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THE FINANCIAL CRISIS REVISITED
A systems based approach
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My motivation to select this subject is that I have doubts whether the way Western countries currently have organized their financial sector is the right one. My doubts relate mainly to the system itself, although I will make a small step aside. Another important reason to select this subject is that it is a very actual and up to date subject. In the current economic crisis we have seen governments participating in the share capital of banks and even nationalising them. Especially with regard to nationalising one can wonder whether this is socialism or not and whether this is the right way to move forward.
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I hope this thesis proves to be a valuable contribution to the ongoing discussion on the most preferred economic system.
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ABSTRACT

This thesis will argue that the causes of the worldwide credit crisis do not lie within the economic system. It concludes that capitalism, despite its shortcomings, is and should remain the preferred system for a country to host its financial sector in. Besides the capitalist shortcomings the thesis also concludes that socialism in current practice simply will not work. So nationalizations, as we have seen in recent years, are not the solution to the crisis. To prevent possible reiteration of the credit crisis the solution has to be found in features that belong to the system.    
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CHAPTER 1
Introduction
Since the end of 2007, at least up until the moment of writing this thesis, the world has been facing a severe crisis. What initially started as a credit crisis rapidly transformed into an economic crisis. Currently, in the summer of 2010, there are signs visible that can be characterized as a precursor of a prudent recovery nonetheless other economic indicators pinpoint to a W-shaped recovery which implies that we are facing another downturn comparable to the one we have recently undergone or to the one we are still undergoing. This crisis arose in the United States of America and soon contaminated the rest of the world. The Netherlands, with its open economy got tainted too. 
As is with every crisis, people start analyzing what went wrong initially, what could have been done to prevent the breakout and what can be done to anticipate a possible reiteration. Alongside the first topic there is often another query; that is “who is to blame, or can be blamed?”     
What went wrong and who is to blame?

There is no unambiguous answer to those questions. Several things went wrong simultaneously and consequently multiple, if any, are to blame. What went wrong is that banks, especially in the United States, did not make sufficient restrictions in their credit policies towards their customers; it was made to easy for people to borrow. The reasons probably being grim competition and an obsessive strive for profit maximization. This unscrupulous desire for increasing profits was on one hand stimulated by shareholders (e.g. the market), on the other hand the companies and/or management themselves have played an important role too. Moreover banks have created all kinds of non- or less transparent financial instruments or derivative financial instruments. Driven by greed banks have sold and resold these derivative financial instruments over and over again to each other, in the end leading to a situation where the relation between the price of such an instrument and the underlying asset was vanished. At the moment the price of a derivative is no longer a function of the value of such, a bubble arises. Bubbles are not eternal; sooner or later they collapse.
Obviously where there is a lender, there is a borrower. Hence people, responsible for their own actions, are also to blame because they kept keeping faith in the promise of continuing low interest rates and they apparently did not envisage a scenario in which they could no longer fulfil their (repayment) obligations. These same people can also be shareholders. In their ownership role (see above) they too can be held responsible for imposing a certain pressure on companies to generate excessive value.   
Preceding the crisis there was a situation in which interest rates were relatively low and the velocity of circulation of money was opposite. Knowing what we know today, we can argue whether monetary authorities have started to hike rates early enough.      

Countries have governments and governments supervise to a greater or lesser extent. In this perspective we can wonder whether affiliated bodies did perform their supervising role as they should have. Logically not everything can be supervised and supervision sincerely does not detect all unevenness, but it is fair to pose the question.
Concluding we can state that the above, possibly, not even complete enumeration clearly indicates there is no unambiguous answer to the question “what went wrong and who is to blame?”, however it is obvious that the financial sector has played an important role in this crisis.  
Could the crisis have been prevented?
With another system, another mindset, different economic environment, other regulators, other policies and so on prevention probably would have been possible. But analytically seen this question is redundant. Of course with tomorrow’s knowledge we can prevent all today’s imperfections from happening. However, it took years for this crisis to take root so one can not easily state that it could have been prevented. Moreover in the years preceding the crisis hardly no one complained or even bothered to warn for whatever might happen. Probably we were all infatuated by the prosperous economic tide and were we not able to fathom what could overcome us.     

Can or will there be a repetition?
Positive to can, hopefully not to will. The main purpose of history (and crises too) is that we take thorough notice and learn our lessons. So a repetition of the current crisis can never be excluded, however we are obliged to give our utmost to prevent reiteration. 
In this thesis I have chosen to concentrate on the possible prevention of this or a new crisis.  Of course prior to presenting preventive measures one first has to study what happened, therefore the focus in this thesis will be on all three before mentioned propositions. 
For centuries there have been discussions on what the ideal economic system would be. I have combined this search for the most preferred system with the current crisis in order to determine whether the solution (and/or the causes) for the credit crisis can be found with the help of an economic systems based approach. Because of the vital role of the financial sector in this crisis; either as initiator or not, I will consider this specific sector. Thus this thesis tries to formulate an answer to the question: “what is the ideal economic system for a country to host its financial sector in?” The wording of this proposition implies that the answer can be applicable to all countries but for reasons of limitation if necessary the focus is on the case of the Netherlands.
The remainder of this thesis is organized into four chapters. In chapter 2 I review the prior empirical literature on socialism, capitalism and the current crisis. The following chapter provides insight in the existence of the current crisis and furthermore elaborates on ethics and supervision. Chapter 4 is the place where there is a detailed discussion on economic systems. Their characteristics, pros and cons are described. In this chapter attention is also drawn to the combination of various systems and the chapter ends with a paragraph in which multiple legal structures for financial institutions are explored. Finally chapter 5 summarizes, concludes and recommends.      
CHAPTER 2
Existing literature

The academic literature on economic systems such as capitalism, socialism and its features is excessive. The literature merely focuses on economic systems for a society (or the world!) rather than on a single sector of the economy such as the financial sector; however the basics remain the same therefore this literature suits the purpose of this review well. With regard to literature on economic crises and especially the current crisis I will review some of the publications done in the Netherlands. 

2.1
Systems
The discussion on capitalism, socialism and communism
 is probably eternal, but are the systems themselves eternal and where did they originate from? Capitalism was not imposed to mankind by a specific group of people; according to Wrong (2004) it emerged spontaneously under a set of special historical conditions
. It emerged from approximately the Middle Ages onwards and interesting is that even as per today there is no general consensus within the academic field on the definition of the term capitalism. Fortunately the differences are not insurmountable and there is at least clarity that capitalism is based on private property of the means of production and that there is exchange through open markets. Because there is  decentralized control over resources, there is decentralized planning too, opposite to socialism where there is central planning. Advocates of capitalism such as F.A. Hayek (1988) claim this leads to more output than under a system with central planning.  

Opposite to capitalism socialism did not emerge spontaneously. Socialism is an economic system invented by men and it is based on public ownership of the means of production, collective action and central planning. Socialism is believed to remove boundaries between classes; hence there is no class struggle and all are equal. Socialism emerged from the end of the eighteenth century and dependent on the specific type of socialism it is imposed to society either gradually or by means of a revolution. Marx and Engels (1848) believe that a violent overthrow is necessary to install socialism.

Throughout history the discussion has merely concentrated on the two systems and on which one would present the most optimal outcomes for society. Because of the somewhat rigid focus on these two systems there is not always sufficient attention for several sub questions. János Kornai (2000) adds valuable considerations to this discussion; 

· Why do we consider both systems opposite towards each other if capitalism has been there for ages whereas socialism or better socialism in practice has been there for decades? Is this really an equation of equals? 
· Why do we always consider just these two systems? It is not precluded that another system, fulfilling (all) societies needs, is invented.

· Why is the focus always so rigid? There is no such thing as just one capitalist or socialist system. Yes, the basic characteristics of the systems are equal but there are huge differences to observe in comparing countries. There are many capitalist countries with a system of public healthcare; yet the most important capitalist country in the world (USA) does not have such a system.
Especially his third consideration is an interesting one. Kornai rightly concludes there are country specific forms of systems prevalent; as long as that remains and as long as renewal, either per country or not, remains too, the discussion on preferred systems is never going to be settled.     
2.2
Publications on the Dutch crisis
Besides published literature on economic crises several commissions have been installed usually with the task to investigate the causes and report on the future. One of the first such commissions
 was the “Adviescommissie Toekomst Banken”, also known as the “Commissie Maas”; named after its chairman. This commission was inaugurated by the Dutch banking union
 and its mandate was to report on possible recommendations that would improve the functioning of the Dutch banking sector and thus promote restoration of the public’s confidence (that had suffered following the crisis). The recommendations done in the report are in the format of best practices.
Chapter 1 of the report deals with corporate governance and risk management. Multiple advices are given varying from the construction and the tasks of the supervisory board, required knowledge of the companies’ boards to the risk appetite of the company and the review of risk management policies.

The next chapter is about the social function of financial institutions. This is mainly on remuneration. Recommendation 2.8 proposes to correct executives’ remunerations for risks undertaken and costs of capital, however how this should be done is not mentioned. Obviously this is a difficult task because it is hardly impossible to specify how much risk should weigh on a specific function or how to fairly subdivide the costs of capital, but this omission unfortunately decreases the value of the advice given.

Chapter 3 is on supervision and refers to the recommendations done in the so called Turner report.
       

The final chapter shows the most interesting conclusion in the perspective of this thesis; it indicates that there is no governmental necessity to nationalize banks. This opinion is based on the fact that (a) partial nationalization would lead to unfair competition and (b) the report focuses on the sustainability of the financial sector, which according to the commission is not inaccessible.
Summarizing the report calls for a cultural change within banks and its employees in order to restore confidence. The report promotes a “back to basics” approach where the customer becomes (again) the centre of banks’ interest.    

Another commission that created more insight into the crisis is the “Commissie de Wit”, named after its chairman too. This commission is installed by the government and their findings are published in the report “Verloren krediet” (2010). The report has similarities with the previous one but also provides detailed descriptions of how the crisis came to existence as well as transcripts of public hearings. Both reports distinguish there are multiple causes of the crisis. A striking resemblance however is that they both signal that the people that can be held responsible within the financial sector do not prove to possess over strong self reflecting capabilities. Similar conclusions are drawn by W. Vermeend (2008) in his book on the credit crisis.       

CHAPTER 3
Current crisis
This chapter is the platform for considerations on the current crisis. I will start with  describing how the crisis originated. Paragraph 3.1 will than continue with ethics, whereas 3.2 will focus on how supervision is organized in the Netherlands. The following paragraph is on the current practice of supervision together with the supervisor’s performance and the chapter end with 3.4 in which developments regarding supervision are mentioned.

 In the year 2007 the credit crisis broke out in the United States of America. Shortly after its existence the crisis spread out over the entire world and turned from a credit crisis into an economic crisis. This credit crisis silently arose from 2001 onwards. 
In the years preceding 2001 the internet sector as well as companies related to this sector showed extraordinary growth figures. This led to rapidly rising stock prices, a lot of speculation on stock markets and too easy access to capital sources for companies. In those days the economic sentiment was euphoric; ‘old economy’ was history and ‘new economy’ was the future. The stock markets were characterized as bull markets. 

Figure 1: US overnight Federal Funds rate
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Source: Reuters

This ended in the year 2000 with the so-called dot-com crisis. It turned out that because of the continuously rising stock prices there was a lot of overvaluation in the market. The economy was overheated and this eventually lead to a collapse of the (dot-com) bubble. Many companies filed for bankruptcy, the situation of overheating disappeared and only some stronger companies survived the collapse. Basically this was a worldwide crisis, however because the United States had the best developed internet related sector, they suffered the most. In order to prevent that the economy would come into a recession, the Federal Reserve (FED) lowered interest rates from approximately 6% to around 1,75%. This is reflected in Figure 1.
The low interest rate policy maintained for years. In those years both the people and companies were able to borrow against cheap rates. Amongst others these low interest rates caused a period of prosperous economic growth in the years 2001–2007 in the USA. Table 1 shows an average growth of the Gross Domestic Product of 5% in the years 2000 up to and including 2008. 
	Table 1: Gross Domestic Product USA

	YEAR
	Gross Domestic Product in billions of current dollars
	Gross Domestic Product percentage change

	
	
	

	
	
	

	
	
	

	 
	
	 

	2000
	9.951,5
	6,4%

	2001
	10.286,2
	3,4%

	2002
	10.642,3
	3,5%

	2003
	11.142,1
	4,7%

	2004
	11.867,8
	6,5%

	2005
	12.638,4
	6,5%

	2006
	13.398,9
	6,0%

	2007
	14.077,6
	5,1%

	2008
	14.441,4
	2,6%

	 
	
	 

	Source:
	Bureau of Economic Analysis


The positive economic scenario and the relatively low interest rates led commercial banks to lend money (mortgages) to people whose creditworthiness was not sufficient or at too low rates. Banks did so because they estimated that real estate prices would continue to rise and in the worst case scenario this would enable the people to pay their redemptions out of the future surplus value in their houses. Furthermore banks offered also constructions with very low rates in the first few years, followed by significantly higher rates thereafter (subprime mortgages). From a risk perspective the banks’ reasoning in these cases was twofold; either there was supposed to be the extra security because real estate prices would have risen. Or secondly, they estimated that by the time contractual agreed rates would go up, the income of their debtors would have increased in such a way that the burden of a higher pay could be carried. All in all this can be summarised as over crediting and irresponsible behaviour. 

From 2005 onwards inflation in the United States started to rise. As countermeasure to this phenomenon the Federal Reserve changed its policy and started to hike rates quickly (see Figure 1). As a lot of people had conducted mortgages with variable interest rates in the past years, they were immediately affected by the increasing rates. Eventually this caused a situation where those people were no longer able to fulfil their interest and/or redemption obligations towards commercial banks. This caused people to sell their houses or foreclosures. Consequently the supply on the real estate market rose significantly which had a negative effect on prices; for the first time in years real estate prices went down. Not only people that could no longer afford their interest payments were hurt by this crisis; also people that still could fulfil their obligations were hit. Because of the decrease in the value of their assets (real estate) their personal wealth diminished. Since the American society already has a relative low savings ratio and a high debt ratio the situation deteriorated further. The crisis spread out over the entire country and, at this stage, could be called a housing crisis.

Following the payment problems of their customers, also the commercial banks got problems. Their income decreased and because of the housing crisis the quality and value of their assets decreased too. This caused them to do enormous depreciations on the fair value of their assets, which negatively impacted their Profit & Loss accounts. Following the losses banks had to report share prices dropped dramatically.  

In the years preceding the crisis banks had re-packaged their mortgages into new financial (derivative) products and had sold them to other financial institutions. Everybody had bought these packages from each other because they brought high yields. But the higher the returns became, the less critical buyers became towards the quality of the package they bought. Because these packages contained loans of better and worse quality, almost the entire financial sector got contaminated. Hence, the credit crisis spread out over the entire country/world. All banks started to closely watch each other, wondering how many subprime mortgages their competitor had on their Balance Sheet and also wondering what amounts they would have to depreciate and whether this specific counterpart would be of sufficient financial strength to carry such depreciations. The situation that arose was one of distrust between banks. It speaks for itself that banks became reluctant with regard to interbank lending. As money markets are for a great deal dependent on interbank lending, the money markets seriously dried up. Consequently both consumers and companies suffered, because their access to capital became very limited.

3.1
Ethics
Quite a lot of banks had to file for bankruptcy because they could no longer get themselves financed. So a situation arose where the government had the choice between doing nothing and simply watching a bank go bankrupt or act and prevent a bankruptcy by supporting such a bank with fresh capital. 
It is obvious that whenever a company goes bankrupt this brings along victims. Victims can be employees, customers, suppliers, shareholders, banks and other stakeholders. In some situations bankruptcies can potentially harm the entire system or cause severe damage to the real economy. In situations where governments believed the damage done to the system and/or the economy was acceptable they refrained from action. In opposite situations they stepped in, for various stakes. From this moment onwards banks that were labelled as too important for the system (too big to fail) were called system banks. Examples of financial institutions that were considered too big to fail are Bear Stearns, Fannie Mae, Freddie Mac and AIG in the United States. In the Netherlands the government bought, in two steps, a 100% stake in Fortis Bank N.V. (acquirer of a part of ABN AMRO Bank N.V.). Apart from that ING Groep N.V., Aegon N.V. and SNS Reaal N.V. received capital injections and other forms of government support. Following amongst others these Dutch governmental support operations one can ask the questions: “Who decides when banks are too big to fail and what criteria are used in deciding so”? Furthermore one can also ask the question whether it is appropriate or acceptable to spend tax payers’ money on rescue operations for banks and if the public can possibly fathom the use of such actions, whereas other negative consequences from this crisis are also (partially) carried by the public. On one hand they face effects as rising unemployment and company and government savings, on the other hand they have to face costs of governmental rescue operations. It is fair to assume that seen from a governmental point of view this is hard to explain; for the public of a nation this definitely causes dissatisfaction.  
According to publications in the Dutch media, system banks are banks that in case of a bankruptcy potentially harm the rest of the financial system, other banks or that cause severe damage to the real economy. The Dutch Central Bank also states that these banks play a crucial role in the payment system. Consequently in case of none system banks one should see more bankruptcies than is the case with system banks. However the reasons mentioned before leave ample room for interpretation and are in itself subjective.
Before the current crisis broke out the issue “too big to fail” never really was an issue. Yes, there was and is supervision but it mainly judged banks upon their financial strength and (market) risks they were opposed to. In the Netherlands as well as in other countries the systemic importance was of course recognized but no limitations were created to control the size of banks. Basically banks were allowed to grow as big as they could be. Meaning that as long as the market and/or the shareholders would agree, the possibility of future takeovers would almost be unlimited. Hardly the only possible opposition in case of mergers came from institutions that concentrate on fair competition and institutions that are occupied with protecting consumers rights. 
A well known example of one of these institutions is the European Commissioner for Competition. In case of a merger/takeover within the European Union approval from the European Commissioner for Competition is obliged, otherwise the merger can not take place. In the evaluation of a possible merger the European Commissioner for Competition will mainly focus on the relative strength of the future combination, opposed to its competitors and to the market as a whole. In cases the market share of the future combination becomes to big, the European Commissioner for Competition will not approve the deal. The reasoning behind this is that the Commission pursues an open market with a fair competition. When market shares of a specific conglomeration increase to much, like in a monopoly or an oligopoly, this can result in suboptimal effects for the people. Usually these negative effects are first visible in higher prices; quality standards are another example. As said before, the European Commissioner for Competition has the ability to block a merger/takeover; apart from that the Commissioner can also impose fines. Basically the amount of the fine should equal the advantage a company has had in the period they benefited from the situation of unfair competition. Hence if the fine represents the correct amount, this brings the results of the fined company back to the level they would have been on in a situation of fair competition; thus the complete advantage has disappeared.

An example of a Dutch institution that focuses on the protection of consumer rights is the “Autoriteit Financiële Markten” (AFM). The AFM is an institution that is concerned with so-called behavioural supervision. Since one of the most important features of an efficient market is that there is sufficient confidence in such a market, the AFM promotes fair and transparent functioning of markets. The institution focuses on a transparent information flow towards the public and it supervises the efficient operation of financial markets in order to ensure a conscientious provision of financial services. It speaks for itself that the Autoriteit Financiële Markten has no enforceable rights whatsoever to prevent a specific merger or takeover. The Autoriteit Financiële Markten falls under the responsibility of the Dutch Ministry of Finance and is therefore a semi-governmental organisation.  
So the answer to the question “Who decides when banks are too big to fail?” is that this is the government; either alone or in cooperation with institutions linked to the government. Usually this is the Central Bank, whereas the European Commissioner for Competition, with it’s aim to provide fair competition to the market participants, plays a vital role in this process too.   

But what criteria are used in deciding so? Is this just mix and match or do governments have actual policies in place that enable decision making? 
In the Netherlands the Central Bank, “De Nederlandsche Bank (DNB)”, is responsible for prudential supervision. Prudential supervision means that the supervisor focuses on the solvency of banks and aims for a stable and sustainable financial sector. There is an interconnectedness between prudential supervision and systemic supervision because they both emphasize the importance of a stable financial sector. Therefore part of this supervising task is monitoring which financial institutions have grown so big that their possible failures/bankruptcies form a threat for the entire system and/or cause severe damage to the real economy. The criteria used for the judgement and how this works out in practice as well as the way how supervision on the financial sector within the Netherlands in general is actually carried out, will be discussed in more detail in the following two paragraphs.  
3.2
Supervision

The financial sector in the Netherlands is a well developed valuable sector and the importance is not to be underestimated. The sector provides employment to more than 300.000 people. The contribution of the sector to Gross Domestic Product is comparable to other Western European countries
 with a well developed financial sector and varies from 6% to 9% of GDP. The assets held by the financial sector before the crisis broke out equaled almost the tenfold of actual Gross Domestic Product. The relative importance of the sector implies that at least a form of supervision is necessary.
The basis of proper supervision is always the same: prevention and reduction of the possibility for failures. Furthermore it is obvious that more supervision leads to a smaller residual error possibility, but the probability of failures can never be reduced to zero. Besides that there is a natural trade-off between the results society and the government wants to achieve with supervision and the financial means they are willing to sacrifice in order to achieve such.
 Supervision in the Netherlands falls under the responsibility of the Minister of Finance. 
As a result of the introduction of the “Wet op het financieel toezicht (Wft)”, the organizational structure of supervision has changed from the traditional sectoral model to a functional model on a cross-sectoral basis, with DNB being responsible for prudential supervision and the Autoriteit Financiële Markten (AFM) for conduct-of-business supervision (behavioral supervision). The purpose of prudential supervision is to ensure the financial soundness of financial undertakings and contribute to the stability of the financial sector. AFM's conduct of business supervision focuses on ensuring orderly and transparent financial market processes, proper relationships between market participants and the exercise of due care by financial undertakings in dealing with clients. As central bank DNB is also responsible for systemic supervision.
 
Supervision by De Nederlandsche Bank (DNB) is organized around four strategic targets. These targets are the promotion of:

· The safe- and soundness of financial claims owned by the public and other stakeholders, by overseeing that financial institutions are solid and possess over sufficient capital to fulfill their obligations towards the public.
· The integrity of the financial system.
· The efficiency and the reliability of the payment system.

· The stability of the financial system.

Since DNB’s main responsibility is prudential supervision, their main interest goes to bullet points 1 and 2. Naturally satisfying prudential supervision contributes to the improvement of the reliability of the payment system as well as to the stability of the financial system as a whole. De Nederlandsche Bank distinguishes five different kinds of supervision; they are shown in Figure 2. 
Figure 2: Various kinds of supervision by De Nederlandsche Bank
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The systemic supervision aims for safeguarding the stability of the entire system and closely monitors interconnectedness of banks and transactions. Whenever a financial institution is labelled “too big to fail” (system bank), this conclusion should basically be drawn as a result from this kind of supervision. Within the systemic supervision the possible contagion of other financial institutions and the real economy is also analysed. 

Oversight of settlement systems deals with a safe, secure and straight through processing of various financial transactions; integrity supervision focuses on promotion and protection of the system itself as well as on incorruptible management of the financial institutions themselves whereas material supervision in engaged with compliance to rules and regulations. 

As discussed before, prudential supervision deals with the solidity of financial institutions. This involves the judgement of current and future management too.

In order to achieve the targets mentioned above the supervisor uses multiple methods:

· Gathering information and the assessment thereof in accordance with prescribed requirements.
· Intervene and correct where necessary with companies that have come under extra supervision because they have defaulted in meeting their prescribed requirements.

· Be selective in market admission by using a license system. 

· Maintain the level of standards set up by fight activities of illegal and/or uncertified institutions.

· Initiate the creations of standards, rules and regulations within the countries legal framework.

· Ensure proper, correct and timely communication towards financial institutions and the public on the methods mentioned above, the applicable frameworks, the actions performed and the supervisor’s findings.

In order to oppose to market imperfections supervision has evolved to more market orientated, prospective, principles based, efficient and risk orientated in recent years.
 Similar movements can be seen internationally with the setting up of supervision frameworks like Basel II and Solvency II.
The risk orientated approach of De Nederlandsche Bank is based on three pillars:

1. Institutional approach.

2. Generic risk analysis.

3. Thematic approach.

Ad 1. This approach foresees in a risk analysis of a specific financial institution with the use of a scoring model. Within this model there is a linkage between supervision attention and company specific risks. The system used for this approach is called FIRM (Financiële Instellingen Risicoanalyse Methode). Within FIRM the various financial institutions are subdivided into multiple ‘profiles’ by the supervisor. Based on this predefined profile the DNB determines their supervising priorities. The FIRM score is leading in deciding whether an institution is placed under a more or under a less strict supervising profile. Irrespective the profile, every financial institution is subject to periodic reporting requirements on their financial data. The supervisor also regularly visits the institutions it supervises. The frequency of these visits is dependent on the company specific outcomes.       
Ad 2. Within this form of analysis supervision attention is linked to predefined generic company risk profiles. These generic profiles are created based on the possibility and the impact of an event and are constituted as sub sector averages. This enables the supervisor to compare institutions out of the same sub sector with each other. Subsequently a specific set of supervision tools is defined per sub sector. Hence this results in a tailor made solution per sub sector. The impact analysis considerations are based on the relative size of the balance sheet.  
Ad 3. In this form of risk orientated approach DNB links its supervision attention to company exceeding risks.
 These risks can arise in multiple fashions; examples are a specific trend in society or on the financial markets.

With regard to the criteria used in deciding which banks are too big to fail De Nederlandsche Bank is not fully transparent. In its publicly known policies DNB mentions as criteria that these are banks whose possible failure:

· Potentially harm the rest of the financial system.
· Can harm other banks.
· Might cause damage to the real economy.
· Threaten the efficient working and existence of the payment system because the bank involved plays a vital role in that system.
The criteria in itself seem to be of sufficient quality, however with all of them there is no quantitative measurement tool defined. Therefore the value of these criteria decreases because of the lack of an objective measurement. 
Evaluating the Central Bank’s performance over the past decades is difficult if not impossible. In the next paragraph I discuss some issues that might hinder supervision and I will try to formulate an opinion on DNB’s supervision practices.              

3.3
Supervision in practice
In what way has there been adequate supervision on the financial sector in the Netherlands?” 

The Dutch economy is an open economy with free competition. One of the main philosophies  behind an economy with an open market is that in the long run the market regulates or corrects itself. Examples of this line of thinking are that in the long run prices will evolve to an equilibrium, so the “price is always right” or that in the longer term there are no arbitrage possibilities, because they are diversified out.
In 1776, in his economic treatise “Wealth of Nations”
, Adam Smith described this phenomenon as the “invisible hand”. With the invisible hand in an economy he meant that 

eventually the economy will regulate itself. To be more precise, on the longer term the invisible hand will correct the economy where necessary and at the end this will lead to optimal outcomes.   

Smith was one of the greatest economists of the so called “Classical School”. This school originates from the end of the eighteenth century. One of the major principles of this school was that they opted for a minimum governmental influence. They believed that the economy possessed over a self adjusting characteristic that will eventually lead to a situation where everyone is employed, without government intervention. Within the Classical School people were convinced that an open competitive market would lead to optimal distribution of means for the economy as a whole.
Governments should only be occupied with issues like:
· National defense.
· Education.
· Comparable issues.

Hence governments should govern as least as possible. 

So in today’s open market economy
 one tries to regulate as less as possible in order to let 
the market “free”. Because the more regulation and rules are prescribed and the more supervision is installed, the less free and open a market becomes or in other words the more regulated the market becomes. One could state that the price paid for having an open economy with free competition is the possibility of failures or accidents. 

Furthermore there is always a cost associated with regulation or supervision. You could argue that in an open market economy costs associated with keeping up the system should be borne by market participants. Since supervision always has to be exercised by an independent (governmental) institution it is inevitable that the costs of supervision are paid by the public. 

Given this fact a natural trade-off arises. On one hand a possible failure of a financial institution can lead to financial damage for the economy whereas this can have knock-on effects for the people as well. On the other hand there is the dilemma of how much money one is willing to spend upfront, when it is not (yet) visible what the possible damage, if any, would be in case of a failure. 
It is fair to assume that the money spent on supervision and the chance of a failure are more or less correlated. However whether this correlation is positive or negative is hard to predict because the intensity of supervision definitely influences the possibility of failures, but many other variables do the same. In this perspective one can think of some of the following variables:

· What is causing the failure?

· What is the estimated amount of the possible damage?
· What are the (risk weighted) specifications of individual assets? 
· What is the total size of the Balance Sheet? 

· How is the current economic situation? Are there other externalities?
· Is this situation concerning a failure of one institution and/or are there more (sub)sectors contaminated?

· Is access to capital comparable with the situation just before the failure or has accessibility worsened?

· Is there interconnectedness with other financial institutions?

· Can the damage caused by this failure be seen in isolation or is there consequential loss?      

3.3.1
Natural areas of tension

Besides the cost issue related to supervision and an indefinite number of variables causing a possible failure and/or influencing the damage in case of a failure there are also several other areas of tension embedded in the financial system, the functioning of (international) markets or in the system of supervision that have influence on the way supervision is performed in practice. Some examples will be discussed hereunder.

Globalization in a world with national supervision

Nowadays financial markets and institutions are more and more internationally orientated whereas supervision usually is a national, government related task. At this moment supervisors from various countries are collaborating as a response to this globalization effect. It is obvious that collaboration is hindered by differences in local legislation and that a specific national supervisor always has a tendency to give priority to a home grown financial institution first and than to an ‘outside’ institution situated in that same country. Furthermore there usually is resistance in giving up national local authorities. In the end this topic comes down to the question whether the scale of banks should be adjusted to the scale of supervision or vice versa, where supervision following the evolvement of the sector it supervises also develops itself to a global task. Given amongst others cultural differences the latter seems to be the hardest upfront. Therefore this argument is a pro for prohibiting banks to become too big to fail. 

Public interest versus public interest
 
Within any country you generally find multiple institutions concerned with financial markets. There are institutions that promote fair competition between suppliers of financial services, transparency and low prices for the public. If on the other side of the spectrum there is a supervisor that for example creates legislation with regard to the solvency of financial institutions, this brings along costs for these institutions. Similar to every commercial enterprise, the financial institution would want to transfer these costs onwards to their customers. Hence a conflict of interest arises between two (governmental) supervising institutions. 

IFRS

Especially within the European Union IFRS rules and regulations become more and more accepted amongst (bigger) enterprises. One of the basic premises of IFRS is fair value accounting, which implies valuation of assets and liabilities at market prices/values. In stable situations this leads to a clear insight in the financial situation of the company concerned. However in relatively volatile markets this can lead to suboptimal outcomes. In bull markets this can lead to short term profits whereas bear markets can cause (to) much depreciations in the value of assets. Hence a conflict of interest arises between accounting standards with basically the aim of creating as much transparency as possible and supervision.
Privacy in supervision conflicts with transparency      
Probably the most important issue in a stable and sustainable economy is confidence. In a situation where confidence is diminishing negative consequences can arise. In the worst case scenario this can even lead to a bank run
. The likelihood that bankruptcies of financial institutions will have knock-on effects for the real economy is significant.

Given this knowledge it is obvious that the supervisor is walking a thin line with the information it possesses. Suppose a financial institution is having difficulties and the supervisor is aware. At first sight one should expect the supervisor to be transparent on that towards the public. However in case the supervisor does so, the people will tend to lose even more faith. So these supposed difficulties, whether temporarily or not will become a self fulfilling prophecy probably leading to more damage than necessary upfront.         

Public role for a profit driven enterprise      
Within the capitalistic system financial institutions are more or less privately owned companies. Following the basics of capitalism they all strive for some kind of profit (maximization). 

Besides their economic mindset financial institutions also fulfil a public task. As mentioned before, banks perform a crucial role in the payment system whereas they furthermore  promote investments by people and companies. They also serve as an intermediate between people and markets. Because one of the functions of money is being a medium of exchange, financial institutions are indispensable for the functioning of a well developed economy. A conflict between this public role and the markets’ interest can arise when the shareholders interest is considered far more important than the common interest or vice versa.         

International competition and national supervision      
Like many other countries, one of the policies of the Dutch government is to create a favourable competitive position for their own (financial) industry. If, as a country, you choose for to strict policies and/or supervision this can harm a country’s own industry and consequently its economy. Especially in a situation where surrounding countries have less or “lighter” supervision the dilemma whether more supervision or more economic prosperity should prevail is actual. This phenomenon has similarities with the previously described tension between globalization and national supervision.   
Moral hazard
      
Moral hazard often comes with a principal-agency problem. Principal-agency problem or agency dilemma
 is a situation of incomplete and asymmetric information between a principal and an agent. In this situation the principal hires the agent to look after his interests whereas the agent does not necessarily have to have the same interests as the principal. Within the financial system in the Netherlands there are multiple examples of moral hazard to be seen. There is a so called “depositogarantiestelsel” which implies that depositors are guaranteed up to a certain amount in case of a bankruptcy of a financial institution. Hence in case of a failure people receive their money back (partially); this is a solid guarantee. 
The fact that nowadays some banks are of systemic importance and therefore are considered  too big to fail is another example of such a solid guarantee. A bank that pays out higher rates than their competitors (because for example they are of less financial strength and face difficulties in funding themselves) and consequently has a higher risk appetite would, with the (indirect) guarantees prevalent, most probably attract more depositors. At first sight this specific institution brings along a higher risk compared to its competitors but this is diversified away because of the guarantee. Basically it is fair to conclude that with every (new) bank that is saved by the government, the moral hazard within the financial system increases. In the very near future ways have to be found to limit this risk.  
3.3.2
The supervisor’s performance
In current times of crisis where governments stepped in to save some financial institutions it is very easy to blame the supervisor (or for that matter: the Central Bank). But, isn’t that the easiest way out? The preceding paragraphs clearly pointed out two main issues:

· Cost issue

With a maximum budget one can create maximum supervision attention. However, since costs basically are paid by the public we should ask ourselves the question how much financial means the public is willing to sacrifice upfront in order to achieve sufficient supervision.

We have to realize that the more supervision and rules and regulations are installed, the more controlled a market becomes and consequently less open and competitive. It is not that this is a bad choice, but this is a decision that has to be made by the government (the people) rather than by the supervising authority and/or the Central Bank. It speaks for itself that a market with less competition finally leads to higher prices for end users.
Furthermore there are numerous other variables which are not beyond the scope of supervision that can harm financial institutions too.

We can conclude that the supervisor has to act within certain financial boundaries, but that these boundaries are preset by the government/the public. Therefore it is questionable to criticize the supervisor after the fact has happened.      

· Conflict of interest / areas of tension

De Nederlandsche Bank (DNB) is responsible for safeguarding financial stability. More particularly, DNB contributes to defining and implementing the single monetary policy of the countries which have introduced the euro, promotes the smooth operation of the payment system and supervises financial institutions and the financial sector
. This quotation clearly indicates that the Central Bank is walking a thin line. Within the financial system as it is there are various conflicts of interest embedded. With their decision making the Central Bank has to take thorough notice of these possible conflicts of interest; the topics are of far to much importance to be ignored. Therefore it is inevitable that decisions are, because of various interests, always more or less of a mixed character.   
Making a fair judgement on the supervisor’s performance can best be compared with insuring your privately owned house; only at the moment your house burnt down you are going to learn about the quality and value of the insurance you have paid for all these years. During the financial crisis in the Netherlands the government together with the Central Bank supported various (system)banks. As per today these banks are still existing. It is questionable whether the costs made to save/acquire these banks will ever be recovered, but time will tell us so.

Besides that there were two bankruptcies. One was Icesave
 and the other one was DSB Bank
. Because of their respective bankruptcies they were not considered too big to fail. In both cases there has been severe damage but not insurmountable for the Dutch economy. Given the limitations and boundaries the Central Bank has to perform within I want to consider their performance over the past decade(s) as sufficient.      
3.4
Developments with regard to supervision

In April 2009 the G20
 leaders requested the International Monetary Fund (IMF), the Financial Stability Board (FSB) and the Bank for International Settlements (BIS) to develop a framework for national supervisors to assess the systemic importance of financial institutions, markets and instruments. The objective of such a framework should be to mitigate the systemic risk in such a way that all financial institutions, the financial instruments and markets are under a sufficient level of supervision and regulation. Another objective is to prevent regulatory arbitrage by financial institutions. The findings of the three before mentioned institutions were reflected in a report published in October 2009 and are discussed hereunder.

The report focuses on both a conceptual and analytical approach in order to determine systemic importance and discusses possible general guidelines; hence the report should create more clarity and/or guidelines in deciding when financial institutions are to be considered too big to fail. 

Furthermore the report recognizes that current knowledge and concerns about moral hazard limit the extent to which very precise guidance can be developed. Assessments of systemic importance will necessarily involve a high degree of judgement, they will likely be time-varying and state dependent and they will reflect the purpose of the assessment
. 
Policy issues where especially in the future an assessment of systemic importance can be useful are:

· Reduction of moral hazard within the entire financial system but with extra attention for systemic relevant institutions.
· Reduce information asymmetries. During the past crisis it has become clear that there have been numerous examples of information asymmetries between supervisors in different countries.
· Identify what specific variables in the financial sector can have significant consequences for the global or a country’s economy.

Recently multiple definitions are used for systemic importance and systemic risk. One of the problems when there is no unity in supervision (for example because there is no global supervisor) is that various definitions are used. The paper defines systemic risk as a risk of disruption to financial services that is (i) caused by an impairment of all or parts of the financial system and (ii) has the potential to have serious negative consequences for the real economy. Fundamental to the definition is the notion of negative externalities from a disruption or failure in a financial institution, market or instrument. All types of financial intermediaries, markets and infrastructure can potentially be systemically important to some degree
. An impairment to the services delivered by a specific part of the financial system would imply situations in which this financial service is no longer available to the (end)users and/or situations in which the costs to reinstall this service would be significant. These impairments can originate from either inside or outside the financial system. Apart from the systemic risk a financial institution faces and consequently the possible systemic importance, this systemic importance has to be further subdivided into local, national or global importance with regard to systems and economies. To help to define the systemic importance of financial institutions and/or markets there are three key criteria mentioned:

Figure 3: Key criteria for identifying the systemic importance of markets and institutions
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Ad I; Size.

With size the volume or the number of financial services provided by the financial institution is meant. Usually a correlation can be perceived between the size, measured in volume or transactions, of an institution and its systemic importance. Thus with the increase in volume the systemic importance increases along with it. More explanations of the criterion “size” include the actual total of the balance sheet and also the off balance sheet exposures a financial institution is running. Furthermore the amount of assets a company possesses or the amount of assets it manages are indicators of size too. The relevance of size will also vary, dependent on the business model of (a group of) institutions. There can be clusters of relatively small institutions that have to be judged together because they have similar behavioural responses to a specific economic or non-economic event. Because of this relatively equal reaction to an event these individual small companies can represent a collectively significant size. The difficulties lie within determining the indicators of size. The report points out three proxies for the volume of services provided by an institution or a market that can be used as indicators:

· Clearing and settlements.
The volume of financial services provided through clearing, payments and settlements are an indicator of systemic importance because of their central role in the functioning of financial systems
.
· Financial intermediation.
Systemic important institutions can be recognized because of their large market share in contractual liabilities, both on their asset and liability side of their balance sheet. Another interesting means of measurement is the ratio of an institutions assets compared to for example GDP
. This ratio forms an important topic in the discussion that is currently going around companies growing to big too fail, especially in the United States. Besides the before mentioned institutions of systemic importance can also be financial institutions that play a vital role in a specific part of the financial system. Examples are market makers, government debt traders and so on.     

Systemically important markets can best be recognized upon various variables regarding size of a market, such as market capitalization or market turnover.

· Risk control and management.

The systemic relevance of a financial institution or market can be identified by the role of the market or the institution in risk management and mitigation of risks. Areas of special attention can be: institutions’ contingent claims and exposures to OTC derivatives
.    

Ad II; Substitutability.

Substitutability is the extent to which a financial institution that is part of the financial system can provide similar services that are currently performed by another participant of that same system. The systemic importance of a specific financial institution increases in situations where it is more difficult for other participants of the system to provide similar services than the institution did before, in case of a failure. Hence there is a (linear) relation between the systemic importance and the probability of finding a sufficient substitute. 
Systemic importance defined through substitutability is not necessarily a case of one financial institution being exposed to another but rather an issue of other market participants relying on that specific institution because of the continuing provision of specialized services delivered by that institution. Examples are institutions dealing with systemically important infrastructure services such as clearing, payment and settlement of trades or custodial services. The risk of limited substitutability will probably appear most when they form a link in connections among financial institutions or when these services are provided in large volumes; the same applies for a group of (relatively) small institutions.
Pointing out indicators that help identifying limited substitutability is difficult because of the issue of determining the uniqueness of the contribution to a specific market by an institution or the uniqueness of some kind of financial service provided for. Standard economic indicators such as the Herfindahl-Hirschman index
 can be used however it has to be realized that the use of such a rigid index can never capture all the dimensions of limited substitutability. This assessment will always require a more qualitative approach; sorting out whether or not competing institutions are prepared to deliver the services necessary and whether or not there are regulatory, technological or other constraints prohibiting a possible successor from jumping in in case of a failure.          
Ad III; Interconnectedness.

Interconnectedness is about linkages from one financial institution with another financial institution. Because of these direct or indirect linkages constituted in a network of contractual relations between companies a failure of one institution can have negative repercussions for the other participants in the system, in the worst case leading to a reduced level of services provided.
Interconnectedness with regard to financial institutions reveals itself on both sides of the balance sheet; there are connections on the funding side and on the provision of funds. In general the larger the number of links, the larger the chance of possible knock-on effects to clients applies. Furthermore the possibility that these effects can be magnified is also dependent on the strength of the link. The complexity of the connections within a network and factors of confidence play a vital role too. In case an important participant of the system comes in distress, complexity and confidence factors can add to the uncertainty so that it can become a self fulfilling prophecy only leading to a further increase of the risk. Finally this can imply a systemic risk as well.
Interconnectedness with regard to markets and instruments has to do with the interdependence they have between each other. An example is that derivative markets can not function without the smooth operation of the corresponding spot markets or markets in cash instruments. Financial institutions depend on markets for funding as well as for accessibility to liquidity whereas markets rely on financial institutions for underwriting of securities and the provision of liquidity. It is obvious that interconnectedness increases when the financial supply chain lengthens. Since governments need banks as an intermediary for example to distribute and sell their debt, interconnectedness also plays a role in the operation and transmission of monetary policy.
Indicators of interconnectedness are not easy to identify. Such indicators require information on institution specific exposures and cross ownership/cross institution linkages. These would include interlinkages between financial institutions (banks and non-non banks), between markets, as well as between institutions and markets, including linkages across national and jurisdictional borders. Information to assess such interconnectedness remains a key challenge as comprehensive information on individual financial institution’s bilateral exposures is limited in many cases. 
The degree of interconnectedness can also be identified by extracting information from 
market indicators such as CDS spreads
 and equity prices on correlation in 
exposures. However the latter analysis may provide limited information on interconnectedness in normal times and correlations are known to change between normal and crisis times
.   
Besides these before mentioned criteria to help define institutions and/or markets of systemic importance there are other assessment issues to consider as well. Outcomes of assessments to define systemic importance will vary per country. That is caused by the single fact that every economy has a different infrastructure whereas the institutional framework differs per country too. Assessment outcomes will deviate depending on the economic environment and they are also influenced by cyclical factors. Obviously under weak economic conditions probable failures will more rapidly trigger losses of confidence than they would do in bull markets. The possible damage caused by these three criteria can be subdivided in direct and indirect impact. The magnitude of the first is related to size and substitutability whereas the latter is related to the strength of the interconnectedness. 
An assessment based on the three above mentioned criteria can be supported by a number of other contributing factors. Given the generality of the criteria and the dependence of their assessment on the economic environment a number of contributing factors can provide input to the evaluation of systemic importance. These often relate to financial vulnerabilities at the level of the specific institution or across institutions at a given juncture. The argument for considering such vulnerability measures as contributing factors is to help ensure that components of the system that pose a greater risk (i.e., those that are not only important but they are also more vulnerable) would be subject to appropriate oversight. The complementary indicators mentioned most often in survey responses are leverage, liquidity, maturity mismatches and complexity. In this context complexity can mean:

· A financial institution that employs multiple financial activities via a great number of legal entities.

· A financial institution that possesses over a worldwide operation while its capital base and liquidity are managed centrally.

· A financial institution that has significant exposures to new and complex products and/or markets (derivatives)
.   
The report concludes that countries use various techniques in order to assess a firm’s systemic importance. Both quantitative and qualitative based tests are performed and many countries base their assessments on more than one test. It speaks for itself that the choice for a specific test depends on a countries’ financial infrastructure. The simple fact that most countries use more than one test points out that none of the countries is convinced of the quality of one specific test. This fact can be considered a strength because of the diversity it brings, however this also says a lot about the way every single test is individually valued. 
The report suggests to develop international guidelines in which systemic importance of financial institutions is addressed. These guidelines should support national authorities in their assessments. According to the authors these guidelines could (or should? include the following high level elements:

· Definition of systemic importance.
· Roles and responsibilities of agencies involved in the assessments. 

· The independence, accountability, resources and powers of these agencies.

· The frequency of the assessments.

· Periodic review of this framework.

Countries also should have to take into account what data should be used for testing and what methodologies have to be applied. Besides that there has to agreement upon the way outcomes are going to be communicated to various stakeholders and upon the degree of transparency. Especially the transparency issue is an important one since to much openness over results of tests can also lead to negative consequences for the institution involved (self fulfilling prophecy); in the worst case this can even lead to a bank run. Since the financial sector is a global sector and consequently financial institutions have worldwide interlinkages cross border communication is essential to the success of such a framework. Once these frameworks have been set up, thoroughly tested and proved their intrinsic value they could be implemented in already existing international frameworks such as the Basel Committee’s Core Principals for Effective Banking Supervision.     
However at current stage there is not even uniform consideration on the definition that should be used to define systemic importance and/or systemic risk. Once reaching agreement on a basic starting point in the problems definition proves to be that difficult, this hints to the (possible lack of) further success for the remainder of such a process. Apart from this the discussion between national and international reflexions will always remain. Supervisors are usually appointed by the government, politicians are chosen by the people and a countries’ inhabitants usually tend to interest themselves for national matters rather than for international matters. The choice of which financial institution, a national or an international, should fall is relatively easy for voters. Overall people are (unfortunately) more interested in their own well being than in their neighbours’.      
CHAPTER 4
Economic and political systems/ideologies 
This chapter is the place in which multiple systems and structures are set out. Their specific characteristics are mentioned as well their pros and cons. In paragraph 4.1 I will elaborate extensively on various political/economic systems. Capitalism is discussed in sub paragraph 4.1.1, socialism in 4.1.2, communism is the subject of 4.1.3, whereas in 4.1.4 the possibility of a combination of systems is discussed. The chapter ends with 4.2 which discusses legal structures and their consequences.
4.1
Reflection on economic systems
In today’s world there is an extensive variety regarding possible political ideologies and economic systems. Quite often an economic system can not be seen separate from a political ideology and vice versa; in practice these concepts are used interchangeable. Hence political ideologies and economic systems can coincide. For the sake of clarity I will briefly describe how we understand these concepts within the scope of this paper.  

Political ideology

A political ideology is a set of specific beliefs, ideas and so on, followed by a group of people which drafts a framework of how a society should work or how society should become (in the end). This set of ideas arranges how power is distributed in this society over people and/or various (governmental) bodies and it also prescribes what the most optimal form of government is. Well know examples of political ideologies are: democracy, fascism, anarchism and socialism.

Economic system

An economic system gives insight to how a society’s economy should be or is built up. The concept of economy goes back to ancient Greece. In the era before Christ the word was referred to as: management of household. Because of logistic obstacles, up until the Middle Ages there was hardly no trade, consequently no market(s) so economy specifically concentrated on goods produced for own consumption so this basically implies only life’s necessities. The majority of these goods were produced by farming.
Due to improved communication and especially in the beginning improved means of transportation markets and trade expanded rapidly after the Middle Ages. From that moment onwards the concepts of money and credit got introduced and became more and more indispensable to the economy. The self sufficient form of economy faded away and was replaced by the money economy. Economically strong states arose representing their economic structure very well, often accompanied by their political ideology. So the explanation of the word economy has been subject to different interpretations throughout the centuries. As per today we can say that economy is about the allocation of (scarce) means. It is about alternative decisions and objectives a country has to make in order to satisfy society’s needs. Economy is the system of production and consumption of goods and services followed by the distribution of these goods and services. What optimal production, consumption and distribution implies leaves room for interpretation. 
Examples of economic systems are: colonialism, barter economies and a green economy however the most influential and common will be discussed in the sub paragraphs to follow; they are, in random order:
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Figure 4: Three most important economic systems
4.1.1
Capitalism
Capitalism is nowadays the leading economic system in the world. It is based on private ownership. The means of production are also privately owned. These means traditionally are: land, labour and capital goods. Currently some economists also consider entrepreneurship and/or intellectual property as means of production. Within capitalism prices are determined by the markets without external interference. On the markets supply and demand are the driving forces, hence they determine prices. Markets as well as the economy as a whole always tend towards an equilibrium in the long run. Profits if any are distributed to the owners of the means of production. One of the leading thoughts is that there is no governmental influence on markets or that it is minimized. In economic literature this phenomenon is described as “laissez-faire”. 
Capitalism basically arose after the Middle Ages, with the upcoming of the mercantilist school. This era, between 1500 and 1750, is characterized by geographical discoveries and, despite the fact that production levels were still small, the origination of trade. The merchant or the tradesman became an intermediary between producer and consumer. States were formed and became more powerful and they turned to colonialism too. All this lead to an increasing (economic) rivalry between countries and consequently increasing nationalism. Mercantilism’s main principles are:

· Importance of gold and silver as form of wealth.
· Increasing nationalism. This concerns amongst others: control trade routes and fight wars.
· Protection of internal markets. If necessary impose import duties; but only on those goods that can not be produced domestically.

· Colonization policy.

· Strong government, mainly to perform the tasks mentioned above.

The mercantilist era ended with the development of the classical school in 1776
, which originated in England. The rise of this school of economic thought, also known as classical liberalism, coincided with the end of the scientific and the beginning of the industrial revolution. In those days due to the increasing level of industrialization countries (especially England) became more efficient and more powerful. Because of that fact tradesmen or companies no longer had to rely on all kinds of government protection; hence they were prepared for international trade. Furthermore the labour force was also emerging and their wages and working conditions, which previously had been regulated by governments, became dominated by the principles of supply and demand. As a consequence a low paid and hard working labour force arose. 
The main principles of the classical school are:
· Strong self interested behaviour. The assumption was that this was a natural state of mind of the people.

· Minimum government involvement.

· Opposite to several predecessors the classicists were convinced that all economic resources and activities would contribute to a nation’s wealth.     

· Economic laws and rules. There was an extreme focus on the analysis and development of economic theories. The classicists believed that economic laws were to be universal.
· The natural harmony of interests.

The classical school represents one of the most influential economic schools in history and is generally marked as the starting point for laissez-faire economics. This movement was founded and led by Adam Smith
. Smith advocated open market economies, free and foreign trade and greater division of labour to overcome the narrowness of the home market. He made several, still lasting, contributions to world economy. He was also the first that viewed the economy as a whole and focused on growth and economic development. One of his interesting theories is his theory of economic development:

The division of labour is a stimulus for capital accumulation. Both the division of labour and capital accumulation lead to an increase in labour productivity. The rise in labour productivity increases the national output. An increased national output widens the market and creates (again) a further division of labour and capital accumulation. Following the capital accumulation the wages rise. These higher wages form a source of inspiration for the people and will lead to higher productivity growth. The rise in national output increases the supply of goods which enhances the wealth of nations.

Apart from Adam Smith the classical school brought forward many influential economists, of which David Ricardo became the leading figure in further developing classical doctrine. Ricardo made several lasting contributions to economic analysis; some of his most important were his theory of comparative advantage, the law of diminishing returns and rent, his inclusion of the distribution of income in economic analysis, the introduction of marginal analysis and his continuous use of abstract reasoning. At the end of the nineteenth century the classical school came into decline. The last famous classicist was John Stuart Mill who made several new contributions and systemized all productions of economic thought created by his predecessors.        

Parallel with the decline of classical liberalism came the rise of first marginalism which later on found its place within neoclassicism. The marginalist school arose around 1875 in a time with numerous economic and social problems. The industrial revolution had caused a tremendous increase in productivity, but side effects were a widespread poverty and an unfair distribution of wealth and income. Despite the fact that real per capita income for a country as a whole had risen for a century, these side effects created much dissatisfaction among the people. Labourers were confronted with extremely long working days, dangerous and unhealthy working conditions, continuously worsening wages and insecurity over pensions. Companies became stronger and stronger in negotiations with employees and few even evolved to monopolistic enterprises. Society’s basic reply to the problems present in those days was threefold: upcoming and gaining popularity of socialism
, rising support for trade unions and an increasing request for more government regulation. In this context governmental regulation should strive to ameliorate working conditions and re-allocate wealth and income.
These three approaches disassociated from classical principles, however the marginalists rejected all of them. They agreed that some classical ideas were inaccurate but advocated that classical frameworks were correct. The marginalists were dedicated to create a better understanding of the functioning of markets and how resources are allocated as well as did they promote economic liberty. They did not seek for better wages for labourers, they rather sought to show that wages received by labourers represented their contribution to the value of the output. Up until this moment in time economics usually meant macroeconomics. However because of the generalizing effects macroeconomics overlooks many problems in the economy; with marginalism microeconomics, which complements macroeconomics, got introduced. 
The main principles of marginalism are:

· Marginal thinking. Attention concentrated on what drives decision making, namely the margin. The marginal principle
 was applied to all economic theory.
· Microeconomic approach. Marginalists did not consider the economy as a whole (macroeconomics), yet they focused on individual persons, companies or goods and studied their decision making, market conditions, and so on.
· Individuals behave rationally. This school assumed that people behave rationally in weighing their positive and negative experiences in the present as well as in the future. So people were supposed to measure marginal utilities of various goods; the concept of utility functions originated.

· Demand is the driving force in pricing mechanisms. Whereas in classical liberalism the cost of production (supply side) was seen as the most significant determinant for prices the marginalists turned to the opposite.
· Overall equilibrium. In the long run economic forces will balance and tend to an equilibrium. Whenever disturbances cause a suboptimal outcome (away from the equilibrium) correctional movements towards the equilibrium will take place.
· Open and pure competition. The marginalists assumed markets existed out of an indefinite number of buyers and sellers and homogeneous products. Hence they believed there were no disturbing factors and not a single participant would be strong enough to influence prices.  

· Similar to the classical school marginalists advocated minimum government involvement too and they proceeded with the abstract and analytical methodologies set in place previously by David Ricardo.     

With the lapse of time marginalism evolved into neoclassicism. Neoclassicism was a new form of classicism, and the neoclassicists were marginalists. This means that for determination of prices and decision making they focused on the margin too. Important differences between neoclassicists and marginalists are that neoclassicism recognized that both supply and demand are important variables in the determination of prices, whereas the marginalists only considered demand as the driving factor.

Furthermore neoclassicists emphasized the importance of money for the economy. Along with this rising importance came the interest for monetary economics. Monetary economics is a sub movement within neoclassicism, however with the difference that neoclassicism is microeconomics contrary to monetary economics, which is macroeconomics. Monetary economics focuses its attention to aggregate analysis of total demand, to supply and so on; within neoclassicism the focus is on the individual person or company.

A third distinctive difference between neoclassicism and marginalism is that the latter only considered markets with pure competition and/or pure monopoly, whereas neoclassicism expanded marginal analysis to other forms of markets. Hence they introduced imperfect competition. 

Around 1930 the Keynesian school arose out of the neoclassical school and became an important movement within economic thinking. The Keynesian school originated after World War I in a time with numerous problems. This era was characterized by the Great Depression, a declining growth rate of the world’s population, and a time of overproduction. Also geographical expansion possibilities ran out because most of the world had already been colonized. In this time of worldwide depressions and unemployment the laissez-faire concept became heavily criticized and the call for government intervention increased. The Keynesian revolution started with the publication of his General Theory
 and although Keynes criticized several aspects of neoclassicism, he used multiple of their methods and concepts. 
Keynes stood for macroeconomics; he believed the problems of this time should be analyzed and fought on an aggregate level. Hence the Keynesian school represented both neoclassical economics and Keynesian based macroeconomics. The main principles of the Keynesian school are:

· Macroeconomics. There was not much interest in how individual decisions are made; the focus was on aggregate levels of saving, consumption and so on.
· Active government. They believed the government should intervene through fiscal and monetary policies in order to achieve full employment, economic growth and so on. Governments should actively use the instrument of their own spending, the money supply or the tax instrument to manage inflation, private consumption, interest rates and so on to optimal outcomes. 

· Focus on effective demand as the determinant of national income, employment and output. Effective demand is the sum of consumption, investment, government spending and export minus import (Y = C+I+O+X-M).

· Volatility within the economy. Keynes believed the economy is subject to ups and downs because actual investment spending, which causes national income to deviate, would never equal forecasted spending.

The last major school of economic thinking is the Chicago school; also called new classicism. The uprising of this school came at the end of World War II and was led by Milton Friedman. New classicism is a variant of neoclassicism, which is improved classicism. The past decades economists (particularly Keynesian) advocated a more active government role. The government should for example be involved in improving allocation of resources or establishing minimum wages. The neoclassical acceptance of imperfect competition convinced many people that an active government is indispensable. Besides that also socialist theory
 made people doubt that free market mechanisms would do a better job in the allocation of resources and production of goods than the government would do. The Keynesian revolution had confirmed that the government should use its monetary, fiscal and income policies to stabilize the economy, hence the general conviction was that only governments could create a redistribution of income. This belief had its origin in both marginalist and Keynesian thinking. 
The new classicists did not agree with this line of reasoning; they advocated that the market not hindered by government intervention (maximum economic freedom) would produce maximum outputs and outcomes and would therefore create maximum welfare for both individuals and society as a whole (Capitalism and Freedom, Milton Friedman, 1962). The strong Keynesian movement of the past decades had merely focused on macroeconomic developments; the Chicago school reinstated the importance of microeconomics and helped marginalism regain popularity. So new classicism can be seen perfectly in line with classicism and neoclassicism. The main principles of new classicism are:
· Behavioural optimization. In their decision processes people are rational and tend to maximize their private well being; they optimize their behaviour (note that this is a neoclassical principle). 
· Limited government. Government involvement is seen as inefficient for tasks that also can be carried out by the private sector. Government officials are believed to have their own objectives (see “behavioural optimization”) so the output of their governmental tasks is always suboptimal.

· Mathematics. Great reliance in mathematical methods.

· Opposition to the Keynesian school. Recessions and depressions are not the result of changes in governmental spending, but they are the result of ineffective monetary policies. The new classicists strongly believed the economy regulates itself and is self adjusting (note that this principle dates back to the classical school).
· Actual prices resemble future prices quite good. Monopoly prices can only uphold in the case entry is blocked (by the government). In the long run monopolies will not hold because of new invented products.    
4.1.1.1
Summary and future of capitalism
The main economic schools and their features have been described above. They are the classical school, followed by marginalism which was succeeded by neoclassicism. Than came the uprising of Keynesian economics and finally there was new classicism. The developments of these and other schools show us at least that economics is a dynamic science. In the era of the classical school economic thinking really came to life. Later schools added new things and brought on new perspectives. Whereas in the beginning economic analysis focused on macroeconomics and hardly no government influence, later on the microeconomic approach got introduced and the opinion over the ideal government role proved to be subject to changes throughout the centuries. 
Seen in the perspective of its time it is understandable that classical liberalism concentrated on macroeconomics. Later on, with the increasing importance of the individual for the economy, the attention shifted. As the world, markets and businesses evolved people came to realize that markets are not perfect which inevitably leads to the conclusion that prices are not always right. It is obvious that the achievements of every single school should be judged upon within the settings of its own era. We can conclude that capitalism evolved throughout the centuries into the present form.   

To my opinion this present form of capitalism we currently experience simultaneously reveals both the best and the worst qualities of men. The positive topics of current capitalism are numerous, like: the means of production are privately owned which implies that there are chances for every single person. Thus personal development of people is always possible and in theory almost unlimited. Hence I would state that capitalism is a synonym for personal freedom. Or as Milton Friedman states: “The future of private enterprise capitalism is also the future of a free society. There is no possibility of having a politically free society unless the major part of its economic resources are operated under a capitalistic private enterprise system”
. So capitalism and personal freedom can not be seen separately.

Within capitalism markets are free and open and there is competition. Open markets imply free entry which again is an expression of freedom. Competition stimulates people to strive for the optimum, because if party A can not deliver in conformity with certain specifications, there is always the possibility that party B can. This creates a kind of race encouraging suppliers (and countries) to innovate continuously. Because of this ongoing innovation there is a never ending flood of new and improved products. People have utility functions and this possible unlimited supply enables them to satisfy their needs. Vice versa; because of the variety of utility functions and an unbearable desire for more (greed?) people exercise an unstoppable demand which enables suppliers to sell their products. This is done on infinite markets where numerous buyers and sellers meet.

In am not convinced that markets in the long run tend towards an equilibrium, mainly because not on all markets competition is a battle of equals. However because of the natural incentives within capitalism, total output and consequently Gross Domestic Product under capitalism outperforms the same under a system of socialism. Amongst others because of the search for new markets and better or cheaper means of production capitalism enhances globalization. Increasing globalization has on one hand given a further boost to capitalism, on the other hand it has created an improved connectivity between people and states. This has contributed to a better understanding amongst people and states and consequently to less conflicts.
Positive and negative are two phenomena that move in unison. Meaning that many of the above positive characteristics of capitalism also bring along negative consequences.
The system is built on personal freedom, chances for everybody and private ownership. This means that not all people are able to convert their chances into success. As a result uneven distribution of wealth arises. And what about these chances and personal development? Are they actually unlimited? The answer, unfortunately is “no”. Entering an Ivy League university is easier for somebody coming from a wealthy family compared to a person from a very poor family; all other variables being equal. 
And what about competition? Competition brings winners and losers. Thus besides the uneven distribution of wealth there is also an uneven distribution of income. Capitalism possesses over a certain rigidity. The winners take it all (or at least a lot) and leave the losers behind. There is greed within the system which quite often is unstoppable. This causes income- and wealth differences to deviate even further. Negative side effects can be that this fosters criminality.  

This very same greed or striving for profit maximization also creates a kind of recklessness. People tend to go for quick wins rather than to consider the long run. People (some, not all) only consider the present and do not care for effects that will probably show up decades later. So people or firms pursue their objectives at the expense of society (Whither Socialism, Joseph E. Stiglitz, 1994) This amongst others causes pollution of the planet, disappearance of natural resources and a changing climate. All of this leads to deteriorating conditions of life.                 
Schumpeter wrote in 1942: “Can capitalism survive? No. I do not think it can. But this opinion of mine, like that of every other economist who has pronounced upon the subject, is in itself completely uninteresting. What counts in any attempt at social prognosis is not the Yes or No that sums up the facts and arguments which lead up to it but those facts and arguments themselves. They contain all that is scientific in the final result. Everything else is not science but prophecy. Analysis, whether economic or other, never yields more than a statement about the tendencies present in an observable pattern. And these never tell us what will happen to the pattern but only what would happen if they continued to act as they have been acting in the time interval covered by our observation and if no other factors intruded. Inevitability or necessity can never mean more than this”
.
I dare to disagree with Schumpeter’s view, just because the facts and arguments he refers to are subject to continuous change and as the centuries have gone by capitalism, with its ups and downs, always remained the prevalent system. It proved to be flexible and to outlive various crises. That in itself is sufficient reason to at least grant capitalism the benefit of the doubt.   
4.1.2
Socialism
Before the industrial revolution the domestic economy in many countries consisted out of agricultural and related workers. There were farmers, blacksmiths, carpenters, sewing people and so on. So the scope of the economy was village based and production basically met the demand executed by the local people; trade, if any, was local or regional orientated. This village based economy was blown away by the rise of the industrialization. The industrial revolution brought factories and an upswing in productivity. Many people turned away from their villages and became wage workers with the new factories. Around these factories societies and/or villages were founded. In this time period there were no rights whatsoever for the workers and unions were forbidden. Because of the strong position of the owners of the capital and the abundant supply of labourers wages were low and working conditions inferior. 
A new mass originated for which poverty ruled and as a consequence disease, criminality and hunger were part of their existence. The owners of capital gained welfare and the conditions for the mass deteriorated; hence separation between the two grew. Inevitably the cry for changes, leading to improved well being for the people, became louder and louder. The owners of capital, in conformity with Adam Smith, advocated that the best government is a government that governs least
, however the circumstances prevalent around 1800 proved to be fertile ground for a growing desire to socialism.       
Key principles of socialism are the desire for collective action and public ownership of enterprises. Besides that socialists possess over a strong belief in the perfectibility of people. All kinds of socialism attacked the classical theorem of an harmonized interest along society. Instead they all were convinced that any society exists out of multiple classes with different, opposing, interests. The majority of socialist movements advocated for an active government to defend the interests of the working class (mass); so they objected to the classical principle of laissez-faire. One of the first economists that attacked classical liberalism and therefore  moderately inclined to socialism was Simonde de Sismondi who stated that economic imperialism is inherent in capitalism
. He also recognized that a non maximum, but well distributed production, could imply a possible greater well being for the people and therefore could prevail over maximum total production, which is classical doctrine. Socialism originates from approximately 1800 onwards and multiple forms of socialism can be distinguished.
Utopian socialism

The socialist thought first revealed itself with the origination of utopian socialism around 1800.  At that time, while the industrial revolution was still peaking, labourers were not organized amongst themselves as well as were they not aware of their power. Hence their position compared to the owners of capital was inferior. These thinkers viewed the market with its competition as unfair and incomprehensible. They aimed for an economy with improved social arrangements for the working class and wanted to realize this via cooperation with capitalists. Furthermore they also founded some cooperative communities. Utopian socialism is a mild form of socialism and Henri Comte de Saint-Simon can be seen as the most influential person of this specific school.  
Anarchism

Anarchism is an extreme form of socialism and refrains from any form of government. Anarchists believe that any form of government always implies “man giving orders to man”
 and therefore they rejected it. Anarchists were strongly convinced of the perfectibility of human nature (if not negatively influenced by the state) and thus believed that society itself would establish order. They advocated that no one should have private property and that all goods should be in possession of cooperating groups. They saw cooperative associations controlling industry, agriculture and so on. Trades between communities would be possible, individual initiative is encouraged, every possible centralized form of power would be abolished and complete liberty is what anarchist society stands for. Their goals were similar to the utopian socialists, their methods deviated.     

Christian socialism

This mild form of socialism originates from approximately 1850 and this basically is socialism with a twist of Christian faith. The bible plays a central role in this movement, for the government, the labourers and the owners of capital. Private property should be employed for the benefit of everybody. They pleaded for better education, cooperatives and other reforms and wanted to achieve there goals through non violent actions.
Syndicalism

Similar to anarchism syndicalism favoured abolishment of private property and any form of government too. Syndicalism arose around 1850 and is a more extreme form of socialism. The syndicalists believed that the labourers should form just one union (which they all join) and this union should not seek reforms via negotiations, but rather use stronger methods like frequent strikes, sabotage and an enhancement of labourer’s militancy in order to calk the class struggle. They were convinced that any form of government within socialism, would lead government officials to pursue for more power which finally would harm socialism. Therefore they promoted various kinds of syndicates of labourers taking over control eventually leading to governments completely disappearing.

State socialism

This form of socialism is most visible in the world and was founded by Louis Blanc. The former Soviet Union had and current China have this form of Socialism. State socialism is based on government ownership and an active government role. The government sets goals and/or social objectives which have to be achieved by the people. This can apply for one sector or more sectors. They advocated for the forming of cooperatives. In the situation of perfect state socialism there is only one owner of all the enterprises and only one employer. This form of socialism can also occur within a capitalist system, whereas a specific sector is under government control. Examples are/were: postal services, energy supply or telephony (the landline systems).        

Revisionism

Revisionists did not promote class struggle, they sought control over the government through public elections. The government should than create better education, improved working conditions and limit the power of the capital owners, which eventually should be transferred to the government. This milder form of socialism has resemblances with early stages of state socialism. This is clearly visible in the fact that revisionists promoted municipal ownership of certain public utilities; therefore revisionism is often referred to as “gas and water socialism”.

Guild socialism

The guild socialists believed the government should only perform public tasks that serve the general needs of the people. The government should also manage the countries’ economy. However the ownership of capital should not be with the government according to the guild socialists; the ownership and management of companies should be in the hands of labourers organized in their specific guilds. This means that every labourer would become a partner in the company he worked for. This would lead to a level playing field of producers and consumers with both having their representative bodies, namely the guild and the government. This form of socialism should be accomplished via the route of gradual reforms, which makes this a mild form of socialism too.
Marxian socialism 

This is the leading school within socialism with the name making reference to its leader: Karl Marx. Marx and his lifetime friend Friedrich Engels were fervent opponents of capitalism, because according to them capitalism oppresses the labourers. They noted and were convinced that capitalism faced class struggles and internal contradictions which finally would lead to the collapse of the capital system. Labourers should fight for the socialist revolution and once the collapse of the system is there, they should overthrow the bourgeois state and establish their own dictatorship of the proletariat (Capitalism, Socialism and Democracy, Joseph Alois Schumpeter, 1942). 
The socialism that Marx than foresees allows private property of consumer goods, but land and capital goods are reallocated towards the government. In this state the government should also plan the production levels and distribution. Within this economy there is no profit driven behaviour and no free market.  
The German Karl Marx (1818-1883) was the leading person of Marxian socialism, also known as scientific socialism. Contrary to other socialist predecessors he did not specifically pleaded for socialist reforms, instead he advocated that internal contradictions within capitalism would lead to its collapse. Unlike his predecessors his objective was not to create a blueprint for socialism, he rather sought to envisage the way through which the forces of production in capitalism would produce their eventual collapse. Marx used two separate theories to elaborate on his thinking: The Theory of History and The Law of Motion of Capitalism.
In his Theory of History he states: “The general conclusion at which I arrived and which, once reached, continued to serve as the leading thread in my studies, may be briefly summed up as follows: In the social production which men carry on they enter into definite relations that are indispensable and independent of their will; these relations of production correspond to a definite stage of development of their material powers of production. The sum total of these relations of production constitutes the economic structure of society, the real foundation, on which rise legal and political superstructures and to which correspond definite forms of social consciousness. The mode of production in material life determines the general character of the social, political, and spiritual processes of life. It is not the consciousness of men that determines their existence, but, on the contrary, their social existence determines their consciousness. At a certain stage of their development, the material forces of production in society come in conflict with the existing relations of production, or, what is but a legal expression for the same thing, with the property relations with which they had been at work before. From forms of development of the forces of production these relations turn into their fetters. Then comes the period of social revolution. With the change of the economic foundation the entire immense superstructure is more or less rapidly transformed.”
  
With this quotation Marx basically expresses his conviction that static relations of production eventually come into conflict with the dynamic relations of production. For creating new relations of production a revolution is necessary; and class struggle is according to Marx the mean to overthrow society. 
The Law of Motion of Capitalism exists out of six different topics that are all related with each other:
· The labour theory of value.

· The theory of exploitation.  
· Capital accumulation and the falling rate of profit.

· Capital accumulation and crises.

· The centralization of capital and concentration of wealth.

· Class conflict.

Figure 5 explains Karl Marx’s Law of Motion of Capitalism best. The starting point in his analysis is the labour theory of value. According to Marx the value of any commodity is determined by the socially necessary labour time sacrificed for that commodity. With this thesis Marx derecognizes that other factors of production can add value too; basically he recognizes only one factor of production. Hence he is convinced that labour and consequently labourers are the only source of all value. Furthermore he believes that all commodities sell at their value, except for labour. Only labour power can create a greater value than its own. So a capitalist can only obtain a profit if he exploits labour. The labourer does not receive all the value of their labour, the surplus value is the profit for the capitalist. That is the subject of Marx’s theory of exploitation. 
The surplus value arising out of the theory of exploitation leads to further capital accumulation. Capital accumulation thereupon leads to a falling rate of profit, repeating crises and unemployment. A falling rate of profit and repeating crises create an even further centralization of capital as well as an increased concentration of wealth. Together with the already existing unemployment they further stimulate rising unemployment and poverty. The centralization of capital and concentration of wealth on one hand and the rising poverty and unemployment on the other hand ensure that eventually a class conflict is inevitable. 
The static relations of production come into conflict with the dynamic relations of production, the labourers overthrow the capitalists and establish a dictatorship of the proletariat. The means of production will become state owned instead of privately owned and there remains no further exploitation of the labourers. 

Figure 5: Karl Marx’s Law of Motion of Capitalism
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4.1.2.1
Summary and future of socialism

The Union of the Socialist Soviet Republics (USSR) is the best visible example of a socialist state; this state was established in 1922. The creation of the state began in 1917, with the successful October revolution led by Lenin and his Bolsheviks. In his famous April Theses
 Lenin declared that it “is not our immediate task to introduce socialism”, however he, amongst others, also called for nationalization of all the land and stated that power should become in the hands of the proletariat and the poorest sections of the farmers. Thus the first socialist state was born. The form of socialism practiced in the USSR was state socialism, which is based on government ownership and an active government role. 
Contrary to Marx’s prediction that capitalism would collapse because of its internal contradictions, socialism (or the USSR) started to collapse with the introduction of perestroika
 in 1986. Perestroika was introduced because of the continuous failing of the Soviet economy and consequently socialism too. Reasons for this failure are without any doubt numerous and it has to be realized that creating a socialist state bring along tremendous implementation obstacles. Some are:
· Marx’s fundamental incorrect vision that labour is the only factor of production and consequently is the only source that can create added value. Land and capital goods are factors of production too and can therefore create value too. This implies an incorrect starting point in Marx’s labour theory of value. 
· Who decides, and how does this body learn about the people’s preferences, which goods should be produced, how much and at what quality?

· How do you create an even distribution of income when there are no incentives left? Does this not stimulate a free rider problem? 

· How or who creates an efficient planning for a large industrialized country?

Socialism has brought about many contributions to economic thinking and today’s society. It brought forward a socialist orientated way of thinking which as per today is still prevalent in many countries. This led for example to: systems of social security, unemployment payments, health care insurance, minimum wages and so on. Other forthcomings of socialist and especially Karl Marx’s thinking are the focus on dynamic instead of static analysis, the recognition that capitalist economies are subject to business cycles and Marx’s correct prediction that the capitalist economy would lead to large scale companies with (forms of) monopoly power. Furthermore Karl Marx was an important contributor in the discussion to develop a theory of value in economics. Despite the inaccuracies his labour theory of value stimulated other economists to further explore this field. 

The theoretic components of socialism look promising. No income differentials, no or limited private property, equality all over. Compared to some negative effects of capitalism on a micro level socialism gains even more glance: free health care and education for everybody and no unemployment. The same comparison on a macro level brings forward other conclusions or questions:

· If there are no incentives, than presumably there will be no entrepreneurs too. Does this imply that there will be no new products and innovations? 

· Without stimulus there will be no optimal production. Does a non optimal production suffices the people’s needs?
· How do we ensure or at least keep up the illusion that income and all means are distributed evenly and that comparable sacrifices are delivered by everybody? 
· The lacking of incentives will inevitably lead to a less motivated population. With regard to competition this will most likely lead to a worsened international position. With a deteriorating competitive position the possibilities of conducting trade will disappear; hence the ideal socialist state has to be fully autarkic. Will autarky survive in the long run?

A key principle of socialism as well as communism
 is the belief in the perfectibility of people. Personally I do not believe people are that perfect. Maybe somewhere along the lines of history the human mind got contaminated or maybe we have to conclude that there is no such thing as perfectibility. At least history so far has thought us that there are always (capitalist) issues like a free rider problem or moral hazard. As long as there is no evident proof of the perfectibility of people long lasting socialism is deemed to remain utopia.       

4.1.3
Communism

“A spectre is haunting Europe, the spectre of communism. All the powers of old Europe have entered into a holy alliance to exorcise this spectre: Pope and Tsar, Metternich and Guizot, French radicals and German police-spies. Where is the party in opposition that has not been decried as communistic by its opponents in power? Where is the opposition that has not hurled back the branding reproach of communism, against the more advanced opposition parties, as well as against its reactionary adversaries? Two things result from this fact:

I. Communism is already acknowledged by all European powers to be itself a power.
II. It is high time that Communists should openly, in the face of the whole world, publish
their views, their aims, their tendencies, and meet this nursery tale of the Spectre of Communism with a manifesto of the party itself.”

After the bourgeois state has been overthrown and the dictatorship of the proletariat has been established there remains a socialist state in which the capital goods and the land is owned by the government, production is planned and private property of consumer goods is allowed. Eventually the government will disappear and this will lead to pure communism, according to Karl Marx. Communism is an economic system that fits best with Marx’s ideology. It refers to a classless and stateless society where decisions on production are taken democratically and where all property is commonly owned. Marx believes that communism exists out of two phases, where the first phase is socialism. He sees socialism as a step towards communism. He is convinced this intermediate step is necessary because communism represents a truly utopian world. Since people are not yet sufficiently perfect enough to live in communism, they should first go through an intermediate stage in which they can be remodelled and prepared for the next phase which is pure communism. 
Communism arose from the beginning of the nineteenth century onwards and its most influential writing is The Communist Manifesto which is written by Karl Marx and Friedrich Engels in 1848, with the goal to serve as a blueprint for communistic development and to unite workers in all countries. The Manifesto foresees in Marx’s description of history and class struggle. In chapter two it provides a detailed description of communism including ten most important measures to take in order to become a communist state, followed by a discussion of socialist literature. The final chapter calls labourers for a revolution and ends with: “the proletarians have nothing to lose but their chains. They have a world to win. Workers of the world, unite!
 
Clearly communism and socialism are interrelated concepts. Where nowadays people speak of a communist country they usually mean a country practicing state socialism. 
What does not vary however is the estimation of the possibility of establishing a true communist state: 

If socialism is a predecessor of communism and so far in history it has not been possible to have a long lasting socialist state, than it is obvious that the odds are even worse for communism to be successful.    
4.1.4
Combination of systems
Is it possible two combine various systems within one country? Not unconditionally, but yes it is. This situation is common practice in capitalist countries, where there is a social sector. Vice versa, capitalist sectors within a social country, is not yet observed and seems to be impossible because of the inequality it will provide.

Social sectors within a capitalist country are found in government activities. Obviously in practice the discrepancies are not as radical as theory prescribes but it is inevitable that certain government activities are performed in isolation. For these specific tasks normal (capitalist) market conditions do not apply, thus these activities or companies are spared of competition. These companies are usually of old in government possession and/or for strategic reasons. Because of society’s increased call for price determination by market forces and as a consequence of further globalization and rising governmental funding needs nowadays many of these companies are privatized. This means these specific sub sectors of the economy are no longer protected by the government and that new entry becomes possible. It speaks for itself that this enhances competition and creates pressure on prices. Examples of sectors are: energy supply, telecommunication (mobile versus landlines), and postal services.
When companies are not government protected they are exposed to regular market forces such as competition. Competition is about outperforming your competitor; what companies do in order to gain the favour of the end consumer. Outperformance is frequently visible in quality or prices; which can be improved by an increased level of efficiency. So we can conclude that enhanced competition forces companies to strive for more efficiency whereas this leads to optimal outcomes on a macro level.
          

It is especially this phenomenon that is absent within socialism and within social sectors in capitalist systems. If there is no competition, than there is no incentive to outperform too (based on the non perfectibility of people). Hence because of the lacking of market pressures inefficiencies are introduced. Policy makers will always have to wonder whether the price for inefficiencies outweighs the other effects. So yes, a socialist sector within a capitalist country is possible, but at a cost. The determination of such a cost is difficult, probably impossible. 
4.2
Legal structure
Since the outbreak of the credit crisis a discussion has started on the optimal legal structure of financial institutions. In general, banks worldwide and in the Netherlands are publicly listed companies. In the Netherlands most banks are a B.V. or a N.V.
. Both type of companies are legal persons whose capital is divided into shares. The shares of a B.V. can only be issued in order (personally), the shares of a N.V. can be in order or to bearers (anonymous). Especially the N.V. is a popular legal form since its shares are freely transferable. These characteristics make it possible for a N.V. to become publicly listed. A company can be listed for multiple reasons, however the most important reason is usually the fact that it enhances access to (fresh) capital. The shareholders of a N.V. are bearing the risk for the amount of their investment and of course desire a reward for the risk they are undertaking. The profit the company realizes (if any), paid out to the shareholders in the form of dividend is their reward. If profits are (partly) paid out to shareholders, it can not be used as (extra) reserves, which means that the company’s equity does not rise. 
Another possible legal structure for a bank in the Netherlands is a cooperation
. Contrary to a N.V., a cooperation is not publicly listed and therefore has far more difficult access to (fresh) capital. Another important difference between the two is that a cooperation has members instead of shareholders. Following that fact the cooperation has no obligation to pay out their profits in the form of dividend. This basically implies that a cooperation has less difficulties in forming (extra) reserves out of their profits which ceteris paribus
 leads to the conclusion that the amount of their equity is more than it would be in the case of a N.V. 
In the past century we have seen tremendous globalization and increased competition. As a consequence of these two factors banks have enlarged their playing field, continuously searching for extra economies of scale. There have been numerous mergers, both national and international. Of course all mergers have their price, so in order to finance these acquisitions banks had to issue new capital. Consequently the N.V. (in the Netherlands) and similar legal structures in other countries have become the prevalent type of company for (international) banks. Obviously this consolidation has led to rising bank balances. Hence banks have become international companies with a wide variety of shareholders. These shareholders had a growing demand for increasing dividends and the pressure they have put on banks might have led banks to irresponsible behaviour and investments. The discussion on what an optimal legal form for any bank should be has to be seen in this perspective. 

However I am convinced this discussion is superfluous. Wherever there is a company under capitalism there are people or institutions owning it. This means there are or have been investments from these people in that specific company, whether they are called shareholders or differently. Economy is about an alternative application for scarce means; this implies that whenever somebody decides to make a certain investment he or she brings sacrifices something else. It is only for that matter that people require a reward. So as long as there are investors in banks there will be a certain desire creating pressure on these banks to come up with positive results. The solution to remove that pressure, if any, does not lie in the legal structure of that bank, but in the ownership of such.          
CHAPTER 5
Summary, conclusions and recommendations 
5.1
Summarized
What started as a credit crisis in 2007, soon evolved into an economic crisis. The causes of this crisis are multiple and among the most important are:
· An incorrect monetary policy by the Fed
.

· Credit policies of financial institutions were to flighty. This led to an over crediting of people; especially with regard to mortgages and specifically in the USA.

· Negatively turning economic tide.

· Shareholders’ pressure to continuously ameliorate results. It is common sense that shareholders expect companies to outperform their competitors but this ongoing tension (probably driven by greed) led executives to focus more on short term quick wins rather than on long term sustainable profits. 

· An unscrupulous “go with the flow attitude” of banks. Before the crisis arose financial institutions had re-packaged their assets into various derivative instruments and sold them to their competitors. These transactions initially seemed to be profitable but eventually it became clear that in these trades the quality of the assets sold was represented to rosy. This led to a situation where almost all banks, worldwide, ended up with assets on their balance sheet of a minor quality than they initially had estimated. Consequently they had to impair on their assets which brought about declining profits and even bankruptcies.

· Because of the preceding remark a situation of distrust between banks on their mutual financial stability arose which caused money markets to dry up. Following the drying up, access to capital became restricted and thus an economic crisis was born.

Some, but not all, troubled financial institutions were saved by governments. This was done because their crash was believed to bring severe damage to the entire financial system; hence the term “too big to fail” got introduced. 
In this process supervisors played an important role. The reasons for their interference is threefold:

· The financial sector is of old under supervision. A significant number of institutions being troubled brought doubts on the role of the supervisor preceding the crisis. Did they perform their task sufficiently?

· Following their mandate and experience supervisors had a decisive vote in the decision which banks should be held up and which not.
· As a consequence of the holding up of banks, because they were labelled “too big to fail”, and to avoid possible subjectivity on this very same subject there arose an increased call on supervisors to come up with regulations clarifying the criteria used in determining which banks are “too big to fail”.   
Judging the supervisor’s performance is difficult, not fully objective and has to be done given the limitations the supervisor has to work with. These limitations lie in costs; the more means one is willing to sacrifice, the more of the unexpected can be excluded. Unfortunately making an upfront estimation of what ‘necessary’ costs are is nearly impossible, so the supervisor is walking a thin line here. Moreover there are also limitations because of the fact the supervisor has multiple tasks and responsibilities. This causes them to continuously weigh various interests.      

This crisis has taught us the importance of a financial sector for a given country (the Netherlands) and the influence it has for a smooth operating economy. The credit crisis and the economic crisis reminded us too of the vulnerability of the financial sector and the economy. In times of crisis people usually wonder whether the ‘system’ prevalent is the correct one; this brings us to a reflection on economic systems.
The two leading economic systems (worldwide) are capitalism and socialism, whereas capitalism has been there for ages while the socialist system was a brief interlude, a temporary aberration in the course of historical events
. Both systems have pros and cons. 
Capitalism seems to bring out both the best and worst in people. The system is characterized by personal freedom and chances for development. Continuous improvements lead to maximum output, thus summed up to a higher level of welfare. Capitalism also means an uneven distribution of income and wealth, so it is a system of inequality.   
Contrary to capitalism, socialism is based on equality of men. One of the system’s premises is the belief in the perfectibility of people. There is central planning and no or limited private ownership. Because of the evenness there are no income- or wealth differentials. Within socialism there are no natural incentives that stimulate innovation. The output under socialism is not at its maximum.     

5.2
Conclusive
I want to conclude that the supervisor’s performance has been sufficient. This judgement is based on given limitations concerning the supervisory role. It is far too easy to, after the fact has happened, point the finger at the supervisor. Before the origination of the crisis the supervisor had to work with a certain budget and with various (naturally) conflicting interests. Within that playing field supervision was and is performed to the best of the supervisor’s ability. If we all consider that as too poor, we should revise budgets and remodel the playing field. Because none of that has happened we have to conclude that therefore the supervisor’s performance has been sufficient and that the latter can, at the maximum, only be partially blamed for the origination of the crisis.   

Furthermore I conclude that for an entire economy capitalism as an economic system prevails over socialism in everyday practice. I specifically mention ‘everyday’ because theoretically socialism looks too good to be true. If utopia exists, than it probably is under smooth operating socialism. Unfortunately in practice socialism brings along many obstacles. There is no private ownership, so there are (hardly?) no incentives and there probably is no entrepreneurship. I agree with Shleifer (1998) when he states that this is of enormous importance. Because of these shortcomings there is a serious lack of innovations. Consequently production and of course national income will not be at its maximum. We can argue whether a maximum production is necessary to satisfy society’s needs. But the least we are obliged to conclude is that socialism, because it lacks stimuli has inefficiencies within the system seen from an economic point of view. This non maximum output leaves ample room for Pareto improvements
 and therefore implies missed opportunities, which I consider a waste. Another possible problem under socialism is that there are no pricing mechanisms, so markets, if any, will not fully function. The suboptimal outcomes caused by the missing efficiencies hinder (of course) cross border trade. Thus I come to the conclusion that socialism can only exist in autarky. Autarky might have been possible centuries ago, but I have no faith this applies in present times. Considering the current utility functions of people, amongst others fed by increased communication possibilities, no country can meet that demand on the long run. Than there is the planning issue. How can you (the government) make an honest planning for a well developed and industrialized country? And ensure that all tasks are divided equally? Probably more important is that a system of socialism lacks personal freedom. How can you make people believe that there is freedom of speech when the government owns the media and decides what is published? And what about free education? What is the value of such if there are no jobs? 

I reject people are perfect. Nevertheless the belief in the perfectibility of people is a core issue in socialism. As long as perfect people only live in utopia that is probably and unfortunately the only place where long lasting socialism survives too.

Opposite to socialism capitalism is based on private ownership and urges people to give their best, independent of the inequalities it causes. Because of the natural incentives capitalism leads to innovations and consequently more output. As said before, it is questionable whether more or maximum output is the preferred output, but higher output eventually leads to higher welfare on an aggregate level. If Pareto efficiency can be realized, than, following the continuous improvements, it will be realized under capitalism.   

Moreover capitalism, and I consider this the most important feature of capitalism, is a system based on personal freedom; or at least more personal freedom than under socialism. I am convinced that these universal rights in itself represent more value than the outcome of any possible economic calculation. Yes, the capitalist system stirs up greed and unevenness in the allocation of income and wealth; presumably that is the price we pay for capitalism. We must try to do our utmost to prevent these differentials to grow to hard. Hence we must take care that some socialist features remain in our capitalist system.  
Combining the foregoing with the initial research question posed in the introduction of this thesis, namely “What would be the ideal economic sector for a country to hosts its financial sector in?” I have to answer: 

“capitalism.” 

If the conclusion for the entire economy is that capitalism prevails over socialism, than this applies for the financial sector too. The reasoning is similar and there are more arguments. As mentioned before, nationalizing only the financial sector of a single country (the Netherlands) will create inefficiencies. The current financial sector is a globalized sector. Introducing inefficiencies will destroy the competitive (international) position. Because this role vanishes this means that only national financial institutions remain, which naturally are smaller of size, which means less contributions to national income. 
Another argument is that by removing the ‘natural’ pressure capitalism brings along inefficiencies are allowed to grow within the financial sector. In case a sector is less efficient this means that more costs become applicable. Following the enormous size of the financial sector (money plays a vital role in every developed economy) the extra costs created will be severe. Whether the owner is the government or multiple shareholders; costs are always charged to the end user. Meaning us. I do not fancy paying costs for something I did not ask for. Do you?      

5.3
Final recommendations
Do not change the economic (capitalist) system nor the set up of the financial sector. 

Improvements in order to prevent reiteration of the credit crisis have to be found not in the system but solely in features that belong to the current system. Examples can be: other or extra supervision, financial activities taxes for financial institutions, Tobin’s tax, legislative changes and so on. These subjects are beyond the research question of this thesis; they are the subject of future economic research.
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� In this context communism can be regarded as a synonym for socialism, therefore this term will not be mentioned anymore


� Is capitalism eternal? Dennis H. Wrong, Critical Review, 16: 1, 23-32 (2004) 


� The commission was installed in November 2008 and published its report in April 2009


� Nederlandse Vereniging van Banken, NVB


� Financial Services Authority (FSA): “The Turner Review: A Regulatory Response to the Global Banking Crisis”


� Organisation for Economic Cooperation and Development (OECD)


� Visie DNB toezicht 2006 -2010


� � HYPERLINK "http://www.dnb.nl" �www.dnb.nl� – ‘supervision in accordance with the functional model’


� From: “Visie DNB toezicht 2006-2010”


� Visie DNB toezicht 2006 -2010


� Visie DNB toezicht 2006 -2010


� An Inquiry into the Nature and Causes of the Wealth of Nations, Adam Smith, 1776 


� Still partly influenced by Classical Theory


� “Het systeem van toezicht op de stabiliteit van financiële markten, Algemene Rekenkamer, 2009”


� International Financial Reporting Standards; accounting standards


� Situation where the public has lost its confidence in one or more banks. In this case the people will want to withdraw their deposits because they believe the bank is no longer solvent. Eventually this becomes a self fulfilling prophecy. Due to these withdrawals the likelihood of insolvency will only increase and in the end lead to a bankruptcy 


� Phenomenon where a subject that is not bearing all the risk behaves differently than that person would have if he/she would have been fully exposed to all the risk


� The issue is first recognized and described by Adam Smith in 1776 in “An Inquiry into the Nature and Causes of the Wealth of Nations”. In the twentieth century this was called agency dilemma


� Http://www.dnb.nl/en/about-dnb/duties/index.jsp


� Icelandic internet savings bank filed for bankruptcy in October 2008


� Dutch bank specialized in deposit accounts, consumer credit and mortgages 


� A group of twenty Finance Ministers and Central Bank Governors of the economic most strongly developed countries and/or emerging economies that discuss key issues related to global economic stability; participants are nineteen countries and the EU    


� “Guidance to Assess the Systemic Importance of Financial Institutions, Markets and Instruments: Initial Considerations”, report to the G20 Finance Ministers and Central Bank Governors by the IMF, BIS and FSB


� “Guidance to Assess the Systemic Importance of Financial Institutions, Markets and Instruments: Initial Considerations”, report to the G20 Finance Ministers and Central Bank Governors by the IMF, BIS and FSB


� “Guidance to Assess the Systemic Importance of Financial Institutions, Markets and Instruments: Initial Considerations”, report to the G20 Finance Ministers and Central Bank Governors by the IMF, BIS and FSB


� Gross Domestic Product: the value of all goods and services created in a country in one year


� Over The Counter derivatives. Derivates come in multiple forms; one distinction is between relatively standardized derivatives and OTC derivatives. For standardized derivates there is a market because they have similarities. For example comparable notionals or standard settlement specifications; hence there is commonality. OTC derivatives on the other hand are tailor made products, so every single product (derivative) is unique in its kind. Consequently there is no (public) market for those kind of derivatives and the measurement of the various kinds of embedded risks within that derivative is multi-interpretable    


� An index that measures the distribution and size of market shares of firms relative to the market as a whole. A low outcome of the index is a proxy for a market with a sufficient number of suppliers and consequently sufficient competition. The higher the outcome, the more the market tends to an oligopoly or even a monopoly. The challenge with this index lies in defining what specifically the market is and who the participants are.


� Credit Default Swap can best be seen as a kind of insurance. Party A, holder of a specific portfolio of risks on party B (or parties B) wants to transfer that risk portfolio to Party C. Party A is the buyer of the CDS and pays  the premium, Party C is the CDS seller and receives the premium. The spread is the difference between “bid” and “ask”


� “Guidance to Assess the Systemic Importance of Financial Institutions, Markets and Instruments: Initial Considerations”, report to the G20 Finance Ministers and Central Bank Governors by the IMF, BIS and FSB


� “Guidance to Assess the Systemic Importance of Financial Institutions, Markets and Instruments: Initial Considerations”, report to the G20 Finance Ministers and Central Bank Governors by the IMF, BIS and FSB


� The classical school began when Adam Smith published his: “An Inquiry into the Nature and Causes of the Wealth of Nations”


� See also paragraph 3.3 of this paper


� Chronologically socialism originates before marginalism. An extensive discussion of socialism will take place in sub paragraph 4.1.2


� First formulated by David Ricardo in his theory of rent in 1815


� The General Theory of Employment, Interest and Money, John Maynard Keynes, 1936


� See sub paragraph 4.1.2


� “The Future of Capitalism – the intellectual and the businessman”, speech delivered by Milton Friedman at Pepperdine University, Los Angeles, February 1977


� Capitalism, Socialism and Democracy, Joseph A. Schumpeter, 1942


� One of the major principles of the classical school


� Later on in time this became one of Karl Marx’s devices


� Translated in 1923 out of Pierre-Joseph Proudon’s “Idée générale de la révolution au XIX siècle”, 1851


� Translated in 1913 out of Karl Marx’s “Zur Kritik der Politischen Ökonomie”, 1859   


� Published in the Bolshevik newspaper Pravda in 1917


� Russian for “restructuring”. This term refers to the political and economic restructurings introduced by Mikhail Gorbachev in 1986 


� See the paragraph 4.1.3 on communism


� Preamble of The communist Manifesto, Karl Marx & Friedrich Engels, 1848


� The communist Manifesto, Karl Marx & Friedrich Engels, 1848


� Note the resemblance with Adam Smith’s “invisible hand” 


� ‘Besloten Vennootschap’ and ‘Naamloze Vennootschap’


� In fact one of the countries’ strongest banks, namely the ‘Rabobank’, is a cooperation


� Latin for ‘all other things remain the same’


� Federal reserve system or Federal reserve is the Central Bank system of the USA responsible for the country’s monetary policy 


� János Kornai, 2000


� Named after the economist Vilfredo Pareto. Pareto efficiency is a situation where one person can not improve without harming another. If there is no Pareto efficiency this means that improvements for a specific person can be realized without harming another; these are Pareto improvements 
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