158 EQUAL SHARES

31.  See Louis Putterman, ‘After the Employment Relation: Problems on the Road
to Enterprise Democracy’, in S. Bowles, H. Gintis and B. Gustafsson, eds, Markets .and
Democracy: Participation, Accountability and Efficiency, Cambridge: Cambridge
University Press 1993, pp. 129-47.

32. I refer here to those owned by township and village governments. There also
exist some privately owned TVEs. )

33. Chun Chang and Yijiang Wang, ‘The Nature of the Township Enterprise’,
unpublished, Carlson School of Management, University of Minnesota 1994.

34. Paulo Freire, Pedagogy of the Oppressed, New York: Seabury Press 1970,
p- 27. (and also the epigraph of my first book).

35. Putterman, ‘Rabble’.

9

Finance and Market Socialism
Fred Block

John Roemer’s vision of coupon socialism represents a significant
contribution to the reconstruction of socialist theory. By separating
the idea of socialism from the historic goal of eliminating private
property, Roemer has opened a broad terrain for debates about
alternatives to existing forms of capitalism.

Roemer’s framework is, however, vulnerable to two seemingly
divergent types of criticisms. The first is that his vision of socialism does
not do enough to expand the terrain of democratic politics. Roemer
has repeatedly argued that increasing employee control of the
workplace is not a necessary element of the socialist vision.! In his
view, an egalitarian distribution of profits is far more important than
democractic control of the workplace. The second criticism is that
Roemer’s vision of the operation of the financial system in coupon
socialism relies too much on Kornai’s famous critique of the destructive
consequences of ‘soft budget constraints’ in state socialist societies. As
a consequence, Roemer fails to confront some of the other major design
issues in constructing a socialist financial system.

This essay begins with this second line of argument. [t will explore
the different ways that financial systems can fail. The purpose of this
is to suggest several different design principles that need to be consid-
ered in thinking through the financial structure of market socialism.
Bur several of these design principles lead directly back to the issue
of employee power at the workplace. In short, I intend to show that
a more systematic focus on the design of financial institutions in
market socialism leads to proposals that place greater emphasis on the
exercise of power by employees at the workplace.

159



160 EQUAL SHARES

Problems of Financial Intermediation

Any vision of market socialism begins with the idea that individual
business enterprises will operate in the context of competitive product
markets, labor markets and capital markets. Firms that are more
efficient, and hence more profitable, should be in an advantaged
position relative to other firms in going to the capital markets and
receiving additional finance. This requires some institutional mecha-
nisms of financial intermediation by which the savings of individuals
and firms are funneled to profitable firms and other productive uses.
In Roemer’s proposal, firms raise capital either by selling shares to
mutual funds or by borrowing from banks. But other market socialist
proposals suggest other financing mechanisms and a wider or narrower
range of different financial intermediaries.

To gain leverage on these design questions, it is critical to identify
the financial dangers that one wants to avoid.2 The first is the problem
of soft budget constraints. The essence of Kornai’s argument is that
financial intermediaries in state socialist societies are unable to cut
off flows of credit to inefficient firms because of the political costs
of business failures.3 Since the large state-owned enterprises employed
thousands of people and often provided transfer payments to
pensioners as well, their failure would have disastrous political conse-
quences. Moreover, attempts by the financial institutions to monitor
these enterprises to weed out ineffective managers were also bound
to fail because of the difficulty of accumulating meaningful data about
firm performance. One firm might appear to be efficient only because
it produces a scarce commodity that has been assigned a generous
price by the planners, while a firm that appears to be losing money
might actually be managed quite effectively.

Kornai’s argument produced two conclusions. First, firms must be
subject to hard budget constraints, so that badly run firms will be
allowed to fail; but, since bankruptcy should only be a last resort, it
also follows that financial intermediaries should have the opportunity
to monitor the performance of firms in which they invest resources.
Such monitoring can discourage firms from pursuing undesirable
strategies or lead to the replacement of ineffective managers. For such
monitoring to be effective, prices have to be determined on markets
and firms must make information available in accordance with
accepted accounting practices.

However, if it is desirable that firms not face soft budget
constraints, it is also a problem if the budget constraints become too
hard. It is possible, for example, for financial intermediaries to impose
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harsh conditions on borrowers. The simplest case is when the interest
rates on loans are pushed to levels where financial intermediaries
are able to claim a substantial share of the borrowing firms’ profit
streams. These financial intermediaries are able to extract rents
because potential borrowers have nowhere else to go. Another danger
is that financial intermediaries engage in openly predatory activity;
forcing firms to accept direction and control from those financial
institutions. This has been emphasized in the Marxist literature on the
domination of industry by “finance capital’.4

Another critical aspect of brittle budget constraints is the
withholding of credit from potentially creditworthy borrowers. Even
mainstream economists now acknowledge that the financial markets
are not balanced through the interest-rate mechanism.5 On the
contrary, credit is always rationed by financial intermediaries by
withholding credit from borrowers who are perceived to not be credit-
worthy. Since lenders tend to share the same criteria, this ‘strategic
non-lending’ has been a major mechanism through which class power
has been exercised. For example, the difficulty that worker coopera-
tives face in borrowing capital has been important in discouraging their
development.®

In theory, competition among financial intermediaries should
always eliminate the dangers of brittle budget constraints. However,
once problems of information in financial markets are recognized, it
becomes clear why real financial markets often diverge from the
neoclassical ideal. First, the ability of financial intermediaries to raise
money depends critically on issues of trust and confidence. Neither
households nor firms are likely to make their funds available to
intermediaries who seem unlikely to make good on their promises.
This creates a substantial “first mover advantage’ where the initial two
or three financial intermediaries to establish themselves in a particular
market are able to gain a major advantage in size and reputation.
Moreover, since governmental regulations often play a central role in
establishing and maintaining the soundness of financial intermedi-
aries, it is quite common for the government’s rules to privilege a few
dominant institutions and to create obstacles to latecomers.

The second informational problem is the difficulty that financial
intermediaries have in gaining accurate knowledge about potential
borrowers. Even when borrowing firms operate within competitive
markets and use common accounting standards, it is not easy to figure
out the relative creditworthiness of firms. Financial intermediaries
tend to respond to this difficulty by economizing on the expensive
business of collecting and evaluating information and they rely instead
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on signals and conventions to evaluate creditworthiness. If all the
relevant institutions use the same signals and conventions, then even a
financial marketplace with a high level of competition could produce
brittle budget constraints.

A third problem is that financial intermediaries operating within
competitive markets face the continuous temptation to invest in
riskier types of investments because they promise higher rates of
return. In recent years, there have been repeated episodes in which
financial intermediaries have poured huge sums of money into
activities that seemed relatively safe at the time, but which ultimately
proved to be quite risky. Such episodes in the US include excessive
lending to Third World countries in the 1970s, excessive lending for
commercial real estate projects by Savings & Loans in the 1980s,
excessive purchases of ‘junk bonds’ to finance leveraged buyouts in
the 1980s by a range of different intermediaries and, most recently,
costly speculation in financial derivatives by mutual funds, banks and
hedge funds.

Many of these episodes have rested on asset price ‘bubbles’ where
continuing appreciations in the value of a particular asset has created
the illusion that prices will continue to rise indefinitely. Real estate and
stock prices in Japan and rents on shopping malls and commercial
office space in the US followed this pattern. Financial institutions lent
billions on the expectation that the bubble would continue, but when
the inevitable decline in prices came, many of the loans could not be
repaid.

There is a slightly different pattern when new categories of
borrowers are willing and able to borrow at a premium over the
standard interest rate. In the early period when those new borrowers
are able to continuously increase their borrowing, they have no
difficulty in maintaining interest payments. But over time, as the
magnitude of the debt increases without corresponding increases in
the debtor’s productive assets, the borrowers find it increasingly
difficult to service the debt. When new lending stops, the financial
weakness of the borrowers becomes apparent, and large quantities
of debt go into default. This was the pattern of Third World and
Eastern European borrowing during the 1970s and some of the unk
bond” borrowing to finance corporate restructuring in the 1980s.

There are two dangers when financial intermediaries become too
involved with these more speculative types of investment. The first is
that the financial intermediaries will waste large amounts of capital
and will suffer huge losses that will put their very survival ar risk.
This, in turn, raises the troubling problem of ‘soft budget constraints’
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for financial institutions. In the US, the system of Federal insurance
of deposits at banks and savings and loans has created something very
close to a soft budget constraint. Bankers in pursuit of higher profits
can pursue riskier investments without fear because they know that
the government will have to bail them out to protect the depositors.
But even short of such catastrophes, there is a second danger: finan-
cial intermediaries will channel funds to less productive uses because
they produce higher rates of return. Hence, when faced with the
choice between lending a hundred million dollars to a hedge fund or
lending the same amount to finance expansion at a hundred different
medium-size firms, the former is the path of least resistance because
it involves substantially lower transaction costs.

Above and beyond these other problems, financial intermediaries
can simply do a bad job in allocating capital. Poor allocation
encompasses several different types of problems:

A. Divergence between private and social rates of return

There are many circumstances where the positive or negative
externalities of particular types of investment can create a signif-
icant divergence between the returns to investors and the returns to
the society as a whole. A perfectly efficient capital market could
easily finance vast investment in nuclear power plants, while with-
holding financing from a range of different solar technologies.

B. The time horizon problem

The specific organization of financial intermediation can influence
the time horizon on which borrowers attempt to maximize returns.
Much has been written about how the organization of finance in
Japan encourages firms to develop long-term time horizons, while
US firms are much more oriented to the short term.” The obvious
advantage of the long term is that it encourages investments in
intangibles such as research and development and human capital
that have the potential of producing substantial future returns.

C. Ineffective monitoring of borrowers

As noted earlier, financial intermediaries face continuing pressures
to economize on the collection of information about borrowers.
Yet excessive economizing on information can lead to poor perfor-
mance in differentiating between stronger and weaker borrowers.
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For reasons noted earlier, there is no guarantee that this problem
will be solved by competition among financial intermediaries. It is
not difficult to imagine a circumstance in which the limited infor-
mation gathered by creditors combined with certain shared
preconceptions can lead to the systematic misallocation of capital.

Minimizing the Problems

This catalog of dangers suggests several design principles for
organizing financial intermediation under market socialism. The first
is the principle of political autonomy that is emphasized in Roemer’s
coupon socialism proposal. Each financial intermediary needs to be
able to stand on its own feet within the financial marketplace. The
intermediaries would be able to borrow funds from the central
bank, but these borrowing rights would be contingent on effective
performance. Insolvent financial intermediaries would be closed
down by government regulators and their assets would be redistrib-
uted to their more successful competitors. By enforcing quite stringent
definitions of insolvency, regulators would be able to discourage the
managers of these intermediaries from believing that they could risk
being careless about the quality of their loan portfolios. However, for
regulatory threats to be effective, it is critical that any particular
financial intermediary not be allowed to exceed a certain maximum
size. In this way, one can avoid the ‘too big to fail’ problem where
government regulators feel compelled to bail out an institution whose
failure would have devastating macroeconomic consequences. The
logical path would be to establish a normal procedure by which the
most successful intermediaries would periodically divide themselves
into two successor organizations.® This process of financial mitosis
could create institutions with different kinds of specialties: a bank
might, for example, divide between its large business accounts and
its small business accounts. Moreover, this process occurring on an
ongoing basis would assure that high levels of competition would
continue among financial intermediaries.

A second design principle is the idea that financial markets should
be segmented. In neoclassical theory, it is axiomatic that there should
be the fewest possible obstacles in the way of moving capital to the
activity with the highest rate of return. The policy implication of this
axiom is that it is desirable to create the highest level of integration
of capital markets within and between countries; but there are at least
three different problems with this way of thinking. First, divergences
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between returns to investors and returns to society mean that greater
financial integration makes it less likely that some socially valuable
investments will be financed. Second, the greater the degree of
integration of financial markets, the more funds are available to
flow into certain types of speculative investments. This exacerbates
the danger of speculative bubbles. Third, financial integration has
the consequence of undermining the capacity of individual financial
institutions to gather and analyze information about prospective
borrowers. The simple logic of portfolio diversification means that a
financial institution with opportunities to invest in a broad range of
foreign or domestic assets will shift resources from the processing and
assessment of loans to the analysis of these broader opportunities. In
short, abstract financial information and analysis will tend to displace
concrete knowledge about particular economic sectors or regions.

These problems can be significantly reduced by segmentation of
the financial market, so that different financial intermediaries are
constrained in terms of both the types of assets and the shares of
different assets that they are allowed to hold. This means returning
to a regime comparable to that in which Savings & Loans were largely
restricted to mortgage financing, while commercial banks concen-
trated on business loans. It is critical to the idea of segmentation that
there be vigorous competition among financial intermediaries in each
segment, but competition across segments would be restricted.

For this reason, segmentation fits with the logic of the government
using interest rate policies as a planning tool. In Roemer’s model, the
government would address the divergence between investor returns
and social returns by establishing different interest rates for different
activities. Hence, the costs of capital for business loans would be
different from the cost of capital for mortgage loans. Furthermore,
the government would manipulate these interest rates to keep parts
of the economy from growing either too quickly or too slowly. With
integrated financial markets, such policies are unlikely to be success-
ful: there are too many ways for financial intermediaries to shift
resources from one activity to another. With segmented markets,
however, the regulatory tasks would be far more manageable.

Segmentation also provides a partial solution to the deposit
insurance problem. Those segments where there is an explicit or
implicit governmental guarantee of houschold savings would be
subject to far more stringent rules on the riskiness of assets than those
segments where such a guarantee was absent.

Moreover, the combination of segmentation with the government
establishing different interest rates for different segments would also






