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CHAPTER 1

Introduction: Why the Markets Must
Be Politically Investigated

“Democracy cannot be blackmailed”—so Alexis Tsipras, the Greek
Prime Minister, declared triumphantly on the night of an extraordinary
referendum. In a vote called just nine days before, the Greek public was
asked to issue its verdict on the latest bailout proposal put forth by the
country’s creditors. This group was owed the gargantuan sum of €323
billion, equivalent to 177 % of Greece’s GDP. On July 5, 2015, the
Greeks voted against the bailout offer with a resounding NO, reject-
ing it by a margin of 61 %-39 %. Leading up to the referendum, com-
mentators widely depicted the vote as a climactic moment in a struggle
pitting Greece’s left-wing government against Europe’s more orthodox
political and economic establishment, with the fate of the euro currency
hanging in the balance. Economic and financial analysts drew the vote
as a fight. On one corner of the ring was a small country desperate to
end years of austerity, though still wanting to retain the euro; on the
opposite corner was a larger set of countries, led by Germany, com-
mitted to enforcing the fiscal requirements of a continental currency.
Underlying the entire drama, however, was a more fundamental cross-
ing of forces. Tsipras’ words alluded to it: the interplay of democracy
and financial markets.

At the time of the referendum, this dynamic was obscured by the
fact that the confrontation had taken on a predominantly political cast.
Aligned against the Greek government were other state actors, the so-
called troika made up of the European Commission (EC), the European
Central Bank (ECB), and the International Monetary Fund (IME).

© The Author(s) 2017 1
G. Bragues, Money, Markets, and Democracy,
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These now held the bulk of the Greek debt, rather than private investors
and commercial banks in the financial markets. Yet back when Greece’s
predicament first came to a head in the spring of 2010, it was precisely
those investors and banks that stood chiefly exposed to the country’s
debt in the form of Greek government bonds. With the euro then in free
fall over concerns that Greece’s troubles were spilling over into Spain
and Portugal, European Union (EU) leaders worked late into a Sunday
night to come up with a rescue plan. Allegedly, the French president at
the time, Nicolas Sarkozy, issued a threat to German Chancellor Angela
Merkel that France would pull out of the euro unless Germany came
onside. The result was an unprecedented €750 billion aid package, of
which €110 billion was initially allotted to Greece. This would be the
first of a series of measures—including a second bailout of €100 billion
in 2012 and the purchase of Greek government bonds by the ECB—
by which the debt wound up going from private hands onto the bal-
ance sheets of government entities. Paramount in all this was the goal of
preventing the markets from forcing the collapse of the euro. “In some
ways”, as Merkel pointed out early on, “it’s a battle of the politicians
against the markets ... I’m determined to win”.!

Five years later, Tsipras tried to exploit this battle for his fellow citizens.
He was spurred on by his finance minister, Yanis Varoufakis, a self-described
“erratic” Marxist. The strategy that Tsipras and Varoufakis adopted involved
the threat to unleash chaos in the world’s financial markets unless the troika
gave Greece more lenient credit terms. But with the debt having been
effectively off-loaded onto European taxpayers, the market reaction to the
referendum result was relatively muted. Contributing to this, too, was that
the other indebted countries under the market’s radar, Portugal and Spain,
had already gone some way to reforming their economies in return for
aid from the troika. Thus, on the day after the vote, Europe’s main stock
exchanges in Germany, France, and the UK were down between 0.75 %
and 2 %—a notable drop, to be sure, but far from a calamity. In the USA,
after an initial decline in the morning, stocks ended up little changed for
the day. Bond yields of Southern European nations went up merely by
10-20 basis points (0.1 %—0.2 %). As for the damsel in distress of this Greek
drama—the curo fell by just 0.5 % versus the US dollar.

! Angela Merkel cited by Terence Corcoran, “How to Save Europe”, Financial Post, (May
20,2010), FP 11.
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No wonder the deal to which Greece ended up agreeing was more
stringent than that which its people rejected. It was not simply that the
Greek government was forced to cross its own “red lines” and submit to
tax increases and pension cuts. It also surrendered to the establishment of
an EU monitored fund into which the proceeds would go from the priva-
tization of state firms. Equivalent to a trust fund, this arrangement was
meant to ensure that Greek politicians would not redirect the money away
from its intended use to repay the debt and shore up the Greek economy.?
Tsipras’ gambit had utterly failed. If democracy was not blackmailed, it
was certainly humbled.

Few occasions reveal more starkly the connections between politics and
the financial markets. Here was a situation in which a dire predicament
faced by a government led it to bet on a market reaction by way of an
appeal to the populace. Then, when the market did not respond as hoped,
that government’s political counterparts were emboldened to stand firm.
It was a political game of poker in which the cards that each side was given
to play happened to be dealt by the markets—albeit with that deal itself
tilted by earlier political moves.

This last twist underlines the thesis of this book: in the interactions
between politics and financial markets, politics ultimately controls the rela-
tionship. The prices at which financial instruments get traded; the kinds of
financial instruments that get traded; the individuals and institutions that
get to trade them; not to mention the rules under which they get to trade,
these are all matters decisively influenced by an array of political variables—
sometimes for the better, but all too often for the worse. Though 1 risk
unsettling many readers, the issue must be squarely faced: the fault for this
political skewing of the markets lies chiefly with democracy. That skew can
be corrected to some extent, but it is an extent bounded by democracy.

We need not go back too long in time to find another instance outside of
Greece in which the confluence of politics and finance was plainly evident.
In the fall of 2008, amid the throes of the sub-prime mortgage crisis, a
viewer tuning to CNN could have watched a speech by then US president-
elect Obama alongside a small, specially placed shot of the Dow Jones
Industrial Average (DJIA) ticker live from the New York Stock Exchange
(NYSE). Then, too, policymakers sacrificed more than a few weekends

2Duncan Robinson and Ferdinando Guigliano. “Asset Plan Shows Extent of Greek
Capitulation”, Financial Times, (July 13, 2015), http://www.ft.com/intl/cms/
s/0/9delefb4-2976-11¢5-8613-¢7aedbb7bdb7.html#axzz3fpIJIDde


http://www.ft.com/intl/cms/s/0/9de1efb4-2976-11e5-8613-e7aedbb7bdb7.html#axzz3fpIJIDde
http://www.ft.com/intl/cms/s/0/9de1efb4-2976-11e5-8613-e7aedbb7bdb7.html#axzz3fpIJIDde
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to formulate various rescue strategies—whether it was for Bear Stearns,
Fannie Mae and Freddie Mac, American International Group (AIG), or
Lehman Brothers—that would meet the Sunday night deadline imposed
by the opening of Asian markets. Nor was it hard at the time to discern
the link between stock market movements and events in the US Congress.
That legislative body was then busy debating the Bush Administration’s
$700 billion bailout of the financial system known as TARP (Troubled
Asset Relief Program). The House of Representatives originally voted
down the legislation by the House of Representatives. When the news of
that vote reached the stock exchange, the DJIA proceeded to tumble by
778 points, equal to a 7 % drop in the index.

Tllustrative of all this is the chart below. It is based on data collected by
the Policy Uncertainty Project, a research effort led by a trio of academics
at Stanford University and the University of Chicago. Every time there
was a minimum 2.5 % daily change in the US stock market, as measured
by the Standard & Poor’s 500 (S&P 500) index, the next day’s market
report in The New York Times was checked to see if the price movement
was attributable to political events. Between 1980 and 2015, there were
298 trading days that fit this definition. And between 2008 and 2015, in
particular, the percentage of those days’ price changes related to political
factors were markedly up (Fig. 1.1).

One could counter this graph by observing that the number of large
politically induced moves is still small when compared to the total number
of trading days. Admittedly, from 1980 to 2015 that proportion is only
0.8 %. Nevertheless, it would be a mistake to infer from this that politics
and finance only intersect in exceptional circumstances. The point of this
book is to avoid this error. From the remarkable events I just related, it is
admittedly tempting to conclude that an equilibrium normally separates
the realms of politics and finance until one of them disturbs the balance
by perpetrating trouble of some kind—say, by the government running up
a colossal debt or by investors losing their minds in a speculative bubble
that destabilizes the economy. Media accounts of the recent financial crisis
often give this impression whenever they describe the markets as having
operated in a laissez-faire zone until the collapse of sub-prime mortgage
securities compelled the government to intervene.

Even more complicit in this illusion are the economists, who virtu-
ally monopolize the study of financial markets in academia. Their models
and equations often bracket political forces, as is evidenced whenever they
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assume zero taxes in their theoretical constructs. In preferring elegant
and quantitatively tractable theories, economists have long been addicted
to the hope of imitating the success of the natural sciences. As a result,
they have promulgated a vision of the markets as a kind of island floating
independently within society. On this island, supposedly, individuals and
firms compete in seeking to advance their pecuniary interests by trading a
myriad of securities whose price changes are fully explicable in terms of the
laws of supply and demand.

The more complicated reality, even if lost sight of in calmer and more
propitious times, is that the financial markets are always and every-
where intertwined with politics. States and markets have often been set
against one another as if they were distinct, autonomous forces opposing

3Economic Policy Uncertainty, “S&P 500 Large Moves” (2012), http://www.policyuncer-
tainty.com/sp500_moves.html; Scott R. Baker, Nicholas Bloom, and Steven J. Davis, “Measuring
Economic Policy Uncertainty”, National Burean of Economic Research Working Paper, No.
21633 (October 2015), http: / /www.policyuncertainty.com/media/BakerBloomDavis.pdf


http://www.policyuncertainty.com/sp500_moves.html
http://www.policyuncertainty.com/sp500_moves.html
http://www.policyuncertainty.com/media/BakerBloomDavis.pdf
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each other. Far from being separate, however, the markets are actually
subordinate to the state. Though the markets can be a very formidable
variable within the polity, and indeed may effectively capture the latter at
times, it is nevertheless subject to the exigencies of the state and the wider
social concerns it reflects. As such, the financial markets cannot be solely
left to the economists. To attain a more complete view of what readers
of The Wall Street Journal and The Financial Times try to grapple with
every working day, we must examine the entire constellation of currencies,
stocks, bonds, and derivatives under the light of politics.

This is what this book aims to do. As such, my intent here is some-
thing that will hopefully be of interest to a wider audience than is typi-
cally aimed at in writings that map the workings of high finance. This is
not to say that financial economists will find nothing here to add to their
understanding of the markets. If I have executed my task rightly, they will
come away with a better appreciation of the political forces—both imme-
diate and overarching—that drive security prices and government regula-
tions. More importantly, they will end up with a stronger sense of the
moral and social issues that financial markets raise from their being mostly
ensconced in democratic polities. Such issues will, I hope, make this book
of interest to business ethicists concerned with the moral dilemmas of
contemporary finance. Beyond these groups, I have also kept in mind
political economists, political scientists, in addition to the growing coterie
of scholars from the other social sciences with an intellectual curiosity for
things financial. And I very much hope that non-academic readers will
find this book useful. Perhaps, they are financial market professionals try-
ing to enhance their understanding of the political phenomena at work
in their trade. Or, perhaps they are just thoughtful and publicly minded
citizens grappling with the heightened role of financial markets within our
democracies.

To compass all these groups, I have provided definitions and summaries
of the key financial instruments traded in the markets. Hence, if you are
unsure about some of the things to which I have already referred—such as
bond yields, foreign exchange (EX) rates, or stock indices—you can be rest
assured that I will explain these in the pages ahead. Also included are brief
descriptions of the main players and institutions. Much of this, of course,
will be familiar to financial economists and market practitioners. So to
make it tolerable for this latter group, and simultaneously engaging for
the remainder of my intended reading audience, I have tried to weave the
explanatory portion into the political analysis, rather than having it laid
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out in a series of stand-alone sections. I have also endeavored to write as
clearly as possible without sacrificing too much in conveying the real com-
plexities that characterize our financial markets—complexities, alas, that
intimidate all too many from even bothering to comprehend the larger
significance of those markets.

DEerINING THE KEY TERMS AND AIMS

To begin with, let me define some of the key terms and aims of this
political analysis of the financial markets. Like any scientific investigation,
the overriding goal here is to uncover causal forces. More precisely, the
task involves laying bare three elements: (1) the political dynamics that
engender financial market events; (2) the market factors that provoke
governmental actions; (3) the continual interactive processes by which
the two spheres react to one another. Also befitting a scientific approach,
Ockham’s razor must be applied. That is, all the causal factors will be
placed within a more general account that uses the fewest principles neces-
sary to explain the greatest extent of facts.

However, we ought not to restrict ourselves to this kind of positive
analysis. The main reason, after all, that financial markets draw attention
from policymakers and engaged citizens is owing to their moral and social
implications. We cannot ignore the normative side. Not only must we deal
with facts but values as well. Hence, in addition to efficient causes—how
the political generates financial phenomena and vice versa—we shall have
to consider final causes. That means exploring the purposes of markets
in addition to how these fit into the proper ends of society. In this way, I
shall be in a better position to address the biggest question of all: do the
financial markets, in their present configuration and relation to the gov-
ernment, advance the common good?

Now, in order to specify a cause as either political or financial, we
obviously require a description of what those words comprehend. The
more straightforward of the two to define is the term “financial markets”.
Breaking this down into its components, a market is an arena in which
buyers and sellers come together to exchange goods. Obviously, it fol-
lows from this that a financial market is a place where financial goods
are exchanged. Yet that begs the question: what is a financial good? This
is best understood by distinguishing it from a real good. Anything that
directly satisfies a human need or desire is a real good, like food, shelter,
and clothing. By contrast, a financial good only satisfies our needs and
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desires indirectly. One cannot eat, drink, live in, or wear a stock option.
Yet one can cash that option to buy a dinner, some wine, a house, or a suit.
As such, financial goods represent claims on real goods.

Money is the most basic of the financial goods. It represents an object
that everyone is generally willing to accept in exchanges. Usually, this is
limited to a given territory, so that someone is only able to use a Polish
zloty to buy a hamburger if he or she happens to be in Poland. Of course,
an individual can take money that is widely used in one territory and
exchange it for another territory’s money. In this way, money becomes an
item with foreign exchange value in the currency market. Money, in turn,
underlies all the other types of financial goods. Bonds denote obligations
to pay their holders pre-defined amounts of money at specified times in
the future. Stocks offer the prospect of sharing in the money that a com-
pany earns. Derivatives are contracts to either receive or transfer money
depending on what happens in the future. To stay consistent with ordinary
parlance, we may refer to each of these species of financial goods—cur-
rency, bonds, stocks, and derivatives—as financial instruments. The orga-
nized trading of these instruments constitutes the financial markets. This
includes the players that regularly buy and sell those instruments, along
with the institutions supporting that activity. Whatever originates from
this space is potentially a financial cause; whatever happens in it due to an
external source is a financial effect.

Politics is much more complicated to define. It is a more amorphous
affair than financial markets. Political scientists and philosophers continue
to contest its features. As I do not want to get bogged down in that
perennial debate, I hope I can bypass much of the controversy with the
following straightforward conceptions. Thus, I understand government as
a group of people with the specialized task of overseeing the community’s
affairs. They execute this superintendence with a mixture of persuasion
and coercion, though certainly with a monopoly on the legitimate use of
coercion. As such, politics consists of action that, in one way or another,
has this especially empowered group of individuals as its subject or con-
cern. Any manifestation of this power that makes itself felt in the financial
markets represents a political cause; anything that influences this power
from the financial order represents a political effect.

Without a doubt, the scope for interaction between the two realms
has grown. To grasp this, we need only consider the rising share of the
finance industry in GDP. In doing so, it is best to adjust GDP for defense
spending to avoid a measurement bias from the occurrence of wars. Back
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in 1880, finance represented just 2 % of non-defense GDP. By 1932, it had
risen to 6 % of GDP before falling prior to World War II. After that, the
proportion of the economy represented by finance steadily ascends, the
upward trend accelerating after 1980. By 2010, it reached a high of just
under 9 % of non-defense GDP.* Over the past century and a quarter, the
economic weight of finance has more than quadrupled.

THE DEMOCRATIC REGIME

To defend, as I will be doing, the proposition that democracy is politi-
cally skewing the financial markets is to assume that the prevailing form
of government largely dictates what happens in society. It is to side with
Aristotle, and indeed every other philosopher who thought about the
human condition up until the emergence of sociology and economics
in the nineteenth and twentieth centuries. Aristotle gave us a classifica-
tion of regimes that still enables us to make sense of the variety of states.
He distinguished the alternative regimes into three basic kinds: a state
may be run by a single individual, an elite few, or many persons.® Out
of this tripartite division, Aristotle also differentiated the regimes based
on whether the ruling element promotes the common good or its own
interests. Accordingly, where a single person rules, the regime can be a
monarchy or a tyranny; where an elite holds control, an aristocracy or an
oligarchy; and where the many run the state, a polity or mobocracy. With
a few exceptions, most of the governments within which the world’s lead-
ing financial markets operate fall under the third category. Even so, at least
for definitional purposes, it is best to avoid being snared into the conten-
tious matter about the extent to which popular rule actually maximizes
the public interest. Thus, I will follow current practice and simply call that
regime democracy in which the many rule. In other words, the political
context of high finance today is a system in which the majority ultimately
decides, from a menu of competing parties and coalitions vying for their
votes, how the greater society is to be governed.

A few qualifications are in order. Nowadays, the many do not directly
craft, approve, much less enforce laws and policies. Instead, they

*Thomas Philippon, “Has the US Finance Industry Become Less Efficient? On the Theory
and Measurement of Financial Intermediation” American Economic Review, 105, no. 4
(2015): 1408-1438.

% Aristotle, The Politics, Bk. 111, Chap. 7.
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periodically choose representatives to perform these tasks on their behalf.
Financial markets exist alongside representative, rather than participatory,
democracies. Needless to say, this opens up the possibility that majority
preferences will not necessarily get reflected in the government’s actions.
Indeed, as I shall go on to observe, representative democracies are quite
liable to capture by narrow, well-organized interests in numerous policy
areas. The regulation of financial markets is no exception. Limiting the
majority, too, is that individuals hold a set of rights against the govern-
ment. Among these rights are property, privacy, equal treatment, and free-
dom of speech. A greater than 50 % tally cannot override these rights
except under special conditions. In other words, contemporary democra-
cies are liberal democracies.

Nothing is more important than this to understanding the politi-
cal-financial nexus. Alexis Tocqueville—that keen nineteenth-century
analyst of the American republic whose magnum opus Democracy in
America 1 will occasionally draw upon in this book—observed that
the animating principles of democracies are freedom and equality. As
Tocqueville well predicted, the inevitable tension between these two
values tends to break in favor of equality. This commitment to equality,
as we shall see, manifests itself in numerous precincts of the financial
markets. For example: the government’s prohibition of insider trading;
the growth of the sub-prime mortgage sector that spawned the financial
crisis of 2007-2009; the growth of welfare states intimately linked to
bond markets; as well as the existence of a huge and paternalistic regula-
tory structure. Democracy also accounts for why the gold standard no
longer exists, and why its return is hard to fathom. Democratic gov-
ernments, as we shall see, have strong incentives to hand discretionary
authority over the money supply to a central bank unencumbered by a
gold-based constraint. Ever since this handover was consummated in
1971, the upshot has been heightened market volatility—to which we
owe, in turn, the incredible, though regrettable, rise of the derivative
markets since the 1970s.

Now, in adopting an Aristotelian regime approach in this book, I rec-
ognize the necessity of nuance and qualification. The nature of the polity
cannot explain everything. People’s cultural preferences, historical experi-
ence, religious beliefs, and relative wealth are also taken into account here.
One factor in particular that I will focus upon is people’s status as either
taxpayers or tax consumers. Those who receive less in benefits from gov-
ernment than they contribute, we may call taxpayers; whereas those who
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receive more in benefits than they contribute, we may call tax consumers.®
Among the core arguments I make in this book is that the taxpayer ver-
sus tax consumer dynamic tends to end up augmenting and privileging
the latter group at the expense of the former as governments expand the
array of goods and services offered to the public. Taxpayers, however, do
not passively accede to demands that they fund this largesse. In order to
allay this opposition, democratic politicians find it very convenient to rely
on the tandem of central banks and bond markets: whereby the first is
empowered to create money at will to pay a portion of the state’s expenses
and the second is disposed to lend money to the government. Financial
markets have often been assailed for limiting the state. The truth is that, at
least until the country’s debt capacity is finally breached, the markets are
very much the adjutants of the state. With respect to the democratic state,
the bond markets in particular serve as enablers of that regime’s congenital
vulnerability to fiscal profligacy.

One cannot end this introduction to the forces at the intersections
of politics and finance without referencing the international dimension
where governments relate to one another. Once embarked on this scene,
one comes across several non-democracies tied into the world’s capital
markets—China now principally among them—and comes to further
appreciate the aforementioned point of how decisive the nature of the
existing regime is in shaping the political-financial nexus. By virtue of
its authoritarian government, China can do things in the FX markets to
control its currency that democracies cannot. The prices set in those mar-
kets are the most common points of financial contention among states,
affecting as those do the competitiveness of a nation’s exports, the threat
imports pose to domestic firms, the relative attractiveness of foreign direct
investment, and the balance of payments.

Synovrsis OF WHAT LiEs AHEAD

In embarking upon an analysis of something so variegated and complex
as the modern-day marts of finance, the best place to start is with the
simplest elements that make up the securities markets. Hence, my open-
ing chapters deal with the topic of money. The coins and bills we carry in
our purses and wallets, the checking and savings accounts we draw upon

SJohn C. Calhoun, Union and Liberty: The Political Philosophy of Johm C. Calhoun
(Indianapolis: Liberty Fund, 1992), 17-19.
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to make our payments—together these constitute the most fundamental
element in the world of finance. So that the relationship of liberal democ-
racy vis-a-vis money can be more firmly grasped, I have divided the dis-
cussion of money into two chapters. The first treats the history of money
up to the onset of liberal democracy in the late eighteenth century. The
second chapter covers the critical monetary events that occurred amid the
spread and consolidation of democracy in the nineteenth and twentieth
centuries. Once the atom of finance has been explored, the book then
proceeds to a series of chapters devoted to the major segments of the
financial markets. Thus, Chap. 4 looks at the bond market, Chap. 5 at
the stock market, Chap. 6 at the derivatives market, and Chap. 7 at the
currency market. In the concluding chapter, I expand on suggested policy
reforms broached in earlier chapters, as well as propose several more ideas
to fix the political skewing of financial markets. With these proposals, I
try to be as realistic as possible, acknowledging the constraints posed by
democracy.

As the reader proceeds through the chapters, they will notice a
couple of things. One is that the bulk of my discussion refers to the
USA. Historical imperatives, the desire of providing a wider perspective
when space and relevance permits, along with a particular feature or
issue of the market in question will often lead me to hone in on other
countries—Britain, in particular. Nevertheless, the fact remains that
America’s financial markets are the most influential in the world. The
USA also happens to have the most powerful central bank on the planet
issuing and administering the closest thing we have to a global monetary
unit. For these reasons alone, any analysis 