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Government and Bank Interests Are No Longer Aligned

Overthe past 25 years the interests of Banks, including

the broader financial community and that of Western
Governments have increasingly been aligned. One of the
consequencesis the revolving door between governments
and banks, especially at the higher echelons. The number
of ex Goldman Sachs bankers in government or government
institutions throughout the western world, euphemistically
known as Governmentsachs is evidence of this symbiotic
relationship.

Itis becomingincreasingly clear that this alignment of
interest hasreached its limitsandisinthe process of
reversing. The latest proposal by Merkel and Sarkozy to
impose afinancial transaction tax as part of their latest
agreementisacasein point. It’s not the first time that such a
proposal has been attempted but up until today bankers and
lobbyists were persuasive enough to argue that increases
intaxrevenues would largely be offset by higher borrowing
costsand be ineffective.

Inthe current case, the financial transaction tax proposal
comes on the heels of the worst stock market action
since the financial crisis where according to one source
about USD 1o trillion in wealth was destroyed in 2 weeks
worldwide.

Before the 2008 financial crisis, governments welcomed
the financial community as they were the conduit to higher
asset prices throughinnovative, but more often reckless,
financial products. It was higher prices, in both real assets
like housing and financial assets like the tech stocks in

the 2000 market bubble, that kept the illusion of wealth
translatinginto higher spending. As the economies stayed
strong, politicians increased their chances for re election.
It was a beautiful relationship. Germany is the exception
while Japan experienced itsasset bubble earlierand never
recovered. The financial community was also large creators
of well paying service jobs. Unfortunately it also attracted
physicsand math nerds who abandoned the labs of research
and real life innovation for trading rooms and reckless
innovation. Who will forget the CDO squared?
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The aftermath of the crisis saw the end of the “innovative”
products but the effects of QEl+ Il which exacerbated the
already low interest rate environment, left mountains of
liquidity and speculative capital. That speculative capital
was almost certainly at work during the latest market
breakdown as well as the attacks on the Italian bond market
and French banks. It’s difficult to assess the size of this
speculative capital but it may be massive. Could it bring
down the French banking system? Could it take down a
countryinthe Eurozone?

No one knows but what is clear is that the structure of

the previously aligned interests between the financial
community and their governments has broken down,  would
argue decisively as aresult of this latest market rout.

The financial tax proposal should not be seen exclusively as
anattempt to dampen speculative capital. When reading
comments by politicians it is clear many see it asasource of
funds to finance their deficits. In factit’s not clear the extent
towhich Merkeland Sarkozy don’t see suchataxasamoney
generating scheme to fund either their deficits or possibly
the bail out fund. The fact the size of the bail out fund (EFSF)
was not raised adds to that fear. History suggests that in
times of economic difficulty, governments tend to go where
the moneyis. Finance today continues to be where the

money is.

It’s possible the embedded bankers in government will
succeed in scrappingthis latest proposal which infringes
onfree flowing capital and ultimately the profits of their
former employers but if it is defeated, it will almost certainly
returnatsome later date. The directionis clearand itis now
amatter of time.
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The UK and London:

To be effective any financial tax will require co operation
from London and the UK government. Otherwise even

more trading will all be booked out of London to bypass any
continental tax. Could the UK governmentabandonthe
Bank taxand provide support for some form of transaction
taxinits place? While politically doable given the antipathy
towards bankersinthe UK, it makes little economic sense
given finance remains the UK’s single most important
industry. It’s not to say Frankfurt and Paris will not go ahead
with such atax but without the UK it will have limited impact,
both onits ability to reduce speculationand future revenues
that such atax might generate. It would still be symbolic as it
would lead the way for others to eventually follow.

The rationalization in banking and financial services appears
far from over. Thereis currently overcapacity in investment
bankingafter aggressive re hiring post the crisis with market
activity too lacklustre to make decent returns. The fact risk
taking hasalso decreased atinvestment banks does not help
profitability. Investment banks no longer constitute the
majority pool of speculative capital, as they did pre crisis,
since that activity was transferred to either newly created
or existing hedge funds. Financial suppression,and the
search for higher returns, keep hedge funds in business and
maintain their pool of speculative capital.

So the overcapacity isarguably both cyclical (post crisis)
and structural as governments seek to clip the wings of
speculative capital and find alternate forms of revenue
generation.

Evenif this tax does not come to pass, it’s difficult to

see how the market will not continue to anticipate aless
politically friendly political environment for banks and
financial institutions. While some of this might already be
priced inthe market it is difficult to assess what is being
discounted for sovereign risk vs political risk. In either case
thetrendisup.
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