 

changing the composition of regulatory capital. Besides recommending an increase in 

common equity and aggregate Tier I capital adequacy ratios (to be implemented through a 

phased process), the proposals also require the creation of a capital conservation buffer and 

a capital countercyclical buffer to deal with pro-cyclicality which have to be built by limiting 

distribution of profits. There is also an effort to eliminate certain kinds of capital from the 

definition of regulatory capital. In addition, either higher risk ratings are being demanded 

for a range of assets or larger capital requirements to cover certain counterparty risks such 

as those applicable to over-the-counter derivatives. 

The proposals do not stop here, but add three kinds of requirements to ensure safety. The 

first was the specification of a “leverage ratio” or the ratio of regulatory capital to total 

assets valued without any risk weights, which would be a measure that adjusts for those 



assets that may be assigned lower risk weights than they deserve. The second was the 

specification of liquidity requirements that would be adequate to deal with severe stress 

lasting over some reasonable period. This is to be captured by the liquidity ratio, or the ratio 

of high quality liquid assets to net cash outflows over a 30-day period, which has to be 

greater than one. And finally, the new rules call for the specification of a “net stable funding 

ratio” defined as the ratio of liquid assets to the value of liabilities maturing in one year or 

less, which would ensure that banks have more liquid assets and rely on longer-term funds. 

But banks are to be given a period of time stretching to 2015 or 2018 to implement these 

standards, by which time new concession may be won by the system. Moreover, there 

would be substantial national “independence” in defining these standards, with the 

likelihood that the system would gravitate to the lowest bar set by any country in order to 

prevent arbitrage. 

Outside of the enhanced capital adequacy requirements, while there is talk of the need for 

greater focus on risk management, sound compensation practices and improved accounting 

standards, there is no clear sign of advance. In sum, other than for calling upon national 

regulators and banks to transit to stronger capital adequacy conditions there is little 

advance here. 

The victory of finance 

Thus, while there as been much global discussion and debate, the evidence seems to be that 

Finance Capital has won another victory. The period following the crisis was expected to be 

one of retribution. Some chief executives and money managers lost their jobs and others 

had to settle for lower earnings. Radical proposals for regulating and reining in finance were 

placed on the table. There was agreement that the huge incomes paid to executives in the 

financial sector had incentivized speculation rather than improved efficiency and 

contributed to economic growth. The consensus was that such speculation had resulted in 

instruments like “collateralised debt obligations” and “credit default swaps” that were 

termed financial innovations, but had proved to be weapons of destruction even for those in 

the real economy with little or no engagement with finance. It was time, most people had 

argued, not only to limit salaries and bonuses, but to go back to the drawing board and 

redesign financial structures—markets, institutions, instruments and regulatory 

frameworks—to ensure that the 2008 experience did not recur. 



Yet more than four years later, finance exudes a new confidence and has intensified all 

efforts to prevent limits being set on financial sector incomes and stall the introduction of 

anything but the most inconsequential restraints on financial activity. Underlying this 

confidence was the return to high profitability for some firms in the financial sector. What is 

forgotten is that these profits were the direct result of the multiple ways in which 

governments sought to bail out the financial sector, which included explicit and implicit 

guarantees for and provision of credit against non-performing and near worthless assets, 

purchase of equity to ensure solvency in the context of write downs of assets and 

disbursement of extremely cheap credit for investment in government bonds that offered 

higher returns. 

With the period that was expected to be one of retribution but turned out to be one that 

left finance victorious behind us, the question as to why all this happened needs to be 

faced. It could not have, if governments that manage tax payers’ money were not 

persuaded that if finance was not saved capitalism was perhaps doomed. In the US (and 

elsewhere) this task was not too difficult, since revolving doors connected Wall Street and 

the government and neoliberalism that favours finance dominated the economics 

profession. The direct and indirect links between Wall Street and the US Treasury are now 

too well known to need emphasizing. 

But the sources of influence of finance on policy making went beyond mere cronyism in the 

decision-making apparatus. To start with the sheer size of finance and the integration 

between markets and institutions meant that if some of the bigger institutions are allowed 

to fail, the financial system was likely to collapse. That could not be permitted, because the 

damage to the real economy and the ordinary citizen would have been immense. Moreover, 

in the age of finance, the state had used the financial system to engineer reasonable or even 

creditable growth in the real economy. It injected liquidity into the system through an easy 

money policy to sustain a regime with low interest rates and burgeoning credit. With no 

restrictions on the provision of credit, the loans went to finance housing investment and 

consumption, on the one hand, and speculation in stock and real estate markets on the 

other. The asset price inflation that such speculation generated magnified the value of the 

wealth held by households, encouraging them to borrow and spend even further. The 

outcome was growth with low unemployment, which for a variety of reasons was not 



accompanied by inflation in the prices of goods but only in the prices of assets. But to keep 

this process going, credit went to those who were borrowing beyond what their incomes 

would warrant at terms they could not afford making asset price inflation the unstable 

anchor to which the system was tethered. The system was soon awash with risky assets. 

When that gave, the edifice collapsed. 

The financial sector, thus, served as an intermediary in the strategy of growth that has 

characterised capitalism in the recent past, in which growth appeared to be consumption 

and private-sector led, but in fact was engineered by the State using its monetary policy 

instruments. Finance enjoyed its nexus with the state because it not only made profits, but 

was allowed to “innovate” financial instruments which it thought was transferring risk out of 

the its ambit on to those sitting on the “buy-side”. But blinded by the thirst for profit, 

financial players ended up being entangled in complex ways with each other, exposing them 

all to the risky assets the system was proliferating.  

Seen in this light, the desire of governments to bail-out finance at immense cost reflects an 

implicit desire to return to the strategy which sustained growth for the last decade and a 

half, though with occasional reversals such as the dot-com bust. Just fear of the financial 

system seizing up could not explain the largesse that has been offered to finance. Not 

surprisingly, the pay-out to finance has often been included in the figures measuring the 

fiscal stimulus to combat the recession. Unfortunately, neither the expenditures to bail-out 

finance, nor the residual fiscal stimulus has managed to reverse the decline that the real 

economy and its workers have seen. Even if the downturn has touched bottom, there are no 

clear signs of a return to growth and near full employment. Finance on the other hand is 

back in business and some sections of it are doing extremely well. Its success stems from the 

fact that there is no alternative post-crisis strategy of growth that a restructured capitalism 

has fashioned. It has therefore emerged as victor at the end of a period reserved for 

retribution, even though it has lost its ability to facilitate growth and is behaving in ways 

that will precipitate another crisis. 

 


