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What is Minsky all about, anyway?* 
Korkut Ertürk and Gökcer Özgür   [University of Utah, USA] 

 
Copyright: Korkut Ertürk and Gökcer Özgür, 2009 

 
The financial crisis has been billed a “Minsky moment” in the mainstream media, 

turning Hyman P. Minsky into a household name. One would think that this was at long last 
Minsky’s moment of posthumous vindication, and in a way it was. But, oddly, a couple of post-
Keynesian luminaries would have none of it. Paul Davidson, the Editor of JPKE, and Jan 
Kregel, senior scholar at the Levy Institute of Bard College where Minsky had spent the last of 
his years, were both eager to set the record straight: the current financial debacle did not 
qualify as a Minskyan crisis because how it unfolded differed from Minsky’s depiction of crises 
in his writings (Davidson 2008, Kregel 2008a). Of course, whether we think Minsky is relevant 
for the current crisis or not depends on what we make of him. If Minskyan work means solely 
his own writings and their restatement, then, Davidson and Kregel are probably right – one 
cannot help but focus on what is different about the current crisis. But, if instead Minskyan 
refers to an evolving literature that emanates from but transcends his work, their arguments 
miss their mark. 
 

In this paper our objective is to sketch out an alternative understanding of Minsky as 
an evolving research agenda.1 At the most general level we hold that a Minskyan way of 
looking at the world boils down to few basic propositions: (i) in a financial capitalist economy, 
credit is procyclical in the absence of policies/institutions that actively neutralize it, and, that, 
in turn (ii) causes systemic risk to rise endogenously over an expansion (iii) in a way agents 
fail to recognize, (iv) and has the potential to blow up badly, ending in debt deflation. Defined 
thus, there is little question that the current financial crisis is a quintessential Minsky moment. 
If nothing else, the very fact that credit supply has become much more procyclical following 
financial deregulation has vindicated Minsky’s basic insight. Who can now in hindsight deny 
that financial liberalization played an important role in both stoking the speculative boom as 
well as the difficulty of containing deleveraging after the crisis? 
 

Of course, at a less general level there is always a good deal that is unique about 
each crisis and every era, and that holds true for the current one as well. Among these 
particular characteristics, perhaps, the single most important one in terms of its relevance for 
what happened is the way the credit mechanism had been transformed in the neo-liberal era. 
Much of Minsky’s work refers to a time when commercial and industrial bank loans to non-
financial firms made up the bulk of the overall credit supply in the economy. In that bygone 
era credit was essentially regulated by the loan officers of commercial banks. But, with 
financial deregulation the credit creation mechanism became transformed, came to be 
governed by financial markets rather than the banks. In this new world, about which Minsky 
(1987/2008) wrote presciently in the 1980s, asset prices and asset price expectations have 
become the overall regulator of credit supply - similar to the role played by bankers in the 
previous bank based credit system. That in our view is the salient characteristic of the 
neoliberal era that needs to be assimilated by Minskyan analysis at the general level. 
 

No doubt, today the financial crisis has made it much easier to argue that finance can 
be destabilizing or that financial variables can have a decisive influence on real activity. 

 
* Acknowledgements: We would like to thank Ken Jameson for his helpful comments without 
implicating him for any possible mistakes there might be. 
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Discredited is the conventional wisdom according to which aggregate price stability is all a 
central bank need be concerned with to promote financial stability. Few people now dispute 
that asset price bubbles are real, that the crisis had everything to do with the unwinding of 
financial imbalances and little to do with price inflation. But, in our view, what might need 
more discussion is the role asset price bubbles have come to play in the credit creation 
process, which is the focus of this paper. The next section lays out how the nature of the link 
between asset prices and credit had been transformed in the neoliberal era, and the section 
following next gives an overview of recent advances in the theory of asset price bubbles, 
which in our view merit much closer scrutiny than what they have received so far among 
heterodox economists. We end with a few concluding comments on the import of a Minskyan 
perspective today 
 
 
Asset price – Credit nexus in the neoliberal era 
 

According to Minsky (1986), the main driver of financial instability is the dynamic 
interaction between asset prices and bank credit. Rising profit expectations raise asset prices, 
increasing firms’ collateral and thus the ability to borrow and invest. As output and investment 
expands, profits rise and validate the initial increase in asset prices. This makes the credit 
supply even more elastic mainly because bankers, convention-bound as they are, cannot help 
but lower their risk aversion as the general business conditions around them steadily improve. 
Many of Minsky’s better-known disciples give rather lengthy descriptions – often recycling his 
own work - of how bankers and borrowers both tend to become overconfident, causing 
‘margins of safety’ to erode during periods of sustained stability (Kregel 2008a, Kregel 2008b, 
Wray 2008, Wray & Tymoigne 2008, , Papadimitriou & Wray 1998, Kregel 1997). As a result 
financial imbalances build up steadily over the expansion, setting the stage ultimately for 
crisis. 
 

The trouble with this story, however, is its emphasis is on bankers. It ignores the fact 
that bank loan officers’ importance as arbiters of credit has waned with financial liberalization 
as the progressive intrusion from non-bank financial organizations into banks’ traditional turf 
forced them to reinvent themselves.2 In fact, the recent decades saw the rapid decline of 
commercial and industrial bank loans’ importance in overall credit (Ozgur & Erturk 2008). 
Real estate loans, off-balance sheet activities, backup lines of credit and guarantees and 
lending for corporate takeovers and leveraged buyouts have all gained at the expense of 
traditional lending (Boyd and Gertler, 1995). The story is rather well-known. At the end of it all 
the link between asset prices and credit supply has actually become stronger, but the nature 
of the relationship changed. The crucial link between the two became the influence asset 
prices exert on banks’ level of capitalization rather than the endogenous variation in risk 
aversion over the cycle. 
 

For in this new brave world, banks themselves have become dependent on financial 
markets just as much as have their own customers. Neither bank deposits nor reserves were 
any longer a constraint on their ability to supply credit. The certificates of deposits, increased 
access to the federal funds markets and use of credit market instruments in liability 
management had already lowered their dependence on deposits in the 1980s, if not earlier. 
And, in the 1990s, the Fed abolished reserve requirements for time deposit accounts, 
reduced them for checkable deposits and later introduced retail sweep accounts, after which 
required reserves ceased to be a constraint as well (Bennett and Peristani, 2002). The only 
thing left was capital requirements. Consistent with the prevailing dogma of the time, they 
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were meant to be the lynchpin of a system where bank credit was supposed to be regulated 
by market forces. (Basset and Zakrajsek, 2003). Thus the only real constraint left was banks’ 
net worth, their level of capitalization, and that applied for investment banks firms as well. 
 

Higher asset prices were instrumental in relaxing this constraint, while at the same 
time making it easier for firms to borrow directly in financial markets at lower cost. Thus, they 
not only increased the borrowers’ collateral and willingness to borrow but also raised banks’ 
own collateral with their investors’ in financial markets, thus raising their ability and willingness 
to underwrite more lending in one shape or another.3 Also, just as higher asset prices 
stimulated credit, the increase in credit in turn stimulated spending as well as speculation, 
pushing up asset prices further. However, contrary to the traditional accounts of the Minsky 
cycle, the erosion of ‘margins of safety’ was hardly a hallmark of the expansion. On the 
contrary, as asset prices rose and credit became more elastic the indicators of risk and 
prudential standards such as loan-to-value ratios only fell. The driver of the credit boom was 
thus not so much the increased appetite for risk as it was the endogenous fall in indicators of 
risk. As long as asset prices continued to increase units faced what appeared to be 
diminishing ex-ante risk, while the risk of a systemic collapse rose (Borio and White 2003, 
Danielsson & Shin 2003, Danielsson 2002).4 
 

For Minsky the external financing of fixed investment was the main cause of rising 
indebtedness over a business cycle expansion which eventually became the main source of 
the problem when interest rates began to increase.5 Thus he foresaw a unilinear transition in 
his famous financing profiles, from hedge, to speculative and to Ponzi finance, culminating in 
a crisis when finally units are forced to sell their assets to meet their financial obligations. He 
defined margins of safety in terms of expected excesses of cash receipts over payment 
commitments, or, alternately, in terms of the excess of expected asset values over capitalized 
payment commitments with the presumption that the two definitions are for all intents and 
purposes interchangeable. However, note that during times of surging asset prices they often 
cease to be interchangeable. What is Ponzi finance from the point of the former definition can 
actually be hedge finance from the point of view of the latter. The discrepancy is a symptom 
of the fact that economic units have become constrained more by their asset price 
expectations than their cash flow in the neoliberal era, and that the two can diverge 
substantially - as was the case in the dotcom bubble, for instance. Or, put differently, the 
commodification of credit accorded firms much greater scope to defy the forces of gravity as 
credit became highly responsive to the expectations of increasing asset prices. Oddly, the 
world had become much more Minskyan just when what happened in the stock market began 
to matter much more than Minsky ever suspected. Likewise on the downside; more often than 
not, the expansion came to an end – both in the US and elsewhere - not through the corrosive 
effect of rising interest rates, but through a sudden collapse of asset valuations in the stock 
market. Firms’ financial obligations became excessive only when a large swath of anticipated 
future wealth ceased to exist because of lowered expectations.6 
 
 
Asset price bubbles 
 

Despite his interest in asset prices, Minsky dwelled little on bubbles per se. That 
might have been because bubbles were in little evidence during the period of financial 
regulation when his ideas matured. Yet, there was also a long running debate that went on in 
the late 1950s and the 1960s about whether destabilizing asset price speculation was 
unprofitable as Milton Friedman (1953) had contended.7 It appears that the rise of the efficient 
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market hypothesis to prominence among economists helped Friedman’s position carry the 
day back then. However, the critics were to have the last word as it turns out they were the 
harbinger of an intellectual sea change that began after the 1987 stock market crash in the 
US. 
 

Until then most mainstream economists were comfortable in believing that bubbles 
are highly improbable. The view that asset prices as a rule reflect fundamental values relied 
on an argument of backward induction and a belief in the effectiveness of arbitrage. The 
worth of any security in the period before the final payoff date would simply be equal to the 
discounted value of its terminal value. Extending this argument backwards it could then be 
shown that at any period the value of a security would simply be equal to the present 
discounted value of its future stream of revenue. Otherwise, an arbitrage opportunity would 
arise and the price would be pushed back to its true fundamental value. Admittedly, less than 
rational, so-called, noise-traders always exist in financial markets, but it was argued that 
informed arbitrageurs would undo any miss-pricing caused by them when their effect is not 
canceled out by each other (Fama 1965, 1970; Malkiel 2003). Thus, the argument was that 
uninformed noise-traders, while making losses themselves, would create riskless arbitrage 
opportunities that informed traders profit from. 
 

Both Friedman’s argument on speculation and the idea that stock prices are 
completely unpredictable in an efficient market – in the sense of the Efficient Market 
Hypothesis which holds that markets always incorporate all available public information in its 
more widely accepted semi-strong form - rest on the belief that arbitrage is quick and 
effective, underpinning the view that asset price bubbles were highly improbable if not 
implausible. Thus, from this point of view, it is the changes in fundamental values that must 
have caused both the recent dotcom (DeMarzo et al. 2008; and Pastor and Veronesi 2006) as 
well as the historical episodes of ‘bubbles’ such as the Dutch Tulip Mania (1634-7), 
Mississippi Bubble (1719-20), South Sea Bubble (1720), etc. (Garber 1990). Otherwise, 
bubbles could plausibly arise only in assets with an infinite horizon that lacked a terminal 
value, where backward induction did not apply.8 This case has defined pretty much the limits 
of initial theoretical interest in bubbles, going back to Samuelson (1958), and is the foundation 
of what often goes under the name “rational bubbles”,9 which has nothing to do – as we shall 
see - with the more recent breed of bubble models that do not rely on any irrational behavior. 
 

Since the recent rise of behavioral finance theory, the view that asset prices always 
equal the discounted present value of future streams of revenue has been questioned on both 
theoretical and empirical grounds.10 In fact, with the waning influence of the Efficient Market 
Hypothesis much of the theoretical literature on asset pricing has been in a “vibrant flux” 
(Hirshleifer 2001). It is now widely recognized that the power of arbitrage is severely limited in 
the real world markets.11 For instance, when traders have relatively short trading horizons, 
those who sell overvalued assets short can find that by the time they close their position the 
true value has further increased or that the assets in question have become even more 
overpriced. In either situation informed traders would make losses by shorting assets they 
thought were overvalued. Thus, arbitrage almost always involves at least some degree of risk, 
and that can cause informed agents to limit the positions they would take in an over or 
undervalued asset, preventing current price from smoothly adjusting to its true value as 
Friedman (1953) had originally envisioned. In fact, it can pay for informed traders to act like 
noise traders themselves in the short run, bidding prices further away from what they think are 
true values rather than help close the gap between the two (De Long et al 1990a and Griffin 
et al., 2003).12 
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Of course, this sceptical view of arbitrage is quite consistent with Keynes’s (1936, Ch. 

12) famous “beauty contest” argument, where speculators base their expectations of future 
asset prices not only on what they think the true value is, but, more importantly, on what they 
think the average opinion about the average opinion is. This, in turn, implies that agents must 
not only form higher order expectations (i.e., on what others think others think) but also 
decide how much weight to assign them relative to what they themselves think the true value 
is (Hirota and Sunder, 2007). An agent observing the price of an already overpriced asset 
continue to rise would be led to think that either her opinion about the true value is off the 
mark or that price is rising on account of market sentiment. In either case, the information and 
opinion of others as revealed in current price changes are likely to gain in importance in how 
the trader forms his/her expectation about the future price. Such information becomes either a 
proxy for the higher order expectations or a corrective on opinions about the true value, or, 
some combination of both. Under these conditions whether speculation is stabilizing or not 
crucially depends on the relative weight traders assign to their higher order expectations (i.e., 
what they think others think others think) relative to their own assessment of what the true 
value is. This basic idea in its simplest form goes back to Kaldor (1939), where whether 
speculation is stabilizing or not depends on the elasticity of future price expectations with 
respect to current price changes.13 In more recent analyses, destabilizing speculation likewise 
involves traders with elastic future price expectations who buy (sell) assets when the price is 
rising (falling). They are called ‘momentum-investors’ - and their actions ‘positive-feedback’ 
strategies - in these examples, where short trading horizons, sequential nature of trades and 
information costs are the real world market attributes that are emphasized. 
 

In contrast to standard models of asset pricing that implicitly assume long term 
horizons, short term trading horizons play an important role in explaining how asset prices 
can deviate from true values (Dow & Gorton 1994, Tirole 1982). In a world characterized by 
market “imperfections” and uncertainty speculators who tie their resources in long term 
investments can fail to exploit profitable investment opportunities that would unexpectedly 
arise (Shleifer & Summers 1990). Professional traders also shun long term arbitrage 
opportunities for fear that price would deviate even more from its fundamental value within a 
time frame within which they would have to report to their clients (Shleifer & Vishny 1997). 
Moreover, the incentive structure that defines fund managers’ employment gives rise to 
agency problems, making it rational for speculators to have short trading horizons (Allen & 
Gorton 1993). 
 

Also, because trading is sequential in real world markets - unlike in the Arrow-Debreu 
world of standard models where all trades occur simultaneously - traders observe and can 
learn from each other. By acting faster than the next trader, investors can rationally exploit 
information revealed by the actions of other agents, creating incentives for herding 
(Bikhchandani & Sharma 2001, Bikhchandani & Hirshleifer 1998). Profit-maximizing traders 
can thus successfully focus on what other traders also know rather than trying to learn 
information others do not have. A narrow set of information can then become the primary 
focus of attention even when it has little bearing on fundamentals (Froot, Scharfstein & Stein 
1992, Scharfstein & Stein 1990). Finally, especially in foreign exchange markets, gathering 
information requires large fixed costs which generate economies of scale for large investors. 
Thus, the greater the cost of acquiring information the higher is the incentive for uninformed 
small traders to imitate large investors (Calvo 1999, Calvo & Mendoza 2000). This also can 
cause small investors to be much more aggressive, especially, in their selling in markets 
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where large investors have a significant presence (Corsetti et al 2001), accentuating asset 
price volatility. 
 
          It is often supposed that less than rational traders and irrational euphoria are the main 
cause of bubbles. However, in these models this is only true in the sense that noise traders’ 
behavior is often exogenously given, but otherwise not the case. In fact, in quite a few models 
all agents are rational, and, yet, live in an “imperfect” world. The destabilizing asset price 
dynamics stem from the state of the world itself, characterized by attributes such as agency 
problems that give rise to short trading horizons and risk shifting from fund managers to the 
investor who are their clients.14 For instance, in more recent body of work the main cause of 
the bubble is the uncertainty about higher order beliefs, i.e. rational agents not knowing what 
other rational agents will do (Allen et al. 2003). In Abreu & Brunnermeier (2002, 2003) fully 
rational traders know that the bubble will eventually burst, but in the meantime they can make 
profits riding it. They realize that they would not be able to individually bring down the price for 
lack of sufficient funds, but collectively could if they were to act in tandem. In other words, 
they all know that a common ‘arbitrage’ opportunity exists, yet they are in the dark as to when 
the other traders would act on it, if at all. Thus, the challenge traders face turns into an 
optimal timing problem under uncertainty where each one has to determine when is the right 
time to exit the market without any knowledge of the exit strategy of the others.15 The bubble 
persists as long as the opinion as to when one should exit remains dispersed among 
investors. Often, some news event can have a disproportionately strong effect beyond what 
its intrinsic information value would warrant by causing traders to synchronize their exit 
strategies, leading to a precipitous fall in price.16 
 

However, irrationality - in the real sense of the word, as opposed to the artificial 
meaning neoclassical economics has given it – can also matter. Other behavioral models 
show that cognitive biases can cause destabilizing asset price dynamics as well. For 
instance, Lei et al. (2001) report results from experiments in laboratory asset markets where 
agents are precluded from reselling securities and thus from speculating. Bubbles and 
crashes are still observed even though speculation is not possible, suggesting that elements 
of irrationality can cause bubbles even when uncertainty about higher order beliefs is ruled 
out. A vast literature now exists on various cognitive biases that are thought to give rise to 
irrational agent behavior, such as overconfidence (Gervais & Odean 2001), overreaction 
(DeBondt & Thaler 1986), hyperbolic discounting (Laisbon 1997), loss aversion (Odean 
1998), and regret (Clarke et al. 1994), among others.17 
 
 
What have we yet to re-learn from Minsky? 
 

Before the crisis, the Fed policy has been to ignore surging asset prices as long as it 
did not cause price inflation, and that appears to have reflected a consensus among 
mainstream economists as well (Gertler et al.1998, Vickers 1999, and Bernanke and Gertler 
1999).18 A Turkish proverb appears to capture the gist of thinking behind this rather well - 
which in loose translation says, “it is all too easy to show the way once the car is toppled off 
the road.” Indeed, because an asset price bubble could not be identified ex-ante, the 
argument went, the only thing to do was to focus on neutralizing its impact on aggregate 
demand to the extent they affected goods’ prices. While it is true that the future can never be 
predicted with certainty, there was ample reason to believe the car was about to tip over. For 
instance, Borio and Lowe (2002), using a data set compiled by the Bank of International 
Settlements (BIS) for 16 advanced market economies since the 1970s, had used the 
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deviations of variables from their trend values to help predict financial instability by building on 
a “noise/signal” procedure first developed by Kaminsky and Reinhart (1999).19 Their index 
could show that credit supply and asset prices were excessive, signalling trouble ahead.20 
More explicit warnings were issued repeatedly by the Bank of International Settlements during 
the housing bubble years (BIS 2002, 2003, 2004). 
 

Now, in the aftermath of the crisis it is hard to think that monetary authorities will ever 
again ignore asset prices with such abandon, or that the mainstream consensus on asset 
prices will survive. Yet, there is the danger that the different bubble episodes we have gone 
through in the neoliberal era in the US and the rest of the world will be seen as aberrations 
tied to the breakdown of prudential supervision or some other idiosyncratic event or policy, 
rather than the very outcome of financial liberalization. For instance, it is true that the Gramm-
Leach-Bliley Bank Reform Act in 1999 in the US played an important role in weakening the 
constraint posed by banks’ capital base. As both Kregel (2008a, 2008bb) and Davidson 
(2008) relate in detail, US banks could as a result unload with much greater ease the 
securitized mortgages and loans they initiated off their balance sheets to the special thrusts – 
the so-called, special investment vehicles - they set up for the purpose, all of which made it 
possible to extend themselves way beyond what was warranted by their capital base. 
Unsurprisingly, lending shifted even more heavily towards loans collateralized by real estate 
and a two-way relationship emerged between property prices and bank credit (Goodhart and 
Hoffman 2008), not to say anything about the explosive increase in credit default swaps and 
derivatives about which we learned so much more only after the crisis. 
 

But, in our view, it would be missing the forest for the trees to conclude that the 
current financial crisis is caused by the housing bubble which had in turn resulted from a 
breakdown in macro prudential supervision under the conditions brought about by the 
Gramm-Leach-Bliley Bank Reform Act. Nor would we go far enough by focusing solely on the 
steady erosion of public control over credit (Greider 2009, D’Arista 2008) and permissive Fed 
policy, either its response to the stock market crash of 2000, the Greenspan’s “put”, or 
Bernanke’s overconfident reliance on “Big Moderation.” For equally important were the surge 
in the capital inflow that recycled international trade surpluses through the US, feeding the 
dotcom bubble, and, the fact that Bank of Japan and other Asian central banks underwrote 
the housing bubble by monetizing US debt after the dotcom crash with the aid of the carry 
trade. But, they alone would fail to give a satisfactory explanation either. 
 

In our view, a Minskyan approach is needed more than ever to help connect all these 
dots and learn anew the lesson that capital markets sooner or later self-destruct when left to 
their own devices. That however calls for a vibrant evolving research agenda with a focus on 
what is happening in the real world rather than repetitive restatements of his work. Minsky 
had all along argued that finance had to be kept under tight wraps to keep it from destabilizing 
the real economy. And, once again, when the genie was let loose by financial deregulation, 
the destruction predictably followed - with the difference that this time around asset price 
bubbles became the very mechanism of destabilizing finance under the changing conditions 
of the 1990s just as they were in the pre-WWII era. As heterodox economists, our focus ought 
to be to show how the institutional evolution of the financial system in the neoliberal era was 
in fact endogenous, the very outcome of the cumulative political and economic pressures that 
were unleashed by liberalization itself, in the hope of having an influence on how the financial 
system is reformed. 
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Notes 
                                                      
1 However, lest it touches off another inane debate about who is a true Minskyan, we make no claims 
to that title nor insist that our interpretation is the right one. 
 
2 It appears that Minsky (1981) himself was a keen observer of the diminishing importance of 
traditional banking and the bank loan officer. On the changing role of bank credit, see also: 
Rogers and Sinkey, 1999; Saidenberg and Strahan, 1999; Samolyk, 2004; and Bradley and 
Shibut, 2006. 
 
3 Despite their restrictive emphasis on agency problems, Bernanke and Gertler 1989 and Kiyotaki and 
Moore (1997) capture well the gist of the asset price – credit interaction in deregulated financial markets. 
Their analysis, featuring net worth as the pivotal variable in business cycle dynamics, has an 
unmistakable family resemblance to Kalecki’s (1937) principle of increasing risk. 
 
4 Making a similar distinction between “cross-sectional” risk versus intertemporal risk, Borio & White 
(2004) argue that the latter rose while the former fell over the expansion. 
 
5 Minsky has often been criticized for not explaining adequately why the interest rate would rise over an 
expansion. Here, he could have benefited from staying closer to Keynes in his Treatise on Money 
(Erturk 2007). The argument there resembles Keynes’ (1936: 316) chapter on the trade cycle in GT, 
where he emphasized the sudden collapse of marginal efficiency of capital rather than the steady rise of 
the interest rate in explaining the onset of a crisis. 
 
6 See, also, Toporowski (2000, Ch.1) for a similar argument. I thank Doyoun Won for bringing it to my 
attention. 
 
7 Baumol (1957), Telser (1959), Sohmen (1961) Kemp (1963), Farrel (1966) and and among others. 
 
8 It is also shown that bubbles can still emerge with a finite horizon if there are an infinite number of 
trading opportunities (Allen & Gorton 1993). 
 
9 For a comprehensive survey, see Santos & Woodford (1997). 
 
10 See, among others, Campbell & Kyle (1993), Lo & MacKinlay (1999) and Shleifer (2000). 
 
11 For general surveys of behavioral finance theory, see: Shleifer (2000), Shefrin (2000), and for a 
collection of recent papers, see, Shefrin (2001), Thaler (2003). 
 
12 In De Long et al. (1990b), informed traders induce noise traders to buy the stock by aggressively 
pushing up the price following some favorable initial news, only to sell their positions at a profit in the 
subsequent trading periods. 
 
13 In this early formulation, stability requires traders to revise their expected future price proportionally 
less than the change in current price, i.e., exhibit a less than unitary elasticity of expectation of the future 
price with respect to changes in the current price. However, it can be shown that speed of adjustment 
matters as well (Erturk 2007). 
 
14 Arguably, Keynes’ (1936) had in mind something more than agency problems when he commented 
that “it is better for reputation to fail conventionally than to succeed unconventionally” (1936: 158) 
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15 “The actual, private object of the most skilled investment to-day is ‘to beat the gun’, as the Americans 
so well express it, to outwit the crowd, and to pass the bad, or depreciating, halfcrown to the other 
fellow” (Keynes 1936: 155). 
 
16 This again brings to mind Keynes’ famous remark that the conventional asset valuations in financial 
markets are “liable to change violently as the result of a sudden fluctuation of opinion due to factors 
which do not really make much difference to the prospective yield” (Keynes 1936: 154). 
 
17 See Kahneman & Riepe (1998) for a summary account. 
 
18 See Cechetti et al. (2000) for a dissenting view from within the mainstream. 
 
19 In order to consider only ex-ante information, they use a rolling Hodrick-Prescott Filter to dtrend three 
variables - credit/GDP, aggregate asset prices, and investment - and examine their cumulative ability, 
separately and in different combinations, to predict crises at different time horizons. In other words, 
instead of estimating one trend and one deviation for a variable for the whole sample they estimate a 
separate trend and a deviation by HP Filter for each observation year. Every time a variable deviates 
from its trend by a certain threshold it is said to produce a “signal”, which is called “noise” when it is not 
followed by a financial crisis over the specified time horizon. Thus, the “noise/signal” rate gives the 
conditional probability of a signal giving a false alarm, or, put differently, a lower ratio implies a higher 
probability of a certain single accurately predicting a crisis. 
 
20 See also, Borio & Lowe (2004) and Borio (2005, 2006). Likewise, a similar index to predict crises is 
developed by Goodhart & Hofmann (2007, Ch. 8) who examine the two-way causation between property 
prices and credit during the hosing bubble. 
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In my view the whole management of the domestic economy depends upon being free to have 
the appropriate rate of interest without reference to the rates prevailing elsewhere in the world. 
Capital control is a corollary to this. (CW XXV, p. 149) 

 
 
 In issue 48 of the Real-World Economic Review, Paul Davidson (2009) rightly called 
for great changes to the global financial architecture, including capital control. Rightly he did 
so in the name of Keynes. But even one of the world’s leading Keynes scholars fails to do full 
justice to Keynes’s legacy. For Keynes, capital controls were means to an end: to the low 
long-term interest rates that he understood as the most important factor in facilitating full 
employment, stability and a more just distribution of income. Moreover, the theoretical 
understanding of the operation of an economy from which these conclusions were drawn had 
many other substantial practical implications that are the reverse of most conventional 
wisdom.  
 

The purpose of this paper is to make a concise statement of Keynes’s policy in its 
broadest perspective. As the crisis that engulfs the world is addressed, it seems important to 
understand just how far from Keynes’s prescription the policy consensus of the past thirty or 
even forty years has operated. At the same time, the extent to which all prominent – present 
and past – interpretations of Keynes fail(ed) to capture the true nature of his conclusions must 
be confronted.    

 
The discussion proceeds as follows: 
 
1. the statement of policy;  
2. the origins of that policy, drawn from the period after Keynes took the decisive 

step to his General Theory (the end of 1932);  
3. the outcome of Keynes’s challenge to the status quo, detailing the great changes 

to the economic policy environment made from the 1930s and how they were 
eventually undone;  

4. an analysis of how the large part of Keynes’s policy is omitted from the present 
mainstream and even post-Keynesian literature;  

5. an examination of how Keynes’s position featured in and then vanished from the 
historic literature; and 

6. a brief conclusion.  
 

The interpretation is based on that of Tily (2007), but the policies are set in broader 
terms. If correct, the implications are surely of great importance: for nearly three quarters of a 
century, economists have operated with an entirely false understanding of Keynes’s 
conclusions. Three reviewers have broadly supported my interpretations of policy (Hayes 
2008, Rogers 2008 and Toporowski 2008). Those who have disputed my conclusions, or their 
importance, have tended to do so in private correspondence or in referees’ reports. My desire 
is to draw this debate into the open.  
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Keynes’s policy: broad perspective  
 
 Keynes’s theory led to a wholly different monetary system, where growth was 
financed by credit creation through the domestic banking system, rather than reliant on 
international capital markets. The system would be aimed at the low interest rates that he saw 
as fundamental to a high level of activity and employment, and to stability. Low rates facilitate 
production, making both business and government expenditures and investments cheaper.  
 

From the domestic point of view the changes first concerned debt management and 
monetary policy. In order to set long-term rates of interest on government debt the basic 
necessity was to allow the public to choose the manner in which it lent to government. The 
process involved: 

1. an extension to the range of securities issued, from long- to medium- and to 
short-term debt; 

2. an extension to the floating debt with ‘Treasury deposit receipts’  (TDRs), of six 
month maturity, but not eligible for discount at the central bank. These would be 
issued along with Treasury bills; and  

3. a change in the manner of debt issue, so that ‘taps’ of the various instruments are 
held open permanently so the public can purchase when, what and to what extent 
it chooses.   

The central bank’s discount rate should simply be set and fixed in line with the structure of the 
rates that the government sought to establish. Future interest rates would gradually fall over 
time, as the rate of profit on investment fell. This removed the standard objection to the use of 
floating rather than long-term debt: that rates may rise in the future. Manipulating the balance 
between TDRs and Treasury bills would permit regulation over the creation of credit by the 
banking system, and hence of the money supply.  
 

In 1945, Keynes recommended the following structure of debt and interest rates into 
the post-war period:  

(a) Treasury Bill rate to be brought down to ½% and Treasury Deposit Receipts to 
carry 5/8%; probably a special rate of 1% (broadly the present rate) to apply to 
overseas money now in Treasury Bills and the like. 
(b) Subject to action on (a), 5 year Exchequer Bonds at 1½% and 10 year Bonds at 
2% to be issued on tap, a new series to be started annually. 
(c) 3% Savings Bonds to be issued on tap, a new series to be issued annually, with 
an option to the Treasury to repay after 10 years with, preferably, no final maturity (or 
if necessary a fixed latest date of repayment after 35 years).  
(b) follows upon (a); (c) could either follow (a) or precede it. (National Debt Enquiry, 
1945, para. 30) 

 
Government spending should be complementary to the monetary policies. Keynes 

came to the view that monetary action alone was not sufficient for full employment. 
Government investment would make up the shortfall. Moreover, as the rate of profit and 
hence interest rates fell to a very low level, the role of government would gradually increase: 
this was the socialisation of investment and the euthanasia of the rentier. According to the 
General Theory, the use of taxation policy for the re-distribution of income was economically 
as well as socially desirable: the marginal propensity to consume and hence investment 
multiplier would increase. Moreover, with the role of credit understood, there was no 
justification for particular leniency to wealth holders, and taxes could be increased for 
example on inheritance. 
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Overall, policy would be aimed at employment not inflation. But inflation was not 

neglected and the greater regulation of monetary arrangements explicitly recognized these 
considerations. Keynes’s proposals in How to Pay for the War showed how much could be 
achieved without resort to the discount rate as a weapon against inflation,  thus avoiding the 
increases in unemployment associated with high rates.  

 
The purpose of his proposals for the international financial architecture would be 

to facilitate these domestic priorities. Capital controls were necessary to permit domestic 
autonomy, so that wealth could not seek out better interest terms in other economies; the 
concern over capital flight is a complementary but different perspective. Equally, exchange 
regimes should not interfere with domestic policy and provide an additional degree of stability 
as well as flexibility through fixed but adjustable exchange rates. Underlying Keynes’s plan for 
an International Clearing Union was the notion of a ‘world bank’ that would issue an 
international currency (Churchill favoured ‘Florin’ as opposed to Keynes’s ‘Bancor’) to keep 
pace with international prosperity; the Union would permit lending for temporary current 
account imbalances. Such imbalances would not be permitted indefinitely, with a board of the 
bank responsible for agreeing remedial action that would penalize contractionary as well as 
expansionary policies in respective national economies, and the actions might include 
revaluation of currencies.   

 
With the above policies, government and the various monetary authorities set the 

framework for economic activity. Within that framework activity should be based to as great as 
an extent as possible on market principles. “In matters of economic detail, as distinct from 
the central controls, I am in favour of retaining as much private judgment and initiative and 
enterprise as possible” (CW XXI, p. 240). But the priority of trade was greatly changed from 
the traditional view. Activity should be dictated by domestic not overseas considerations, i.e. 
by domestic demand, and trade should be complementary to domestic requirements rather 
than pre-requisite.   
 
 
Keynes’s policy: origins  
 
 Following from his rejection of the gold standard, Keynes was initially concerned with 
international architecture. His focus was on exchange regimes and discount rate policy. 
However, very soon after putting the finishing touches to his Treatise (published in October 
1930), a wider notion of ‘the interest rate’ assumed a greatly increased importance in 
explaining the rapidly deteriorating world economy:  
 
  This memorandum brings home to me what I was beginning to forget, namely that I 

have nowhere introduced into my draft chapters in any clear or emphatic form what I 
believe to be the fundamental explanation of the present position. My fundamental 
explanation is, of course, that the rate of interest is too high, - meaning by the ‘rate of 
interest’ the complex of interest rates for all kinds of borrowing, long and short, safe 
and risky. A good many of Brand's factors I should accept as part of the explanation 
why interest rates are high, e.g. effects of the War, post-war instability, reparations, 
return to gold, mal-distribution of gold, want of confidence in debtor countries etc., 
etc. 
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Next comes the question of how far central banks can remedy this. In 
ordinary times the equilibrium rate of interest does not change quickly, so long as 
slump and boom conditions can be prevented from developing; and I see no 
insuperable difficulty in central banks controlling the position ... The drastic reduction 
of the whole complex of market-rates of interest presents central banks with a 
problem which I do not expect them to solve unless they are prepared to employ 
drastic and even direct methods of influencing long-term investments which, I agree 
with Brand, they had better leave alone in more normal times. ... 

 
But I should not be surprised if five years were to pass by before hard 

experience teaches us to get hold of the right end of the stick. (Keynes to Robert 
Brand during drafting of Macmillan Report, 7 April 1931, CW XX, pp. 272-3)  

 
 This was the first substantial evidence of the developments that would ultimately lead 
to the policy outlined above. Many commentators agree that the substance of the General 
Theory was in place by the end of 1932 (see Hirai, 2007, p. 95), under two years later. I argue 
that the fundamental theoretical step was the abandoning of the classical theory of interest 
based on equilibrium between saving and investment, which also – for Keynes – was a 
defining characteristic of the underlying long-run equilibrium of classical economics. Keynes 
deconstructed the equilibrium into what he referred to as ‘psychological propensities’ (though 
the specific terminologies came a little later):  

• the schedule of liquidity preference;  
• the marginal efficiency of capital; and  
• the marginal propensity to consume. 

 
He had the equilibrium of a macroeconomy defined by these propensities, set against 

the conditions of supply and the supply of money (which is not straightforwardly defined). The 
labour market became a determinate rather than determinant of the equilibrium. With these 
ideas in place, Keynes very swiftly recognised the associated practical implications. He set 
these out most fully in his essay, published in the Listener in July 1933, entitled ‘National Self-
Sufficiency’. (The essay followed his May 1933 Means to Prosperity, which was concerned 
primarily with immediate solutions rather than longer-term action, though which unfortunately 
has commanded the greater part of the profession’s interest.) The following was as concise 
as possible statement of his new philosophy:  

 
I sympathise, therefore, with those who would minimise, rather than with those who 
would maximise, economic entanglement among nations. Ideas, knowledge, art, 
hospitality, travel – these are the things which should of their nature be international. 
But let goods be homespun whenever it is reasonably and conveniently possible; 
and, above all, let finance be primarily national. (CW XXI, p. 236) 

 
 His changed understanding of the theory of interest was at the centre of the work:  
 

… I have become convinced that the retention of the structure of private enterprise is 
incompatible with that degree of material well-being to which our technical 
advancement entitles us, unless the rate of interest falls to a much lower figure than 
is likely to come about by natural forces operating on the old lines. Indeed, the 
transformation of society, which I preferably envisage, may require a reduction in the 
rate of interest towards vanishing point within the next thirty years. But under a 
system by which the rate of interest finds a uniform level, after allowing for risk and 
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the like, throughout the world under the operation of normal financial forces, this is 
most unlikely to occur. Thus for a complexity of reasons, which I cannot elaborate in 
this place, economic internationalism embracing the free movement of capital and of 
loanable funds as well as of traded goods may condemn my own country for a 
generation to come to a much lower degree of material prosperity than could be 
attained under a different system. (ibid., p. 240) 

 
The great changes in his understanding must have also been influenced by the very 

fundamental practical developments that were taking place in Britain. Sterling came off gold in 
September 1931, and the UK government adopted the monetary policies that Keynes had 
long advocated: 

 
• in April 1932, the Exchange Equalisation Account (EEA) instigated currency 

management (which had central banks responsible for the management of fixed 
exchange rates by intervention in foreign exchange markets, rather than by 
manipulation of discount rates);  

• between February and June 1932, discount rates were cut sharply from 6 to 2 per 
cent;   

• in June 1932, direct action was taken on the long-term rate of interest, beginning 
with the conversion of the war debt from 5 to 3½ per cent; and   

• the latter action was supported by the introduction of an embargo on overseas 
loans, or capital control.  

 
Keynes provided commentary on these events as they happened, both in the media 

and in academic journals (e.g. Evening Standard article on the EEA, 20 April 1932, CW XXI, 
pp. 102-7; ‘A note on the long-term rate of interest in relation to the conversion scheme’, 
Economic Journal, September 1932, CW XXI, pp. 114- 125;  ‘The future of the foreign 
exchanges’, Lloyds Bank Monthly Review, October 1935, CW XXI, pp. 360-369). Over the 
next three years he prepared his General Theory of Interest, Employment and Money (the 
meaning of the title is usually overlooked).   
 

Tragically, his General Theory was not so obviously aimed at these policy 
conclusions. Quite reasonably he chose to aim the work at his fellow academics and 
conducted the dialogue on a detailed theoretical level. While he forewarned of the central role 
of the theory of interest before publication (e.g. in the 21 November 1934 Listener, ‘Poverty in 
plenty: is the economic system self-adjusting?’, CW XIII, p. 485-92), the work was not 
obviously centered in that way. Instead the theoretical argument was built up through a 
contrast with the classical theory and, in great part, according to the logic of the classical 
theory. Policy was by no means ignored but was addressed only as suggestive points after 
the substance of the theoretical argument was laid out; moreover, he often pre-supposed 
familiarity with the actions being referred to. That said, Chapters 23, ‘Notes on Mercantilism, 
the Usury Laws, Stamped Money and Theories of Under-Consumption’, and Chapter 24, 
‘Concluding Notes on the Social Philosophy towards which the General Theory might Lead’, 
did include fairly bold statements of the theoretical and general practical implications of his 
work, if not a detailed assessment of specific policy action. 

 
After publication, Keynes kept up a steady commentary on events, offered 

suggestions for practical initiatives and engaged in a detailed theoretical dialogue with his 
colleagues in private correspondence and in journals. At his annual speeches to the National 
Mutual Building Society he offered a commentary on monetary developments and pressed 
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vigorously for extensions to the cheap money policy (CW XXI, pp. 375-9, 401-4 & 440-6).  In 
his ‘How to Avoid a Slump’ (The Times, 12 -14 June 1937, CW XXI, pp. 384-95), Keynes 
discussed alternatives to discount rate manipulation as the economy recovered. He warned “If 
we play with dear money on the ground that it is ‘healthy’ or ‘natural’, then, I have no doubt, 
the inevitable slump will ensue. We must avoid it, therefore, as we would hell-fire. …” (CW 
XXI, p. 389). 

 
Highlights of his theoretical contributions might be: 
• the famous 1937 QJE paper, ‘The General Theory of Employment’ (CW XIV, pp. 

199 -23), regarded by some – rightly in my view – as his response to and 
rejection of the emergence of the ‘Keynesian’ simultaneous-equation model;  

• his contributions to the 1937-1939 ‘Alternative Theories of the Rate of Interest’ 
debate in the Economic Journal, where Keynes defended his liquidity preference 
theory against the loanable funds theory advocated by Robertson, Ohlin, Hicks 
and Haberler (e.g. CW XIV, pp. 183-234); and  

• the debate with Tinbergen on the emergence of econometric modelling, which 
had found great favour amongst his rivals (CW XIV, pp. 306-20; Tinbergen, 1939, 
1940).     

 
With the war Keynes became a central player in the practical implementation of his 

own theory. He began the formalisation and instigation of the debt management and 
monetary policies that were outlined in section (2.). In his How to Pay for the War, he sought 
to limit the inflationary impact of greatly increasing government expenditure (and hence 
increased aggregate household income against reduced output of consumer goods) through 
deferring pay until after the end of the war. 

 
 As is well known, he also returned to the practical management of foreign exchange. 
Over the 1930s much of the world had adopted his system of exchange management. 
Roosevelt’s contribution to the World Economic Conference is usually presented in a negative 
light. But the agenda for the conference was seemingly dictated by financial interests who 
wanted to re-instate the gold standard.  Roosevelt rejected this approach, and on 3 July 1933 
issued the following message: 

 
I would regard it as a catastrophe amounting to a world tragedy if the great 
Conference of nations, called to bring about a more real and permanent financial 
stability and a greater prosperity to the masses of all nations, should, in advance of 
any serious effort to consider these broader problems allow itself to be diverted by the 
proposal of a purely artificial and temporary experiment affecting the monetary 
exchange of a few nations only. … [O]ld fetishes of so-called international bankers 
are being replaced by efforts to plan national currencies with the objective of giving to 
those currencies a continuous purchasing power which does not greatly vary in terms 
of the commodities of modern civilization. (Reproduced in The Economist) 

 
His action set the world economy decisively away from the gold standard towards Keynes’s 
system – a system that permitted the reduction of interest rates across the world and set the 
backdrop for recovery from the depression. During the war Keynes attempted to go further. 
He devised his International Clearing Union, which applied the principles of banking to the 
financing of international trade and any associated imbalances.  
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At the end of the war in the May/June 1945 National Debt Enquiry (NDE) at HM 
Treasury, he brought together his monetary proposals and set out a concise yet profoundly 
valuable statement of his theoretical and practical perspective, from where the above interest 
rate proposals were drawn. The official report by the Permanent Secretary to the Treasury, 
Sir Richard Hopkins, firmly endorsed Keynes’s argument:  

 
General desirability of low rates. There is a wide measure of agreement, though not 
complete unanimity, in the present Committee in the view that on the whole, subject 
to the qualification dealt with in paragraphs 11 to 15 below, the desirable ideal for this 
country for a long time to come is not merely the continuance but even the reduction 
of the existing relatively low levels of interest rates both for long term and for short. 
(NDE, 1945, para. 6) 

 
 The existence of this report refutes the position of those who argue that Keynes 
wavered from cheap money towards the end of his life. But the Keynesians were a different 
matter. James Meade opposed Keynes’s position at the NDE: Howson (2000, p. F132) notes 
that Meade “found himself defending interest-rate flexibility against Keynes” and “personally 
never really gave up the idea of using variations in the rate of interest as one of the macro-
economic controls”. As above, Hicks contested Keynes’s interest theory; he also challenged 
Keynes’s prescriptions for post-War policy (see CW XXII, p. 32-4) and was in the vanguard of 
the assault against the policies after Keynes’s death.  
 
 
Outcome  
 
Figure 1: The long-term rate of interest on government bonds,  
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Source: Homer (2005 [1963]), Tables 48, 51 & 59. 
 
 From the 1930s, the new policies led to the successful reduction of the long-term rate 
of interest; the US went even further than the UK. In the UK, Bank rate was fixed at 2 per cent 
from 1932 to 1951. Financial arrangements were put on a domestic footing over much of the 
world. Moves to trade protectionism had tended to precede such initiatives, in part as a 
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response to the deflationary impact of the imploding gold standard. They were certainly not a 
considered change in the manner that Keynes came to envisage.  
 
 As is well known, government spending was aimed to aid recovery (though too 
timidly). In the war, Keynes’s monetary and fiscal systems were deployed in full, and the UK 
and US economies operated at full employment. The process was incredibly successful, and 
constituted a great contribution to the allies’ war effort.  
 
 After the war, for a very brief period, similar systems continued to be deployed, 
especially under the first majority Labour Government in British history. But the move against 
Keynes had already begun: the Bretton Woods Agreement was a pale reflection of his 
Clearing Union plan. Opposition to cheap money emerged rapidly from within the academic 
economics profession, the financial sector and the newspapers.  
 

Keynes had already encountered the opposition to his monetary policies at the 
National Debt Enquiry. After his death, the Economic Journal included a series of 
contributions raising the spectre of inflation, advocating a rise in interest and attacking the 
theory of liquidity preference (e.g. by Hubert Henderson, Hicks and Robertson). Henderson’s 
‘Cheap Money and the Budget’ is a good example.  He argued that the pressure of aggregate 
demand could not “be allowed to persist indefinitely without disaster” (Henderson, 1947, p. 
265). He sought to undermine both the feasibility and the purpose of Dalton’s cheap-money 
policies: 

 
A few months ago there was a disposition among financial experts to lay much if not 
most of the blame for this over-strong aggregate demand upon the cheap money 
policy of the Chancellor of the Exchequer. … Well, my personal opinion is that the 
cheap money policy has only been a very minor factor in the inflationary complex, so 
unimportant relatively to other factors as to be scarcely worth considering; and yet I 
am convinced that Mr. Dalton has carried this policy much too far. I do not believe 
that it will be possible to keep interest rates down over the next few years at 
anywhere near the low level of a few months ago; and I fear that it will prove that in 
trying to establish a long-term rate of 21/2%, or even less, Mr. Dalton may have 
missed the opportunity of turning a large part of what is now either floating or 
comparatively short-term debt into really long-dated securities on a 3% basis.  
 

I see no good reason to suppose that the strength of demand in the general 
economic system would be materially reduced by somewhat tighter conditions in the 
money market or by somewhat higher interest rates, whether short or long. I do not 
believe that a single industrialist or trader would be deterred thereby from a single act 
of real investment, whether this be the purchase of additional stocks of materials or 
the renewal or extension of his plant. (ibid., pp. 265–6) 
 

 The Labour Government were committed to Keynes’s programme, but the extent of 
the opposition made conduct of the policy very difficult. Eventually, as Dalton put it, “The 
forces against me, in the City and elsewhere, were very powerful and determined, … I felt I 
could not count on a good chance of victory. I was not well armed. So I retreated” (Dalton, 
1954, p. 239). In his final contributions to policy, Keynes advised Dalton against the 
Bank/Treasury advice on debt management policy. His final statement on the matter indicated 
complete exasperation: “If we offer a further funding loan now, whom do we expect to 
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subscribe? Where do we expect the money to come from? And why do we want it?” (1 April 
1946, PRO file T 273/428; these contributions have not been published).  
 

In the US, the attitude and approach of the economics profession was no different. 
For example the penultimate page of ‘The Changing Significance of the Interest Rate’ by 
Henry C. Wallich (1946) included a footnote (!): “In the long run, I have no doubt but that 
economic forces rather than policy are determining for [sic] the level of interest rates”. Wallich 
hence dismissed the central theoretical conclusion of the General Theory. In parallel, 
Samuelson’s textbook rejected the importance of low interest rates: “A number of 
questionnaire studies of businessmen’s behaviour suggest that the level of the interest rate is 
not an important factor in their investment decisions” (Samuelson, 1948, p. 353). The year of 
Keynes’s death marked a turning point for long-term interest rates on government bonds in 
both the UK and US (Figure 1).   

 
The Bank of England also constantly agitated for the re-activation of the discount 

rate. By 1950 the tap system had been discontinued and TDRs were being phased out of 
existence. In November 1951, following the election of the Conservative Government, the 
Bank got their way. The same step was taken all over the world, exemplified by the March 
1951 Treasury/Federal Reserve Accord, which paved the way for across the board rises to 
US interest rates. Nonetheless, for the next twenty years or so, compromise still prevailed: 
policy did not follow Keynes, but it was a vast improvement on the classical policies that had 
prevailed in the inter-war years.  

 
 A policy of compromise with no solid intellectual foundation was never likely to have 
endured. The mainstream ‘Keynesian’ system supported only policies of government 
spending; it did not rule in or out any particular financial arrangement.  
 

Hyman Minsky (2008 [1986]) has financial liberalisation beginning in 1966. The 
permitting of the Eurobond market was a vital statement of intent (or passive non-intent) on 
the part of policymakers. But domestic credit markets were also liberalised; in Britain, matters 
culminated in 1971 with ‘Competition and Credit Control’, which came into force just as the 
Bretton Woods Agreement was unwound and as supply shortages in the wake of the Great 
Society programme and the war against Vietnam were biting. It is astonishing that only 
outside the economics profession can anybody be found arguing that these developments 
and the associated and vast increase in the money supply were the main cause of the 
subsequent inflation (see Strange, 1986).  

 
With the full liberalisation of capital markets beginning in 1979, the global economy 

was returned to a financial environment pretty much exactly as it was when Keynes began his 
work. And accordingly long-term interest rates returned to the level of the 1920s. Contrary to 
popular opinion, the past thirty years have been remarkable not for low interest rates, but for 
high rates.  From the point of view of aggregate economic activity, the rate of interest of most 
importance is the long-term rate that governs the cost of corporate borrowing for fixed capital 
investment. Figure 2 shows a derived long-run series, based on rates on US corporate bonds 
(according to Moody’s BAA ratings). The effects of inflation are removed using the US GDP 
deflator.1 It seems reasonable to claim that these rates are a guide – if not a lower bound – to 
interest rates facing firms across the world.  
 

                                                      
1 Source: websites of the Federal Reserve and the Bureau of Economic Analysis; deflators prior to 1929 
were taken from Friedman (1982).  
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Figure 2: Long-term interest rates, adjusted for inflation 
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Source: see text 
 
According to this interpretation – even in the absence of any theoretical discussion – parallels 
between the present crisis and the Great Depression should not be so surprising.  
 
 
The literature on Keynes’s policy: the present 
 
 The vast majority of the literature has been preoccupied only with Keynes’s policies 
for the cure of economic depression. Most accepted the Keynesian distortion under which 
monetary policy, being ineffectual in depression, became the view that Keynes considered 
monetary policy unimportant per se. Others extended the role of fiscal policy so that demand 
could be managed under all circumstances, so-called ‘pump priming’ and / or ‘fine tuning’. 
More recently others have made a complete about-face, so that Keynes is the justification for 
demand management with the discount rate and hence for the ‘new consensus’ (see 
Backhouse and Bateman, 2006, especially Bateman’s own essay in the collection). A 
tendency is plainly evident to co-opt Keynes to whatever policy cause is fashionable, and the 
wider profession seems willing to tolerate any such manipulation and distortion. Such an 
approach is hardly likely to shed any real light on what Keynes’s position might actually have 
been.  
 

Krugman’s (2007) introduction to the General Theory takes this approach to an 
extreme. He condemns Keynes’s alleged view of the ineffectiveness of monetary policy and 
celebrates the modern (= new consensus) technique. He shows that interest rates were low 
when Keynes wrote, and so has Keynes correct in his judgment about the ineffectiveness of 
monetary policy. However poor Keynes “mistook an episode for a trend” (ibid., p. xxxv). Since 
the 1950s, when the “era of ultra-low interest rates ended” (ibid., p. xxxvi), interest rates were 
higher and therefore monetary policy not so ineffective. Krugman entirely overlooks the fact 
that interest rates were low as a consequence of the deliberate policy action advocated by 
Keynes.  
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The present edition of the General Theory therefore includes an essay by a Nobel 
Prize-winning economist that contains a substantial distortion of Keynes’s views concerning 
monetary policy and that celebrates too the escape of modern economics from his flawed 
doctrine. To complete the job, Krugman sees modern policy as achieving adequate levels of 
aggregate demand in the US and Britain; EU failings are regarded as rooted in supply-side 
issues, which is hardly ‘Keynesian’. The rest of the world is not mentioned, nor is there any 
sense that crisis might have been imminent.  Furthermore, Krugman appears to dismiss any 
broader policy implications: the very important final chapters of the book are dismissed as “a 
little fun”, and of “an impish quality”. He asks: “Did he really believe these things, or was he 
simply enjoying tweaking the noses of his colleagues? Probably some of both” (ibid., p. xxviii). 

 
More recently Krugman has come out in support of a less liberal financial regime.2 In 

doing so he brings himself into line with Joseph Stiglitz, who has maintained both mainstream 
and ‘Keynesian’ credentials.  Stiglitz deserves great credit for his long-standing cautious 
approach to financial liberalisation, and he is one of the closest of all prominent economists to 
Keynes’s broad position.  He justly observed: “Keynes would be rolling in his grave were he to 
see what has happened to is child [the IMF]” (Stiglitz, 2002, p. 13). However, his argument is 
couched in terms of his preferred approach of ‘market failure’ (which is also attributed to 
Keynes, e.g. ibid., pp. 196 & 249), rather than through the argument of the General Theory.   

 
 Of the post-Keynesians, Paul Davidson has long been an advocate for Keynes’s 
policies on international financial architecture (as in issue 48 of this journal, Davidson, 2008). 
However, while the rate of interest might be involved, it is not central to his argument. And the 
connection between capital control and interest rates is not made explicit. Instead, Davidson 
emphasizes how the post-war systems permitted sufficient ‘liquidity’ and from a theoretical 
perspective the manner in which the clearing union plan was expansionary by putting 
pressure on surplus as well as deficit countries.  
 

Arestis and Sawyer (e.g. 2006) set out a serious challenge to financial liberalisation. 
They very rightly observe substantial shortcomings in outcome relative to the prior claims of 
its advocates (for the record, they identify Shaw, 1973 and McKinnon, 1973). In particular 
they stress that the higher interest rates that followed financial liberalisation have not led to 
higher investment or higher saving. However, Keynes is not explicitly associated with 
arguments for or against financial liberalisation. The only material mention of his work is as 
support for low interest rate policies from a (seemingly domestic) re-distributional perspective: 
“This analysis clearly corroborates Keynes’s (1973 [CW VII]) argument that increases in 
interest rates enhance the degree of income inequality significantly” (Arestis and Sawyer, 
2006, p. 23). They put the argument into a global setting:  “Higher interest rates at a global 
level are accompanied by an increase in third world debt, which implies redistributional effects 
across countries”; so policies “which aim at a stable and permanently low level of interest 
rates, should be supported” (ibid., p. 24, their emphasis).  

 
This follows a broader post-Keynesian approach that has emerged in recent years. 

Giuseppe Fontana (e.g. 2002) has rightly been alive to the need to apply the post-Keynesian 
theory of endogenous money to monetary policy.  The approach followed the mainstream in 
focusing on manipulation of the discount rate in the wake of inflationary constraints. By 2007, 
in a symposium in the Journal of Post Keynesian Economics (JPKE), a good number of post-
Keynesians (including Randall Wray, John Smithin, Mark Setterfield and Louis-Phillipe 
Rochon) favoured ‘parking’ the discount rate at a low level, and letting more traditional 
                                                      
2 http://www.nytimes.com/2009/03/27/opinion/27krugman.html?_r=3&partner=rssnyt&emc=rss   
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‘Keynesian’ fiscal policy take up any slack. However, the revived interest in monetary policy 
has not led to a return to the General Theory itself and especially to considerations of long-
term rates and debt management policy. In fact Keynes’s approach has been explicitly 
rejected, as indicated by the following extract from the introductory piece to the JPKE 
symposium:  

 
Now we can reject Keynes’s logic on the interest rate–investment link and his 
contentious use of a marginal efficiency of capital schedule, but we can still promote 
the necessity of low interest rates for other reasons, such as for income distribution. 
(Rochon, 2007, p. 7)  
 

 In this way, Rochon supports cheap money on re-distributional grounds, as do Arestis 
and Sawyer. There is no sense of Keynes’s warning that dear money should be avoided like 
‘hell-fire’ (p. 6 above). These types of contributions mean that many post-Keynesians did not 
anticipate the dangers of the new consensus policies that are now plainly apparent (see Tily, 
2009 for a fuller discussion).  It should be added that the wider vision of ‘National Self-
Sufficiency’ is not obviously evident, though post-Keynesians would generally favour less - 
rather than more - market-based approaches. 
 
 
The literature on Keynes’s policy: the past 

 
 Of modern post-Keynesians, John Smithin has perhaps been most alive to Keynes’s 
own monetary policy initiatives. In his Macroeconomic Policy and the Future of Capitalism, he 
drew attention to Keynes’s pronouncements on cheap money and hence the paucity of the 
mainstream interpretation:   
 

This view [that Keynes’s policy was not just a ‘counter-cyclical fine-tuning strategy’] is 
also consistent with the idea that Keynesian policy should be particularly identified 
with ‘cheap money’ or low interest rates. More specifically, though Keynes and many 
of the early Keynesian writers did not make much distinction between real and 
nominal interest rates, Smithin and Wolf (1993: 373) have argued that in 
contemporary conditions ‘Keynesian’ policies should generally be associated with 
attempts to bring about low real rates of interest on financial instruments. Although 
this point may not be stressed in the standard textbooks it can none the less be 
argued that this is the interpretation which is most consistent with Keynes’s own 
writing. It is supported, for example, by Kaldor (1986: xxi) and at the other end of the 
professional spectrum by Meltzer (1988), in a book length study. (Smithin, 1996, p. 
57) 
 

 The reference to Kaldor harks back to aspects of a UK literature that is now almost 
entirely neglected, the specific instance being Kaldor’s famous assault on monetarism, and 
the ‘introduction’ to the first edition of The Scourge of Monetarism:3 
 

The appearance of Keynes’s General Theory in 1936 gave the [UK] cheap money 
policy [in the first half of the 1930s] its theoretical underpinning. The policy of low 

                                                      
3 Meltzer offered: “He [Keynes] favoured policies to reduce interest rates to the level at which investment 
would absorb saving at full employment. That rate, he believed, would bring interest rates to zero in a 
generation. This is the correct interpretation, I believe, of Keynes’s statements favouring lower interest 
rates” (Meltzer, 1988, p. 280). 
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interest rates was maintained throughout the war – the Government borrowed 
enormous sums, at very low interest rates, not only on short-term but also in medium 
and long-term paper, without the slightest difficulty. (Kaldor, 1986, p. xxi) 

 
The policy was held as the reverse of monetarism and as greatly successful. Kaldor – rightly, 
surely – regarded the six years of Clement Attlee’s Government as “undoubtedly the most 
successful of this century in terms of economic and social achievement” (ibid.). He also 
observed that this achievement was not universally celebrated:  “during all these years, the 
banks and the financial institutions of the City were increasingly unhappy” (ibid.). However, 
Kaldor’s theoretical work did not greatly aid understanding of Keynes, and he was not – in 
general – an advocate of cheap money.  
 

Richard Kahn was Keynes’s greatest champion. During the 1950s, he kept up a 
steady and voluminous commentary on monetary policy developments. For example, he 
rejected the re-activation of the discount rate in 1951 (Kahn, 1952), arguing that the action 
would inevitably damage the markets’ expectations of low long-term rates. In 1954 he re-
stated Keynes’s theory of liquidity preference in the Manchester Review of Social Science, 
and published two articles, ‘The case for cheap money’, in the Financial Times (3 and 4 June 
1954): 

 
Do not present problems call for lower long-term rates of interest and for an 
expansionist rather than a restrictionist application of the machinery of bank credit? 
… The trouble, it appears to me, is that the seat of power has been moved back to 
the Bank of England. … It would be a terrible thing if we were to drift back to the 
situation of some of the interwar period with the Bank of England subjecting the 
economy to a monetary stranglehold in order to avoid an excessive capital outflow. 

 
He put similar arguments to the Radcliffe Committee in October 1958 (Cmnd. 837, 

1960, para. 10993). But his efforts generated no wider interest or momentum. At the end of 
the 1970s and early 1980s he championed again Keynes’s message to a profession that 
remained (and remains) – in great majority – not interested (e.g. Kahn 1975, 1977 & 1984).  

 
  Joan Robinson was the most outspoken Cambridge critic of mainstream 
developments. Her ‘Rate of Interest’ (1951) preceded Kahn and more baldly asserted 
Keynes’s position: 
 

The most important influences upon interest rates – which account for, say, the 
difference between 30% in a Chinese village and 3% in London – are social, legal, 
and institutional. Side by side with the industrial revolution went great technical 
progress in the provision of credit and the reduction of lender’s risk and great 
changes in social habits favourable to lending; and in the broad sweep of history 
these considerations are more  significant than any others. (Robinson, 1951, p. 92)  

 
She dismissed the term-structure theory attributed to Dennis Robertson, Kaldor, Michel 
Kalecki and J. R. Hicks: “The view that the long rate can be determined solely from 
expectations about the short rate is untenable” (ibid., p. 102).  In the 1950s she attacked the 
‘bastard-Keynesian model’ and neo-classical growth theory. But Robinson never pursued the 
interest rate critique with vigour and was seemingly content to align herself with Kalecki’s 
basically ‘Keynesian’ position in terms of policy. Her 1972 Ely Lecture to the American 
Economic Association contained the following somewhat disheartening statement: “The 
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supply of finance has an influence on these plans – cheap money makes investment easier. 
In my opinion, Keynes rather exaggerated the influence of the rate of interest …” (Robinson, 
1972, p. 4).  
 

Roy Harrod appears to have been the only Oxford scholar reasonably faithful to 
Keynes’s policy line, if not his theoretical approach. His 1951 biography of Keynes has the 
monetary dimension prominent and straightforward: 

 
Most important of his contributions during this year [1930] was his article in the 
September issue of the Svenska Handelsbanken Index on the future of the rate of 
interest. He had become convinced that the time was ripe for a large and permanent 
reduction throughout the world. This was to be the basis of all his future thinking on 
economic policy; … (Harrod, 1951, p. 399, my emphasis) 

 
Equally, Harrod gave front place to cheap money in his own fairly frequent policy 
interventions. In 1963, in a retrospective article and in his book, The British Economy, he 
deplored the widespread disregard of the theory of liquidity preference and advocated a 
return to a 3 per cent long-term rate of interest (Harrod, 1963a and 1963b). In a January 1964 
essay published in Encounter magazine, he forcefully re-asserted the policy dimension (cited 
by Leijonhufvud, 1968, pp. 14–15): 
 

Keynes always attached the utmost importance to low interest rates; he never ceased 
to preach them. … They [members of the Establishment] are being completely anti-
Keynesian in regard to the matter that he held to be of the greatest importance of all. 
[Leijonhufvud’s insertion and emphasis] 

 
(Sidney Weintraub, Leon Keyserling and Hyman Minsky offered to various extents a similar 
commentary on US policy, but I am setting this aside for reasons of space.) 
 

Leijonhufvud’s On Keynesian Economics and the Economics of Keynes (1968) gave 
prominence to the notion that ‘Keynesian’ and Keynes’s economics were different. The book 
captured and held the attention of the profession in a manner denied to the longer-standing 
Cambridge opposition. Yet, while he cited Harrod, he did not develop his position. Instead he 
motivated two changes in perspective: one theoretical and one historical. 

 
From the point of view of theory, Davidson’s Money and the Real World (1972) has, 

for many, constituted a manifesto for post-Keynesian economics. Again the work was not set 
in the context of the opposition to the ‘Keynesian’ construct detailed above, but took 
Leijonhuvfud as its point of departure from the mainstream. Davidson (and Kaldor of course) 
offered an alternative theoretical approach, as the major flaws in the mainstream ‘Keynesian’ 
construct were exposed by the onslaught of Freidman’s monetarism. However, in spite of 
Kaldor’s later observations (p. 14 above), Keynes’s views of interest rates were not central to 
the revised ‘post-’ ‘Keynesian’ approach. Indeed, Hicks’s much publicized endorsement of 
Davidson’s criticisms of IS–LM warned: 

 
It is well known that in later developments of Keynesian theory, the long-term rate of 
interest (which does figure, excessively, in Keynes’ own presentation and is 
presumably represented by the r of the diagram) has been taken down a peg from the 
position it appeared to occupy in Keynes. (Hicks, 1980–81, p. 153) 
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The new lines of thought also led to a revised historical interpretation of Keynes’s 
policy interest. Howson and Moggridge (1974), explicitly motivated by Leijonhufvud’s and 
Davidson’s books, introduced the world to yet another Keynes. This Keynes regarded 
monetary policy as a powerful instrument to be used when the situation required. However, 
this Keynes does not obviously emerge from Moggridge’s (1992) biography. While Howson 
has gone on to a number of detailed studies of monetary policy over the 1920s to the 1950s, 
Keynes is often portrayed as somewhat distanced from events (see especially the entry for 
‘cheap money’ in the New Palgrave, Howson, 1987). Moreover Howson is sceptical about the 
desirability of cheap money, and is hardly a champion for Keynes’s position.  

 
Robert Skidelsky’s biography to some extent tells the story of a ‘Keynesian’ Keynes, 

with emphasis on fiscal policy and the discovery of the multiplier. Yet there is something more 
beneath the surface. He cites notes of Keynes’s 1933 lectures taken by Martin Fallgatter: 

 
We might play with the idea that the inability of the interest rate to fall has brought 
down empires. … 

Thus, it is of overwhelming importance that the optimum interest rate be 
determined by institutions and banking practice. And the bad effect of saving must be 
recognised. All past teaching has (if my view here given is correct) been either 
irrelevant, or else positively injurious. We have not only failed to understand the 
economic order under which we live, but we have misunderstood it to the extent of 
adopting practices which operate most harshly to our detriment, so that we are 
tempted to cure ills arising out of our misunderstanding by resort to further destruction 
in the form of revolution. (Skidelsky, 1992, p. 502) 

 
and adds: “… For today, in truth, there is little left of Keynes’s vision, only some crumbling 
bones of scholasticism, disinterred for first-year macroeconomics students” (ibid.). In 
Harcourt’s and Riach’s A ‘Second Edition’ of The General Theory, writing as if he were 
Keynes, Skidelsky offers this – spot on – evaluation: 
 

Nothing I wrote has been subject to more misinterpretation than the 
sentence: ‘I conceive … that a somewhat comprehensive socialisation of investment 
will prove the only means of securing an approximation to full employment.’ This was 
widely understood as a call for the State to take over the accumulation function from 
the private sector by methods which included the nationalization of industry. It was 
supported by the alleged interest-inelasticity of investment – a doctrine I was also 
supposed to uphold, despite the fact that all my theoretical writings, including The 
General Theory, were directed to the problem of securing a reduction in the rate of 
interest. (Skidelsky, 1997, pp. 432–3, my emphasis) 
 
Yet the policy angle has not been a subject of controversy among post-Keynesians. 

The liquidity preference / loanable funds debate may be regarded as of theoretical 
significance, but not, commonly, of policy significance. John King’s (2002) celebrated history 
offers an account of a wide range of theoretical approaches, yet differences in policy 
perspective scarcely feature. King characterises post-Keynesians as either concerned with 
interpreting or developing Keynes’s perspective. He does not observe that from a policy 
perspective many post-Keynesians are in fact disputing Keynes’s conclusions.  

 
 The subsequent debate motivated by the book has centered on trivialities about who 
should be classified as a post-Keynesian. This continues even into 2009, with Davidson’s 
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ongoing and unpleasant attack on Minsky (e.g. Davidson, 2009).  But no light has been shed 
on what Keynes really said, and whether it matters. It matters in a very big way, because 
ultimately it concerns policy.  
 
 
Conclusion 
 
 As the crisis is confronted, most policymakers are proving willing to adopt quite bold 
monetary and fiscal measures. However, much fuss is made about the eventual unwinding of 
these actions. In evaluating cause, there is no sense at all of any great retreat from the 
orthodoxy of the past 30 years. The world appears to be offered a more regulated but still 
liberal financial environment, that relies on free trade and must at some point reign in public 
expenditure.  
 

As with the Keynesians, interest in Keynes is fixated only on his views of fiscal policy. 
There is deep ignorance about what Keynes really stood for. Contributors to the Real-World 
Economics Review have rightly dismissed the ‘Keynesian’ depiction of Keynes’s theory. I 
want to point out that those who developed and promoted this interpretation – not least Hicks 
and Samuelson – opposed the interest rate policies upon which – for Keynes – “the whole 
management of the domestic economy depend[ed]”(p. 1 above). Their work has led to grave 
policy misunderstandings, even in post-Keynesian economics. I ask the readers of this journal 
to look again and to look hard at Keynes’s work.  
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 In February 2008, two separate scientific research articles analyzed climate models 
that included deep-sea warming, and reached the conclusion that carbon dioxide emissions 
must fall to near zero by the mid twenty-first century to prevent temperature increases in the 
range of 7º Fahrenheit by 2100 (Schmittner et al., 2008; Matthews and Caldeira, 2008), 
These results were consistent with, though somewhat stronger than, those of the Fourth 
Assessment Report of the Intergovernmental Panel on Climate Change (IPCC, 2007b), which 
indicates that a reduction of 50–85 per cent in carbon emissions by 2050 is needed to limit 
the likelihood of temperature increases in excess of 2ºC (3.6ºF), Also in the spring of 2008, 
the Earth Policy Institute reported that “… global carbon dioxide (CO2) emissions from the 
burning of fossil fuels stood at a record 8.38 gigatons of carbon (GtC) in 2006, 20 percent 
above the level in 2000. Emissions grew 3.1 percent a year between 2000 and 2006, more 
than twice the rate of growth during the 1990s” (Moore, 2008). 
  
 The cognitive disconnect between scientists’ warnings of potential catastrophe if 
carbon emissions continue unchecked on the one hand, and the political and economic 
realities of steadily increasing emissions on the other, defines the outstanding economic 
problem of the twenty-first century. Can economic growth continue while carbon emissions 
are drastically reduced? Addressing this issue necessarily refocuses attention on the meaning 
of economic growth itself.  
 
 The debate over economic growth and the environment has a long history, and 
involves many issues other than climate change. Theorists have considered possible growth 
limits associated with population, agriculture, energy, renewable resource systems, and waste 
generation (see Harris and Goodwin, 2003).  Ecological economists have suggested that 
environmental and resource constraints imply limits on economic scale, and thus limits to 
growth (Daly, 1996).  Mainstream neoclassical economics, however, has generally rejected 
the concept of growth limits. The contrast between these two perspectives has remained 
unresolved so long as no immediate issues of urgent growth constraints at the 
macroeconomic level have come to the fore. Areas in which ecological capacities are clearly 
being overstressed – such as declining fisheries, degraded agricultural systems, or 
ecosystems loss – have been recognized as important problems, but are not usually seen as 
serious threats to the continuation of global economic growth. Global climate change, by 
contrast, has a clear and direct relationship to economic growth both in industrialized and 
developing nations. 
 
 The challenge of reducing global carbon emissions by 50–85 per cent by the year 
2050, which is suggested by the Intergovernmental Panel on Climate Change (2007a) as a 
target compatible with limiting the risk of a more-than-2ºC temperature increase, clearly 
conflicts with existing patterns of economic growth, which are heavily dependent on increased 
use of fossil fuel energy. While it is theoretically possible to conceive of economic growth 
being “delinked” from fossil fuel consumption, any such delinking would represent a drastic 
change from economic patterns of the last 150 years.   

 
1 Global Development And Environment Institute, Tufts University, http://ase.tufts.edu/gdae 
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 Macroeconomic theory is heavily oriented towards an assumption of continuous, 
exponential growth in GDP. Fluctuations in economic activity – expansions and recessions – 
are presumed to occur as deviations from a stable long-term economic growth path (Figure 
1). Indeed, the economic history of the past 150 years can be described as being consistent 
with this growth-oriented worldview, despite periodic interruptions of which the most serious 
was the Great Depression of the 1930s. But the record of global economic growth is strongly 
correlated with a parallel record of increasing fossil energy use and CO2 emissions (Figures 2 
and 3).  
 
 Is it possible to visualize the emissions trend shown in Figure 2 being reversed 
without drastic interruption in economic growth? Figure 4 shows the emissions patterns 
suggested by the IPCC as consistent with atmospheric stabilization of CO2 at levels of 450 
and 550 ppm. Even these stabilization levels represent a near-doubling over pre-industrial 
CO2 levels, with a probable associated global temperature increase of around 2–3º C. To 
achieve these stabilization paths, global emissions must stop growing by 2020–2030, 
following which emissions patterns must shift to a rapid decline. Given existing patterns of 
population and economic growth, this almost certainly implies that emissions in currently 
industrialized nations must stop growing and start declining before 2020, with developing 
country emissions starting to decline after 2020. What does this mean for economic growth, 
on global and national levels? 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Long Run Trend of GDP
GDP 

Economic 
fluctuations 
(expansion and 
recession) 

TIME

 Figure 1. The standard conception of long-term macroeconomic growth  
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 Figure 2.    The record of long-term global economic growth, 1870-2004 
 Source: Maddison, Historical Statistics for the World Economy, 1-2003 AD.  
 
 
 

 

1850-2004

0 
1000 

2000 

3000 

4000 

5000 

6000 

7000 

8000 

9000 

1850 1900 1950 2000 

M
ill

io
n 

To
ns

 o
f C

ar
bo

n 

Global Carbon Dioxide Emissions from Fossil Fuel Burning, 

  
 Figure 3.   Carbon dioxide emissions from fossil fuel burning, 1850-2004  
 Source: Carbon Dioxide Information Analysis Center (CDIAC), http://cdiac.ornl.gov/. 

 
 

 

 36

http://cdiac.ornl.gov/


real-world economics review, issue no. 50 
 

 

2

4

6

8

10

12

1C
ar

bo
n 

Em
is

si
on

s 
(B

ill
io

n 
To

ns
 C

ar
bo

n)
 

980 2000 2020 2040
 

 

 

 

 

 

 

550 
ppm 
450 
ppm 

2060 2080 2100 2120

 
 Figure 4.   Carbon emission stabilization paths for 450 and 550 ppm. 
 Source: Based on IPPC 2001. 
 
 
Some possible growth outcomes 

 
 We can conceive of different ways in which the necessity of a rapid reduction in 
carbon emissions could affect economic growth.  

 
 

1. If technologies, investment, and consumption patterns remain similar to those of the 
present day, limiting carbon emissions could imply a drastic constraint on economic 
growth, leading to widespread recession and unemployment, and consigning much of 
the developing world to a state of stagnation. 

2. A rapid change in energy technology and industrial patterns could permit a 
continuation of economic growth, but oriented strongly towards energy efficiency and 
non-carbon-based energy sources. This would require the transformation of much of 
the world’s energy, industrial, and building infrastructure. 

3. Growth could be moderated, but less painfully than in the first option, through 
demand-side reductions in consumption. This would involve population stabilization 
and modification of consumption patterns towards greater use of services provided 
primarily by human capital, including education and health care. In addition, leisure 
time and household production would be emphasized instead of increased goods 
production.  

4. Growth as a goal could be replaced entirely for richer nations, with an orientation 
instead to sustainable but moderate consumption levels and greater equity. 
(“Moderate consumption levels” would probably imply a reduction from today’s levels, 
at least for certain kinds of consumption – more on this below), For developing 
nations, the goal would be the attainment of these “global middle class” consumption 
levels, but no more. The focus of economic progress could then be on improved 
social and cultural life.   

 

 37



real-world economics review, issue no. 50 
 

 
 

? 

Steady state 

growth 
Exponential GDP 

TIME

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 Figure 5.   Differing views of the future of economic growth 
 

 
 The last of these option sounds like the future envisioned in much utopian literature, 
and harks back to the “stationary state” economy conceived of by J.S. Mill in the nineteenth 
century, and currently advocated by Herman Daly as the “steady state” (Daly, 1991b).  This is 
represented in Figure 5 as a radical alternative to the standard conception of exponential 
economic growth over time (the upper curve in Figure 4 essentially repeats the “long-term 
growth trend” from Figure 1).  In between these two options, there is a wide range of 
possibilities denoted by a question mark in Figure 4, and representing some combination of 
options (2) and (3) above. If we accept the necessity of reducing carbon emissions, but wish 
to avoid the unpleasant future of option (1), then future economic growth must follow some 
pattern of this sort. But how can standard economic theory adapt to these changes? Can the 
goal of drastically reduced carbon emissions be achieved without worsening unemployment, 
increased conflict between “haves” and have-nots”, or reduced well-being? The answers to 
these questions depend partly on technological potential, partly on social willingness to alter 
consumption goals, but also significantly on the approach we take to macroeconomic theory. 
 
 
Three dilemmas: economic, demographic, and ecological 

 
 An ecological approach to macroeconomics requires recognition of physical limits to 
growth. As we have noted, the climate change issue brings this question most urgently to the 
fore, but climate change is part of an inter-related group of environmental issues associated 
with growth limits. These include population, agriculture, resource management, and 
industrial ecology. As the public focus on climate issues has intensified, the linkages among 
these issues have become clearer.  
 
 Population growth is clearly a driver of climate change. Population growth in the 
United States, for example, is about 1 per cent per year, approximately the same as the rate 
of increase in carbon emissions since 1990. This implies that a stable US population would 
have had little or no net increase in carbon emissions over this period. Projections for global 
population growth by 2050 range from an additional 1.6 billion to an additional 3 billion people 
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over 2000 levels, an increase of between 26 per cent and 49 per cent (United Nations, 2007).  
This clearly increases the pressures leading to higher energy consumption and carbon 
emissions, and makes achievement of a reduction path significantly more difficult than it 
would be with a stable population.  
 
 Increasing agricultural production is also a driver of climate change, resulting from 
both energy use and methane production from rice paddies, livestock, and agricultural 
wastes. Agriculture in turn is impacted by policies to respond to climate change, such as 
expanded production of biofuels. A reduced rate of agricultural land expansion is already an 
important constraint on agricultural production growth, raising issues of agricultural carrying 
capacity (Harris and Kennedy, 1999), and significant land demands for biofuels increase 
pressures on the agricultural system as well as on conversion of forest lands to agriculture.  
 
 Other environmental issues such as freshwater limits and species loss are also 
exacerbated by climate change. Loss of glacial and snowmelt water resulting from warming 
temperatures worsen the situation in areas where water limits are already a major problem, 
such as the Western United States and areas of India and Bangladesh that are dependent on 
Himalayan runoff. Changing temperature gradients affect species habitat, increasing 
pressures for species extinction. As noted, combined food and fuel demands promote 
conversion of wild lands to agricultural production.  
 
 Recent rising food and fuel prices serve as a partial economic indicator of these 
interrelated environmental limits, but the ecological damage is much greater than reflected in 
the economic system, since most of the environmental losses are not internalized into prices. 
If ecological impacts were to be even partly internalized through a carbon tax or similar policy, 
prices for food, fuel, and energy-intensive goods would increase further.  

 
 
The problem of consumption 

 
 The recognition of physical and environmental limits implies the need for a modified 
approach to consumption. Consumption represents the largest component of an expenditure 
approach to GDP, and is also the basis for more ecologically oriented measures such as the 
Genuine Progress Indicator (GPI).2 But physical consumption, according to the principle of 
limited macroeconomic scale set forth by Daly (1991a), cannot grow without limit. 
“Throughput”, or the combination of resource inputs and product and waste outputs, must be 
controlled to avoid excessive resource depletion and damage to ecosystems. This raises an 
essential dilemma for ecological macroeconomics. Standard macroeconomic models envision 
ever-growing consumption, with investment ideally serving the function of maximizing 
consumption over time, according to the so-called “golden rule” of capital accumulation. 3  But 
if an ecological perspective implies limits on consumption, what happens to investment?  
 
 If resources are shifted from consumption to investment, this implies an even greater 
potential for consumption growth over time. But if investment is reduced, there is a danger of 

 
2 The GPI is a linear descendant of the Index of Sustainable Economic Welfare (ISEW) 
introduced by Daly and Cobb (1984).  Recent data for the GPI is available at Redefining 
Progress, http://www.rprogress.org.    
 
3 See Phelps (1961) for the original formulation of the “golden rule” regarding the level of savings and 
investment necessary to maximize consumption over time. 
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rising unemployment. This dilemma can only be resolved by forms of investment which 
improve well-being but do not contribute to greater consumption of material goods and non-
renewable energy. These might include investment in human capital, in natural capital, or in 
factors contributing to energy-efficient infrastructure and overall energy efficiency. Price 
incentives may encourage the choice of such forms of investment through the market 
mechanism, depending on price incentives, but in many cases (such as improved public 
transportation systems and other infrastructure) large-scale public investment will be 
essential.  

 
 

The population dilemma 
 

 Another dilemma concerns stabilizing population. The ecological principle of carrying 
capacity implies some limits on population. While there has been extensive debate over the 
extent to which human ingenuity and technology can stretch these limits, there is now a broad 
consensus that continued rapid growth in population will be damaging both to the planetary 
environment and to economic well-being.4 Both normative and positive perspectives 
(population policy as well as spontaneously declining fertility rates) suggest a stabilizing of 
global population by the mid twenty-first century. A stabilizing population is a “graying” 
population, with an increased elderly dependence ratio. Growing populations increase 
pressure on resources, but stabilized populations demand high social expenditures with a 
reduced work force. Similarly, increasing life expectancy improves human well-being, but 
further boosts social and medical expenditures. Thus a development which is apparently 
desirable from ecological and well-being perspectives will impose significant macroeconomic 
strains on both developed and, eventually, developing economies. 
 
 This population-related dilemma is evident in the current debate in the United States 
over Social Security, and similar conflicts over the future of the European welfare state. A 
large component of this debate has to do with demographic factors: the growing percentage 
of elderly who, with greater longevity, require higher social security and medical expenditures. 
These pressures will only increase with time, according to most budget projections. Russia, 
Germany, and various East European nations are already experiencing declining populations. 
The comparable stresses predictable in the not-so-distant future for developing nations will be 
much larger in absolute terms. China is on the verge of a transition to a stable or declining 
population, with a significantly larger proportion of elderly people, and other large developing 
nations will soon follow (Population Resource Bureau, 2007), Some analysts suggest that the 
economic costs of aging populations argue against population stabilization policies (Longman, 
2004).  But policies that maintain or increase birth rates merely shift the problem later in time, 
while increasing absolute numbers, and therefore environmental pressures, as well as 
ultimate economic costs. 

 
 

Environmental and social investment 
 

 A third dilemma has to do with the costs of environmental conservation. Goals such 
as stabilizing atmospheric carbon accumulations require large investments in conservation, 
renewable energy, and new technologies such as carbon capture and storage. These 
investments must take place in the short and medium term, for very long- term returns. The 

 
4 See e.g. Kelley (1998) and Birdsall (1994) for analyses of the destructive effects of rapid population 
growth, viewed within a standard economic paradigm. 
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current short-term bias of macroeconomic policies makes it difficult to justify such 
investments. In addition to climate-related investments, there are other environmentally-
related areas such as biodiversity conservation, water and sanitation, disease control, 
transportation, and urban infrastructure, in which current global investment clearly falls 
dramatically short of what would be needed to address the problems. 
 
 Responses to global climate change. The economic costs of modest action to prevent 
climate change, such as the emissions cuts mandated in the Kyoto Protocol, are low, and 
indeed may even provide a net economic benefit (Repetto and Austin, 1997; Nordhaus and 
Boyer, 2000; Cline, 2002; Stern, 2006).  However, the measures ultimately needed to 
stabilize atmospheric greenhouse gases are significantly more drastic, requiring cuts of 50–85 
per cent in global emissions at costs of hundreds of billions (IPCC, 2007a), According to the 
Stern Review analysis the current economic costs of such a program are justified by the 
eventual economic and environmental benefits.  Regardless of the eventual benefits, the 
current investment requirements are huge. They would involve restructuring presently 
industrialized nations to increase energy efficiency by 50 per cent or more, shifting from fossil 
to renewable fuels, and promoting massive technology transfer to enable presently 
developing nations to take high-efficiency, non-carbon energy paths. Clearly this requires 
major public and private investment expenditures, well beyond any now taken or 
contemplated.  
 
 Biodiversity conservation. The global destruction of forest, wetland, coastal and 
ocean ecosystems continues at a steady, increasing, or only slightly diminished pace, 
depending on the particular ecosystem, as noted in numerous reports by international 
environmental organizations (UNEP 2007; Millennium Ecosystem Assessment, 2005), 
Commercial interests including agriculture, ranching, mining, logging, fishing, and aquaculture 
create increasing economic pressures which greatly outweigh private and public conservation 
efforts. In some cases market-based reforms, such as individual transferable quotas in 
fisheries, can redirect commercial efforts in a way that is more consistent with ecosystem 
conservation. But in many cases “economically rational” solutions are environmentally 
destructive, as when old-growth forests are logged for short-term profit. The interests of 
ecosystem survival, a classic case of a public good, can only be represented through public 
policy measures, including mobilization of public investment capacity. While this principle has 
been recognized through the establishment of international agencies such as the Global 
Environment Facility, the scope of the existing effort is tiny relative to the problem.   
 
 Global public health, nutrition, and basic education. Some of the most productive 
areas for investment in human well-being are the areas of public health, nutrition, and basic 
education, which often have an environmental component. Provision of clean water, 
sanitation, and prevention or cure of widespread killer diseases, both “old” like malaria and 
“new” like AIDS, is generally beyond the capacity of poorer developing nations, and 
international aid is insufficient. Climate change will accentuate the importance of this issue, 
creating threats to water availability and agricultural productivity in tropical areas, while also 
promoting increased spread of tropical diseases (Epstein and Mills, 2006).  In more rapidly 
developing and developed nations, market priorities often mean that public health and 
education are insufficiently funded, so that health care, access to water, or basic education is 
available only at high cost, creating life-and-death class distinctions based on income, and 
privileging luxury consumption over basic health needs. Any economic theory that identifies 
human well-being as the ultimate aim of economic systems must address this paradox at the 
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macroeconomic level, where it involves both distribution of income and provision of social 
investment.  

 
 Thus the three dilemmas are: the balancing of consumption and investment while 
maintaining high employment as well as limits on material consumption; the provision of 
adequate social and health expenditures, including the added expenditures necessary for a 
“graying” population with greater longevity; and sufficient investment in the maintenance of 
critical natural capital systems including ecosystems and atmosphere. These are essential 
macroeconomic issues for the twenty-first century. 

 
 

A proposed resolution of the dilemmas 
 

 The first dilemma can be expressed in terms of balancing the well-known 
macroeconomic aggregate equation:  

 
 (1) Y = C + I + G + (X − M)  

 
in a situation where C must be limited, at least insofar as it represents material consumption. 
This implies either limits on output Y (the “steady-state” solution advocated by Daly), a 
change in the nature of C, or an increase in I or G. On a global scale, no solution to the 
problem can be found in the foreign trade sector (X−M), since foreign trade balances must 
sum to zero overall. Increases in I are problematical, because in a profit-driven economy they 
can only be motivated by the prospect of increased sales (i.e. increases in C).  Conceivably 
Y, and employment levels, might be maintained or increased through increasing the size of G, 
but this will certainly generate resistance to an expanding role for “big government”, and 
increasing G can also have significant environmental impacts.  
 
 The second two dilemmas discussed above may contribute to resolving the first. They 
define the need for large investment expenditures which are not directly related to increasing 
material consumption. Rather than being a burden or threat, the need for such expenditures 
may be the solution to maintaining full employment with limited consumption.  
 
 To capture this logic in terms of macroeconomic aggregates, it is necessary to break 
them down more specifically as follows: 

 
 Cg     =    consumption of non-durable goods and energy-intensive services 
 Cs    =    consumption of human-capital-intensive services5 
 Cm    =    household investment in consumer durables 
 Ime   =    investment in energy-intensive manufactured capital 
 Imc    =    investment in energy-conserving manufactured capital 
 In     =    investment in natural capital6 

 
5 In GDP accounting, the term “services” refers to a wide range of activities including health care, 
education, and information services, as well as transportation and utility services. Here we divide 
services into more energy-intensive types such as transportation and more human-capital-intensive 
types such as education. 
 
6 The concept of ‘natural capital’ has been promoted by ecological economists to emphasize the 
importance of healthy ecosystems and natural resources to economic production and human well-being.  
Investment in natural capital preserves or improves these resource functions – for example, conserving 
forests and wetlands or rebuilding soils.  See e.g. Ekins, 2003. 
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 Ih     =    investment in human capital 
 Gg    =   government consumption of non-durable goods and energy-intensive  
   services   
 Gs    =   government consumption of human capital-intensive services 
 Gme =   government investment in energy-intensive manufactured capital 
 Gmc =   government investment in energy-conserving manufactured capital 
 Gn   =   government investment in natural capital 
 Gh   =   government investment in human capital 

  
  
 Thus the basic equation of macroeconomic balance can be restated as: 

 
 (2) Y = [Cg + Cs + Cm] + [Ime + Imc + In + Ih ] 
     + [Gg + Gs + Gme + Gmc + Gn + Gh ] + (X – M) 
 
  
 This formulation gives us more to work with. While ecological principles imply limits 
on Cg, Ime, Gg, and Gme, the other terms in the equation can grow over time without significant 
negative environmental impact, and indeed with a positive effect in the case of natural capital 
or energy-conserving investment. 7  The equation can be rearranged to distinguish between 
macroeconomic aggregates that we wish to limit, and those that we wish to encourage: 

 
 (3) Y = [Cg + Ime + Gg + Gme]  

   + [Cs + Cm + Imc + In + Ih + Gs + Gn + Gmc + Gh] 
   + (X – M) 
 

 To satisfy sustainability criteria, the terms in the first set of brackets should be 
stabilized or reduced over time, but the terms in the second set of brackets can be expanded. 
This should give plenty of scope for macroeconomic policy aimed at the maintenance of full 
employment. Regarding the foreign sector term, a trade surplus or deficit might be acceptable 
depending on the situation of a given country, though very large trade imbalances linked to 
excessive consumption (as in the case of the United States) or perverse capital flows (as in 
the case of developing nation debt service) should be avoided. 
 
 The second and third dilemmas become more tractable once it is recognized that 
expansion of the terms in the second set of brackets in equation (3) is desirable from the 
points of view of employment, social well-being, and environmental sustainability. Viewed 
from this perspective, the large investments necessary to provide for public health, nutrition 
and education, environmental protection, support for the elderly, and transition to a non-
carbon energy system, appear as economic benefits rather than costs. This is in keeping with 
the original Keynesian insight that increasing aggregate demand in an underemployed 
economy confers net benefits both through the original spending and through multiplier 
effects. It also offers greater scope for “green” taxes. To the extent that such taxes reduce 
aggregate demand, their revenues can be recycled to promote spending in the more socially 
and environmentally beneficial sectors of the economy.  

 
7 Not all services are environmentally benign, but many services such as education and health care 
typically have less environmental impact than goods production.  This formulation also assumes that 
investment in natural capital is wisely managed; for example, replacement of natural forest with 
plantation forest would not count as investment in natural capital.   
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New forms of Keynesian policy 
 
 This approach also returns to the Keynesian focus on the need to compensate for the 
limitations of the market system at the macro level (Harris, 2007), An enduring myth of 
neoclassical economics is that the economy has a “growth path”, as shown in Figure 1, from 
which it may deviate in the short term, possibly requiring macroeconomic stabilization policy, 
but to which it will return in the long term. The more complex formulation above makes clear 
that there are many potential growth paths, which might be conceptualized as lying between 
the exponential and steady-state growth paths shown in Figure 4, but which might also be 
thought of as moving in different dimensions from the one-dimensional money measure of 
GDP. Furthermore, government policy plays an essential role not just in stabilization but in 
determining which growth path will be followed. The set of paths that is suggested here 
represents what Daly (1996) has called “development” rather than “growth” – but if 
economists and the public are committed to “growth”, this approach offers a different kind of 
growth, in which macroeconomic aggregates grow but throughput does not. The original 
Keynesian approach has often been distorted to promote “growthmania” but there is nothing 
about the true Keynesian model that necessarily links full employment to increased material 
consumption.  
 
 Equation (3) suggests that the standard Keynesian policy tools of fiscal and monetary 
policy need to be refined or complemented with other tools. “Green” taxes or equivalents such 
as cap-and-trade with auction are effective mechanisms to shift expenditure from the first 
bracketed set of terms to the second. The revenues generated by such policies offer 
significant fiscal potential for promoting income equity or for social investment (both traditional 
Keynesian goals), In contrast to the “blunt instruments” of demand management that simply 
seek to adjust overall consumption levels, this “green” Keynesianism also aims at 
redistributing demand towards environmentally sounder areas of spending. 
 
 Internalizing environmental externalities has a sound basis in standard economic 
theory, but an ecological version of Keynesianism conceptualizes internalization at the 
macroeconomic rather than microeconomic level. On the expenditure side, not all government 
expenditure on health, education, and environment needs to be considered as an expansion 
of “big government”. Systems for decentralizing grants, encouraging community initiatives, 
and providing microlending can provide for social investment controlled and directed at the 
local level. Tax rebates for purchases such as hybrid vehicles or solar systems effectively 
combine macro policy with microeconomic incentives. Overall, the use of tax policy to 
promote energy efficiency and renewables would imply a dramatic shift towards taxing 
negative externalities, and away from payroll and income taxes. 
  
 Monetary policy, also, can be “greened”. Standard monetary policy raises or lowers 
interest rates, also a “blunt instrument” since the impacts of Federal Reserve policy affect all 
investment and loans on an equal basis. But creative monetary policy could promote 
preferential interest rates for investments in energy efficiency and renewables. Quasi-public 
entities like Fannie Mae and Freddie Mac, whose importance to the credit markets for good or 
ill became evident in the credit crisis of 2008, could be retooled to help promote the 
necessary transition to hyper-efficient buildings and vehicles through offering low-interest 
loans for clean energy investments. 
  
 Some may object that this approach puts too much power in the hands of 
government, and that it would be better to rely primarily on market-mediated private 
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investment. But these are not government policies of direct control or “picking winners”. 
Rather, they are ways of setting ground rules for markets that both promote stability and 
encourage environmentally sound investment. Some investments, such as in mass transit 
and rail infrastructure, are necessarily public, but in many cases what is needed is general 
guidance for private investment through internalization of environmental costs into prices, or 
by incentives for environmentally sound investment.  In addition, there is a well-established 
phenomenon whereby government infrastructure investment can “lock in” patterns of private 
investment that persist for many years, for example by developing road or rail networks that 
determine transportation patterns and industry location in ways that can be environmentally 
beneficial or harmful. The extensive existing network of implicit or explicit government 
subsidies could also be redirected to promote sustainable development paths. 8 
 
 At the root of the issue is the unquestionable fact that per capita economic growth is 
based on productivity growth. Keynes saw that such productivity growth, in the absence of 
sufficient aggregate demand, could become a social problem and lead to persistent 
unemployment. To this insight we must add the current problem that growth of labor 
productivity, which has historically been supported by an increase in the proportion of material 
and energy inputs to labor inputs, can lead to increased environmental degradation. The 
macroeconomic policy challenge is to manage and direct productivity growth in ways that 
benefit human well-being and the environment.  
 
 Viewed this way, there is a lot of scope for solving problems that otherwise appear 
intractable. Suppose, for example that labor productivity grows at 2 per cent per annum, a 
rate consistent with recent and projected US productivity growth rates, which are actually 
slightly higher (Jorgensen et al, 2004). This implies a doubling of per capita output in about 35 
years. Thus over this period consumption levels could be maintained, or slightly increased, 
while providing trillions of dollars of productive capacity for social investment. At the same 
time, material and energy “throughput” could be substantially reduced through investment in 
increased efficiency (i.e., increased productivity of material and energy inputs),  
 
 This places problems such as rising Social Security or Medicare expenses, or the 
infrastructure investment required to avert global climate change, in a different light. These 
areas can provide the needed Keynesian stimulus to maintain “economic growth” – though a 
different kind of growth from that commonly understood. The problem is to redirect policy 
towards these ends, and to do so with as much emphasis as possible on decentralization, 
local initiative, and individual choice. An extensive array of both government and market-
based policies are available to this end, so that both public and private sectors can be 
redirected towards a more sustainable economic system.  

 
 

Conclusion  
 

 Macroeconomic policy traditionally aims at stabilization of economic systems, 
avoiding excessive inflation or recession. A broader view of macroeconomics takes into 
account other goals: ecological sustainability, provision of basic social needs such as 
education and health care, and distributional equity.  
 

 
8 See Myers and Kent (2001) for an extensive analysis of current environmentally damaging subsidies in 
agriculture, forestry, fisheries, energy, water, and transportation.  

 45



real-world economics review, issue no. 50 
 

 
 This is consistent with the original intent of Keynes, who wrote that “the outstanding 
faults of the economic society in which we live are its failure to provide for full employment 
and its arbitrary and inequitable distribution of wealth and incomes” (Keynes, 1964 [1936]).  
Keynes did not focus on issues of ecological sustainability, but from the standpoint of the first 
decade of the twenty-first century, it certainly seems reasonable to include environmental 
degradation as one of the “outstanding faults” of the economic system.  
 
 The implementation of ambitious programs for social investment and redirection of 
the macroeconomy towards sustainability will be essential for preserving economic systems in 
the twenty-first century. It will, however, require a turn away from conventional 
macroeconomics. The current state of macroeconomic thought is somewhat paradoxical.  At 
least until recently, Keynesianism has been out of favor, and predominant economic theory 
has argued against the effectiveness of government policy intervention – yet as soon as 
trouble threatens, political leaders uniformly reach for Keynesian policy tools such as tax cuts 
or interest rate cuts to deal with recessionary threats. The credit crunch and economic 
recession of 2008–2009 quickly led to across-the-board tax rebates, and in addition to 
lowering short-term interest rates to close to zero, the Fed moved into new areas of lending to 
inject funds into a troubled financial sector.  
 
 This general practical acceptance of Keynesian principles suggests that the barriers 
to implementation of the kind of expanded Keynesianism sketched out in this paper is not any 
inherent theoretical weakness, nor any problems in implementation of fiscal and monetary 
policy. Rather, it is a political and cultural adherence to the “old” view of material-based, 
energy-intensive, market-driven economic growth as the only route to prosperity.  
 
 Economists bear significant responsibility for perpetuating this outdated world-view by 
promoting the myth that government intervention, with limited exceptions, is likely to interfere 
with efficient market operations and create a drag on growth. If economists were instead to 
adopt the position that social choices regarding long-term growth paths are essential, and 
acknowledge the importance of public investment in determining our ability to respond to 
current problems, that would not guarantee that politicians would turn away from “market-
friendly” policies that often reinforce negative directions in the economy.  But it would remove 
at least one rationale: that “economics tells us we can’t …. (alleviate global warming, 
eliminate malnutrition, provide adequate Social Security and Medicare, etc.)”.  In order to 
promote the contrary perception – that we can, if we choose, respond adequately to the 
problems that threaten the planetary future – economists must reorient growth theory to be 
consistent with ecological sustainability. Old and new policy tools can then be combined 
create economic institutions that can achieve a rapid reduction in carbon emissions while 
promoting investment in human and natural capital.   
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Peak oil - coming soon but when?* 
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The idea that someday we are going to "run out of oil" is an old one. In fact, it goes 
back to the beginning of the 20th Century. However, it is a mistaken idea. 
 

A reservoir of crude oil is never "pumped dry". Instead at some point, the extraction of 
hydrocarbons from a well is stopped and the well capped, because it is no longer economic to 
keep producing from it. At this point, most of the oil which the reservoir once contained is 
usually still in the ground. The same applies to natural gas and to reservoirs which contain 
both gas and oil. 
 

Nevertheless, this mistaken idea has its roots in a geological reality. Oil production 
from any well, reservoir or field of multiple reservoirs will increase from an initial volume, 
eventually peak and then decline irreversibly to its "capping point". The decline may start 
immediately or some years later, after production has "plateaued" for a while.  
 

When plotted on a graph, every production curve resembles a hill. The precise shape 
of the hill is largely determined by economics, the rocks which contain the oil and the history 
of its extraction. But it is always a hill. Once you pass the peak, you cannot reverse the 
decline for very long, if at all. If you want more oil, you will just have to drill another well, 
preferably in another reservoir some place else. 
 

So when we say that world crude-oil production is going to peak, we do not mean that 
one day there will be no oil left in the ground, or that all the wells are going to be capped on 
the same day. We mean that at some point, the oil which is economic to extract (by whatever 
means) will reach its all-time high, and that sooner rather than later, there will be less and less 
of it produced each year thereafter.  
 

So the more important question is not how much oil is down below, but how fast one 
can get it out. If you try to accelerate the extraction process too much, because near money is 
worth more than far money, you run the risk of reducing the amount of oil and/or gas which 
can be extracted over the remaining life of the well or reservoir. The foregoing is not a theory. 
It is economics, engineering and geology all entwined together. 
 
 
From a theoretical debate to an alarm about actual reserves 
 

The optimum pattern of extraction for any well or reservoir depends primarily on 
certain factors, such as the size of the initial find, the rate of extraction over time, the 
characteristics of the rocks in which the reservoir is located and, of course, the economics of 
further extraction. So many professionals have attempted to model this pattern 
mathematically. 

 
One of the most famous models was M. King Hubbert's version of the logistic curve, 

by which he correctly predicted the peak and decline of US crude production. In fact, most of 
the debates over "peak oil" in the 20th Century revolved around what are, for lay people, 
arcane issues of modeling. So in that sense, and that sense only, the 20th Century debates 
may be characterized as "theoretical" in part. 
 

However, the debate which has begun in the 21st Century is different. It is not 
theoretical. It is not even about forecasting techniques. It got started because people began to 
question the veracity of Saudi Arabian oil statistics and the accuracy of that country's 
projections of its future production. This is the story. 
 

 
* Originally published by the Economics Web Institute. 
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For some five decades, Saudi Arabia managed to make the world believe that it was 

a cornucopia of oil. It also managed to convince people that it had some "aces up its sleeve", 
in the form of geologically promising rock formations which had not been drilled. The writer 
remembers this very clearly, beginning in his refinery days, in the late 1960's. 
 

Indeed up to a few years ago, Saudi oil executives were still claiming that the country 
would produce 10, 15 or even 25 million barrels per day of crude oil for the next 50 years! 
This was despite the fact that it had never produced much more than 10 million and is 
currently producing less than eight million. All of these allegations were of course very 
convenient because (a) they got the world "hooked" on cheap oil and (b) they assured the 
country of US military protection against hostile neighbors, who were stronger militarily and, in 
some cases, more populous (Iraq, Iran and Israel). 
 

However, all of these assertions have turned out to be somewhat optimistic. Most of 
the reservoirs which are still active today "show their age", especially those which have been 
producing for 50 years or more, and some even began to do so decades ago. Last but not 
least, the unexplored or underdeveloped reservoirs appear to be only "jacks" or "tens", 
instead of "aces". Only the outside world didn't know any of this until recently. 
 

The first person to "blow the whistle" was Dr. Sadad al Husseini, head of exploration 
and production for Saudi Aramco, the government oil company. In 2004, he wrote a 
memorandum to the Minister of Oil. Following a dead silence (at least as far as the public was 
concerned), Dr. Husseni retired. 
 

However, Matthew Simmons, an American banker with 35 years of oil-industry 
experience, picked up the thread. Among other documents, he studied nearly 300 Saudi 
technical presentations given at international conferences with the approval of Saudi Aramco. 
He concluded that Husseini was right and wrote the now famous book, "Twilight in the Desert" 
(2005) which sets forth his findings. This book does not confirm the Saudi joke, "camel 
herders to camel herders in three generations", but still it tells a pretty somber story. 
 

Needless to say, lots of people heard or read each and every one of these 
presentations but very few heard or read more than a few. So most people were not aware of 
the story which these documents told, when organized by reservoir and set end to end by 
date. 
 

This book set off an international debate with various consequences. First of all, the 
Saudis are now talking about a peak in their production of 12 million barrels, to be followed by 
a "plateau" of 10 million barrels and then a decline. The plateau is expected to last no more 
than a decade. All of which begs the question: When Saudi production peaks, can a world 
peak be far behind? 

 
Secondly, the King of that country reserved all futures discoveries "for our 

grandchildren", instead of allowing them to be exploited immediately, to satisfy the world's 
insatiable appetite for crude oil. Thirdly, everybody began to make projections of the year in 
which world crude-oil production would peak. 
 

In October 2008, the UK Industry Taskforce on Peak Oil and Energy Security 
(ITPOES) even warned that a peak in cheap, easily available oil production is likely to hit by 
2013, posing a grave risk to the UK and world economy. 
 
 
A wide spectrum of views 
 

Unfortunately these projections vary "all over the map". For example, "the optimists" 
like ExxonMobil, who want to keep us hooked on oil until the last possible moment, say 2030 
or 2032. 
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"The pessimists" claim that the peak has already occurred, say in 2004. More important, 
however, the International Energy Agency, once a leading optimist, has just "thrown in the 
towel" and gone for 2020. Elsewhere, a consensus seems to be building around 2010-2013. 
 

In part, the reason for these disagreements is this. It is hard to project future 
economic conditions and future technological breakthroughs. What kind of technologies will 
we have at our disposal, what will be their fruits and what will they cost, ten years from now? 
What will be the price of crude oil from a given location? So how much crude oil will it be 
"economic" to extract at that point? 
 

But the biggest problem is that industry statistics are full of errors, omissions and 
bald-faced lies. This is especially true for estimates of "reserves", that is for estimates of the 
oil which remains to be extracted from active reservoirs and promising prospects. For 
example, the official reserves of one major producer are reliably believed to be overstated by 
111%, according to a respected industry publication. 
 

Even if industry statistics were accurate (which they are not) they would still be 
exaggerated. Neither production nor reserve statistics deduct the equivalent in crude oil of the 
energy required to put a marketable liquid in a tank on the surface. This can vary from 15% 
for an old reservoir which requires heavy water injection to 45% for a worst-case tar sands 
formation. 
 

Meanwhile most compilers of statistics for the industry continue to publish inaccurate 
data (so as not to offend their sources) and to even ridicule the very concept of peak oil as a 
mere "theory". 
 
 
Our guess 
 

Under the circumstances and in the writer's professional judgment, the best we can 
say is the following: 

There is a 90% chance that world crude-oil production will reach an all-time peak by 
or before 2020. There is at least a 60% chance that the subsequent decline will be 
steep rather than shallow, whether or not a plateau follows the peak. A steep decline 
is expected to bring on a worldwide depression and, possibly, regional wars over 
sources of energy. 
 
Needless to say, if you are a long-term or strategic planner, 2020 is "just around the 

corner". 
 
Unfortunately many of the decision makers who still occupy important positions in 

business and government are either "ostriches", "friends of petroleum" or both and don't take 
any of the above very seriously. 
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The financial crisis - Part V 
 
 

America’s Exhausted Paradigm:  
Macroeconomic Causes of the Financial Crisis and Great Recession1 
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Abstract 
 
 This report traces the roots of the current financial crisis to a faulty U.S. macroeconomic 
paradigm. One flaw in this paradigm was the neo-liberal growth model adopted after 1980 that relied on 
debt and asset price inflation to drive demand in place of wage growth. A second flaw was the model of 
U.S. engagement with the global economy that created a triple economic hemorrhage of spending on 
imports, manufacturing job losses, and off-shoring of investment. Deregulation and financial excess are 
important parts of the story, but they are not the ultimate cause of the crisis. Instead, they facilitated the 
housing bubble and are actually part of the neo-liberal model, their function being to fuel demand growth 
based on debt and asset price inflation.  
 As the neo-liberal model slowly cannibalized itself by undermining income distribution and 
accumulating debt, the economy needed larger speculative bubbles to grow. The flawed model of global 
engagement accelerated the cannibalization process, thereby creating need for a huge bubble that only 
housing could provide. However, when that bubble burst it pulled down the entire economy because of the 
bubble’s massive dependence on debt.  
 The old post–World War II growth model based on rising middle-class incomes has been 
dismantled, while the new neo-liberal growth model has imploded. The United States needs a new 
economic paradigm and a new growth model, but as yet this challenge has received little attention from 
policymakers or economists.  

 
 
 The current financial crisis is widely recognized as being tied to the bursting of the 
house price bubble and the debts accumulated in financing that bubble. Most commentary 
has therefore focused on market failure in the housing and credit markets. But what if the 
house price bubble developed because the economy needed a bubble to ensure continued 
growth? In that case the real cause of the crisis would be the economy’s underlying 
macroeconomic structure.  A focus on the housing and credit markets would miss that. 
 
 Despite the relevance of macroeconomic factors for explaining the financial crisis, 
there is resistance to such an explanation. In part, this is because such factors operate 
indirectly and gradually, while microeconomic explanations that emphasize regulatory failure 
and flawed incentives within financial markets operate directly. Regulatory and incentive 
failures are specific, easy to understand, and offer a concrete “fixit” agenda that appeals to 
politicians who want to show they are doing something. They also tend to be associated with 
tales of villainy that attract media interest (such as Bernie Madoff’s massive Ponzi scheme or 
the bonus scandals at AIG and Merrill Lynch). Finally, and perhaps most important, a 
microeconomic focus does not challenge the larger structure of economic arrangements, 
while a macroeconomic focus invites controversy by placing these matters squarely on the 
table.  
 
 But, an economic crisis of the current magnitude does not occur without 
macroeconomic forces.  That means the macroeconomic arrangements that have governed 
the U.S. economy for the past 25 years are critical for explaining the crisis. Two factors in 

 
1 This paper was commissioned by the New America Foundations’ Economic Growth Program whose 
permission to publish is gratefully acknowledged. 
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particular have come into play. The first concerns the U.S. economic growth model and the 
pattern of income distribution and demand generation within the U.S. economy. The second 
concerns the U.S. model of global economic engagement and the structure of U.S. economic 
relations within the global economy.  
 
 The macroeconomic forces unleashed by these twin factors have accumulated 
gradually and made for an increasingly fragile and unstable macroeconomic environment. 
The brewing instability over the past two decades has been visible in successive asset 
bubbles, rising indebtedness, rising trade deficits, and business cycles marked by initial 
weakness (so-called jobless recovery) followed by febrile booms. However, investors, 
policymakers, and economists chose to ignore these danger signs, resolutely refusing to 
examine the flawed macroeconomic arrangements that have led us to the cliff’s edge. It is 
time to take a step back and look at how we got ourselves in this precarious position. Then 
perhaps we can figure out where to go next. 
 
 
1. The flawed U.S. growth model 
 
 Economic crises should be understood as a combination of proximate and ultimate 
factors. The proximate factors represent the triggering events, while the ultimate factors 
represent the deep causes. The meltdown of the subprime mortgage market in August 2007 
triggered the current crisis, which was amplified by policy failures such as the decision to 
allow the collapse of Lehman Brothers. However, a crisis of the magnitude now being 
experienced requires a facilitating macroeconomic environment. That macroeconomic 
environment has been a long time in the making and can be traced back to the election of 
Ronald Reagan in 1980 and the inauguration of the era of neo-liberal economics. 
 
 
The post-1980 neo-liberal growth model 
 
 The impact of the neo-liberal economic growth model is apparent in the changed 
character of the U.S. business cycle.2 Before 1980, economic policy was designed to achieve 
full employment, and the economy was characterized by a system in which wages grew with 
productivity. This configuration created a virtuous circle of growth. Rising wages meant robust 
aggregate demand, which contributed to full employment. Full employment in turn provided 
an incentive to invest, which raised productivity, thereby supporting higher wages. 
 
 After 1980, with the advent of the new growth model, the commitment to full 
employment was abandoned as inflationary, with the result that the link between productivity 
growth and wages was severed. In place of wage growth as the engine of demand growth, 
the new model substituted borrowing and asset price inflation. Adherents of the neo-liberal 
orthodoxy made controlling inflation their primary policy concern, and set about attacking 
unions, the minimum wage, and other worker protections. Meanwhile, globalization brought 
increased foreign competition from lower-wage economies and the prospect of off-shoring of 
employment. 
 
 The new neo-liberal model was built on financial booms and cheap imports. Financial 
booms provide consumers and firms with collateral to support debt-financed spending. 

 
2 Thomas I. Palley, “The Questionable Legacy of Alan Greenspan,” Challenge 48 (November-December 
2005): 17–31. 
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Borrowing is also sustained by financial innovation and deregulation that ensures a flow of 
new financial products, allowing increased leverage and widening the range of assets that 
can be collateralized. Meanwhile, cheap imports ameliorate the impact of wage stagnation, 
thereby maintaining political support for the model. Additionally, rising wealth and income 
inequality makes high-end consumption a larger and more important component of economic 
activity, leading to the development of what Ajay Kapur, a former global strategist for 
Citigroup, termed a “plutonomy.”  
 
 These features have been visible in every U.S. business cycle since 1980, and the 
business cycles under presidents Reagan, Bush père, Clinton, and Bush fils have robust 
commonalities that reveal their shared economic paradigm. Those features include asset 
price inflation (equities and housing); widening income inequality; detachment of worker 
wages from productivity growth; rising household and corporate leverage ratios measured 
respectively as debt/income and debt/equity ratios; a strong dollar; trade deficits; disinflation 
or low inflation; and manufacturing job loss.  
 
 The changes brought about by the post-1980 economic paradigm are especially 
evident in manufacturing employment (see tables 1 and 2). Before 1980, manufacturing 
employment rose in expansions and fell in recessions, and each expansion tended to push 
manufacturing employment above its previous peak.3 After 1980, the pattern changes 
abruptly. In the first two business cycles (between July 1980 and July 1990) manufacturing 
employment rises in the expansions but does not recover its previous peak. In the two most 
recent business cycles (between March 1991 and December 2007), manufacturing 
employment not only fails to recover its previous peak but actually falls over the entirety of the 
expansions.4 
 
 
 
 
 
 
 
 
 
 

 
3 The 1950s are an exception because of the Korean War (June 1950-July 1953), which ratcheted up 
manufacturing employment and distorted manufacturing employment patterns.  
 
4 Defenders of the neo-liberal paradigm argue that manufacturing has prospered and the decline in 
manufacturing employment reflects healthy productivity trends. As evidence, they argue that real 
manufacturing output has increased and remained fairly steady as a share of real GDP. This reflects the 
fact that manufacturing prices have fallen faster than other prices. However, this is due in part to 
hedonic “quality adjustment” statistical procedures that count improved information technology 
embodied in manufactured goods as increased manufacturing output. It is also due to increased use of 
cheap imported components that are not subject to the same hedonic statistical adjustments. As a 
result, the real cost of imported inputs is understated, and that has the effect of making it look as if real 
manufacturing output is higher. The stark reality is that the nominal value of manufacturing output has 
fallen dramatically as a share of nominal GDP. The United States has also become more dependent on 
imported manufactured goods, with imported manufactured goods making up a significantly increased 
share of total manufactured goods purchased. Moreover, U.S. purchases of manufactured goods have 
risen as a share of total U.S. demand, indicating that the failure lies in U.S. production of manufactured 
goods which has lost out to imports (Josh Bivens, “Shifting Blame for Manufacturing Job Loss: Effect of 
Rising Trade Deficit Shouldn’t Be Ignored,” EPI Briefing Paper No. 149 [Washington, DC: Economic 
Policy Institute, 2004]).  

 55



real-world economics review, issue no. 50 
 

 
 

 
Table 1. Manufacturing Employment by Business Cycle 

October 1945-January 1980 
 

Trough  Employment 
(millions)  Peak  Employment 

(millions)  
Change 
(millions) 

Oct. 1945  12.5  Nov.1948  14.3  1.8 

Oct. 1949  12.9  Jul.1953  16.4  3.5 

May 1954  15.0  Aug.1957  15.9  0.9 

Apr. 1958  14.5  Apr.1960  15.7  1.2 

Feb. 1961  14.8  Dec.1969  18.6  3.8 

Nov.1970  17.0  Nov.1973  18.8  1.8 

Mar.1975  16.9  Jan.1980  19.3  2.4 
 
 
 

 
Table 2. Manufacturing Employment by Business Cycle 

July 1980-December 2007 

Trough  Employment 
(millions)  Peak  Employment 

(millions)  
Change 
(millions) 

July 1980  18.3  July 1981  18.8  0.5 

Nov.1982  16.7  July 1990  17.7  1.0 

Mar.1991  17.1  Mar.2001  16.9  -0.2 

Nov.2001  15.8  Dec.2007  13.8  -2.0 
 
 
 Accompanying this dramatic change in the pattern of real economic activity was a 
change in policy attitudes, perhaps most clearly illustrated by the attitude toward the trade 
deficit. Under the earlier economic model, policymakers viewed trade deficits as cause for 
concern because they represented a leakage of aggregate demand that undermined the 
virtuous circle of growth. However, under the new model, trade deficits came to be viewed as 
semi-virtuous because they helped to control inflation and because they reflected the choices 
of consumers and business in the marketplace. According to neo-liberal economic theory, 
those choices represent the self-interest of economic agents, the pursuit of which is good for 
the economy. As a result, the trade deficit was allowed to grow steadily, hitting new peaks as 
a share of GDP in each business cycle after 1980. This changed pattern is illustrated in table 
3, which shows the trade deficit as a share of GDP at each business cycle peak. 
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Table 3. The U.S. Goods Trade Deficit by Business Cycle Peaks 

1960–2007  
 

Peak year  Trade balance 
($ millions)  GDP ($ billions)  Trade 

balance/GDP (%)  

1960  3,508  526.4  0.7  

1969  91  984.6  0.0  

1973  1,900  1,382.7  0.1  

1980  -25,500  2,789.5  -0.9  

1981  -28,023  3,128.4  -0.9  

1990  -111,037  5,803.1  -1.9  

2001  -429,519  10,128.0  -4.2  

2007  -819,373  13,807.5  -5.9  
 
 
 
 The effect of the changed growth model is also evident in the detachment of wages 
from productivity growth, as shown in table 4. It is also evident in rising income inequality, as 
shown in table 5. Between 1979 and 2006, the income share of the bottom 40 percent of U.S. 
households decreased significantly, while the income share of the top 20 percent increased 
dramatically. Moreover, a disproportionate part of that increase went to the 5 percent of 
families at the very top of income distribution rankings.  
 
 
 

 
Table 4. Hourly Wage and Productivity Growth  

1967–2006 (2007 dollars)  
 

Period  Productivity 
growth  

Hourly wage 
growth  

Productivity -
wage gap  

1967–73  2.5%  2.9%  -0.4  

1973–79  1.2  -0.1  1.3  

1979-89  1.4  0.4  1.0  

1989-2000  1.9  0.9  1.0  

2000-06  2.6  -0.1  2.7  
Source: Lawrence Mishel, Jared Bernstein, and Heidi Shierholz, The State of Working America 

2008/2009 (Ithaca, NY: ILR Press, forthcoming).  
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Table 5. Distribution of Family Income by Household Income Rank 
1947–2006  

Year  Bottom 40%  Next 40%  Next 15%  Top 5%  

1947  16.9%  40.1%  25.5%  17.5%  

1973  17.4  41.5  25.6  15.5  

1979  17.0  41.6  26.1  15.3  

1989  15.2  40.2  26.7  17.9  

2000  14.1  38.1  26.6  21.1  

2006  13.5  38.0  27.0  21.5  
Source: Lawrence Mishel, Jared Bernstein, and Heidi Shierholz, The State of Working America 

2008/2009 (Ithaca, NY: ILR Press, forthcoming).  
 
 
The role of economic policy 
 
 Economic policy played a critical role in generating and shaping the new growth 
model, and the effects of that policy boxed in workers.5 The four sides of the neo-liberal policy 
box (see figure 1) are globalization, small government, labor market flexibility, and retreat 
from full employment. Workers are pressured on all four sides, and it is this pressure that led 
to the severing of the wage/productivity growth link.6 

Figure 1. The Neo-Liberal Policy Box

WORKERSGlobalization

Less than full employment

Small Government

Labor Market Flexibility

 

                                                      
5 Thomas I. Palley analyzes in detail how economic policy has impacted income distribution, 
unemployment, and growth (Plenty of Nothing: The Downsizing of the American Dream and the Case 
for Structural Keynesianism [Princeton, NJ: Princeton University Press, 1998]). The metaphor of a box is 
attributable to Ron Blackwell of the AFL-CIO. 
 
6 There is a deeper political economy behind the neo-liberal box that has been termed “financialization” 
(Gerald Epstein, “Financialization, Rentier Interests, and Central Bank Policy,” unpublished manuscript, 
Department of Economics, University of Massachusetts, Amherst, MA, December 2001; and Thomas I. 
Palley, “Financialization: What It Is and Why It Matters,” in Finance-led Capitalism: Macroeconomic 
Effects of Changes in the Financial Sector, ed. Eckhard Hein, Torsten Niechoj, Peter Spahn, and Achim 
Truger [Marburg, Germany: Metroplis-Verlag, 2008]). The policy agenda embedded in the box is driven 
by financial markets and corporations who are now joined at the hip, with corporations pursuing a 
narrow financial agenda aimed at benefiting top management and financial elites. 
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 Globalization, in part spurred by policies encouraging free trade and capital mobility, 
means that American workers are increasingly competing with lower-paid foreign workers. 
That pressure is further increased by the fact that foreign workers are themselves under 
pressure owing to the so-called Washington Consensus development policy, sponsored by 
the International Monetary Fund (IMF) and the World Bank, which forces them into the same 
neo-liberal box as American workers. Thus, neo-liberal policies not only undermine demand in 
advanced countries, they fail to compensate for this by creating adequate demand in 
developing countries. This is clearly evident in China which has been marked by rising 
income inequality and a sharp decline in the consumption to GDP ratio.7 The net result of 
global implementation of neo-liberal orthodoxy is the promotion of deflationary global 
economic conditions. 
 
 Small government policies undermine the legitimacy of government and push 
privatization, deregulation, and light-touch regulation. Though couched in terms of liberating 
the economy from detrimental governmental interference, “small government” policies have 
resulted in the erosion of popular economic rights and protections. This is exemplified by the 
1996 reform of U.S. welfare rights. Moreover, the government’s administrative capacity and 
ability to provide services have been seriously eroded, with many government functions being 
outsourced to corporations. This has led to the creation of what the economist James 
Galbraith terms the “predator state,”8 in which corporations enrich themselves on government 
contracts, while the out-sourced workers employed by these corporations confront a tougher 
work environment.  
 
 Labor market flexibility involves attacking unions, the minimum wage, unemployment 
benefits, employment protections, and employee rights. This is justified in the name of 
creating labor market flexibility, including downward wage flexibility, which according to neo-
liberal economic theory is supposed to generate full employment. Instead, it has led to wage 
stagnation and widening income inequality. 
 
 Abandonment of full employment means having the Federal Reserve emphasize the 
importance of keeping inflation low over maintaining full employment. This switch was 
promoted by the economics profession’s adoption of Milton Friedman’s notion of a natural 
rate of unemployment.9 The theoretical claim is that monetary policy cannot affect long-run 
equilibrium employment and unemployment, so it should instead aim for a low and stable 
inflation rate. In recent years, that argument has been used to push the adoption of formal 
inflation targets. However, the key real-world effect of natural rate theory has been to provide 
the Federal Reserve and policymakers with political cover for higher actual unemployment, 
which has undermined workers’ bargaining power regarding wages.10 
 

 
7 International Monetary Fund, “People’s Republic of China: Staff Report for the 2006 Article IV 
Consultation” (Washington, DC, 2006). 
 
8 James K. Galbraith, The Predator State: How Conservatives Abandoned the Free Market and Why 
Liberals Should Too (New York: Free Press, 2008). 
 
9 Milton Friedman, “The Role of Monetary Policy,” American Economic Review 58 (March 1968): 1–17. 
The natural rate of unemployment is also referred to as the NAIRU or non-accelerating inflation rate of 
unemployment. 
 
10 Thomas I. Palley, “Seeking Full Employment Again: Challenging the Wall Street Paradigm,” Challenge 
50 (November/December 2007): 14–50. 
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The neo-liberal bubble economy  
 
The implementation of neo-liberal economic policies destroyed the stable virtuous circle 
growth model based on full employment and wages tied to productivity growth, replacing it 
with the current growth model based on rising indebtedness and asset price inflation. Since 
1980, each U.S. business cycle has seen successively higher debt/income ratios at end of 
expansions, and the economy has become increasingly dependent on asset price inflation to 
spur the growth of aggregate demand.  
 
 Table 6 shows the rising household debt to GDP ratio and rising nonfinancial 
business debt to GDP ratio under the neo-liberal growth model. Compared to the period 
1960–81, the period 1981–2007 saw enormous increases in the debt/GDP ratios of both the 
household and nonfinancial corporate sectors.  
 
 

 
Table 6. Household Debt/GDP and Non-Financial Corporate Debt/GDP 

Ratios by Business Cycle Peaks, 1948–2007  
 

Year  GDP ($ 
billions)  

Household 
debt (H) ($ 

billions)  
H/GDP  

Non-
financial 

Corp debt 
(C) ($ 

billions)  

C/GDP  

1960  526.4  215.6  0.41  201.0  0.38  

1969  984.6  442.7  0.45  462.0  0.47  

1973  1,382.7  624.9  0.45  729.5  0.53  

1981  3,128.4  1,507.2  0.48  1662.0  0.53  

1990  5,803.1  3,597.8  0.62  3,753.4  0.65  

2001  10,128.0  7682.9  0.76  6,954.0  0.69  

2007  13,807.5  13,765.1  1.00  10,593.7  0.77  
Source: FRB Flow of Funds Accounts and author’s calculations.  

 
 
 Table 7 shows the rising household debt service ratio, measured as the ratio of debt 
service and financial obligations to disposable personal income. That this ratio trended 
upward despite declining nominal interest rates is evidence of the massively increased 
reliance on debt by households. 
 

 
Table 7. Household Debt Service and 
Financial Obligations Ratio (DSR)  

Year  1980.q3  1991.q3 2001.q4 2007.q4 

DSR  10.9%  12%  13.4%  14.3%  
Source: Federal Reserve Board. 
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 Table 8 shows the pattern of house price inflation over the past 20 years.11 This table 
is revealing in two ways. First, it shows the extraordinary scale of the 2001–06 house price 
bubble. Second, it reveals the systemic role of house price inflation in driving economic 
expansions. Over the last 20 years, the economy has tended to expand when house price 
inflation has exceeded CPI (consumer price index) inflation. This was true for the last three 
years of the Reagan expansion. It was true for the Clinton expansion. And it was true for the 
Bush-Cheney expansion. The one period of sustained house price stagnation was 1990–95, 
which was a period of recession and extended jobless recovery. This is indicative of the 
significance of asset price inflation in driving demand under the neo-liberal model. 
 
 
 

Table 8. CPI Inflation and Home Price Inflation Based on the 
S&P/Case-Shiller National Home Price Values Index 

 

Period  1987.q1 – 
1990.q1  

1990.q1 – 
1995.q1  

1995.q1 – 
2001.q1  

2001.q1 
– 

2006.q1  

Average home 
price inflation (%)  6.7  0.6  5.7  10.9  

Average CPI 
Inflation (%)  4.5  3.5  2.5%  2.5  

Excess house 
inflation (%)  2.2  -2.9  3.2  8.4  
 
 
Along with rising debt ratios, households progressively cut back on their savings rates, as 
shown in table 9. This reduction provided another source of demand. 
 
 

 
Table 9. Personal Savings Rate (PSR)  

 

Period  1960 1969  1973 1980 1981 1991 2001 2007  

PSR (%)  7.3  7.8  10.5  10.0  10.9  7.3  1.8  0.6  
Source: Economic Report of the President, table B.30 (2009).  

 
 
 The logic of the neo-liberal growth model rests on redirecting income from lower- and 
middle-income households to corporate profits and upper-income households. Asset prices 
are bid up by a host of measures, including higher profits, savings by the super-rich that are 
directed to asset purchases, borrowing to buy assets, and such institutional changes as the 
shift from traditional defined benefit pension plans to defined contribution—such as 401(k)—
pension plans. Consumption is maintained by lower household savings rates and by 
borrowing that is collateralized by higher asset prices. The reduction in savings rates is partly 
a response to squeezed incomes and partly rationalized on the grounds that households are 
wealthier because of higher asset prices (including house prices).  
 
                                                      
11 S&P/Case-Shiller index data is only available from 1987. 
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 The problem with the model is that it is unsustainable. Maintaining growth of spending 
on consumption requires continued excessive borrowing and continued reduction in savings 
rates. Continued excessive borrowing requires ever increasing asset prices and debt/income 
ratios: hence, the systemic need for bubbles (which eventually burst). Meanwhile, when the 
savings rate hits zero, little further reduction is possible. Consequently, both drivers of 
demand eventually exhaust themselves.  
 
 The current financial crisis is different and deeper from earlier crises in two ways. 
First, the impact of earlier burst bubbles—such as the 2001 stock market and dot.com 
bubbles—was contained because their debt footprint was not that deep. Though financial 
wealth was destroyed and economic activity was temporarily restrained, the financial system 
remained intact. However, the housing bubble of 2001–07 was debt financed and massive in 
size, and its bursting pulled down the entire financial system. Second, the drivers of 
aggregate demand are now exhausted because of the scale debt accumulation and the 
rundown of the savings rate. In earlier crises, households still had unused borrowing capacity 
they could call upon and room to further reduce their saving. Both of those channels are now 
exhausted, making recovery a much more difficult task. Indeed, if households try to rebuild 
their financial worth that will increase savings rates, which will further deepen and prolong the 
downturn.  
 
 The economic growth model adopted after 1980 lasted far longer than it might have 
been expected to because of our capacity to expand access to debt and increase leverage. 
That is the real significance of deregulation and financial innovation. However, delaying the 
day of reckoning also made it more severe when it arrived. When the subprime detonator set 
off the financial crisis, the economy’s financial structure—25 years in the making and 
integrally linked to the economic logic of the neo-liberal growth model—proved to be 
extremely fragile and akin to a house of cards. 
 
 
2. The flawed global economic engagement model 
 
 Though prone to instability (i.e., to boom and bust), the neo-liberal growth model 
might have operated successfully for quite a while longer were it not for a U.S. economic 
policy that created a flawed engagement with the global economy. This flawed engagement 
undermined the economy in two ways. First, it accelerated the erosion of household incomes. 
Second, it accelerated the accumulation of unproductive debt—that is, debt that generates 
economic activity elsewhere rather than in the United States. 
 
 The most visible manifestation of this flawed engagement is the goods trade deficit, 
which hit a record 6.4 percent of GDP in 2006. This deficit was the inevitable product of the 
structure of global economic engagement put in place over the past two decades, with the 
most critical elements being implemented by the Clinton administration under the guidance of 
Treasury secretaries Robert Rubin and Lawrence Summers. That eight-year period saw the 
implementation of the North American Free Trade Agreement (NAFTA), the adoption after the 
East Asian financial crisis of 1997 of the “strong dollar” policy, and the establishment of 
permanent normal trade relations (PNTR) with China in 2000.  
 
 These measures cemented the model of globalization that had been lobbied for by 
corporations and their Washington think-tank allies. The irony is that giving corporations what 
they wanted undermined the neo-liberal model by surfacing its contradictions. The model 
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would likely have eventually slumped because of its own internal dynamic, but the policy 
triumph of corporate globalization accelerated this process and transformed it into a financial 
crash.  
 
 
The triple hemorrhage 
 
 Flawed global economic engagement created a “triple hemorrhage” within the U.S. 
economy. The first economic hemorrhage, long emphasized by Keynesian economists, was 
leakage out of the economy of spending on imports.  Household income and borrowing was 
significantly spent on imports, creating incomes offshore rather than in the United States. 
Consequently, borrowing left behind a debt footprint but did not create sustainable jobs and 
incomes at home. 
 
 The second hemorrhage was the leakage of jobs from the U.S. economy as a result 
of offshore outsourcing, made possible by corporate globalization. Such off-shoring directly 
reduced the number of higher-paying manufacturing jobs, cutting into household income. 
Moreover, even when jobs did not move offshore, the threat of off-shoring could be used to 
secure lower wages, thereby dampening wage growth and helping sever wages from 
productivity growth.12 
 
 The third hemorrhage concerned new investment. Not only were corporations 
incentivized by low foreign wages, foreign subsidies, and under-valued exchange rates to 
close existing plants and shift their production offshore, they were also incentivized to shift 
new investment offshore. That did double damage. First, it reduced domestic investment 
spending, hurting the capital goods sector and employment therein. Second, it stripped the 
U.S. economy of modern industrial capacity, disadvantaging U.S. competitiveness and 
reducing employment that would have been generated to operate that capacity. 
 
 A further unanticipated economic leakage from the flawed model of global 
engagement concerns energy prices. Off-shoring of U.S. manufacturing capacity has often 
involved the closing of relatively energy-efficient and environmentally cleaner production and 
its replacement with less efficient and dirtier foreign production. In addition, the shipping of 
goods from around the world to the U.S. market has compounded these effects. These 
developments added to energy demand and contributed to the 2005–08 increase in oil prices, 
which added to the U.S. trade deficit and effectively imposed a huge tax (paid to OPEC) on 
U.S. consumers. 
 
 The flawed model of global economic engagement broke with the old model of 
international trade in two ways. First, instead of having roughly balanced trade, the United 
States has run persistent large trade deficits. Second, instead of aiming to create a global 
marketplace in which U.S. companies could sell their products, its purpose was to create a 
global production zone in which U.S. companies could either produce or obtain inputs from. In 
other words, the main purpose of international economic engagement was not to increase 
U.S. exports, but rather to substitute cheaper imported inputs for US domestic production and 

 
12 Kate Bronfenbrenner, Uneasy Terrain: The Impact of Capital Mobility on Workers, Wages, and Union 
Organizing, Report prepared for the United States Trade Deficit Review Commission, Washington, DC, 
September 2000; and Kate Bronfenbrenner and Stephanie Luce, The Changing Nature of Corporate 
Global Restructuring: The Impact of Production Shifts on Jobs in the U.S., China, and Around the Globe, 
Report prepared for the U.S.-China Economic and Security Review Commission, Washington, DC 
October 2004. 
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to facilitate American-owned production platforms in developing countries that could export to 
the United States. 
 
 As a result, at the bidding of corporate interests, the United States joined itself at the 
hip to the global economy, opening its borders to an inflow of goods and exposing its 
manufacturing base. This was done without safeguards to address the problems of exchange 
rate misalignment and systemic trade deficits, or the mercantilist policies of trading partners. 
 
 
NAFTA 
 
 The creation of the new system took off in 1989 with the implementation of the 
Canada-U.S. Free Trade Agreement that established an integrated production zone between 
the two countries. The 1994 implementation of NAFTA was the decisive next step. First, it 
fused Canada, the United States, and Mexico into a unified North American production zone. 
Second, and more importantly, it joined developed and developing economies, thereby 
establishing the template U.S. corporations wanted. 
 
 NAFTA also dramatically changed the significance of exchange rates. Before, 
exchange rates mattered for trade and the exchange of goods. Now, they mattered for the 
location of production. That in turn changed the attitude of large U.S. multinational 
corporations (MNCs) toward the dollar. When U.S. companies produced domestically and 
looked to export, a weaker dollar was in their commercial interest, and they lobbied against 
dollar overvaluation. However, under the new model, U.S. corporations looked to produce 
offshore and import into the United States. This reversed their commercial interest, making 
them proponents of a strong dollar. That is because a strong dollar reduces the dollar costs of 
foreign production, raising the profit margins on their foreign production sold in the United 
States at U.S. prices. 
 
 NAFTA soon highlighted this new dynamic because Mexico was hit by a financial 
crisis in January 1994, immediately after the implementation of the free trade agreement. To 
U.S. corporations, which had invested in Mexico and planned to invest more, the peso’s 
collapse versus the dollar was a boon as it made it even more profitable to produce in Mexico 
and re-export to the United States. With corporate interests driving U.S. economic policy, the 
peso devaluation problem went unattended—and in doing so it also created a critical 
precedent.  
 
 The effects of NAFTA and the peso devaluation were immediately felt in the U.S. 
manufacturing sector in the form of job loss; diversion of investment; firms using the threat of 
relocation to repress wages; and an explosion in the goods trade deficit with Mexico, as 
shown in table 10. Whereas prior to the implementation of the NAFTA agreement the United 
States was running a goods trade surplus with Mexico, immediately afterward the balance 
turned massively negative and kept growing more negative up to 2007.  
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Table 10. US Goods Trade Balance with Mexico Before and After 

NAFTA ($ billions) 

1991  1992  1993  1994  1995  1996  2000  2005  2007  

2.1  5.4  1.7  1.3  -15.8  -17.5  -24.5  -49.7  -74.6  
Source: U.S. Census Bureau. 

 
 
 These features helped contribute to the jobless recovery of 1993–96, though the 
economy was eventually able to overcome this with the stock market bubble that launched in 
1996; the emergence of the Internet investment boom that morphed into the dot.com bubble; 
and the tentative beginnings of the house price bubble, which can be traced back to 1997. 
Together, these developments spurred a consumption and investment boom that masked the 
adverse structural effects of NAFTA.  
 
 
The response to the East Asian financial crisis 
 
 The next fateful step in the flawed engagement with the global economy came with 
the East Asian financial crisis of 1997, which was followed by a series of rolling financial 
crises in Russia (1998), Brazil (1999), Turkey (2000), Argentina (2000), and Brazil (2000). In 
response to these crises, Treasury secretaries Rubin and Summers adopted the same policy 
that was used to deal with the 1994 peso crisis, thereby creating a new global system that 
replicated the pattern of economic integration established with Mexico.13  
 
 Large dollar loans were made to the countries in crisis to stabilize their economies. At 
the same time, the collapse of their exchange rates and the appreciation of the dollar was 
accepted and institutionalized in the form a “strong dollar” policy.14 This increased the buying 
power of U.S. consumers, which was critical because the U.S. consumer was now the 
lynchpin of the global economy, becoming the buyer of first and last resort.15 
 
 The new global economic architecture involved developing countries exporting their 
production to the United States. Developing countries embraced this export-led growth 
solution to their development problem and were encouraged to do so by the IMF and the 
World Bank. For developing countries, the new system had a number of advantages, 
including the ability to run trade surpluses that allowed them to build up foreign exchange 
holdings to defend against capital flight; providing demand for their output, which led to job 

 
13 It cannot be overemphasized that the policies adopted by Treasury secretaries Robert Rubin and 
Lawrence Summers reflected the dominant economic paradigm. As such, Rubin and Summers had the 
support of the majority of the U.S. political establishment, the IMF and the World Bank, Washington’s 
premier think tanks, and the economics profession. 
 
14 China had already gone this route with a large exchange rate devaluation in 1994. Indeed, there is 
reason to believe that that devaluation contributed to hatching the East Asian financial crisis by putting 
other East Asian economies under undue competitive pressures and diverting foreign investment from 
them to China. 
 
15 The strong dollar policy was also politically popular, constituting a form of exchange rate populism. 
Boosting the value of the dollar increased the purchasing power of U.S. consumers at a time when their 
wages were under downward pressure due to the neo-liberal model. Households were under pressure 
from globalization, yet at the same time they were being given incentives to embrace it. This is why neo-
liberalism has been so hard to tackle politically. 
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creation; and providing access to U.S. markets that encouraged MNCs to redirect investment 
spending toward them. The latter was especially important as it transferred technology, 
created jobs, and built up developing country manufacturing capacity.  
 
 U.S. multinationals were also highly supportive of the new arrangement as they now 
gained global access to low-cost export production platforms. Not only did this mean access 
to cheap foreign labor, but the overvalued dollar lowered their foreign production costs, 
thereby further increasing profit margins. Large importers, like Wal-Mart, also supported this 
arrangement. Furthermore, many foreign governments offered subsidies as an incentive to 
attract foreign direct investment (FDI). 
 
 In effect, the pattern of incentives established by the response to the East Asian 
financial crisis encouraged U.S. corporations to persistently downsize their U.S. capacity and 
shift production offshore for import back to the United States. This created a dynamic for 
progressively eroding U.S. national industrial capacity, while foreign economies were 
encouraged to steadily expand their capacity and export their way out of economic difficulties.  
 
 As with NAFTA, the adverse effects of this policy were visible almost immediately. As 
shown in table 11, the goods trade deficit took a further leap forward, surging from $198.4 
billion in 1997 to $248.2 billion in 1998, and rising to $454.7 billion in 2000. In addition, as 
shown in table 12, there was a surge in imports from Pacific Rim countries. Part of the surge 
in the trade deficit was due to the boom conditions sparked by stock market euphoria, the 
dot.com bubble, and house price inflation, but the scale of the trade deficit surge also reflects 
the flawed character of U.S. engagement with the global economy. 
 
 
 
Table 11. US Goods Trade Balance ($ billions)  
 
1995  1996  1997  1998  1999  2000 

-174.2  -191.0  -198.4  -248.2  -347.8  -454.7 
Source: U.S. Census Bureau. 

 
 

 
Table 12. US Goods Trade Balance with Pacific 

Rim Countries ($ billions) 
 

1995  1996  1997  1998  1999  2000 

-108.1  -101.8  -121.6  -160.4  -186.0  -215.4 

Source: U.S. Census Bureau. 
 
 
 The proof of this claim is that manufacturing employment started falling despite boom 
conditions in the U.S. economy. Having finally started to grow in 1996, manufacturing 
employment peaked in March 1998 and started declining three full years before the economy 
went into recession in March 2001. That explains why manufacturing job growth was negative 
over the entirety of the Clinton expansion, a first in U.S. business cycle history. 
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 As with NAFTA, these adverse effects were once again obscured by positive 
business cycle conditions. Consequently, the Clinton administration dismissed concerns 
about the long-term dangers of manufacturing job loss. Instead, the official interpretation was 
that the U.S. economy was experiencing—in the words of senior Clinton economic policy 
advisers Alan Blinder and Janet Yellen—a “fabulous decade” significantly driven by policy.16 
According to the ideology of the decade, manufacturing was in secular decline and destined 
for the dustbin of history. The old manufacturing economy was to be replaced by a “new 
economy” driven by computers, the Internet, and information technology.  
 
 
China and PNTR 
 
 Though disastrous for the long-run health of the U.S. economy, NAFTA-style 
corporate globalization, plus the strong dollar policy, was extremely profitable for 
corporations. Additionally, the ultimate costs to households were still obscured by the ability of 
the U.S. economy to generate cyclical booms based on asset price inflation and debt. That 
provided political space for a continued deepening of the model, the final step of which was to 
incorporate China as a full-fledged participant. Thus, corporations now pushed for the 
establishment of permanent normal trading relations with China, which Congress enacted in 
2000. That legislation in turn enabled China to join the World Trade Organization, which had 
been established in 1996.  
 
 The significance of PNTR was not about trade, but rather about making China a full-
fledged part of global production arrangements. China had enjoyed access to the U.S. market 
for years and its entry into the WTO did generate some further tariff reductions. However, the 
real significance was that China became a fully legitimate destination for foreign direct 
investment. That is because production from China was now guaranteed permanent access 
to the U.S. market, and corporations were also given internationally recognized protections of 
property and investor rights. 
 
 Once again the results were predictable and similar to the pattern established by 
NAFTA—though the scale was far larger. Aided by a strong dollar, the trade deficit with China 
increased dramatically after 2001, growing at a rate of 25 percent per annum and jumping 
from $83.1 billion in 2001 to $201.5 billion in 2005 (see table 13). Moreover, there was also 
massive inflow of foreign direct investment into China so that it became the world’s largest 
recipient of FDI in 2002—a stunning achievement for a developing country.17 So strong was 
China’s attractiveness as an FDI destination that it not only displaced production and 
investment in the United States but also displaced production and investment in Mexico.18 

 
16 Alan S. Blinder and Janet L. Yellen, The Fabulous Decade: Macroeconomic Lessons from the 1990s 
(New York: Century Foundation Press, 2001). To the extent there was concern in the Clinton 
administration about manufacturing, it was about the hardships for workers regarding job dislocations. 
Additionally, there was political concern that produced some sweet talk (i.e., invitations to policy 
consultations) aimed at placating trade unions. However, there was no concern that these outcomes 
were due to flawed international economic policy. Not only did this policy failure contribute to eventual 
disastrous economic outcomes, it may well have cost Vice President Al Gore the 2000 presidential 
election. The Clinton administration’s economic advisers may have downplayed the significance of 
manufacturing job loss but blue-collar voters in Ohio did not. 

  
17 “China Ahead in Foreign Direct Investment,” OECD Observer, No. 237, May 2003. 
 
18 William Greider, “Á New Giant Sucking Sound,” The Nation, December 13, 2001. 
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Table 13. US Goods Trade Balance with China Before and After PNTR 
($ billions) 

 
1998  1999  2000  2001  2002  2003  2004  2005  2007  

-56.9  -68.7  -83.9  -83.1  -103.1 -124.1 -161.9 -201.5  -256.2  
Source: U.S. Census Bureau. 

 
 
 According to academic and Washington policy orthodoxy, the new global system was 
supposed to launch a new era of popular shared prosperity. Demand was to be provided by 
U.S. consumers. Their spending was to be financed by the “new economy” based on 
information technology and the globalization of manufacturing, which would drive higher 
productivity and income. Additionally, consumer spending could be financed by borrowing and 
asset price inflation, which was sustainable because higher asset prices were justified by 
increased productivity. 
 
 This new orthodoxy was enshrined in what was termed the “New Bretton Woods 
Hypothesis,” according to which the global economy had entered a new golden age of global 
development, reminiscent of the postwar era.19 The United States would import from East 
Asian and other developing economies, provide FDI to those economies, and run large trade 
deficits that would provide the demand for the new supply. In return, developing countries 
would accumulate financial obligations against the United States, principally in the form of 
Treasury securities. This would provide them with foreign exchange reserves and collateral 
that was supposed to make investors feel secure. China was to epitomize the new 
arrangement.20 
 
 The reality is that the structure of U.S. international engagement, with its lack of 
attention to the trade deficit and manufacturing, contributed to a disastrous acceleration of the 
contradictions inherent in the neo-liberal growth model. That model always had a problem 
regarding sustainable generation of demand because of its imposition of wage stagnation and 
high income inequality. Flawed international economic engagement aggravated this problem 
by creating a triple hemorrhage that drained consumer spending, manufacturing jobs, and 
investment and industrial capacity. This in turn compelled even deeper reliance on the 
unsustainable stopgaps of borrowing and asset price inflation to compensate.  
 
 As for developing economies, they embraced the post-1997 international economic 
order. However, in doing so they tied their fate to the U.S. economy, creating a situation in 
which the global economy was flying on one engine that was bound to fail. Consequently, far 
from creating a de-coupled global economy, it created a linked economy characterized by a 
                                                      
19 Michael P. Dooley, David Folkerts-Landau, and Peter Garber, “An Essay on the Revised Bretton 
Woods System,” Working Paper 9971 (Cambridge, MA: National Bureau of Economic Research, 
September 2003); Dooley, Folkerts-Landau, and Garber, “Direct Investment, Rising Real Wages, and 
the Absorption of Excess labor in the Periphery,” Working Paper 10626 (Cambridge, MA: National 
Bureau of Economic Research, July 2004); and Dooley, Folkerts-Landau, and Garber, “The US Current 
Account Deficit and Economic Development: Collateral for a Total Return Swap,” Working Paper 10727 
(Cambridge, MA: National Bureau of Economic Research, August 2004. 
 
20For a critique of the New Bretton Woods hypothesis that explains why it was unsustainable see 
Thomas I. Palley, “The Fallacy of the Revised Bretton Woods Hypothesis: Why Today’s System Is 
Unsustainable and Suggestions for a Replacement,” Public Policy Brief No. 85, The Levy Economics 
Institute of Bard College, 2006. 
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concertina effect: when the U.S. economy crashed, other economies came crashing in 
behind.21  
 
 
3. America’s exhausted macroeconomic paradigm  
 
 The twin macroeconomics factors of an unstable growth model and of flawed global 
economic engagement were put in place during the 1980s and 1990s. However, their full 
adverse effects took time to build and the chickens only came home to roost in the 2001–07 
expansion. From that standpoint, the Bush-Cheney administration is not responsible for the 
financial crisis. Its economic policies can be criticized for mean-spiritedness and a greater 
proclivity for corporate favoritism, but they represented a continuation of the policy paradigm 
already in place. The financial crisis therefore represents the exhaustion of that paradigm 
rather than being the result of specific policy failures on the part of the Bush-Cheney 
administration. 
 
 In a nutshell, the US implemented a neo-liberal growth model that relied on debt and 
asset price inflation. As the neo-liberal model slowly cannibalized itself and became weaker, 
the economy needed larger speculative bubbles to grow. The flawed model of global 
engagement accelerated the cannibalization process, thereby creating need for a huge 
bubble that only housing could provide. However, when that bubble burst it pulled down the 
entire economy because of the bubble’s massive dependence on debt.  
 
 In many regards the neo-liberal paradigm was already showing its limits in the 1990s. 
An extended jobless recovery marked the business cycle of the 1990s when the term was 
coined and the boom was accompanied by a stock market bubble and the beginnings of 
significant house price inflation.  
 
 The recession of 2001 saw the bursting of the stock market and dot.com bubbles. 
However, although investment spending was hit hard, consumer spending was largely 
untouched, owing to continued household borrowing and continued moderate increases in 
home prices. Additionally, the financial system was largely unscathed because the stock 
market bubble involved limited reliance on debt financing. 
 
 Yet, despite the relative shallowness of the 2001 recession and aggressive monetary 
and fiscal stimulus, the economy languished in a second extended bout of jobless recovery. 
The critical factor was the trade deficit and off-shoring of jobs resulting from the model of 
globalization that had been decisively implemented in the 1990s. This drained spending, jobs, 
and investment from the economy, and also damped down wages by creating job insecurity.  
 
 The effects are clearly visible in the data for manufacturing employment. 
Manufacturing employment peaked in March 1998, shortly after the East Asian financial crisis 
and three years before the economy went into recession. Thereafter, manufacturing never 
really recovered from this shock and continued losing jobs throughout the most recent 
expansion (see table 14).  
 

 

 
21 Thomas I. Palley, “The Economic Concertina,” Comment Is Free, September 7, 2008, 
http:/www.guardian.co.uk/commentisfree/2008/sep/07/economicgrowth.useeconomicgrowth?gusrc=rss&
feed=worldnews. 
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             Table 14. US Manufacturing Employment (millions) 
 
  1997  1998  1999  2000  2001  2002  2003  2005  2007  
17.42  17.56 17.32  17.26 16.44 15.26 14.51 14.32 13.88  

Source: Economic Report of the President, 2009, table B-46. 
 
 
 The sustained weakness of manufacturing effectively undermined the economic 
recovery, despite expansionary macroeconomic policy. According to the National Bureau of 
Economic Research, the recession ended in November 2001, when employment was 130.9 
million. Two years later (November 2003) total employment was 130.1 million, a decrease of 
800,000 jobs. Over this period, manufacturing lost 1.5 million jobs, and total manufacturing 
employment fell from 15.83 million to 14.32 million. 
 
 The failure to develop a robust recovery, combined with persistent fears that the 
economy was about to slip back into recession, prompted the Federal Reserve to lower 
interest rates. Beginning in November 2000, the Fed cut its federal funds rates significantly, 
lowering it from 6.50 percent to 2.10 percent in November 2001. However, the weakness of 
the recovery drove the Fed to cut the rate still further, pushing it to 1.00 percent in July 2003, 
where it was held until June 2004.  
 
 Ultimately, the Federal Reserve’s low-interest-rate policy succeeded in jump-starting 
the economy by spurring a housing price boom, which in turn sparked a construction boom. 
That boom became a bubble, which burst in the summer of 2007. What is important about this 
history is that the economy needed an asset price bubble to restore full employment, just as it 
had needed the stock market and dot.com bubbles to restore full employment in the 1990s.  
 
 Given the underlying structural weakness of the demand-generation process, which 
had been further aggravated by flawed globalization, a bubble was the only way back to full 
employment. Higher asset prices were needed to provide collateral to support borrowing that 
could then finance spending.  
 
 A housing bubble was particularly economically effective for two reasons. First, 
housing ownership is widespread so the consumption wealth effects of the bubble were also 
widespread. Second, higher house prices stimulated domestic construction employment by 
raising prices above the cost of construction. Moreover, the housing bubble was a form of 
“house price populism” that benefitted incumbent politicians who could claim credit for the 
fictitious wealth created by the bubble. 
 
 The Federal Reserve is now being blamed by many for the bubble,22 but the reality is 
that it felt compelled to lower interest rates for fear of the economy falling back into recession. 
Additionally, inflation—which is the signaling mechanism the Federal Reserve relies on to 
assess whether monetary policy is too loose—showed no indication of excess demand in the 
economy. Indeed, all the indications were of profound economic weakness. Finally, when the 
Federal Reserve started raising the federal funds interest rates in mid-2004, the long-term 
rate that influences mortgages changed little. In part this may have been due to recycling of 

                                                      
22 John B. Taylor, “How Government Created the Financial Crisis,” Wall Street Journal, February 9, 
2009. 
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foreign country trade surpluses back to the United States, but in part it likely reflected 
underlying weak economic conditions.  
 
 This reality is confirmed by a look back at the expansion of 2001–07 compared to 
other expansions. By almost all measures it ranks as the weakest business cycle since World 
War II. Table 15 shows “trough to peak” and “peak to peak” measures of GDP growth, 
consumption growth, investment spending growth, employment growth, manufacturing 
employment growth, profit growth, compensation growth, wage and salary growth, change in 
the unemployment rate, and change in the employment/population ratio of this business cycle 
relative to other postwar cycles. The 2001–07 cycle ranks worst in seven of the ten measures, 
and second worst in two measures. If the comparison is restricted to the four cycles lasting 27 
quarters or more, the 2001–07 cycle is worst in nine of ten measures, and best in one 
measure—profit growth. This weak performance occurred despite a house price and credit 
bubble of historic proportions. It is clear evidence of the structural weakness of the U.S. 
macroeconomic model and why a bubble was needed to sustain growth. 
 
 
 Expansion only (1 = 

best, 10= worst)  
Full Cycles (1 = 
best, 10= worst)  

Full Cycles (1 = 
best, 4= worst)  

 
All  All  Cycles lasting more 

than 27 quarters  

Number of Cycles  10  10  4  

RANK OF 2001-07 
CYCLE  

   

GDP growth  10  8  4  

Consumption growth  9  9  4  

Investment growth  10  9  4  

Employment growth  10  9  4  

Manufacturing 
employment growth  10  10  4  

Profit growth  4  2  1  

Compensation growth  10  9  4  

Wage & salary growth  10  9  4  

Change in 
unemployment rate  9  5  4  

Change in 
Emp/population ratio  10  10  4  

Source: Josh Bivens and John Irons, “A Feeble Recovery: The Fundamental Economic Weaknesses of the 2001–07 
Expansion,” EPI Briefing Paper No. 214 (Washington, DC: Economic Policy Institute, December 2008); and author’s 
calculations. 
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4. Conclusion: where next? 
 
Recognizing the role of macroeconomic factors in the current crisis raises critical questions. 
Deregulation and massive unsound lending by financial markets are important parts of the 
crisis story, but they were not the ultimate cause of the crisis. Instead, they facilitated the 
bubble and are better understood as being part of the neo-liberal model, their function being 
to support demand growth based on debt and asset price inflation.  
 
 At this stage, repairing regulatory and microeconomic incentive failures can limit 
future financial excess. However, it will do nothing to address the problems inherent in the 
neo-liberal U.S. growth model and pattern of global economic engagement. Worse, focusing 
on regulation diverts attention from the bigger macroeconomic challenges by misleadingly 
suggesting that regulatory failure is the principal cause of the crisis.  
 
 The case for paradigm change has yet to be taken up politically. Those who built the 
neo-liberal system remain in charge of economic policy. Among mainstream economists who 
have justified the neo-liberal system, there has been some change in thinking when it comes 
to regulation, but there has been no change in thinking regarding the prevailing economic 
paradigm. This is starkly illustrated in the debate in the United States over globalization, 
where the evidence of failure is compelling. Yet, any suggestion that the United States should 
reshape its model of global economic engagement is brushed aside as “protectionism.”, which 
avoids the real issue and shuts down debate. 
 
 That leaves open the question of what will drive growth once the economy stabilizes. 
The postwar growth model based on rising middle-class incomes has been dismantled, while 
the neo-liberal growth model has imploded. Moreover, stripping the neo-liberal model of 
financial excess by means of regulation and leverage limits will leave it even more impaired. 
The U.S. economy needs a new growth model. 
 
 The outlines of that new model are easy to see. The most critical need is to restore 
the link between wages and productivity growth that drove the 1945–80 virtuous circle model 
of growth. This will require creating a new policy box that takes workers out and puts 
corporations in.  
 
 The outlines of such a box are easy to envisage and involve restoration of worker 
bargaining power in labor markets through strengthened unions, a higher minimum wage, and 
stronger employee protections; restoration of full employment as a macroeconomic policy 
objective; restoration of the legitimacy of regulation and increased government provision of 
public goods; a new international economic accord that addresses the triple hemorrhage 
problem created by the flawed model of global economic engagement; and reform of financial 
markets and corporate governance that ensures markets and corporations work to promote 
national economic well-being. 
 
 While the economics are clear, the politics are difficult, which partially explains the 
resistance to change on the part of policymakers and economists aligned with the neo-liberal 
model. The neo-liberal growth model has benefitted the wealthy, while the model of global 
economic engagement has benefitted large multinational corporations. That gives these 
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powerful political interests, with their money and well-funded captive think tanks, an incentive 
to block change. 23  
 
 Judging by its top economics personnel, the Obama administration has decided to 
maintain the system rather than change it. The administration may yet manage to create 
another bubble, this time probably an interest-rate bubble in Treasury bonds that will weakly 
jump-start the borrowing cycle one more time. However, that will not fix the underlying 
structural problem, and delay may make its resolution more difficult by creating new financial 
facts in the form of more debt. Most importantly, even if the neo-liberal model is revved up 
one more time, it will not deliver shared prosperity because it was never constructed to do so. 
 
 The bottom line is macroeconomic failure rooted in America’s flawed economic 
paradigm is the ultimate cause of the financial crisis and Great Recession. Financial market 
failure played a role in the making of the crisis, but its role was supportive and part of the 
flawed paradigm. Now, there is a grave danger that policymakers only focus on financial 
market reform and ignore reform of America’s flawed economic paradigm. In that event, 
though the economy may stabilize, it will likely be unable to escape the pull of economic 
stagnation. That is because stagnation is the logical next stage of the existing paradigm.  
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Introduction 
 

Despite the creation of a myriad of Federal Reserve (Fed) special discount window 
facilities, unlimited swap lending to central banks worldwide, and the creation of the Troubled 
Asset Relief Program (TARP), there appears to be no improvement in financial market 
conditions. In particular, it is widely lamented that, even with massive capital injections, the 
banking system is not lending to support the private sector. Comparing the current 
government response with those to the Great Depression in the 1930s and the Japanese 
crisis in the 1990s reveals surprising similarities—and the absence of at least three crucial 
factors. The similarities lie in the initial reliance on monetary and exchange rate policy to 
reflate asset prices and prevent deflation in goods prices in order to restore normal 
functioning of the financial system. The differences relate to the absence of (1) direct 
measures to support bank incomes through interest rate policy, (2) an understanding of the 
failures of the “modernized” financial system, and thus (3) a clear design for the shape and 
structure of the financial system that is to replace the current one. The third factor may be the 
most important deficiency related to attempts to emerge from the current crisis.   
 
 
A diagnosis is more important than a cure 
 

The prevailing diagnosis of the difficulties involved in reviving the financial system is 
based on the idea of a “liquidity trap.” This explanation is   similar to the response during the 
Japanese equity and real estate market   bubble of the late 1980s, which was eerily similar to 
the recent bubble in the United States. It was evoked to explain the decision by the Bank of 
Japan (BoJ) to introduce, in 1999, a zero interest rate policy (known by the acronym ZIRP) in 
light of its failure to induce and boost lending by Japanese banks through massive increases 
in bank reserves. To the frustration of the BoJ (and American economists who supported its 
policy), Japanese banks simply accumulated the reserves without further lending. There was 
populist pressure against such policy from politicians whose constituents faced falling 
incomes due to the virtual disappearance of interest income from postal savings accounts, 
which were a basic source of income for seniors and retirees.  
 

”Liquidity trap” initially referred to the creation of high-powered money by the central 
bank that was “trapped” on the asset side of banks’ balance sheets without expanding deposit 
liabilities representing loans to businesses. This could be viewed as a collapse of the money 
multiplier, or the velocity of circulation. The interpretation was based on the framework of the 
quantity theory equation of exchange, which suggests that a stable ratio of reserves to 
deposits means an increase in reserves, leading to a multiple expansion of loans and 
deposits, and thus an increase in the money supply.  
 

When Japan’s central bank finally moved to introduce ZIRP in 1999, the liquidity trap 
became a descriptive statement rather than a theoretical explanation. If the rate of interest is 
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zero, it cannot by definition be reduced.1

 In this version of the liquidity trap there is no 
increase in lending because it is implicitly assumed that the rate of interest at which the 
demand for loans equals the supply (given by the money multiplier) is negative. (Alternatively, 
the collapse of the IS curve produces an intersection with the LM curve at a negative interest 
rate.) Equilibrium is thus blocked by the positive constraint on interest rates.2

 Indeed, in 
conditions of deflation, it is possible that real interest rates would rise, pushing the economy 
even farther from equilibrium.  
 

This ZIRP version of the liquidity trap led commentators such as Paul Krugman3
 and 

Fed Chairman Ben Bernanke to propose that the BoJ carry out a policy of reserve expansion 
à outrance, or what is now known as “quantitative easing,” in order to produce inflation (or at 
least raise inflationary expectations) sufficient to drive the expected real interest rate into 
negative territory. Indeed, Bernanke (2000) argued that if such a policy carried on for a 
sufficient period of time, as a matter of logic it would inevitably lead to an increase in lending 
and rising prices.4

 It was also suggested “that the BoJ should attempt to achieve substantial 
currency depreciation through large open-market sales of yen. Through its effects on import-
price inflation . . . , on the demand for Japanese goods, and on Public Policy  expectations, a 
significant yen depreciation would go a long way toward jump-starting the reflationary process 
in Japan” (Bernanke 2000, p. 160). This was actually attempted in July 1999 but resulted only 
in yen appreciation, largely because the United States was unwilling to allow the value of the 
dollar to rise.5

  

 
 
Some measures from the depression era 
 

This approach to policy echoes Irving Fisher’s proposal for dealing with the Great 
Depression: reflation through monetary expansion.6

 Fed regulations then in force, however, 
made it difficult to carry out this policy. Notes issued by the Fed had to be backed by 
commercial loans and gold. The Fed could increase the money supply by discounting its 
member banks’ eligible assets (i.e., commercial loans), but such assets were in short supply. 
A change in legislation (the Glass-Steagall Act of 1932) was required in order to allow District 
Reserve Banks to increase the outstanding supply of Federal Reserve notes through the 
purchase of Treasury securities (i.e., what is now the normal policy of open market 
operations). Following policies consonant with the recommendations of economists such as 
Fisher and those from the Chicago school (to engineer a reflation by expanding the money 
supply), the Fed embarked on a policy of buying Treasury securities that successfully 
increased bank reserves. This policy was suspended after a short time, however, largely due 
to complaints from the banks that were among its intended beneficiaries. The basic reason 
was that the banks were not eager to expand lending when there were few qualified 
borrowers, or to see lower interest rates when their major source of income was interest on 
Treasury securities. Thus, the Fed’s expansionary policy rapidly reduced bank incomes to a 
level where they were insufficient to cover operating expenses. Abandoning the policy of 
monetary expansion and allowing interest rates to rise supported bank incomes, even if it 
subsequently led Milton Friedman and Anna J. Schwartz, in their Monetary History of the 
United States (1971), to garland the Fed with the economy’s failure because it did not 
produce a sustained expansion in the money supply.7

  

 
Monetary expansion was not the only policy supporting price “reflation.” The 

Roosevelt administration suspended the gold standard and devalued the dollar in the belief 
that these actions would also raise commodity prices and support reflation.8

 Moreover, in 
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1933 the administration introduced the Agricultural Adjustment Act and the National Industrial 
Recovery Act to raise prices and wages in agriculture and manufacturing, and to provide the 
legislative support for firms to act as a cartel and set prices. The basic idea behind this 
approach, which had the backing of Fisher, Jacob Viner, Herbert A. Simon, and others, was 
to use every means to reflate prices and incomes to precrisis levels so that debtors could 
meet their commitments.9  
 
 
The Fed’s response to the current crisis 
 

It is telling that the Fed’s response to the current financial crisis has been praised 
because it introduced ZIRP more rapidly than the Bank of Japan and embraced massive 
“quantitative easing.” In the absence of eligible borrowers, however, the only impact of lower 
interest rates is lower household and bank incomes. As yet, there are no proposed measures 
to support bank earnings. The change in legislation that allows interest payments on Fed 
deposits does not offset the impact of lower incomes, since interest rates are paid at a 
discount to the fed funds rate. Under ZIRP, this means that the fed funds rate is effectively 
zero. If quantitative easing moves securities purchases toward the long end of the yield curve 
and reduces the benchmark rate for mortgages, it could support household disposable 
incomes by allowing mortgages to be refinanced at lower interest rates. It seems clear, 
however, that tightening loan standards means that any beneficial impact will be more than 
offset by the decline in interest income on household deposits. 
 

The resulting swap arrangements by various term-lending facilities, through which the 
Fed exchanged impaired bank assets for Treasury securities, affected the composition and 
credit quality of investment portfolios while having little or no impact on bank earnings. This 
differs, in a fundamental way, from the policies adopted in the 1930s and those of former Fed 
Chairman Alan Greenspan, who “leaned against the wind.” He produced a sufficient spread 
between short- and medium-term government security rates to allow banks to earn enough 
income from riding the yield curve to help restore their balance sheets. 
 
 
The change in financial structure . . . 
 

Although the New Deal policies included direct income support through 
unemployment insurance and direct employment through the Public Works Administration 
and the Civilian Conservation Corps, active Keynesian-style deficit spending in support of 
incomes was introduced only after the ill-fated decision in 1937 to balance the budget after 
the recovery was under way. On the other hand, the approach at this time included another 
crucial element absent from present discussions—a fundamental change in the financial 
structure through a series of regulatory measures and new regulatory institutions. Since the 
New Deal measures and institutions are well known, they need not be rehearsed here; except 
to note their glaring absence in the current rescue packages, along with the absence of any 
discussion about the desired post-crisis structure of the financial system. 
 

Indeed, policy has changed course so frequently that there is complete uncertainty 
over the emergence of a (new) financial system. Despite affirmation that the government does 
not want to run the financial institutions and that nationalization is not an option, the aleatory 
approach to rescuing institutions, along with retroactively binding legislation to fix 
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compensation in the financial sector, can only augment the uncertainty and confirm the 
absence of any clear strategy to reregulate and reform the financial system. 
 
 
Is a key element missing from current policy? 
 

This point is important to the issue of why banks have not increased lending despite 
various support packages. The U.S. banking system in the aftermath of the Financial 
Modernization Act (1999) was based on principles that differed radically from the system 
arising from the New Deal legislation. The “modernized” system was founded on 
intermediation by financial institutions between borrowers and capital market lenders. 
Encouraged by the introduction of risk-weighted capital adequacy standards, banks 
minimized loans held at risk on their balance sheets in order to conserve capital and to 
increase pure intermediary activities by maximizing fee and commission incomes. It should 
not be surprising that bank lending has not lately increased because banks had already 
ceased to lend in the new system, and losses have reduced their own capital, requiring a 
reduction in the size of their balance sheets. The fact that capital markets stopped buying the 
loans originated by banks because of a lack of transparency concerning risk meant that credit 
ceased for the entire system. 
 

The second element supporting bank earnings was leverage, which was created 
through a series of mechanisms linked to particular institutions and instruments under the 
“shadow banking system.” Many of these institutions have either disappeared or sharply 
reduced their exposure, along with the declining market for instruments that supported the 
system. These developments, in concert with exhortations from regulators to reduce leverage, 
suppressed the availability of credit to the private sector. This result was not because banks 
failed to lend but rather because of the breakdown of the “modernized” financial structure 
created in 1999. Although current policy appears to be designed to resurrect this structure, it 
is unlikely to do so. In the absence of alternative approaches, re-creating the “modernized” 
structure would only lay the groundwork for the next crisis. The lessons of the Great 
Depression suggest that structural reform has to be part of any successful policy that restores 
financing to the productive sectors of the economy. But creating that system requires an 
understanding of how the current system failed. 
 
 
Why the current system failed 
 

To understand this failure, it is important to recognize how the (now collapsed) 
originate-and-distribute system differed from the traditional originate- and-fund system. Under 
the New Deal financial structure, bank loan officers would originate loans and the reserve 
desks would find the deposits or interbank lending needed to satisfy the statutory reserve 
ratio. If the system came up short, the Fed provided the reserves. For an individual bank, 
however, there are secondary reserve assets (i.e., liquidity cushions) when shortfalls arise 
from an excessively exuberant loan officer or from a decline in the quality of loans and an 
increase in charge-offs. Loans initially funded by creating a bank deposit liability thus 
represented an unfunded liability that had to be hedged by a bank’s liquidity policy. Or, as 
Hyman P. Minsky (2008) put it: 
 

 “Banking is not money lending; to lend, a money lender must have money. The 
fundamental banking activity is accepting, that is, guaranteeing that some party (that 
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is, the borrower) is creditworthy.... A bank loan is equivalent to a bank’s buying a note 
that it has accepted.… When a banker vouches for creditworthiness or authorizes the 
drawing of checks, he need not have uncommitted funds on hand. He would be a 
poor banker if he had idle funds on hand for any substantial time.… Banks make 
financing commitments because they can operate in financial markets to acquire 
funds as needed; to so operate they hold assets that are negotiable in markets and 
hold credit lines at other banks. The normal functioning of our enterprise system 
depends upon a large array of commitments to finance, which do not show up as 
actual funds lent or borrowed, and money markets that provide connections among 
financial institutions that allow these commitments to be undertaken in good faith and 
to be honored whenever the need arises.” 

 
In the world of origination and securitization for the distribution of assets after 1999, 

there was little or no concern for holding negotiable assets against a loan commitment, no 
visible backup credit lines, and no need for money market connections to provide funding. 
The loans were sold or packaged in trusts with other loans and then sold (often presold) to 
another arm’s-length securities institution, which was classified as a variable interest entity 
and organized to issue its own capital market liabilities in order to purchase the bundles of 
bank-originated assets. These special purpose vehicles (or special investment vehicles) were 
created to ensure the nonrecourse transfer of the risk of first loss from the originating/issuing 
bank to the owners of the trust—the capital market investors—thus removing the loans from 
recourse against the issuing bank, eliminating the need to hold capital against the loans and 
reducing the need for secondary sources of liquidity. 
 

Not only was the capital backing removed, the function of the reserve desk was 
replaced by financial engineering, which produced the structure of liabilities sold on a 
nonrecourse basis to the capital markets. As has now been widely noted, this replacement 
eliminated the loan officer’s normal due diligence process that judged the quality of the 
borrower and replaced it with an analysis of the capital structure of special purpose entities. 
No one assessed the quality of the underlying assets purchased by the entities. Even the 
structure’s due diligence was outsourced to private rating agencies, whose interests were 
those of the issuing banks who paid the fees rather than the loan officers or final buyers (see 
Kregel 2008). 
 

But, more importantly, the liquidity cushion of secondary reserves, along with the 
access to market financing that was normally held by banks in the originate-and-fund system, 
disappeared in the new system. The cushion was provided through overcollateralization or 
credit enhancements from bond guarantee insurance companies, or through credit default 
swaps. The purpose was to provide investment-grade credit ratings to the senior liabilities, not 
to provide liquidity to the structure. Thus, the movement of loans off the banks’ balance 
sheets not only reduced the capital backing of outstanding loans but also eliminated the 
liquidity cushion behind the loans. What Minsky deemed a clear increase in financial fragility 
was justified on the argument that the increased risk was diffused and did not increase 
systemic fragility. 
 

The weakest link in the system was that a large portion of the subprime and Alt-A 
loans, many of which were written with optional adjustable rates, were programmed to 
become insolvent at their reset date if the collateral could not be sold at a profit. To simplify, 
the secondary liquidity once held by the banks’ reserves of Treasury securities (the safest 
assets traded in the most liquid market) or other easily negotiable instruments was replaced 
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by the secondhand real estate market—one of the least liquid and most fragmented markets 
in the financial system. 
 

There was an additional perverse impact. Bond insurers and issuers of credit default 
swaps who provided credit enhancement to these structures were even less capitalized, and 
had even lower liquidity cushions, than the structures they insured. As real estate prices 
declined and it became clear that the nonrated equity and lower-rated intermediate-liability 
tranches of securitized structures would be impaired, questions arose about the 
creditworthiness of the AA and AAA senior tranches. In response, rating agencies began to 
downgrade their ratings. This meant that the sellers of credit default swap protection had to 
provide additional margin to the buyers of credit protection, while the increased exposure of 
monoline insurers meant that they also had to increase their margin payments. This affected 
a whole series of other assets whose ratings were determined by their respective bond 
insurers. Thus, the institutions that provided liquidity insurance to the structured investment 
vehicles also created an additional demand for liquidity in a system that had more or less 
eliminated all of the traditional liquidity cushions. 
 

AIG–Financial Products Corporation provides the extreme example by writing credit 
default swaps with virtually no hedging and minimum margins because its parent company 
had a triple-A rating. Downgrades led to additional margin payments that soon outstripped the 
net worth of the parent holding company.10

 In normal circumstances, a liquidity crisis creates 
the need to sell position in order to make position, and this response leads to insolvency. In 
the current crisis, the recognition that the securitized structures were insolvent set off a rush 
for liquidity that engulfed the entire system. 
 

At the same time, rising loan-to-value ratios and the failure to verify borrowers’ 
income meant that the liquidity cushion (normally provided by the borrower’s home equity and 
other wealth, as well as income) all but disappeared. When house prices stopped rising, it 
implied insolvency for the borrowers and the special-purpose entities holding the mortgage as 
collateral, as well as the liquidity provided by overcollateralization. But the structures never 
possessed a liquidity cushion in the traditional sense of liquid assets that are sold in the 
market. It is not surprising, therefore, that it was difficult to find reliable market prices for the 
collateral and for the liabilities of the mortgage securitizations. Equally important, households 
had no liquidity cushion other than the real estate market—meaning insolvency for borrowers 
on or before their mortgage reset date. 
 

If the price readjustment had been restricted to the buyers of liabilities associated with 
securitized mortgage entities and the underlying subprime borrowers, the financial collapse 
would have produced a loss of wealth for the entities and borrowers alone, and would 
possibly have lessened the wealth effect on consumption and economic activity—in other 
words, there would have been a short slump. But the current slump will not be short. 
 

Banks had warehoused or held investment-grade senior liabilities. They, along with 
other financial institutions, provided liquidity guarantees to the entities (often on a highly 
leveraged basis). When the securitized entities became insolvent, there was a direct and 
negative impact on banks, because the entities had to provide additional margins or the 
losses had to be taken against bank capital when there were no secondary reserve cushions. 
In combination with the demand for liquidity to provide margin on credit enhancements, these 
circumstances produced what Fisher and Minsky called a “debt deflation”—that is, it became 
necessary to sell position to make position. In a market where there are only sellers, however, 
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there is by definition no liquidity or market price. It was impossible to value the assets of 
financial institutions or the institutions’ creditworthiness as counterparties. Thus, not only 
private sector lending came to a halt, but lending amongst financial institutions (which 
normally supports liquidity) also came to a halt. This result was simply exacerbated by the 
response of the Fed to Bear Stearns, Lehman Brothers, and AIG when there was no clearly 
enunciated principle to determine who would receive support and who would be allowed to 
fail. Even a secured loan is lost in bankruptcy, so the threat that every institution is a potential 
Lehman Brothers means that banks will not lend to one another, leaving the entire provision 
of liquidity to the Fed as the only secure borrower. The problem is not that the banks are not 
lending; it is that they are lending only to the Fed. 
 

While the bailout of financial institutions has prevented insolvency from turning into 
bankruptcy, it has done little to increase the willingness or ability of banks to lend to private 
businesses or to one another. This circumstance is independent of the decline in qualified 
borrowers that stems from the sharp decline in overall economic activity. The crisis has 
destroyed the “modernized” lending mechanism based on leveraged securitization for the 
private sector (financial and business)—and there is not another mechanism to take its place. 
 
Yet a clear road map for a new financial system is more important than a replacement 
mechanism that removes impaired assets from bank balance sheets. The Roosevelt 
administration designed a new system in a very short space of time (1933–35). Nearly the 
same amount of time has passed since the outbreak of instability in the mortgage markets (in 
the spring of 2007), but there is no clear vision of what the “New Deal” will be for the financial 
system. It is also clear that policy attempts to return prices to precrisis levels and save the 
existing system have not worked. Indeed, they probably cannot work. The prevailing 
approach to resolving the crisis relies on the notion that if impaired assets are held long 
enough, they will recover in value, so that commitments can be met and banks can return to 
their old ways by tightening their limits on leverage and on some financial products (such as 
credit default swaps). 
 
 
The final lesson from the New Deal 
 

The current response to the financial crisis does not appear to acknowledge the 
importance of the negative impact of low interest rates on incomes, while accepting Fisher’s 
idea for a resolution through ZIRP and quantitative easing in order to restore asset and goods 
prices (an idea resurrected by Krugman and Bernanke during the Japanese crisis). These 
policies did not work in the United States in the 1930s or in Japan in the 1990s. This 
approach to a “return to normalcy,” however, explains the absence of the most important 
aspect of the New Deal—a rapid assessment of financial system failures and the introduction 
of a new financial structure that corrects these failures. 
 

In the 1930s, there was a firm belief that commercial bank affiliates dealing in capital 
market businesses were a major cause of the problem, and that Glass-Steagall simply got rid 
of the affiliates. Today’s insistence on restoring asset values and removing “impaired” assets 
from the balance sheets of institutions (and restoring them to health) suggests that these 
institutions will be able to generate incomes much as they have in the past. This seems to be 
an impossible outcome, and it leaves one final aspect of the crisis’s resolution that is 
associated with the New Deal and Japan’s lost decade. 
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Despite widespread opinion to the contrary, President Roosevelt ran on a platform 

that accused Herbert Hoover of being a profligate spendthrift, and he promised to balance the 
budget in both his first and second election campaigns. It is somewhat ironic that President 
Reagan ran his campaigns on quotations drawn from Roosevelt’s speeches in support of 
balanced budgets. As noted above, it was Fisher, not John Maynard Keynes, who dictated 
New Deal policy. Keynesian-style deficit spending was adopted only in an emergency after 
tax increases introduced in 1935–36 (which look disturbingly similar to those discussed by the 
Obama administration) produced a downturn in 1937. Discussion of the current stimulus bill 
has centered on the ability of spending to create employment. But, as important as increasing 
employment may be, the initial focus of government expenditures should be to provide 
income and cover losses sustained by banks and households. This recommendation is based 
on the fact that, if the above analysis is correct (i.e., the basic problem is a financial system 
that has attempted to function with reduced liquidity cushions and has virtually eliminated 
liquidity), then a lack of liquidity is causing the productive sector to contract due to a lack of 
financing. However, increasing incomes would cover losses and resolve the liquidity problem. 
If the level of government expenditure is sufficiently high and stable to provide full 
employment, system liquidity would be provided automatically via stable income and sales 
receipts (assuring that debts could be liquidated through the sale of assets). The best way to 
reduce liquidity demands is to ensure that the cash flows of firms and household incomes are 
fully employed. 
 

The basic difference is whether liquidity and prices can be restored through an 
increase in high-powered money at zero interest rates or through added government 
spending that increases incomes, expenditures, and profits. Whether or not restoration comes 
from employment creation is unimportant in the first instance, but it is important that it comes 
in terms of increasing incomes for banks or households, since, in the absence of write-offs, 
only increased earnings can restore balance sheets. This was the point made by Keynes 
when he recommended that it would be sufficient to bury jars full of banknotes and allow 
people to dig them up. When banks have sufficient income, they can restore capital and 
recommence lending, and when households have sufficient income to pay down their debts, 
they can recommence spending. 
 

Until now, only the Fed has been willing to operate on the banks’ balance sheets by 
swapping one asset for another—transactions that do not increase bank earnings. As noted 
earlier, “leaning against the wind” subterfuges such as those supported by Greenspan in the 
1990s can do this. The best way, however, is to increase incomes sufficiently, so that 
households can meet their debt service on loans out of income and firms have sufficient 
income to meet their borrowing needs. As Keynes noted, one of the simplest ways to offset 
liquidity preference (i.e., to hold cash rather than lend it to finance productive enterprise) is to 
increase the earnings of households and businesses. Building hospitals and bridges would be 
nice, but if it is impossible to convince politicians that this is a good thing, then we have to 
support employment of “banknote-jar archeologists.” 
 

According to Keynes, “It is not quite correct that I attach primary 
importance to the rate of interest.… I should regard state intervention to encourage 
investment as probably a more important factor than low rates of interest taken in isolation.” 
However, as Minsky pointed out, there is a better way to solve both the liquidity and the 
income problem, while also providing full employment: by channeling government expenditure 
through an employer-of-last-resort program. This would directly increase incomes without 
creating the additional financial layering associated with more investment expenditure. 
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Indeed, one of the major causes of our current difficulties was that household consumption 
was not financed by real wages that rose in step with productivity but rather by increased 
household borrowing that fueled higher financial sector incomes. In simple terms, the current 
crisis could have been avoided if increased household consumption had been financed 
through wage increases and if financial institutions had used their earnings to augment bank 
capital rather than employee bonuses. In addition to financial reform that underwrites 
productive investment and increases labor productivity, policies are needed to ensure that 
increased productivity is reflected in increased real wages for households and financial 
system earnings are directed more toward capital than toward labor. The current system has 
failed because it was built on an incentive system that did just the opposite. 
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Notes 

 
1 This is not the way that Keynes explained the liquidity trap. For Keynes, the liquidity trap was a price 
relation—the failure of the central bank to bring about a reduction in market interest rates by increasing 
the supply of money. It was thus an expression of absolute or complete liquidity preference. The public 
was willing to hold as much cash as the central bank would create at a constant interest rate. Keynes’s 
explanation was linked to expectations of the future course of interest rates. If investors believe that 
interest rates have fallen so low that they may rise by more than the square of the currently prevailing 
rate, then the loss in value of a coupon security would more than offset the coupon yield. In such 
conditions, it would be rational to sell securities at the current interest rate and hold on to the money. 
 
2 Although the interbank deposit bid rate was negative for some periods in 1998 due to the perceived 
risk of insolvency of Japanese banks and the preference for holding deposits in foreign banks operating 
in Japan. 
 
3 His best-known article on the subject is Krugman (1998). 
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4 “The general argument that the monetary authorities can increase aggregate demand and prices, even 
if the nominal interest rate is zero, is as follows: Money, unlike other forms of government debt, pays 
zero interest and has infinite maturity. The monetary authorities can issue as much money as they like. 
Hence, if the price level were truly independent of money issuance, then the monetary authorities could 
use the money they create to acquire indefinite quantities of goods and assets. This is manifestly 
impossible in equilibrium. Therefore money issuance must ultimately raise the price level, even if 
nominal interest rates are bounded at zero. This is an elementary argument, but, as we will see, it is 
quite corrosive of claims of monetary impotence” (Bernanke 2000). 
 
5 According to Richard Koo (2003), then U.S. Treasury Secretary Lawrence Summers actively opposed 
the move after the Bank of Japan had spent three trillion yen without clearing the move with the United 
States. The attempt to intervene in the exchange markets did, however, earn Eisuke Sakakibara, 
Japan’s former vice minister for international finance, the title “Mr. Yen.” 
 
6 Fisher was in step with Chicago economists, who also favored an increase in the money supply as the 
basis for a recovery of prices, but they diverged from Fisher and argued that this could take place only 
through an increase in demand for loans for productive purposes. It would require public deficit spending 
to generate this demand. See Davis (1968). 
 
7 Epstein and Ferguson (1984) also note that differences in condition across Federal Reserve Districts 
and concerns over the gold backing of currency and foreign deposits were also a consideration in the 
change in policy. 
 
8 This is undoubtedly the source of subsequent recommendations made to Japan in the 1990s and a 
plausible explanation of the clear decision by the United States to abandon its strong dollar policy. 
Market strategist Frank Veneroso (2008) clearly outlines the similarities between Bernanke’s policy 
recommendations for Japan and the conduct of Fed policy in this crisis, in particular drawing dire 
conclusions for the value of the dollar. 
 
9 . Fisher’s position was supported by recognition of the impact of deflation on the real value of debt that 
could create an incentive to sell despite falling prices, and a process that Fisher called a “debt deflation.” 
 
10 AIG’s difficulties were exacerbated by the fact that premiums were extremely low, thus high volume 
was required to reap high profits. This encouraged the extension of credit default swaps to institutions 
that were interested in the instruments not to hedge risks but simply to speculate—so-called “naked” 
positions, which were (implicitly) another form of leverage in the system. 
 
 
________________________________  
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Jan Kregel, “It’s that “vision” thing: Why the bailouts aren’t working, and why a new financial system is needed”, real-
world economics review, issue no. 50, 8 September 2009, pp. 75-84, 
http://www.paecon.net/PAEReview/issue50/Kregel50.pdf 
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Efficient Market Theory vs. Keynes’s Liquidity Theory1 
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 Politicians and talking heads on television are continuously warning the public that 
the current economic crisis that began in 2007 as a small sub prime mortgage default 
problem in the United States has created the greatest economic catastrophe since the Great 
Depression. What is rarely noted , however, is that what is significant about this current 
economic crisis is that its origin, like the origin of the Great Depression, lies in the operations 
of free (deregulated) financial markets. As I pointed out in two recent articles (Davidson, 
2008a, Davidson 2008b), it is the deregulation of the financial system that began in the 1970s 
in the United States that is the basic cause of our current financial market distress.  
 
 Yet for more than three decades, mainstream academic economists, policy makers in 
government and Central Bankers and their economic advisors insisted that (1) both 
government regulations of markets and large government spending policies are the cause our 
economic problems and (2) ending big government and freeing markets from government 
regulatory controls is the solution to our economic problems.  
 
 In an amazing “mea culpa” testimony before Congress on October 23, 2008, Alan 
Greenspan admitted that he had overestimated the ability of free financial markets to self-
correct and he had entirely missed the possibility that deregulation could unleash such a 
destructive force on the economy. Greenspan stated:  
 

“This crisis, however, has turned out to be much broader than anything I could have 
imagined....those of us who had looked to the self interest of lending institutions to 
protect shareholder’s equity (myself especially) are in a state of shocked disbelief.... 
In recent decades, a vast risk management and pricing system has evolved, 
combining the best insights of mathematicians and finance experts supported by 
major advances in computer and communications technology. A Nobel Prize [in 
economics] was awarded for the discovery of the [free market] pricing model that 
underpins much of the advance in [financial] derivatives markets. This modern risk 
management paradigm held sway for decades. The whole intellectual edifice, 
however, [has] collapsed.”  

 
 Under questioning by members of the Congressional committee Greenspan admitted 
:“I found a flaw in the model that I perceive is the critical functioning structure that defines how 
the world works. That’s precisely the reason I was shocked....I still do not fully understand 
why it happened, and obviously to the extent that I figure it happened and why, I shall change 
my views”.  
 
 The purpose of this paper is to explain to Greenspan and others who believed that 
the solutions to our economic problems are free efficient markets why they are wrong.  
 
 
 

 
1 This paper was the keynote address to the Progressive Economic Forum, Canadian Economics 
Association Convention, Toronto, May 2009 



real-world economics review, issue no. 50 
 

 
Theories explaining the operation of a capitalist economy  
 
 There are two fundamentally economic theories that attempt to explain the operation 
of a capitalist economy. These are:  
 

(1) the classical economic theory which has many variants including “the theory of 
efficient markets”, “classical or neoclassical theory”, “general equilibrium theory”, 
“dynamic general equilibrium theory” or “mainstream economic theory including old 
and New Keynesian theory”. The mantra of this analytical system is that free markets 
can cure any economic problem that may arise, while government interference 
always cause economic problems. In other words, government economic policy is the 
problem, the free market is the solution.  
 
(2) the Keynes liquidity theory of an entrepreneurial economy . The conclusions of 
this analysis is that government can cure, with cooperation of private industry and 
households, economic flaws inherent in the operation of a capitalist economy 
especially when unfettered greed or fear is permitted to dominate economic 
decisions.  

 
 Time is a device for preventing everything from happening at once. Economic 
decisions made today will have outcomes that can only be evaluated days, months or even 
years in the future. The basic – but not only– difference between these two alternative 
theories is how they treat knowledge about future outcomes that will be the result of today’s 
decisions. In essence, the classical efficient market theory presumes that by one method or 
another decision makers today can, and do, possess knowledge about the future. Thus the 
only economic decisions that today’s markets have to solve is the allocation of today’s 
resources to produce the most valuable of “known” outcomes today and all future dates. 
Since classical efficient market theory presumes all decision makers “know” their future 
intertemporal budget constraints and act accordingly, there can never be problems of loan 
defaults, insolvency, and bankruptcy. Accordingly, if people are rational mainstream theory 
provides no guidelines for how to deal with these problems when they create a financial crisis 
domestically and/or globally. Such a crisis is impossible!  
 
 The Keynes liquidity theory on the other hand, presumes that decision makers “know” 
that they do not, and can not , know the future outcome of certain crucial economic decisions 
made today. Thus the Keynes theory explains how the capitalist economic system creates 
institutions that permit decision makers to deal with an uncertain future while making 
allocative decisions whose outcomes they can not “know” with actuarial certainty and even to 
make decisions not to decide, and then sleep at night.  
 
 
Reading tea leaves : the classical solution for knowing the future  
 
 Advocates of classical economics believe that free markets are efficient. In a classical 
efficient market it is presumed that there are large numbers of rational decision makers who, 
before making a purchase or sales decision, collect and analyze reliable information on both 
the probability of events that have already occurred and on the probability of events that will 
occur in the future. In an efficient market, it is assumed that this important information about 
the past and the future is available to all decision makers.  
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In 18th and 19 century most economists assumed that today’s market participants possessed 
complete information about the future and therefore in a free market participants always make 
correct decisions that represented their own best interests. To some an assumption that the 
future is already known may seem preposterous. Nevertheless this idea underlies the 
Greenspan belief (cited above) that the self interest of lending institutions in a free market led 
management to undertake transactions that protect shareholder’s equity.  
 
 The classical theory presumption that the future is known is the foundation all of 
today’s efficient market theories. For example, the Arrow-Debreu general equilibrium model is 
the basic analytical framework from which most mathematical computer economic models 
used by economists are based. The Arrow-Debreu presumption is that markets exist today to 
permit participants to buy and sell all the products and services that will be delivered today 
and at every date in the future. Thus at the initial instant of time, it is presumed that all market 
participants enter into transactions for the purchases and sales of all products and services 
not only for delivery today but for delivery for all future dates till the end of time. In its extreme 
conceptualization, this general equilibrium approach implies that buyers today not only know 
what goods and services they are going to demand in the market today, tomorrow and every 
future date for the rest of their lives, but today they also “know” what their grandchildren, great 
grandchildren, etc will want to buy and sell decades and centuries from today. If efficient 
markets existed when Adam and Eve were banished from the Garden of Eden, then Adam 
and Eve being ancestors to all of us alive today, would have made already entered into a 
future order to purchase dinner for all participants at this conference. Only the high level of 
mathematics and abstraction of this classical theory can bury its impossible axiomatic 
foundation.  
 
 Many of today’s mainstream classical economists recognize that the Arrow-Debreu 
presumption of the existence of a complete set of markets for every conceivable good and 
service for every future date is impossible. Nevertheless they still believe in the efficiency of 
free markets. To salvage their efficient market conclusions, they assume that market 
participants possess “rational expectations” regarding all future possible outcomes of any 
decision made today. Lucas’s theory of rational expectations asserts that although individuals 
presumably make decisions based on their subjective probability distributions, nevertheless if 
expectations are to be rational these subjective distributions must be equal to the objective 
probability distributions that will govern outcomes at any particular future date. In other words, 
somehow today’s rational market participants possess statistically reliable information 
regarding the probability distribution of the universe of future events that will can occur on any 
specific future date.  
 
 To obtain a reliable probability distribution about a future universe of events, the 
decision maker should draw a random sample from that future universe. Then the decision 
maker can analyze this sample from the future to calculate statistically reliable information 
about the mean, standard deviation, etc. of this future population. Thus, the analyst can 
reduce uncertainty about prospective outcomes to a future of actuarial certainties expressed 
as objective probabilistic risks – though still subject to Type I and Type II errors.  
 
 Since drawing a sample from the future is not possible, efficient market theorists must 
presume that probabilities calculated from already existing market data is equivalent to 
drawing a sample from markets that will exist in the future. This presumption is known as the 
ergodic axiom which in essence asserts that the future is merely the statistical shadow of the 
past. Only if this ergodic axiom is accepted as a universal truth, will calculating probability 
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distributions (risks) on the basis of historical market data be statistically equivalent to drawing 
and analyzing samples from the future. Only under the ergodic axiom is the past, the present, 
and the future all rolled up into one!  
 
 Those who claim that economics is a “hard science” like physics or astronomy argue 
that the ergodic axiom must be the foundation of the economists’s model if economics is to be 
a “hard” science. An axiom is defined as a universal truth that needs not be proved. The 
classical ergodic axiom permits economists to claim that probabilities calculated from past 
and current market data provide reliable actuarial knowledge about the future. In other words, 
the future is merely probabilistically risky but not uncertain. In 1969, for example, Nobel prize 
economist Paul Samuelson (1969), who is often thought to be the originator of post second 
world war “Keynesianism”, wrote that if economists hope to remove economics from the realm 
of history and move it into the “realm of science” we must impose what Samuelson called the 
“ergodic hypothesis”.  
 
 The assumption that the economy is governed by an ergodic stochastic process 
means that the future path of the economy is already predetermined and can not be changed 
by human action today. Astronomers insist that the future path of the planets around the sun 
and the moon around the earth has been predetermined since the moment of the Big Bang 
beginning of the universe. Nothing humans can do can change the predetermined path of 
these heavenly bodies. This “Big Bang” astronomy theory means that the “hard science” of 
astronomy relies on the ergodic axiom. Consequently by using past measurements of the 
speed and direction of heavenly bodies by observations, astronomical scientists can 
accurately predict the time (usually within seconds) of when the next solar eclipse will be 
observable on the earth.  
 
 Assuming that this hard science astronomy is applicable to the heavenly bodies of 
our universe, then it should be obvious that the United States Congress can not pass 
legislation that will actually prevent future solar eclipses from occurring even if the legislation 
is designed to obtain more sunshine to improve agriculture crop production. In a similar vein, 
if, as Samuelson claims, economics is a “hard science” based on the ergodic axiom, then 
Congress can neither pass a law preventing the next eclipse nor pass a law preventing 
unemployment and recession that are already predetermined in the future path of the 
economy. The result is a belief in a laissez-faire to non government intervention policy as the 
only correct policy. 
 
 Logically consistent efficient market analysis suggests that active government 
economic policies that interfere with free markets creates an “external shock” to the system. 
By an “external shock” the efficient theory economists mean that government policy is 
equivalent to throwing something into the predetermined path of the economy pushing it 
temporarily off its path into a path involving more unemployment, resource waste, et cetera 
Unless we continued to throw more pebbles at the pendulum, the effect of the one-time 
pebble external shock would wear off and the pendulum would soon return to its natural 
swinging path as the ergodic law of gravity reestablished control over the pendulum.  
 
 If markets are efficient and not constrained by onerous permanent government 
regulation and interference, then the action of participants in these efficient markets to any 
external shock caused by government policies will move the economy back to its 
predetermined efficient path, just as the law of gravity would restore the pendulum swing after 
the external shock of being hit by a pebble. In other words, whenever government policies 
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shock the economic system, action by rational market participants in a free market, in some 
unspecified time (i.e., the long run), will restore the system back to its predetermined efficient 
path (by purging “the rottenness out of the system” as Treasury Secretary Andrew Mellon 
continually told President Hoover, according to Hoover’s autobiography).  
 
 Thus, for example, it is often argued that the government creates unemployment in 
the private sector when it passes legislation that all workers are entitled to at least minimum 
wage that cannot be lowered even if unemployed workers are willing to work for less rather 
than starve. Similarly if government passes legislation that protects and encourages 
unionization, the effect will be to push wages up so high that profit opportunities will be 
ultimately eliminated and unemployment of workers assured. Thus, it follows from classical 
theory, that the market, and not the government should decide what wage rate should be the 
minimum that workers should receive. Consistency therefore would require arguing that 
government should never constrain the pay of top management but rather should leave it to 
the market to determine the value of CEOs. Is it not surprising that these CEO’s then hire 
these classical economists as consultants?  
 
 The highly complex computer models used by investment bankers in Wall Street in 
recent years to evaluate and manage the risks of dealings with financial assets is based on 
statistical probability analysis of historical data to predict the future. Given the necessity of the 
government, in 2008, to bail out all these Wall Street investment bankers when their risk 
management tools failed, it should be obvious that their risk management computer models 
presumed the ergodic axiom while the real world environment was nonergodic. That is why all 
these risk management models failed to predict the 2008 future.  
 
 The Oxford mathematician Jerome Ravitz in an article entitled “Faith and Reason in 
The Mathematics of the Credit Crunch” appearing in Oxford Magazine (eighth week, 
Michaelmas term, 2008) has written: 

 “...the term faith is believed by these competent present observers to be relevant to 
the mathematics at the heart of the multi dimensional pyramid game that has led to 
our present [credit crunch] catastrophe. Combined with the corruption of quality and 
the abuse of uncertainty in mathematical models, blind faith in [classical] economics 
and mathematics forms... the toxic mix that has enabled greed an irresponsibility to 
wreak their destructive way. ... Mathematics first provided an enabling technology 
with computers, then with a plausible theorem it offered legitimation for runaway 
speculation....it framed the quantitative specification of its fantasised products. 
Mathematics thereby became uniquely toxic, what Warren Buffet has called ‘weapons 
of mass destruction’”.  

 
 
Classical theorists vs., Keynes on the reality of assumptions  
 
 If Keynes was alive today I think he might have called this theory of efficient markets 
a case of “weapons of math destruction”. Yet, economist Robert Lucas [1981, p. 287] has 
boasted that the axioms underlying classical economics are “artificial, abstract, patently 
unreal”. But like Samuelson, Lucas insists such unreal assumptions are the only scientific 
method of doing economics. Lucas insists that “Progress in economic thinking means getting 
better and better abstract, analogue models, not better verbal observations about the real 
world” [Lucas, 1981, p. 276]. The rationale underlying this argument is that these unrealistic 
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assumptions make the problem more tractable and, with the aid of a computer, the analyst 
can then predict the future. Never mind that the prediction might be disastrously wrong.  
 
 Computer based mathematical versions of classical efficient market theory involving 
thousands of variables and an equation for each variable have been put forth as a hard 
science description of our economic system that, at a point of time, simultaneously 
determines the price and output of every item that is traded in the economic system. For 
many even identifying the fundamental axioms buried under all the mathematical debris is an 
impossible task. Moreover, the fact that computers can manipulate all that mathematics gives 
the results an aura of scientific truth. How can a computer print-out be wrong?  
 
 In a 2009 article entitled “Probably Wrong – Misapplications of Probability and 
Statistics in Real Life Uncertainty”, Oxford University’s Peter Taylor and David Shipley of MAP 
Underwriting Agencies, Lloyd’s of London suggests why all these computer print-out are 
wrong. Taylor and Shipley have written;  
 

“There are lies, damned lies, and statistics...Probability and Statistics just don’t feel 
right for many problems...They give the impression of allowing fairly for the 
eventualities....and then something unexpected happens.... Those of a more 
pragmatic nature would want some measure of credibility such as the extent of 
applicability to a theory or a problem. In complex systems, the predictability that is so 
successful in the controlled worlds of the lab and engineering has not worked and yet 
theories claiming predictability have misled policy makers and continue to do so.... 
We may even have to own up to not having an appropriate model at all, surely a 
modern-day heresy” 

 
Taylor and Shipley argue that we should learn from th current economic and financial crisis 
that:  
 

“As investors, never trust a manager who says he has a superior mathematical model 
.... As mangers leave room in your business model for the unexpected.... As 
regulators focus on management’s ability to understand real risk exposure, rather 
than the comfort blanket of a model... [and] As modelers, encourage critical 
awareness that the model may not represent all the relevant mechanisms for the 
process under consideration”.  

 
 In the introduction to his book Against The Gods , a treatise that deals with the 
questions of relevance of risk management techniques on Wall Street, Peter L. Bernstein [ 
1996, p. 6] writes:  
 

“The story that I have to tell is marked all the way through by a persistent tension 
between those who assert that the best decisions are based on quantification and 
numbers, determined by the [statistical] patterns of the past, and those who based 
their decisions on more subjective degrees of belief about the uncertain future. This is 
a controversy that has never been resolved....to what degree should we rely on the 
patterns of the past to tell us what the future will be like?”.  

 
 One would hope that the empirical evidence of the collapse of those “masters of the 
economic universe “ that have dominate Wall Street machinations for the last three decades 
has at least created doubt regarding the applicability of classical ergodic theory to our 
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economic world. Even Alan Greenspan seems to be having second thoughts although he still 
has not completely changed his tune.  
 
 
Keynes’s liquidity theory for dealing with the uncertain future  
 
 John Maynard Keynes’s ideas support Bernstein’s latter group. Keynes specifically 
argued that the uncertainty of the economic future can not be resolved by looking at statistical 
patterns of the past. Keynes’s believed that today’s economic decisions regarding spending 
and saving depend on individuals’s subjective degree of belief regarding possible future 
events. Keynes stated that classical economists  

“resemble Euclidean Geometers in a non Euclidean world who, discovering that in 
experience straight lines apparently parallel often meet, rebuke the lines for not 
keeping straight – as the only remedy for the unfortunate collisions which are 
occurring. Yet in truth there is no remedy except to throw over the axiom of parallels 
and to work out a non Euclidean geometry. Something similar is required today in 
economics”  

 
 To create a nonEuclidean economics to explain why these unemployment “collisions” 
occur in the world of experience Keynes had to deny (“throw over”) the relevance of three 
fundamental classical axioms for understanding the real world. The classical ergodic axiom 
which assumes that the future is known and can be calculated as the statistical shadow of the 
past was one of the most important classical assertions - but not the only one -- that Keynes 
rejected. Instead Keynes argued that when crucial economic decisions had to be made, 
decision makers could not, and did not, merely assume that the future can be reduced to 
quantifiable risks calculated from already existing market data.  
 
 Although in his discussion of uncertainty Keynes did not know or use the dichotomy 
between an ergodic and nonergodic stochastic system in his criticism of Tinbergen’s 
methodology Keynes notes that economic time series can not be stationary because “the 
economic environment is not homogeneous over a period of time”. Nonstationarity is a 
sufficient but not a necessary condition for a nonergodic stochastic process. Accordingly, 
Keynes was implicitly arguing that economic processes over time occur in a nonergodic 
economic environment.  
 
 
Taming uncertainty in Keynes’s liquidity theory  
 
 For decisions that involved potential large spending outflows or possible large income 
inflows that span a significant length of time, people “know” that they do not know what the 
future will be. Nevertheless, society has attempted to create institutions that will provide 
people with some control over their uncertain economic destinies.  
 
 In capitalist economies the use of money and legally binding money contracts to 
organize production and sales of goods and services permits individuals to have some control 
over their cash inflows and outflows and therefore some control of their monetary economic 
future. Purchase contracts provide household decision makers with some monetary cost 
control over major aspects of their cost of living today and for months and perhaps years to 
come. Sales contracts provide business firms with the legal promise of current and future 
cash inflows sufficient to meet the business firms’ costs of production and generate a profit.  
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 People and business firms willingly enter into legal contracts because each party 
thinks it is in their best interest to fulfill the terms of the contractual agreement. If, because of 
some unforseen event, either party to a contract finds itself unable or unwilling to meet its 
contractual commitments, then the judicial branch of the government will enforce the contract 
and require the defaulting party to either meet its contractual obligations or pay a sum of 
money sufficient to reimburse the the other party for all monetary damages and losses 
incurred. Thus, as the biographer of Keynes, Lord Robert Skidelsky has noted, for Keynes 
“injustice is a matter of uncertainty, justice a matter of contractual predictability”.  
 
 In their book, Arrow and Hahn (1971, pp 256-7 emphasis added) wrote "The terms in 
which contracts are made matter. In particular, if money is the goods in terms of which 
contracts are made, then the prices of goods in terms of money are of special significance. 
This is not the case if we consider an economy without a past or future. . . . if a serious 
monetary theory comes to be written, the fact that contracts are made in terms of money will 
be of considerable importance". Only Keynes’s liquidity theory explaining the operation of a 
capitalist economy provides this serious monetary theory as a way of coping with an uncertain 
future.  
 
 Money is that thing that government decides will settle all legal contractual 
obligations. This definition of money is much wider than the definition of legal tender which is “ 
This note is legal tender for all debts, private and public”  
 
 An individual is said to be liquid if he/she can meet all contractual obligations as they 
come due. For business firms and households the maintenance of one’s liquid status is of 
prime importance if bankruptcy is to be avoided. In our world, bankruptcy is the economic 
equivalent of a walk to the gallows. Maintaining one’s liquidity permits a person or business 
firm to avoid the gallows of bankruptcy.  
 
 Since the future is uncertain, we never know when we might be suddenly faced with a 
payment obligation at a future date that we did not, and could not , anticipate, and which we 
could not meet out of the cash inflows expected at that future date. Or else we might suddenly 
find an expected cash inflow disappears for an unexpected reason, Accordingly we have a 
precautionary liquidity motive for maintaining a positive bank balance plus further enhancing 
our liquidity position to cushion the blow of any unanticipated and possible unforeseeable 
events that may occur in the uncertain future.  
 
 If individuals suddenly believe the future is more uncertain than it was yesterday, then 
it will be only human to try to reduce cash outflow payments for goods and services today in 
order to increase our liquidity position to handle any uncertain adverse future events since our 
fear of the future has increased. The most obvious way of reducing cash outflow is to spend 
less income on produced goods and services – that is to save more out of current income.  
 
 This need for check book balancing and desire for an additional liquidity cushion is an 
irrelevant concept for the people who inhabit the artificial world of classical economic theory 
where the future is probabilistically risky but reliably predictable. The efficient market concept 
ensures that no one in this mythical world would ever enter into a contractual payment 
obligation they could not meet since every person would know their future net income and 
spending pattern today and at every date in the future. If some participant do enter into wrong 

 92



real-world economics review, issue no. 50 
 

 
contracts, they are permitted to recontract without any income penalty– a solution that is not 
permitted in our world of experience.  
 
 Efficient markets would never permit people to spend an amount that so exceeds 
their income that the debt can not be serviced. Markets would not be efficient, if people today 
enter into contractual transactions that they can not fulfill when the future occurs. Wouldn’t 
credit card holders who are having trouble meeting even their monthly minimum credit card 
payment obligations and those mortgage borrowers who were foreclosed out of their homes 
be happy to know if only they had lived in the classical world of efficient markets, they would 
never have become entrapped in such burdensome contractual arrangements?  
 
 In a Keynes analysis, on the other hand, the civil law of contracts and the importance 
of maintaining liquidity play crucial roles in understanding the operations of a capitalist 
economy – both from a domestic national standpoint and in the context of a globalized 
economy where each nation may employ a different currency and even different civil laws of 
contracts. I can not pursue, in this paper, the international aspect of money and contracts, but 
I do discuss it in my book (Davidson, 2007) and my forthcoming book (Davidson, 2009). In 
essence Keynes argued that in a modern capitalist world, there should be an international 
financial and payments system that insulated each nation from the economic maladies that 
another nation might develop because of poor policies produced by the other nation’s 
politicians. It is th equivalent of quarantining nations where swine flu develops so they do not 
affect other people around the world.  
 
 In Keynes’s theory The sanctity of money contracts is the essence of the 
entrpreneurial system we call capitalism. Since money is that thing that can always discharge 
a contractual obligation under the civil law of contracts, money is the most liquid of all assets. 
Nevertheless other liquid assets exist that have some lower degree of liquidity than money 
since these other assets cannot be “tended” i.e., handed to the party, to discharge a 
contractual obligation. As long as these other assets can be readily resold for money 
(liquidated) in a well organized and orderly financial market, however, they will possess a 
degree of liquidity. A rapid sale of the liquid asset for money will permit people to use the 
money received from the sale of financial assets to meet their contractual obligations.  
 
 By an orderly financial market we means that the price on the next sale of a financial 
asset transaction to be executed will not differ by very much from the price of the previous 
transaction. As Peter L. Bernstein, author of the bestseller Against The Gods ,has noted the 
existence of orderly financial markets for liquid assets encourage each holder (investor) of 
these securities to believe they can execute a fast exit strategy at any moment when they 
suddenly decide they are dissatisfied with the way things are happening Without liquidity for 
these stocks, the risks of being a minority stock holder (owner) in a business enterprise would 
be intolerable. Nevertheless the liquidity of orderly equity markets and it’s promotion of fast 
exit strategies makes the separation of ownership and control (management) of business 
enterprises an important economic problem that economists and politicians have puzzled over 
since the 1930s. In fact, Greenspan’s surprise that the managers of large investment bankers 
were not protecting the interests of the owners of these corporations indicates he does not 
understand the difference liquid markets make in driving a wedge between ownership and 
control. In classical theory there can never be a separation in the decision making between 
owners and managers.  
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 In my paper “Securitization, liquidity and market failure” (Davidson, 2008b) I explain 
why, as long as the future is uncertain and not just probabilistically risky, the price that liquid 
assets can sell for at any future date in a free market could vary dramatically and almost 
instantaneously. In the worse case scenario liquid financial assets could become unsaleable 
(illiquid) at any price as the market collapses (fails) in a disorderly manner creating toxic 
assets. This is what happened in the mortgage backed securities (MBS) markets – and 
especially for sub prime mortgage derivatives developed in the United States.  
 
 To assure holders of liquid securities that the market price for their holdings will 
always change in an orderly manner, there must exist a person or firm in the market called a 
“market maker ”. The existence of this market maker assures the public that if, at any time, 
most holders of the financial asset suddenly want to execute a fast exit strategy and sell, 
while few or no people want to buy this liquid asset, the market maker has the obligation to 
enter the market and purchase a sufficient volume of the asset being offered for sale to 
assure that the new market price of the asset will change continuously in an “orderly” manner 
from the price of the last transaction. In essence the market maker assures the holders of a 
liquid asset that they can always execute a fast exit strategy at a price not much different than 
the last price. In the New York Stock Exchange these market makers are called “specialists”. 
 
 Orderliness is a necessary condition to convince holders of the traded asset that they 
can readily liquidate their position at a market price close to the last publically announced 
price. In other words, orderliness is necessary to maintain liquidity in these markets. 
Orderliness provides preventive medicine against toxic assets.  
 
 Modern financial efficient market theory suggests that these quaint institutional 
arrangements for market maker specialists to create orderliness are antiquated in this 
computer age. With the computer and the internet, it is implied that the meeting of huge 
numbers of buyers and sellers can be done rapidly and efficiently in virtual space. 
Consequently there is no need for humans to act as specialists who keep the books and also 
make the market when necessary to assure the public the market is well organized and 
orderly. The computer can keep the book on buy and sell orders, matching them in an orderly 
manner, more rapidly and more cheaply than the humans who had done these things in the 
past.  
 
 In the many financial markets that failed in the Winter of 2007-2008 (e.g., the markets 
for mortgage backed assets, auction rate securities, et cetera), the underlying financial 
instruments that were to provide the future cash flow for investors typically were long term 
debt instruments. A necessary condition for these markets to be efficient is that the 
probabilistic risk of the debtors to fail to meet all future cash flow contractual debt obligations 
can be ‘known” with actuarial certainty. With this actuarial knowledge, it can be profitable for 
insurance companies such as AIG to provide holders of these financial assets with insurance 
guaranteeing solvency and the payment of interest and principal liabilities by the debtors.  
 
 In the classical efficient market theory, any observed market price variation around 
the actuarial value (price) determined by fundamentals is presumed to be statistical “white 
noise”. Any statistician will tell you, if the size of the sample increases, then the variance (i.e., 
the quantitative measure of the white noise) decreases. Since computers can bring together 
many more buyers and sellers globally than the antiquated pre computer market 
arrangements, the size of the sample of trading participants in the computer age will rise 
dramatically. If, therefore, you believe in efficient market theory, then permitting computers to 
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organize the market will decease significantly the variance and therefore increase the 
probability of a more well organized and orderly market than existed in the pre-computer era.  
 
 In a world of efficient financial markets, holders of market traded assets can readily 
liquidate their position at a price close to the previously announced market price whenever 
any holder wishes to reduce his/her position in that asset. If the efficient market theory is 
applicable to our world, then how can we explain so many securitized financial markets failing 
in the sense that investors are finding themselves locked into investments they can’t cash out 
of?  
 
 Keynes’s liquidity theory can provide the explanation. Keynes presumes that the 
economic future is uncertain.. If future outcomes can not be reliably predicted on the basis of 
existing past and present data, then there is no actuarial basis for insurance companies to 
provide holders of these assets protection against unfavorable outcomes. Accordingly, it 
should not be surprising that insurance companies such as AIG that have written policies to 
protect asset holders against possible unfavorable outcomes resulting from assets traded in 
these failing securitized markets find they have experienced billions of dollars more in losses 
than the companies had previously estimated. [Morgenson, 2008]. In a nonergodic world, it is 
impossible to actuarially estimate insurance payouts in the future.  
 
 Although the existence of a market maker provides, all other things being equal, a 
higher degree of liquidity for the traded assets, this assurance could dry up in severe sell 
conditions unless the Monetary Authority is willing to take direct action to provide resources to 
the market maker or, even indirectly to the market. If the market maker runs down his/her own 
resources and is not backed by the Monetary Authority indirectly, the asset becomes 
temporarily illiquid. Nevertheless, the asset holder “knows” that the market maker is providing 
his/her best effort to search to bolster the buyers’s side and thereby restore liquidity to the 
market.  
 
 In markets without a market maker, on the other hand, there can be no assurance 
that the apparent liquidity of an assets can not disappear almost instantaneously. Moreover, 
in the absence of a market maker, there is nothing to inspire confidence that someone is 
working to try to restore liquidity to the market.  
 
 Those who suggest that one only needs a computer-based organization of a market 
are assuming the computer will always search and find enough participants to buy the 
security whenever there is a large number of holders who want to sell. After all, the “white 
noise” of buyers and sellers at prices other than the equilibrium price in efficient markets is 
assumed to be normally distributed. Hence, by assumption, there can never be a shortage of 
participants on one side or the other of financial markets.  
 
 With the failure of thousands of security markets in the first weeks of 2008, it should 
be obvious that the computers failed to find sufficient buyers. Moreover the computer is not 
programmed to automatically enter into failing markets and begin purchasing when almost 
everyone wants to sell at, or near, the last market price. The investment bankers who 
organized and sponsor the many mortgage backed security markets will not act as market 
makers. These bankers may engage in “price talk” before the market opens1 to suggest to 
their clients what the probable range of today’s market clearing price is likely to be. These 
“price talk” financial institutions, however, do not put their money where their mouth is. They 
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are not required to try to make the market if the market clearing price is significantly below 
their “price talk” estimate.  
 
 Nevertheless there are many reports that representatives of these investment 
bankers have told clients that the holding of these assets “were ‘cash equivalents’” (Kim and 
Amand, 2008). Many holders of these securities believed their holdings were very liquid since 
big financial institutions such as Goldman Sachs, Lehman Brothers, Merrill Lynch, etc were 
the dealers who organized the markets and normally provided “price talk”. In an article in the 
2/15/2008 issue of the New York Times it was reported: “Some well-heeled investors got a big 
jolt from Goldman Sachs this week; Goldman, the most celebrated bank on Wall Street, 
refused to let them withdraw money from investments that they considered as safe as cash.... 
Goldman, Lehman Brothers, Merrill Lynch, etc. have been telling investors the market for 
these securities is frozen – and so is their cash”. (Anderson and Bajaj, 2008, p. D4)  
 
 Obviously, participants in the market believed they were holding very liquid asset. 
Nevertheless, the absence of a credible market maker has shown these assets can easily 
become illiquid! Had these investors learned the harsh realities of Keynes’s liquidity theory 
they might never participated in markets whose liquidity could be merely a fleeting mirage.  
 
 
Policy Implications  
 
 The policy response to the financial market failings we are experiencing can be 
broken into two parts. First, what can be done to prevent future reoccurrences of this 
widespread failure of public financial markets?. Secondly, what, if anything can be done today 
to limit any depressing effects of the current credit crunch developing in these securitized 
financial markets.  
 
 The question of prevention is the easier of the two to answer.  
 
 According to the web page of the United States Securities and Exchange 
Commission (www.sec.gov)“The mission of the U.S. Securities and Exchange Commission is 
to protect investors, maintain fair, orderly, and efficient markets, and facilitate capital 
formation.” The SEC Web page then goes on to note that the Securities act of 1933 had two 
basic objectives: “require that investors receive financial and other significant information 
concerning securities being offered for public sales, and prohibit deceit , misrepresentations, 
and other frauds in the sale of securities”  
 
 The SEC regulations apply to public financial markets where the buyer and the seller 
of an asset do not ordinarily identify themselves to each other. In a public financial market 
each buyer purchases from the impersonal marketplace and each seller sells to the 
impersonal market. It is the responsibility of the SEC to assure investors that these public 
markets are orderly.  
 
 [In contrast, a private financial market would be where both the buyer and the seller 
of the any financial asset are identified to, and know, each other. For example, bank loans 
were typically a private market transaction that would not come under the purview of the SEC. 
In the past, there were no resale markets for bank loan securities created in private financial 
markets. The loan debt contract resulting from a transaction in a private market traditionally 
has been an illiquid asset that the lender “knew” he/she would have to keep on the asset side 
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of his/her balance sheet until the loan was paid off or the borrower went into default. Under 
such conditions, the lender knew enough to carefully check the borrower for the three C’s – 
Collateral, Credit History, and Character – before granting a loan.  
 
 On its web page, The Securities and Exchange Commission also declares that: “As 
more and more first-time investors turn to the markets to help secure their futures, pay for 
homes, and send children to college, our investor protection mission is more compelling than 
ever”. Given the current experience of contagious failed and failing public financial markets, it 
would appear that the SEC has been lax in pursuing its stated mission of investor protection. 
Accordingly the United States Congress should require the SEC to enforce diligently the 
following three rules.  
 
 
1. Public notice of potential illiquidity for public markets that do not have a credible 
market maker.  
 
 In the last quarter of a century, large financial underwriters have created public 
markets , which, via securitization, appeared to convert long term debt instruments (some of 
them very illiquid, e.g., mortgages) into the virtual equivalent of high yield, very liquid money 
market funds and other short term deposit accounts. As the newspaper reports that we have 
cited indicate, given the celebrated status of the investment bank-underwriters of these 
securities and the statements of their representatives to clients, individual investors were led 
to believe that they could liquidate their position at a orderly change in price from the publicly 
announced clearing price of the last public auction*. 
  
 This perceived high degree of liquidity for these assets has now proven to be 
illusionary. Purchasers might have recognized the potential low degree of liquidity associated 
with these assets if the buyers were informed of all the small print regarding market 
organization. In markets such as the auction rate security markets, for example, although the 
organizer-underwriter could buy for their own account, they were not obligated to maintain an 
orderly market. Since the mandate of the SEC is to assure orderly public financial markets, 
and “require that investors receive financial and other significant information concerning 
securities being offered for public sales, and prohibit deceit, misrepresentations, .... in the sale 
of securities”, it is would seem obvious that all public financial markets that are organized 
without the existence of a credible market maker should, either (1) be shut down because of 
the potential for disorderliness, or (2) at a minimum, information regarding the potential 
illiquidity of such assets should be widely advertised and made part of essential information 
that must be given to each purchaser of the asset being traded.  
 
 The draconian action suggested in (1) above is likely to meet with severe political 
resistence, as the financial community will argue that in a global economy with the ease of 
electronic transfer of funds, a prohibition of this sort would merely encourage investors 
looking for higher yields to deal with foreign financial markets and underwriters to the 
detriment of domestic financial institutions and domestic industries trying to obtain capital 
funding.  
 
 Elsewhere, I have proposed [Davidson (2007)] an innovative international payments 
system2, that could prevent US residents from trading in foreign financial markets that the 
U.S. deemed detrimental to American firms that obeyed SEC rules while foreign firms did not 
follow SEC rules. If, however, we assume that the current global payments system remains in 
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effect, and there is a fear of loss of jobs and profits for American firms in the FIRE industries, 
then the SEC could permit the existence of public financial markets without a credible market 
maker as long as the SEC required the organizers of such markets to clearly advertise the 
possible loss of liquidity that can occur to holders of assets traded in these markets.  
 
 A civilized society does not believe in “caveat emptor” for markets where products are 
sold that can have terribly adverse health effects on the purchaser. Despite the widespread 
public information that smoking is a tremendous health hazard, government regulations still 
require cigarette companies to print in bold letters on each package of cigarettes the caution 
warning that “Smoking can be injurious to your health”. In a similar manner, any purchases on 
an organized public financial market that does not have a credible market maker can have 
serious financial health effects on the purchasers. Accordingly, the SEC should require the 
following warning to potential purchasers of assets traded in a market without a credible 
market maker: “This market is not organized by a SEC certified credible market maker. 
Consequently it may not be possible to sustain the liquidity of the assets being traded. 
Holders must recognize that they may find that their position in these markets can be frozen 
and they may be unable to liquidate their holdings for cash.”  
 
 Furthermore, the SEC should set up strictly enforced rules regarding the minimal 
amount of financial resources relative to the size of the relevant market that an entity must 
possess in order to be certified as a credible market maker. The SEC will be required to re-
certify all market makers periodically, but at least once a year.  
 
 
2. Prohibition against securitization that attempts to create a public market for assets 
that originated in private markets  
 
 The SEC should prohibit any attempt to create a securitized market for any financial 
instrument or a derivative backed by financial instruments that originates in a private financial 
market (e.g., mortgages, commercial bank loans, etc)  
 
 
3 Congress should legislate a 21 century version of the Glass Steagall Act.  
 
 The purpose of such an act should force financial institutions to be either an ordinary 
bank lender creating loans for individual customers in a private financial market, or an 
underwriter broker who can only deal with instruments created and resold in a public financial 
market.  
 
 What can be done to mitigate the depressing consequences of the current financial 
mess? In two earlier papers [Davidson, 2008a, 2008b], I proposed (1)the creation of a 21st 
century equivalents of the Roosevelt era Home Owners Loan Association (HOLC), and the 
Bush I Administration’s Resolution Trust Company (RTC) to alleviate the United States 
housing bubble crisis and to prevent potential massive insolvency problems by removing toxic 
assets from financial institution balance sheets while penalizing managers and stockholders 
of these financial institutions.  
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Notes  
 
* Before the day’s auction begins, the investment banker will typically provide “price talk” to their clients 
indicating a range of likely clearing rates for that auction. This range is based on a number of factors 
including the issuer’s credit rating, the last clearance rate for this and similar issues, general 
macroeconomic conditions, etc.  
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2. My proposed international payments system is a variant of the Keynes Plan that was presented by 
Keynes at the Bretton Woods conference in 19 44 and rejected by the United States.  
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 The long credit crunch that began in the Atlantic world in August 2007 is strange in its 
extraordinary scope and intensity. Mainstream discourse, referring to a ‘sub-prime’ crisis, 
implies that the credit crunch has been caused, rather than triggered, by a bubble in the real 
economy. This is at best naïve: after all, the bursting of an equally large bubble in the Spanish 
housing market led to no such blow-out in the domestic banking system.1 The notion that 
falling house prices could shut down half of all lending in the US economy within a matter of 
months—and not just mortgages, but car loans, credit-card receivables, commercial paper, 
commercial property and corporate debt—makes no sense. In quantitative terms this 
amounted to a credit shrinkage of about $24 trillion dollars, nearly double US UK.2 Erstwhile 
lenders were soon running not just from sub-prime securities but from the supposedly safest 
debt of all, the ‘super senior’ category, whose price by the end of 2007 was a tenth of what it 
had been just a year before.3  
 
 An understanding of the credit crunch requires us to transcend the commonsense 
idea that changes in the so-called real economy drive outcomes in a supposed financial 
superstructure. Making this ‘epistemological break’ is not easy. One reason why so few 
economists saw a crisis coming, or failed to grasp its scale even after it had hit, was that their 
models had assumed both that financial systems ‘work’, in the sense of efficiently aiding the 
operations of the real economy, and that financial trends themselves are of secondary 
significance.4 Thus the assumption that the massive bubble in oil prices between the autumn 
of 2007 and the summer of 2008 was caused by supply-and-demand factors, rather than by 
financial operators who, reeling from the onset of the crisis, blew the price from $70 a barrel 
to over $140 in less than a year, before letting the bubble burst last June; a cycle with hugely 
negative ‘real economy’ effects. Similar explanations were tendered for soaring commodity 
prices over the same period; yet these were largely caused by institutional investors, money-
market and pension funds, fleeing from lending to the Wall Street banks, who poured 
hundreds of billions of dollars into commodities indices, while hedge funds with their backs 
against the wall pumped up bubbles in coffee and cocoa.5  
 
 Breaking with the orthodoxy that it was ‘real economy’ actors that caused the crisis 
carries a political price: it means that blame can no longer be pinned on mortgage borrowers 
for the credit crunch, on the Chinese for the commodities bubble, or on restrictive Arab 
producers for the sudden soaring of oil. Yet it may allow us to understand otherwise inexplica-
ble features of the crisis; not least, as we shall see, the extraordinary growth of sub-prime 
itself. We will thus take as our starting point the need to explore the structural transformation 
of the American financial system over the past twenty-five years. I will argue that a New Wall 
Street System has emerged in the us during this period, producing new actors, new practices 
and new dynamics. The resulting financial structure-cumagents has been the driving force 
behind the present crisis. En route, it proved spectacularly successful for the richest groups in 
the US: the financial sector constituted by far the most profitable component of the American 

 
* This paper appeared previously in the New Left Review and appears here with the permission of the 
author. 
 

http://www.newleftreview.org/


real-world economics review, issue no. 50 
 

 
and British economies and their most important ‘export’ earner. In 2006, no less than 40 per 
cent of American corporate profits accrued to the financial sector.6 But the new structure 
necessarily produced the dynamics that led towards blow-out.  
 
 This analysis is not offered as a mono-causal explanation of the crisis. A fundamental 
condition, creating the soil in which the New Wall Street System could grow and flourish, was 
the project of the ‘fiat’ dollar system, the privatization of exchange-rate risk and the sweeping 
away of exchange controls—all euphemized as ‘financial globalization’. Furthermore, the 
system could not have risen and flourished if it had not offered answers—however ultimately 
pathological—to a range of deep-seated problems within American capitalism overall. There 
is thus a rational, dialectical kernel in the superficial distinction between financial 
superstructure and the ‘real’ US economy. In what follows, I will first sketch the main elements 
of the New Wall Street System, and briefly show how its crisis took such spectacular forms. I 
will then argue that, to understand the deeper roots of the malaise, we do indeed need to 
probe into the overall socio-economic and socio-political characteristics of American 
capitalism as it has evolved over the past twenty-five years. I will raise the possibility of 
systemic alternatives, including that of a public-utility credit and banking model. Finally, I will 
consider the international dynamics unleashed by the present crisis and their implications for 
what I have elsewhere described as the Dollar–Wall Street Regime.7  
 
 
1. The New Wall Street System  
 
 The structure and dynamics of Wall Street banking changed dramatically in the 
quarter of a century after the mid-1980s. The main features of the new system include: (i) the 
rise of the lender-trader model; (ii) speculative arbitrage and asset-price bubble-blowing; (iii) 
the drive for maximizing leverage and balance-sheet expansion; (iv) the rise of the shadow 
banking system, with its London arm, and associated ‘financial innovations’; (v) the salience 
of the money markets and their transformation into funders of speculative trading in asset 
bubbles; (vi) the new centrality of credit derivatives. These changes mutually re-enforced 
each other, forming an integrated and complex whole, which then disintegrated in the course 
of 2008. We will briefly examine each of them in turn.  
 
 
Trading models  
 
 For most of the post-war period, Wall Street investment banks engaged in very little 
securities trading on their own account, as opposed to trading on behalf of clients; while the 
big depository commercial banks shunned such activity. But from the mid-1980s on, 
proprietary trading in financial and other assets became an increasingly central activity for the 
investment banks, and for many commercial banks, too. This turn was connected, firstly, to 
the new volatility in foreign-exchange markets after the dismantling of Bretton Woods; and 
then to the opportunities created by domestic financial liberalization, above all the scrapping 
of capital controls and the opening of other national financial systems to American operators. 
These changes offered opportunities for a massive expansion of Wall Street trading activity, 
which would become a crucial source of profits for the investment banks.8 The turn towards 
speculative proprietary trading was pioneered by Salomon Brothers, whose Arbitrage Group 
was established in 1977 and acquired extraordinary profitability under John Meriwether during 
the 1980s.9  
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 As well as trading on their own account, the Wall Street banks became increasingly 
involved in lending funds for other bodies to use in their trading activities: hedge funds, so-
called private equity groups (trading in companies), or special investment vehicles (sivs) and 
conduits, created by the investment banks themselves.10 Such lending, known in the jargon 
as prime brokerage, was also an extremely profitable activity for the Wall Street banks: for 
many, their single greatest earner.11 This turn to the lender-trader model did not mean that the 
investment banks ceased their traditional activities in investment banking, broking, fund 
management, etc. But these activities acquired a new significance in that they provided the 
banks with vast amounts of real-time market information of great value for their trading 
activity.12  
 
 Trading activity here does not mean long-term investment, Warren Buffett-style, in 
this or that security, but buying and selling financial and real assets to exploit—not least by 
generating—price differences and price shifts. This type of ‘speculative arbitrage’ became a 
central focus, not only for the investment banks but for commercial banks as well.13 So, too, 
did the related effort to generate asset-price bubbles. Time and time again, Wall Street could 
enter a particular market, generate a price bubble within it, make big speculative profits, then 
withdraw, bursting the bubble. Such activity was very easy in so-called emerging market 
economies with small stock or bond markets. The Wall Street banks gained a wealth of 
experience in blowing such bubbles in the Polish, Czech or Russian stock markets in the 
1990s and then bursting them to great profit. The dot.com bubble in the US then showed how 
the same operation could be carried through in the heartland without any significant loss to 
the Wall Street banks (as opposed to some European operators, notably insurance 
companies, eager to profit from the bubble but hit by the burst).  
 
 Both the Washington regulators and Wall Street evidently believed that together they 
could manage bursts.14 This meant there was no need to prevent such bubbles from 
occurring: on the contrary it is patently obvious that both regulators and operators actively 
generated them, no doubt believing that one of the ways of managing bursts was to blow 
another dynamic bubble in another sector: after dot.com, the housing bubble; after that, an 
energy-price or emerging-market bubble, etc. This may seem to imply a formidably 
centralized financial power operating at the heart of these markets. Indeed: the New Wall 
Street System was dominated by just five investment banks, holding over $4 trillion of assets, 
and able to call upon or move literally trillions more dollars from the institutions behind them, 
such as the commercial banks, the money-market funds, pension funds, and so on. The 
system was a far cry from the decentralized market with thousands of players, all slavish 
price-takers, depicted by neo-classical economics. Indeed, the operational belief systems of 
what might be called the Greenspan-Rubin-Paulson milieu seems to have been post-
Minskian. They understood Minsky’s theory of bubbles and blow-outs, but believed that they 
could use it strategically for blowing bubbles, bursting them, and managing the fall-out by 
blowing some more.  
 
 
Maximizing leverage  
 
 The process of arbitrage and bubble-blowing requires more of financial operators 
than simply bringing together the maximum amount of information about conditions across all 
markets; it also demands the capacity to mobilize huge funds to throw into any particular 
arbitrage play, in order to shift market dynamics in the speculator’s favour.  
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 A striking feature of the New Wall Street System business model was its relentless 
drive to expand balance sheets, maximizing the asset and liabilities sides. The investment 
banks used their leverage ratio as the target to be achieved at all times rather than as an 
outer limit of risk to be reduced where possible by holding surplus capital. A recent New York 

Federal Reserve report demonstrates how this approach proved powerfully pro-cyclical in an 
asset-market bubble, driving the banks to expand their borrowing as asset prices rose.15 In 
their illustration, the report’s authors, Tobias Adrian and Hyun Song Shin, assume that the 
bank actively manages its balance sheet to maintain a constant leverage ratio of 10. Suppose 
the initial balance sheet is as follows: the bank holds 100 worth of securities, and has funded 
this holding with an equity of 10, plus debt worth 90. 
 
The bank’s leverage ratio of security to equity is therefore 100 = 10 . 10  

 
  Assets  Liabilities 

   
Securities   100  Equity  10 

   Debt  90  

 
 Suppose the price of the securities then increases by 1 per cent, to 101. The 
proportions will then be: securities 101, equity 11, debt 90. So its leverage is now down to 
101/11 = 9.2. If the bank still targets leverage of 10, then it must take on additional debt (‘d’), 
to purchase d worth of securities on the asset side, so that the ratio of assets/equity is: 101 + d 

=10, i.e. d = 9. 
   

 The bank thus takes on additional debt worth 9, and with this money purchases 
securities worth 9. After the purchase, leverage is back up to 10. Thus, an increase in the 
price of the security of 1 leads to an increased holding worth 9: the demand curve is upward-
sloping.  
 

 Liabilities 

   
Securities   

110  Equity  11 

   Debt  99  

 
 

 Liabilities 

   
Securities   

109  Equity  10 

   Debt  99  

 
 
 
 The mechanism works in reverse, too. Suppose there is shock to the securities price, 
so that the value of security holdings now falls to 109. On the liabilities side, it is equity that 
bears the burden of adjustment, since the value of debt stays approximately constant.  
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But with securities at 109, equity at 10, debt at 99, leverage is now too high: 109 = 10.9. 10 
The bank can adjust down its leverage by selling securities worth 9, and paying down 9 worth 
of debt. Thus, a fall in the price of securities leads to sales of securities: the supply curve is 
downward-sloping.  
 
 A central mechanism through which the investment banks could respond to asset-
price rises was borrowing in the ‘repurchase agreement’—or ‘repo’—market. Typically, the 
investment bank wishes to buy a security, but needs to borrow funds to do so. On the 
settlement day, the bank receives the security, and then uses it as collateral for the loan 
needed to pay for it. At the same time, it promises the lender that it will repurchase the 
security at a given future date. In that way, the bank will repay the loan and receive the 
security. But typically, the funds for repurchasing the security from the lender are acquired by 
selling the security to someone else. Thus, on the settlement day, the original lender to the 
investment bank is paid off and hands over the security, which is immediately passed on to 
the new buyer in exchange for cash. This kind of repo funding operation presupposes an 
asset-price boom. It has accounted for 43 per cent of leverage growth amongst Wall Street 
banks, according to the same New York Fed report. Repos have also been the largest form of 
debt on investment banks’ balance sheets in 2007–08.16  
 
 The question arises as to why the Wall Street banks (followed by others) pushed their 
borrowing to the leverage limit in such a systematic way. One explanation is that they were 
doing this in line with the wishes of their shareholders (once they had turned themselves into 
limited liability companies). ‘Shareholder value’ capitalism allegedly requires the ratio of 
assets to capital to be maximized. Surplus capital reduces the return on shareholder equity 
and acts as a drag on earnings per share.17 But there is also another possible explanation for 
borrowing to the leverage limit: the struggle for market share and for maximum pricing power 
in trading activities. If you are a speculative arbitrageur or an asset-bubble blower, financial 
operational scale is essential to moving markets, by shifting prices in the direction you want 
them to go. In assessing which of these pressures—shareholder power or pricing power—
drove the process, we should note how ready the Treasury, Fed and Wall Street executives 
have been to crush shareholder interests during the credit crunch, yet how resolutely they 
sought to protect the levels of leverage of the bulge-bracket banks during the bubble. By all 
accounts, Citigroup’s turn to maximum balance-sheet and leverage expansion for trading 
activities derived not from shareholder pressure, but from the arrival there of Robert Rubin 
after his stint as us Treasury Secretary.18  
 
 
Shadow banking  
 
 The drive for scale and for increasing leverage leads on to another basic feature of 
the New Wall Street System: the drive to create and expand a shadow-banking sector. Its 
most obvious features were the new, entirely unregulated banks, above all the hedge funds. 
These have had no specific functional role—they have simply been trader-banks free of any 
regulatory control or transparency in their speculative arbitrage. Private equity groups have 
also been, in essence, shadow trading banks, specializing in the buying and selling of 
companies. Special Investment Vehicles (sivs) and conduits are similarly part of this system. 
In the words of the director of regulation at Spain’s central bank, these sivs and conduits 
‘were like banks but without capital or supervision’. Yet, as a Financial Times report noted: ‘In 
the past two decades, most regulators have encouraged banks to shift assets off their 
balance sheets into sivs and conduits.’ 19  
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 The shadow banking system was not in competition with the regulated system: it was 
an outgrowth of it. The regulated commercial and investment banks acted as the prime 
brokers of the shadow banking operators, thereby gaining very large profits from their 
activities. This increasingly central feature of official bank activity was, in reality, a way of 
massively expanding their balance sheets and leverage. To tap the Wall Street banks for 
funding, the hedge funds had to hand over collateral; but through a practice known as 
rehypothecation, a proportion of these collateral assets could then be used by the prime 
broker as its own collateral for raising its own funds. The result was the self-financing of 
hugely profitable prime brokerage activities by the Wall Street banks, on a vast scale, without 
any extra commitment of their own capital: an ingenious way of greatly enlarging their 
leverage ratios.20 The debate about whether deregulation or reregulation in the financial 
sector has been occurring since the 1980s seems to miss the point that there has been a 
combination of a regulated and an unregulated shadow system, working dynamically 
together.  
 
 Shadow banking refers not only to institutional agents, like hedge funds, but also to 
the practices and products which allowed the investment banks to expand their leverage. 
Since the late 1990s an increasingly important part of this side of shadow banking has been 
the ‘over-thecounter’ credit derivatives market, notably collateralized debt obligations (cdos) 
and credit default swaps (cdss). The most obvious attraction of these lay in the regulatory 
arbitrage they offered, enabling banks to expand leverage.21 Traditionally banks had to insure 
their credit operations and such insurance entailed supplying collateral. The beauty of cdss 
lay in the fact that, as shadowy ‘over-the-counter’ products, they did not require the 
commitment of appropriate tranches of capital as collateral, and thus facilitated more 
leverage. cds expansion began on a major scale after derivatives specialists from jp Morgan 
Chase persuaded AIG to start writing them on cdos in 1998.22 cdos were also a clever 
solution to leverage problems. By acquiring large quantities of securitized loans and thus 
greatly expanding their balance sheets, banks should have expanded their equity base. But 
cdos famously bundled together dozens or hundreds of such loans, of very varied quality, 
enabling the banks to increase their leverage. The cdos were typically written by the rating 
agencies, for a fee, and then given a Triple A rating by the same agency, for a second fee. 
Such ratings allowed the banks’ equity commitments to be minimized. These securitized 
loans—mainly from the housing market, but also from credit-card debt and car loans—offered 
investors far higher rates of return than they could get in the money markets. The crucial point 
about these so-called ‘structured securities’ was not that they were securitized loans: these 
could in principle be perfectly safe; after all, a bond is, in reality, nothing but a securitized 
loan. But bonds have a clearly identifiable source, in an economic operator whose credit-
worthiness and cash-flow capacities can be assessed; they also have clear prices in the 
secondary bond markets. The products bundled in cdos, however, came from hundreds of 
thousands of unidentifiable sources, whose credit-worthiness and cash-flow capacity was not 
known; they were sold ‘over the counter’, without any secondary market to determine prices, 
far less an organized market to minimize counterparty risk. In short, they were at best 
extremely risky because more or less totally opaque to those who bought them. At worst they 
proved a scam, so that within a few months of late 2007 the supposedly super-safe super-
senior debt tranches within such cdos were being downgraded to junk status.  
 
 Leverage restrictions were also removed through public policy. Hank Paulson 
achieved a notable success in this area in 2004 when, as head of Goldman Sachs, he led the 
Wall Street campaign to get the Securities and Exchange Commission to agree to relax the 
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so-called ‘net capital rule’, restricting leverage for large investment banks. Henceforth, firms 
were effectively allowed to decide their own leverage on the basis of their risk models. The 
result was a rapid rise in the big banks’ leverage ratios.23 Importantly it enabled them to 
transfer their capital base to new activities, such as collateralized debt obligations, which 
subsequently became such a significant element in their trading activities.  
 
London’s role  
 
 All these shifts are grouped under the euphemistic heading of ‘financial innovation’—
changes in institutional arrangements, products, oversight structures, enabling Wall Street 
banks to escape regulatory restrictions and expand their activities and profits. Dozens of 
shifts of this sort could be documented. But one of the most fundamental was the construction 
of a large, new shadow banking system in London, alongside the ‘official’ regulated sector. By 
the early 1990s the American investment banks had wiped out their London counterparts and 
dominated the Square Mile’s asset markets, with the City acquiring an increasingly 
‘wimbledonized’ role within the New Wall Street System.24 Gordon Brown institutionalized the 
new relationship in 1997 by creating the unified Financial Services Authority, which claimed to 
operate according to ‘principles’ rather than binding rules: one central principle was that the 
Wall Street banks could regulate themselves. London thus became for New York something 
akin to what Guantánamo Bay would become for Washington: the place where you could do 
abroad what you could not do back home; in this instance, a location for regulatory arbitrage.  
 
 The term ‘Wall Street’ should therefore be understood to include London, as a 
satellite for these American operators.25 Together London and New York dominate the issue 
of new shares and bonds. They are the centre of the foreign-exchange markets. Most 
significantly they have dominated the sale of over-the-counter derivatives, which make up the 
overwhelming bulk of derivatives sales.26 In 2007, the UK had a global share of 42.5 per cent 
of derivatives based on interest rates and currencies, with the us handling 24 per cent. In 
terms of credit-derivatives trading, the us handled 40 per cent in 2006, while London handled 
37 per cent (down from 51 per cent in 2002).  
 
 
Funding speculation  
 
 The enormous expansion in the activities of the Wall Street banks and their shadow 
system required ever-larger amounts of funding. Such funding was classically supplied by the 
recycling of retail savings sitting in deposit accounts and, even more importantly, by the 
commercial banks creating large supplies of credit money. But in post-1980s America such 
retail savings were minuscule—a point to which we will return—and credit money from the 
commercial banks, though significant, was soon hopelessly inadequate. In these 
circumstances the trader banks turned to the wholesale money markets. At the heart of such 
markets were the inter-bank markets, with interest rates on, or just a few basis points above, 
the Fed’s policy rates. Historically these markets were used to ensure that the banks were 
able to clear smoothly on a daily basis, rather than as a source of new, large-scale funding, 
let alone funding of a speculative nature. There was also the commercial-paper market, 
typically used by the big corporations for short-term funding, again principally to smooth their 
operations.  
 
 But in the New Wall Street System, these money markets were transformed. They 
remained centres of short-term lending, but they were increasingly funding speculative trading 
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activity. On the supply side, the funds available for lending to Wall Street were expanding 
rapidly, especially through the expansion of pension funds during the 1980s and 1990s. In 
rather typical American style, a small change in the tax code through amendment 401K in 
1980 opened the door to this development. This amendment gave a tax break to employees 
and employers if they put money into pension plans; the result was a massive flow of 
employee income into these plans, totalling nearly $400 billion by the end of the 1980s. By 
the late 1990s it had climbed to almost $2 trillion.27  
 
 At the same time as becoming key sources for the liabilities of the investment banks 
through short-term lending to them, the mutual funds, pension funds and so forth also 
became increasingly important targets for Wall Street’s efforts to sell asset-backed securities, 
and in particular collateralized debt obligations. Thus the New Wall Street System attempted 
to draw the fund managers into speculative bubble activity on both the funding (liability) side 
and on the asset side, enabling ever-larger balance-sheet expansion.  
 
 
2. The causes of the crisis  
 
 It might, in principle, have been the case that the cluster of mutually reinforcing 
innovations which we have called the New Wall Street System, were responses to the 
emergence of a housing-market bubble in the us from 2001. If so, we would have had a 
classic Minskian crisis linked to housing. In fact, all the key innovations were set in place 
before the onset of the bubble. Indeed there is ample evidence that the Wall Street banks 
quite deliberately planned a house-price bubble, and spent billions of dollars on advertising 
campaigns to persuade Americans to increase their mortgage-related debt. Citigroup ran a 
billion-dollar campaign with the theme ‘Live Richly’ in the 1990s, designed to get home 
owners to take out second mortgages to spend on whatever they liked. Other Wall Street 
banks acted in a similar fashion, with a great deal of success: debt in second mortgages 
climbed to over $1 trillion in a decade.  
 
 But the bubble that generated the credit crunch of 2007 lay not only—or even 
mainly—in the housing market, but in the financial system itself. The crisis was triggered not 
only by the scale of the debt bubble, but by its forms. In a normal over-lending crisis, when 
banks have ended up with non-performing loans (as in Japan in the 1990s), both the location 
and scale of the problems can be identified without much difficulty. But in 2007 the debt 
bubble within the financial system was concentrated in over-the-counter derivatives, in the 
form of individual cdos that had no market price or pricing mechanism—beyond the say-so of 
the ratings agencies—and which were distributed in their tens of thousands between the 
institutions at the summit of the financial system, as well as their satellite bodies such as sivs. 
Once this set of debt-accumulation arrangements was shown to be junk, in the two Paribas 
cases in August 2007, the suppliers of credit funding, such as money-market and pension 
funds, grasped that they had no way of knowing how much of the rest of the cdo mountain 
was also worthless. So they fled. Their refusal to keep supplying the handful of opaque Wall 
Street investment banks and their spin-offs with the necessary funds to keep the cdo market 
afloat was what produced the credit crunch.  
 
 The investment banks had initially spread the word that the effect of their 
securitization of debt had been to disperse risk widely across a multitude of bodies. But this 
seems to have been false: the Wall Street summit institutions themselves had been holding 
on to the so-called super-senior debt tranches, in tens of thousands of cdos.28 They had been 
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borrowing billions in the money markets to buy these instruments, gaining an interest rate on 
them some 10 basis points above their money-market borrowing costs. To continue to turn 
that profit they had to keep going back to the money markets to roll over their debts. Yet now 
the money markets were shutting down.29 When investors in the money markets fled the 
recycling of short-term borrowing in the summer of 2007, the entire pyramid centred on the 
cdos began to crumble. When the Wall Street banks tried to off-load their cdos, they found 
there was no market for them. The insurance companies that had insured the cdos with cdss 
found their market collapsing, too.  
 
 Much remains obscure about the precise mechanisms through which the credit 
crunch acquired its scope and depth in 2007–08, mainly because the main Wall Street 
operators themselves sought to obfuscate both the nature of their plight and their survival 
tactics. But it is possible to trace a number of phases through which the crisis has passed. 
First, the attempt by the Fed and Treasury to defend the investment-bank model as the sum-
mit of the system, by acting as its lender of last resort. Second, with the fall of Lehman 
Brothers, the collapse of this effort and disappearance of the investment-bank model, 
producing a drive to consolidate a universal-bank model in which the trading activities of the 
investment banks would occur within, and protected by, the depository universal bank. In this 
phase, the Fed essentially substituted itself for the creditor institutions of the credit system, 
supplying loans, ‘money-market’ and ‘commercial paper market’ funding for the banks. 
Between April and October 2008 this massive Central Bank funding operation involved about 
$5 trillion of credit from the Fed, the ECB and the Bank of England—equivalent to about 14 
per cent of global UK. Insofar as this state funding can continue without raising serious 
sovereign credit-worthiness problems, the most difficult and dangerous phase of the response 
to the crisis can get under way in a serious fashion. This will involve the deleveraging of the 
biggest banks, now in the context of negative feedback loops from deepening recessions. 
How and when this is achieved will give us a sense of the overall contours of the credit 
crunch.  
 
 
Prevailing theories  
 
 Much of the mainstream debate on the causes of the crisis takes the form of an 
‘accidents’ theory, explaining the debâcle as the result of contingent actions by, say, 
Greenspan’s Federal Reserve, the banks, the regulators or the rating agencies. We have 
argued against this, proposing rather that a relatively coherent structure which we have called 
the New Wall Street System should be understood as having generated the crisis. But in addi-
tion to the argument above, we should note another striking feature of the last twenty years: 
the extraordinary harmony between Wall Street operators and Washington regulators. 
Typically in American history there have been phases of great tension, not only between Wall 
Street and Congress but also between Wall Street and the executive branch. This was true, 
for example, in much of the 1970s and early 1980s. Yet there has been a clear convergence 
over the last quarter of a century, the sign of a rather well-integrated project.30  
 
 An alternative explanation, much favoured in social-democratic circles, argues that 
both Wall Street and Washington were gripped by a false ‘neoliberal’ or ‘free-market’ 
ideology, which led them astray. An ingenious right-wing twist on this suggests that the 
problematic ideology was ‘laissez-faire’—that is, no regulation—while what is needed is ‘free-
market thinking’, which implies some regulation. The consequence of either version is usually 
a rather rudderless discussion of ‘how much’ and ‘what kind’ of regulation would set matters 
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straight.31 The problem with this explanation is that, while the New Wall Street System was 
legitimated by free-market, laissez-faire or neo-liberal outlooks, these do not seem to have 
been operative ideologies for its practitioners, whether in Wall Street or in Washington. Philip 
Augar’s detailed study of the Wall Street investment banks, The Greed Merchants, cited 
above, argues that they have actually operated in large part as a conscious cartel—the oppo-
site of a free market. It is evident that neither Greenspan nor the bank chiefs believed in the 
serious version of this creed: neo-classical financial economics. Greenspan has not argued 
that financial markets are efficient or transparent; he has fully accepted that they can tend 
towards bubbles and blow-outs. He and his colleagues have been well aware of the risk of 
serious financial crisis, in which the American state would have to throw huge amounts of tax-
payers’ money into saving the system. They also grasped that all the various risk models 
used by the Wall  
 
 Street banks were flawed, and were bound to be, since they presupposed a general 
context of financial market stability, within which one bank, in one market sector, might face a 
sudden threat; their solutions were in essence about diversification of risk across markets. 
The models therefore assumed away the systemic threat that Greenspan and others were 
well aware of: namely, a sudden negative turn across all markets.32  
 
 Greenspan’s two main claims were rather different. The first was that, between blow-
outs, the best way for the financial sector to make large amounts of money is to sweep away 
restrictions on what private actors get up to; a heavily regulated sector will make far less. This 
claim is surely true. His second claim has been that, when bubbles burst and blow-outs occur, 
the banks, strongly aided by the actions of the state authorities, can cope with the 
consequences. As William White of the BIS has pointed out, this was also an article of faith 
for Bernanke.33  
 
 
3. Systemic options  
 
 The real debate over the organization of financial systems in capitalist economies is 
not about methods and modes of regulation. It is a debate between systemic options, at two 
levels.  
 

1. A public-utility credit and banking system, geared to capital accumulation in the 
productive sector versus a capitalist credit and banking system, subordinating all 
other economic activities to its own profit drives.  

2. An international financial and monetary system under national-multilateral co-
operative control versus a system of imperial character, dominated by the Atlantic 
banks and states working in tandem.  

 
We can briefly look at each of these in turn.  
 
 
A public-utility model?  
 
 All modern economic systems, capitalist or not, need credit institutions to smooth 
exchanges and transactions; they need banks to produce credit money and clearance 
systems to smooth the payment of debts. These are vital public services, like a health service. 
They are also inherently unstable: the essence of a bank, after all, is that it does not hold 
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enough funds to cover all the claims of its depositors at any one time. Ensuring the safety of 
the system requires that competition between banks should be suppressed. Furthermore, 
policy questions as to where credit should be channelled are issues of great economic, social 
and political moment. Thus public ownership of the credit and banking system is rational and, 
indeed, necessary, along with democratic control. A public-utility model along these lines can, 
in principle, operate within capitalism. Even now the bulk of the German banking system 
remains in public hands, through savings banks and Landesbanken. The Chinese financial 
system is overwhelmingly centred on a handful of huge, publicly owned banks and the 
Chinese government does indeed steer the credit strategies of these banks. It is possible to 
envisage such a public-utility model operating with privatized banks. The post-war Japanese 
banking system could be held to have had this character, with all its banks strictly 
subordinated to the Bank of Japan’s policy control via the ‘window-guidance system’. The 
post-war British commercial bank cartel could also be viewed as broadly operating within that 
framework, albeit raking off excessive profits from its customers.  
 
 But a private capitalist credit system, centred on banks, would operate under the logic 
of money capital—in Marx’s formula, m-m': advancing money to others to make more money. 
Once this principle is accepted as the alpha and omega of the banking system, the functional 
logic points towards the Greenspan apotheosis. This has been the model adopted in the US 
and the UK since the 1980s: making money-capital king. It entails the total subordination of 
the credit system’s public functions to the self-expansion of money capital. Indeed, the entire 
spectrum of capitalist activity is drawn under the sway of money capital, in that the latter 
absorbs an expanding share of the profits generated across all other sectors. This has been 
the model that has risen to dominance as what we have called the New Wall Street System. It 
has been a generator of extraordinary wealth within the financial system and has actually 
transformed  he process of class formation in the Anglo-Saxon economies. This model is now 
in deep crisis.  
 
 The second debate centres around the underwriting of financial systems. Whether 
public or private, banking and credit systems are inherently unstable in any system where 
output is validated after production, in the market-place.34 In such circumstances, these 
systems must be underwritten and controlled by public authorities with tax-raising capacities 
and currency-printing presses. Insofar as they are minimally public bodies— not utterly 
captured by the private interests of money capital—these authorities will aim to prevent crises 
by trying to bring the behaviour of the financial system roughly into line with broad (micro as 
well as macro) economic goals. At present, only states have the capacity to play this role. 
Rule books like Basel I or II cannot do it; neither can the EU Commission or the ECB.  
 
 Intriguingly, the Atlantic projects grouped under the name of ‘economic 
globalization’—the fiat dollar system, ending of capital controls, free entry and exit of big 
Atlantic operators in other financial systems—have ensured that most states have been 
deprived of the capacity to underwrite and control their own financial systems: hence the 
endless financial blow-outs in the South over the last thirty years. Atlantic business interests 
benefited from these crises, not only because their losses were fully covered byIMF 
insurance—paid for later by poor people in the countries hit—but also because they were 
used as occasions to sweep open the product and labour markets of these countries to 
Atlantic penetration. But now the blow-outs have hit the metropolitan heartland itself. 
Obviously the Atlantic economies will want to keep this system going: the practices covered 
by ‘financial globalization’ constitute their most profitable export sector. But it is not so clear 
that the rest of the world will buy a formula for more of the same. The alternative would be 
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some return to public control, along with public underwriting. This could only be achieved by 
individual national states regaining effective control, via new multilateral co-operative systems 
comparable to those that existed before 1971, implemented on a regional if not fully 
international scale.  
 
 Here, however, we will focus on the question of why the financial model centred on 
the New Wall Street System has achieved such complete hegemony within American 
capitalism over the past few decades. This takes us, finally, back out of the financial sphere 
into the wider field of socio-economic and socio-political relations in the US since the 1970s. 
Within this broader context, we can begin to understand how the New Wall Street System’s 
rise to dominance within the US could have been seen as a strategic idea for tackling the 
problems of the American economy.  
 
 
Financial dominance as national strategy  
 
 From the 1970s through to the early 1980s, the American state waged a vigorous 
battle to revive the industrial economy, partly through a mercantilist turn in external trade 
policy, but above all through a domestic confrontation with labour to reduce its share of 
national income. This was the vision of such leaders as Paul Volcker; it was assumed that 
these measures would return American industry to world dominance. Yet the hoped-for 
broad-based industrial revival did not take place. By the mid-1980s, non-financial corporate 
America was falling under the sway of short-term financial engineering tactics, geared 
towards the goal of enhancing immediate ‘shareholder value’. What followed was wave after 
wave of mergers and acquisitions and buy-outs by financial operators, encouraged by Wall 
Street investment banks who profited handsomely from such operations. The legitimating 
argument that this was ‘enhancing industrial efficiency’ seems scarcely credible. A more 
convincing case would be that these trends were driven by the new centrality of the financial 
sector within the structure of American capitalism.35  
 
 A full explanation of this development is, I think, not yet available. But the trend 
produced some structural features of American capitalism that have been present ever since. 
On the one hand, a protected military-industrial sector remains intact, funded from federal and 
state budgets. Some high-tech sectors, especially in ICT, were also strongly supported by 
state subsidies in the 1980s and 90s, and have involved real new industrial investment, 
without as yet playing a transformative role in the overall economy: the main impact of ICT 
has been in the financial sector and retail. But the bulk of the American economy, on which 
growth depends, has been marked by stagnant or even declining incomes amongst the mass 
of the population and no growth motor from new investment, whether public or private. With 
the partial exception of ICT investment in the late 90s, UK growth in the US has not been 
driven by new investment at all. As is widely recognized, it has come to depend upon the 
stimulus of consumer demand; yet such household consumption was itself inhibited by 
stagnant mass incomes.  
 
 This circle was famously squared in two ways. First and most important, the problem 
of stimulating consumer demand was tackled through the sustained supply of credit from the 
financial system. Secondly, cheap commodities could be bought on an endless basis from 
abroad— especially from China—since dollar dominance enabled the US to run up huge 
current-account deficits, as other countries allowed their exports to the US to be paid for in 
dollars. The supply of credit from the financial system to the mass of consumers through the 
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usual mechanisms of credit card, car debt and other loans and mortgages was, however, sup-
plemented by the distinctive mechanism of asset-price bubbles, which generated so-called 
wealth effects among a relatively broad layer. The stock-market bubble of the 1990s raised 
the paper value of the private pensions of the mass of Americans, thus giving them a sense 
that they were becoming richer and could spend (and indebt themselves) more. The housing 
bubble had a double effect: it not only made American consumers feel confident that the 
value of their house was rising, enabling them to spend more; it was reinforced by a strong 
campaign from the banks, as we have seen, urging them to take out second mortgages and 
use the new money for consumption spending.  
 
 Thus the New Wall Street System directly fuelled the 1995–2008 consumer-led 
American boom, which ensured that the US continued to be the major driver of the world 
economy. This was backed by a global campaign to the effect that the US boom was not the 
result of debt-fed growth aided by highly destructive trends in the financial system, but of 
American free-market institutions. Here, then, was the basis in the broader social relations of 
American capitalism for the rise to dominance of the New Wall Street System: it played the 
central role in ensuring debt-fed growth. This Anglo-Saxon model was based upon the 
accumulation of consumer debt: it was growth today, paid for by hoped-for growth tomorrow. 
It was not based upon strengthening the means of value-generation in the economies 
concerned. In short, it was a bluff, buttressed by some creative national accounting practices 
which exaggerated the extent of the American boom and productivity gains in the US 
economy.36  
 
 The role of China and other Asian exporting economies in this growth model 
extended beyond their large export surpluses of consumer goods to the us. These export 
surpluses were recycled back into the American financial system via the purchasing of US 
financial assets, thus cheapening the costs of debt by massively expanding ‘liquidity’ within 
the financial system. The results of these trends can be summarized in the following figures. 
Aggregate US debt as a percentage of UK rose from 163 per cent in 1980 to 346 per cent in 
2007. The two sectors which account for this rise were household debt and internal financial-
sector debt. Household debt rose from 50 per cent of UK in 1980 to 100 per cent of UK in 
2007. But the really dramatic rise in indebtedness occurred within the financial sector itself: 
from 21 per cent of UK in 1980 to 83 per cent in 2000 and 116 per cent in 2007.37  
 
 
4. Implications  
 
 The ideological effects of the crisis will be significant, though of course far less 
significant than imagined by those who believe financial regimes are the product of intellectual 
paradigms rather than power relations. Yet the cant dished out in the past by the US Treasury 
andIMF is over. American-style financial-system models are now grasped as being dan-
gerous. No less risky is the EU banking and financial-system framework, which the crisis has 
shown to be a house of cards, even if still standing at the time of writing. The EU’s guiding 
notion is that banking systems are secured by good rules rather than by authoritative states 
with tax-raising powers. This has been shown to be a dangerous joke. The whole EU–EMU 
project has encouraged banks to grow too big for their national states to save them, while 
offering no alternative at EU or even Eurozone level. Absurdly, the Single Market and 
Competition rules in the financial sector insist on free competition between banks at all costs, 
and proscribe any state aid for them; while if the stability criteria were respected, any full-
blown credit crisis would necessarily be transformed into a 1930sstyle depression. Obviously 
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these rules are for the birds, yet they are simultaneously the principal planks of the EU 
political economy.38  
 
 This crisis of the American and European set-ups will no doubt have two intellectual 
effects. Firstly, to raise the credibility of the Chinese model of a state-owned, bank-centred 
financial system. This is the serious alternative to the credit models of the Atlantic world. The 
maintenance of capital controls and a non-convertible currency—which China has—are 
essential for the security of this system. Secondly, as the crisis unfolds, broader discussion of 
the public-utility model seems likely to return to political life, re-opening a debate that has 
been silenced since 1991.  
 
 Some predict much more sweeping short-term changes, such as the replacement of 
the dollar as the global currency or the collapse of Western leadership institutions within the 
world economy. A complete debauching of the dollar by the Obama Administration could, 
perhaps, lead to a stampede to dump it globally, along with a retreat into regional or narrow 
imperial trading blocs.39 But no less likely could be a temporary strengthening of the use of 
the dollar over the next decade: a long stagnation in the US may well be combined with very 
low interest rates and a low dollar. This could produce a new dollar carry trade, in which 
everybody borrows in dollars to take them across the exchanges into higher value assets. 
This would produce a strong trend towards a decoupling of other exchange rates from the 
dollar, but it would not necessarily undermine the central element in dollar dominance: the 
readiness of other states to accept payments for their goods and credits in greenbacks.  
 
 We are also likely to see the intensification of the two basic structural trends in long-
term credit-debt relations in the world economy. First, the creditor relations between the 
Atlantic world and its traditional South in Latin America, Africa and elsewhere, historically 
policed by the IMF. This relationship weakened over the last decade but is likely to be re-
inforced in the present crisis. Second, the contrary debtor relations between the United States 
and the East Asian New Growth Centre economies, which are also likely to deepen and 
tighten, particularly between China and the us. This is a power relationship in which China 
(and other creditors) can exercise real political leverage over Washington. We have seen this 
operating in both the timing and the form of the renationalization of Fannie Mae and Freddie 
Mac.40 We will see it again as the US Treasury seeks buyers of its large new tranches of debt 
in 2009. The East Asian economies, above all China, will likely become ever more critical to 
global macro-economic trends, while the erstwhile centrality of the US will weaken during its 
long stagnation. The strengthened financial clout of China and other East Asian states could 
impinge upon the old imperial credit-debt relationships between the Atlantic world and the 
South, by offering the latter alternative sources of financial support. This threat is already 
prompting warnings in the Atlantic world for Washington to soften the predatory conditions it 
has traditionally imposed on Africa, Latin America and elsewhere.41  
 
 But whether this will mean that East Asia will start to build new market institutional 
arrangements for the world economy, challenging those of the Anglo-American world, 
remains unclear, for two reasons: first, the internal divisions within East Asia; and second, the 
question of China’s strategic priorities at the present time. Thus, East Asia has an obvious 
rational collective interest in building its own, centralized commodity and oil markets and 
promoting them to world leadership, ending the dominance of London and Chicago. Such 
new market frameworks have sprung up, but they are divided: one in Hong Kong, one in 
Japan and one in Singapore. As for China, it is currently overwhelmingly concentrated on 
maintaining domestic growth and carrying through the leap of dynamic capital accumulation 
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from the coast to the interior. At present, it is showing not the slightest interest in challenging 
the Americans for leadership in shaping the institutions of the world economy. Thus the US 
has some breathing space. But such is the social and political strength of Wall Street, and the 
weakness of social forces that might push for an industrial revival there, that it would seem 
most likely that the American capitalist class will squander its chance. If so, it will enjoy 
another round of debt-fed UK growth funded by China and others while the US becomes ever 
less central to the world economy, ever less able to shape its rules and increasingly caught in 
long-term debt subordination to the East Asian credit matrix.  
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How should the collapse of the world financial system affect 
economics? - Part III 
 
Editor’s note 
The Dahlem Group on Economics Modeling and Tony Lawson were invited to respond to the 
following question. 

It is agreed that the current economic crisis has shown that the standard models of 
academic economics are seriously wanting. Should the main emphasis of reform be 
on developing new formal models or to an opening up of economics to methods other 
than traditional modelling? 

Neither of the respondents saw the other’s contribution before submitting theirs. 
 
 
 

Mathematics, Methods, and Modern Economics 
The Dahlem Group on Economic Modeling∗: David Colander, Hans Foellmer, Armin Haas, 
Alan Kirman, Katarina Juselius, Brigitte Sloth, Thomas Lux 
 

 
 On the title page of Foundations of Economic Analysis (Samuelson, 1947) quotes J. 
Willard Gibb’s famous line “Mathematics is a language.” While correct (there is little that is in 
Samuelson that is not correct), the quotation may also be misleading because it suggests that 
there is one mathematics. In our view there are many, and it would have been preferable to 
say that mathematics is many languages.  
 
 The key to the appropriate use of mathematics in economics is to find the right 
mathematics to use for the right problem, and not to claim more for a mathematical model 
than it delivers. The reality is that in economics there is no perfect mathematics, which means 
that to appropriately use mathematics and formal models within economics, one must 
continually be aware of not only the mathematical model, but also the limitations imposed on 
interpreting the model by the assumptions imposed by the mathematics.  Keynes put it nicely:  

Economics is a science of thinking in terms of models joined to the art of choosing 
models which are relevant to the contemporary world. It is compelled to be this, 
because, unlike the typical natural science, the material to which it is applied is, in too 
many respects, not homogeneous through time. The object of a model is to segregate 
the semi-permanent or relatively constant factors from those which are transitory or 
fluctuating so as to develop a logical way of thinking about the latter, and of 
understanding the time sequences to which they give rise in particular cases. Good 
economists are scarce because the gift for using "vigilant observation" to choose 
good models, although it does not require a highly specialized intellectual technique, 
appears to be a very rare one. (Keynes, 1938) 

 

 
∗This group was organized as part of the 98th Dahlem Workshop, “Is there a Mathematics of 
Social Entities?.” The group’s specified task was to consider the modeling of financial 
markets. As part of our duties there we wrote a paper entitled “The Financial Crisis and the 
Systemic Failure of Academic Economics” which we posted on the web 
(http://ideas.repec.org/p/kie/kieliw/1489.html.) The paper generated significant discussion, 
including a paper by Tony Lawson to which the editor has asked us to respond. (One of the 
original members, Michael Goldberg, chose not to participate in this response.)  

http://ideas.repec.org/p/kie/kieliw/1489.html


real-world economics review, issue no. 50 
 

 
This view of the use of models within economics follows John Stuart Mill’s views (Mill, 1844) 
that formal models provide us only with half-truths, and we should always keep that in mind 
both when developing models and when using models to interpret reality.  

 We are reminded of the above quotations when reading Lawson’s critique of our 
Dahlem Report (Colander et al 2008). In it, Lawson (Lawson, 2009) uses our report as a 
jumping off point to restate his views on modeling and models. Since he uses our report in 
that way, and does not directly criticize us, we believe that, after a careful reading, if one 
interprets the nuances of his statements in a sympathetic way, there is little in the way of 
disagreement that we have with him, or that he seems to have with our report. In our view, 
where he seems to disagree, the disagreement results from the way he chooses to interpret 
our words, by which we mean that he reads into them an interpretation that allows him to 
make the points he wants to make.  

 Let us just give one example. Lawson agrees with us that there is concern about the 
way in which models have been used in macro and in finance, but argues that the problem is 
with “mathematical deductivist modeling per se.” (pg 760) He objects to our alleged support 
for “developing new formalistic models in their place, ones that are appropriate for our current 
exceptional times.” He quotes our statement as support for that interpretation. Here is the 
quotation:  
 

The implicit view behind standard equilibrium models is that markets and economies 
are inherently stable and that they only temporarily get off track. The majority of 
economists thus failed to warn policy makers about the threatening system crisis and 
ignored the work of those who did. Ironically, as the crisis has unfolded, economists 
have had no choice but to abandon their standard models and to produce hand-
waving common-sense remedies. Common-sense advice, although useful, is a poor 
substitute for an underlying model that can provide much-needed guidance for 
developing policy and regulation. It is not enough to put the existing model to one 
side, observing that one needs, “exceptional measures for exceptional times”. What 
we need are models capable of envisaging such “exceptional times”. 

Notice the difference between our statement and the way he interprets it. We call for a model 
capable of envisaging such “exceptional times” as we have recently experienced. We say 
nothing about “deductivist modeling.” He states that we are looking for a “formalistic” model 
whereas we only call for an “underlying model.”  Lawson’s replacement of “formalistic” for 
“underlying,” his addition of deductivist, and his  removal of our call for a model capable of 
“envisioning” exceptional times are major changes in our wording and our meaning. That 
interpretation gives him a springboard into his argument against the use of mathematics in 
economics, but, in our view, does not engage our argument.  

 Our Dahlem Report was the result of a five-day intensive discussion, and then much 
coordination work after that in finding just those words and phrasing that included our many 
different views. The discussion that led to that statement in our report was a wide ranging 
one. We considered many different types of models and mathematics—non-linear dynamic 
models, game theory models, many variations of empirical models, and agent-based 
computational models. All of them could have varying degrees of formalism associated with 
them, and could be more or less deductivist in nature. Our report had nothing to say about 
how formal or what type of modeling should be done, other than whatever model one had 
should be able to “envision such exceptional times” as the world economy experienced in 
2008.  
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 Our primary point was that the macro economy was complex and the underlying 
model that economists need to have in the back of their minds had to envisage that 
complexity. This means that the mathematics that we use to deal with it had to be interpreted 
within the context of that complexity. We felt that some of the standard models were not being 
so interpreted, and that not to do so was a serious problem. We did not express our views on 
which mathematics to use or how formal the model should be; those questions were just not 
issues that we were addressing.  

This means that we came to no particular view on the proposition posed to us by the editor.   
 
It is agreed that the current economic crisis has shown that the standard 
models of academic economics are seriously wanting. Should the main 
emphasis of reform be on developing new formal models or to an opening up 
of economics to methods other than traditional modelling? 

We do not believe that we should be telling the economics profession what method they 
should be using. In our view, the main emphasis in choosing a method should be on what 
works—what adds insight to our understanding. Thus, some economists should be 
developing formal models, some should be developing agent based modeling, some should 
be developing heuristic models, some should be developing statistical models, some should 
be bringing formal models to the data, and some should be trying to integrate the various 
approaches. In short, researchers should be using whatever approach to understanding that 
the researcher finds useful.  

 In doing that research, however, we believe that all economists should be concerned 
about understanding and developing a model that is capable of envisaging the events that 
occur in the economy, and should be clear about its limitations as a guide for real-world 
policy. Put another way we believe that modelers should be modest in their claims for what 
they have found—carefully spelling out a model’s limits, and pointing out inappropriate uses 
of the model by others. If someone draws implications from a model that cannot be 
legitimately drawn, the modeler should publicly point that out.   

 We also believe that researchers should interpret the work of others with a generosity 
of interpretation that they would want from others. In our view, mathematical models are not 
the problem; it is the inappropriate use and interpretation of models that is the problem, and 
the solution lies in being more careful about using and interpreting models, not in any general 
methodological prescription for or against mathematical modeling. We believe that 
appropriate modesty of claims and generosity of interpretation will lead to better discussions 
and advancement of knowledge (what J.M Clarke (1947) called “communicability”) than will 
strongly-worded methodological debates.   
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Contemporary economics and the crisis 
Tony Lawson   [Cambridge University, UK] 
 

Copyright: Tony Lawson 2009 

 
 The fundamental failing of modern economics, or at least of its dominant mainstream 
project, is not that it was unable successfully to predict the recent crisis but that it is ill-
equipped to illuminate much that happens in the economy at any time.  
 
 The latter is an assessment that I have advanced and defended on numerous 
occasions (e.g., Lawson, 1997, 2003). Contemporary mainstream economics relies almost 
exclusively on certain methods of mathematical deductivist modelling; indeed it insists that 
formalistic modelling is the proper way to do economics.  My contention, defended elsewhere 
at length, is simply that these methods are in fact largely irrelevant to addressing social 
reality, and it is the insistence that such methods be everywhere utilised that accounts for the 
continuing sorry intellectual state of much of the modern discipline. 
 
 Recently, I advanced a framework of analysis that, I suggested, is generally relevant 
for social analysis, including understanding the nature of the recent ‘crisis’ (Lawson 2009a). In 
the course of developing the arguments of the paper containing that framework, I took the 
opportunity to critically reference a contribution by David Colander, Hans Föllmer, Armin 
Hass, Michael Goldberg, Katerina Juselius, Alan Kirman, Thomus Lux, and Brigitte Sloth 
(2008).  I did so because the latter paper appeared to me to send the signal that the crisis 
teaches us that we need to develop different versions of the mathematical models than those 
hitherto used to guide policy. Although the Colander et al (2008) paper, as might be expected 
from such a collection of authors, is insightful, the noted response, I believe, is not the best 
one. Because the paper seemed to have been influential, not least in heterodox circles, I used 
it as a kind of foil to set out my alternative account. I was, and remain, particularly concerned 
that the very recent apparent rise in popularity of seemingly radical substantive theories, most 
especially those that are counted as Keynesian, should not be used merely to develop 
alternative mathematical models to those previously dominant.  
 
 If my arguments about the limitations of formalism are correct, it follows that the 
situation of modern economics represents a very significant misallocation of resources – 
almost all are given over to the mathematical modelling project. Yet the seriousness of this 
unhappy state of affairs seems still to go largely unappreciated. So when the editor of this 
journal, Edward Fullbrook, invited me to produce a short paper that covered some of the 
same ground as in Lawson (2009a), I was happy enough to comply. However the invite was 
rather unusual in its details. It proposed a debate of sorts between myself and Colander et al 
covering those particular aspects on which we appear to disagree. Further, this debate was to 
take the form not of a direct engagement but of each set of contributors marshalling or 
summarising arguments of our earlier papers to address the statement below formulated by  
Fullbrook himself. This then explains the orientation of what follows.  The statement in 
question runs as follows.     

 
It is agreed that the current economic crisis has shown that the standard models of 
academic economics are seriously wanting. Should the main emphasis of reform be on 
developing new formal models or to an opening up of economics to methods other than 
traditional modelling? 
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I start by considering the evaluation of the current situation contained in the first sentence of 
Fullbrook’s formulation. 
 

“It is agreed that the current economic crisis has shown that the standard models of 
academic economics are seriously wanting” 

 
 I assume that Edward Fullbrook uses the category of ‘standard models’ here just 
because, and in the same way that, it figures in the contribution of Colander et al (2008). 
These latter authors introduce the notion when writing: “The implicit view behind standard 
models is that markets and economies are inherently stable and they only temporarily get off 
track” (p. 2). In consequence, these authors argue, the standard models are incapable of 
successfully addressing the crisis.   
 
 Now whether or not certain specific models warrant being distinguished as ‘standard’ 
on the basis of their economic content, a feature of the situation of academic economics that 
is undeniable is that for a long time now the category ‘modelling’ has become synonymous 
with mathematical deductivist reasoning. The latter association, if questionable 
methodologically, is indeed a modern ‘standard’. Thus any set of ‘standard models’ that 
Colander et al (2008) may identify according to the substantive content will be examples of 
mathematical deductive formulations.   
 
 My contention, explained and defended below, is that the fundamental problem of 
modern economics lies in its emphasis on formalistic modelling per se.  So from this 
perspective, Fulbrook’s evaluation above, or the assessment of Colander et al upon which 
Fullbrook seems to be drawing, is somewhat misleading, and in fact encourages an overly 
narrow focus and response.  

 
 I do not dispute the evaluation that the specific models that Colander et al (2008) 
designate standard ‘are seriously wanting’; this is hardly contentious. The point, rather, is that 
just about all economic outcomes bearing on these (and any other sets of mathematical 
deductivist) models have indicated this for years, the economic crisis no more than anything 
else. And the reason (I will argue) is precisely the inappropriateness of the mathematical form 
of modelling per se as a general method of social analysis. 
 
 From this perspective, my concern is that by putting the emphasis on specific so-
called standard (mathematical) models, the response (to the failure to illuminate the crisis) 
that is encouraged is that it is sufficient to put resources into developing alternative (less 
‘standard’) mathematical-deductivist models (with the hope of accommodating [and perhaps 
even predicting] crises specifically).   
 
 Of course, the noted likely response of developing alternative formalistic models is 
only encouraged rather than necessitated by Fullbrook’s and Colander et al’s formulations.  
As the second part of Fullbrook’s statement explicitly recognises, in practice the option of 
developing alternative approaches that do not take the form of mathematical modelling is not 
precluded. But with the culture and reward structure of modern economics so oriented to 
mathematical modelling, the formulation easily promotes precisely the noted reaction.  
 
 This indeed is the message imparted by the paper by Colander et al (2008). As I am 
supposed to be debating with these authors let me elaborate this assessment a little. There is 
a tendency in modern economic methodology (that I regard as unfortunate) which is to seek 
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wherever possible to please all sides (or anyway to avoid upsetting any side) to any debate.  
The outcome, typically, is that either nothing or everything is supported, so that 
methodological advance is rarely made. I am not sure if being part of this tendency is the 
intention of Colander et al.  Certainly, I note that they avoid stating explicitly or directly that 
any new approach is best formulated in terms of models interpreted as forms of mathematical 
deductivist reasoning. And although they certainly display support for modelling activities, I 
suppose that if pressed (especially if addressing a heterodox audience) they might suggest 
that they do not equate modelling to mathematical reasoning. But whatever the intention of 
Colander et al, or the interpretation they may prefer to put on their piece, I believe the signal 
they actually send, given the prevailing context, is support for yet more mathematical 
modelling.  Let me indicate some of the reasons why I say this.  
 
 First, and most noticeably, having focussed on the failings of ‘standard models’, 
models that are inherently formalistic (the two assumptions Colander et al criticise specifically, 
namely rational expectations and the representative agents, are formulated precisely to 
render mathematical models tractable), Colander et al never raise the possibility that 
formalism in the academy (as opposed to the finance industry) may itself be the problem. For 
anyone at all aware of modern methodological discussion, this omission in itself is rather 
striking, and certainly telling. 
 
 Second, Colander et al adopt a prominent mainstream strategy and indeed 
mainstream language in ridiculing, rather than seriously engaging, alternative practices or 
‘remedies’ to those employing ‘standard’ or other forms of models. As is well known, 
mathematical modellers tend to dismiss any contribution that is not formulated mathematically 
in derisory terms, such as ‘hand waving’.  This is the precisely the recourse of Colander et al: 
 

 “Ironically, as the crisis has unfolded, economists have had no choice but to 
abandon their standard models and to produce hand-waving common-sense 
remedies. Common-sense advice, although useful, is a poor substitute for an 
underlying model that can provide much-needed guidance for developing policy and 
regulation” (p. 2)  

 
 The authors may or may not want to commit themselves on the meaning of the 
category ‘model’, but, as I say, expressing support for undefined ‘underlying models’ that are 
contrasted to hand waving in the context of modern academic economic discussion certainly 
encourages the reading that yet more mathematical deductivist reasoning is being advocated. 
 
 Third, the various specific constructive suggestions advanced are mostly (and most 
easily) interpretable as suggestions for revised formalistic models or formalistic modelling 
strategies and techniques. Thus, Colander et al suggest a possible need for “a different type 
of mathematics than that which is generally used now by many prominent economic 
models”(p. 3); that “considerable progress has been made by moving to more refined models 
with e.g., ‘fat tailed’ Levy processes as their driving factors” (p. 6); they argue for models that 
allow “one to study out-of-equilibrium dynamics and adaptive adjustments” adding that “Such 
dynamics could reveal the possibility of multiplicity and evolution of equilibria” (p. 9). They 
also conjecture, that “If one accepts that the dispersed economic activity of many economic 
agents could be described by statistical laws, one might even take stock of methods from 
statistical physics to model dynamic economic systems” (p. 10).  In terms of method, they 
“recommend a more data-driven methodology ” in which “data-analytical tools and 
specification tests” are employed, adding that “clustering techniques such as projection 
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pursuit […]might provide alternatives for the identification of key relationships and the 
reduction of complexity on the way from empirical measurement to theoretical models” (p. 
11);  Furthermore, “Cointegrated VAR models could provide an avenue towards identification 
of robust structures within a set of data” (p. 11), adding that: 
 

A chain of specification tests and estimated statistical models for simultaneous systems 
would provide a benchmark for the subsequent development of tests of models based on 
economic behavior: significant and robust relations within a simultaneous system would 
provide empirical regularities that one would attempt to explain, while the quality of fit of 
the statistical benchmark would offer a confidence band for more ambitious models (p. 
11) 

 
And so on. I will not go on, not just because we may not have a dispute here (Colander et al 
may or may not resist my interpretation of them as ultimately contributing to sustaining the 
formalistic emphasis), but more significantly because, as I say, the primary concern of my 
earlier paper was not the contribution of Colander et al anyway, but the possible responses of 
heterodox economists. 
 
 However, whether or not their support for yet more formalism is a signal that Colander 
et al intended to send, I do regard it as a significant weakness of their paper that it fails to 
criticise explicitly the modern emphasis on formalism, or even to acknowledge the possibility 
that formalism per se may be the source of the failings of the modern discipline.  
 
 But to return to the main theme here, my worry was, and remains, that, as the crisis 
seems to allow a more significant voice than hitherto to heterodox lines of thinking, advocates 
of the latter may succumb to the temptation to focus on producing merely a revised set of 
mathematical deductivist models. Thus, for example, I worry that post Keynesians say may 
respond to the challenges before us by mostly advocating a different, supposedly Keynesian, 
form of mathematical-deductivist modelling.   
 
 
Heterodoxy and mathematical modelling  
 
 The sense in which various traditions like post Keynesians are heterodox is precisely 
that they reject the mainstream or orthodox doctrine that methods of mathematical modelling 
should be used more or less always, and by all of us, whatever the context (I have defended 
this conception of heterodoxy at length elsewhere – for example Lawson, 2006).  And 
heterodox economists have repeatedly rejected the particular models produced by the 
mainstream because they are recognised as being unrealistic in some significant way. 
 
 However, it is clear from a perusal of the range of heterodox writing and thinking that 
not all heterodox economists accept that the central problems of modern economics stem 
from the activity of mathematically modelling social phenomena per se. Nor is there uniformity 
within heterodoxy over the nature of the problem of unrealisticness in mainstream modelling. 
 
 Some heterodox economists seem to focus on the unrealisticness of mainstream 
conclusions; others on the wildly unrealistic nature of mainstream assumptions. Some 
economists in the former group seem to suppose that the realisticness or otherwise of 
assumptions is not really an issue; that even if a model is based on accepted-as-unrealistic 
assumptions, so long as it produces acceptable (for example, supposedly Keynesian) 
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conclusions, then the whole analysis is satisfactory, and provides additional support for the 
preferred (because already accepted as true) conclusions. Economists in the second group 
seem to suppose that it is possible to construct mathematical deductive economic models that 
are cable of being explanatorily successful once, and whenever, the economic theorising is 
transformed in a manner that is more acceptable to the thinking of members of heterodox 
traditions. 
 
 The position adopted by the former group is, in truth, little more than crass 
opportunism.  For if the constraint of employing only claims regarded as realistic is lifted, and I 
will argue that pursuance of the project of constructing mathematical-deductivist models of 
social phenomena more or less necessitates this, then for any preferred conclusion X, it is 
always a trivial matter to find a set of assumptions that facilitate a model consistent with X.  I 
dealt with this issue in the earlier paper Lawson (1997a) and will not take space doing so 
again here. But it should be enough to point out that, so long as assumptions accepted-as-
unrealistic are tolerated, it is not only trivially easy to choose assumptions that facilitate the 
construction of a model that is consistent with some preferred or desired or believed 
conclusion X, it is equally trivially easy to produce assumptions that facilitate the construction 
of a model consistent with the conclusion ‘not X’.  If a supporter of X thinks the procedure is 
somehow valid or useful in the first case, he or she must accept this is so in the second case 
too.  Of course, the move is illegitimate in both cases.  If we want to generate support for X it 
is necessary to do so on the basis of theorising and explanatory work that is not (regarded by 
everyone as) unrealistic. 
 
 So I turn, here, to consider the second possible response that concerns me, namely 
the allocating of available resources to yet more mathematical modelling activity, albeit of a 
sort that seeks to employ a different form (or set of theories) of economics.  I do not suggest 
that such a response could never be the correct one (I return to this below). Certainly I do not 
suggest that post Keynesians or whoever should never try and develop insightful models 
(again I return to this below).  But there are reasons to suspect that this response is unlikely 
very often to prove especially successful or useful. Let me briefly indicate what they are.  
 
 
The problem with mathematical-deductive modelling of social phenomena. 
 
 My basic contention here is that with a bit of reflection both on the nature of social 
reality, and also on the sorts of conditions that must hold for the mathematical methods in 
question to have utility, we can not only better understand and explain the failings of the latter 
methods in the hands of modern mainstream economists, but also recognise that such 
methods are unlikely very often to provide insight no matter what substantive economic 
theories are used in their construction.  
 
 Simply put the sorts of mathematical deductivist methods in question are restricted in 
their applicability to closed systems, meaning those in which event regularities or correlations 
occur, whereas not only have such closures been found rarely to occur in the social realm, 
but also we have good reason to suppose they will remain uncommon. 
 
 In fact, closures are relatively uncommon even in the natural sciences. As it happens, 
outside astronomy, most of the event regularities known to natural science occur in conditions 
of controlled laboratory experimentation – or experimental closures. They arise when an 
experimenter succeeds in isolating/insulating an intrinsically stable mechanism from the 
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effects of countervailing factors.  Under such conditions a regularity can be produced 
correlating the triggering of the mechanism with its unimpeded effects. 
 
 Two conditions for guaranteeing a closure are apparent in this experimental case.  
The first is that we are dealing with a mechanism that is intrinsically constant.  The second is 
that a situation can be engineered ensuring that this mechanism, if triggered, acts in relative 
isolation. We can refer to these as conditions as respectively the intrinsic and extrinsic closure 
conditions. 
 
 Although, other, perhaps very different, sets of sufficiency conditions are possible in 
principle, it is difficult to imagine what they might be in practice; and more to the point it is 
these two conditions – the intrinsic and extrinsic closure conditions - that mainstream 
economists mostly, if implicitly, seek to satisfy in their theorising around their economic 
models. 
 
 Of course whereas experimental natural scientists work laboriously to achieve the 
isolation of a relevant mechanism, economic modellers heroically assume that such isolations 
of intrinsically constant causal factors occur quite spontaneously in the social realm, and 
indeed are even ubiquitous.   
 
 However, it is easy enough to see that the phenomena of social reality by and large 
are such that the two conditions identified are unlikely very often to be satisfied. 
 
 Consider the extrinsic condition first. Instead of existing in isolation almost all social 
phenomena are in fact constituted in relation to each other. It is easy enough in modern 
capitalism to see the internal relationality of markets and money and firms and governments 
and households, etc; all depend on and presuppose each other. It would be futile and 
meaningless to seek to isolate any one from the influence of the others. But human 
individuals as social beings are likewise formed in relation to others.  All slot into positions, 
where all positions are constituted in relation to other positions.  Thus employer and 
employee presuppose each other, as do teacher and student, landlord/lady and tenant, 
parent and child, gendered man and woman, and so on.  We all slot into, and are moulded 
through the occupancy of, a multitude of such positions, deriving real interests from them, and 
drawing upon whatever powers or rights and obligations are associated with those positions.  
So social reality is an interdependent, network, it is an internally related totality, not a set of 
phenomena each existing in relative isolation. 
 
 Nor does the hope of satisfying the intrinsic condition for a closure seem any more 
promising.  For everything social (that set of phenomena whose existence depends on us) is 
constantly being transformed. Think of a language such as English.  At any point in time it 
exists as a (largely unacknowledged) resource to be drawn upon in our speech acts and so 
forth.  But through the sum total of all people simultaneously drawing on it, the language is 
(largely unintentionally) reproduced and in part transformed. It thus exists as a process, as 
something that is constantly being reproduced and transformed through practice. This is its 
mode of being; it is intrinsically dynamic and subject to transformation.  But a moment’s 
reflection reveals that all social phenomena share this mode of being: universities, towns, 
pollution, society at large, each and every organisation, our positions and their associated 
powers, our embodied personalities and everything else.  So a satisfaction of the intrinsic 
condition for a closure again is something not to be taken for granted.  
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 Of course social reality is more complex still.  It contains meaning and value and so 
forth.  But enough has been said to account for the general empirical failings of modern 
mainstream economics with its emphasis on mathematical modelling (as well as its 
employment of bizarre assumptions such as rational expectations, representative agents,  two 
commodity worlds and all the rest that are maintained).  This general failure is a result of the 
constant endeavour to present the phenomena of social reality that are really open, relational 
and processual as if instead they are closed, intrinsically constant and effectively isolated or 
insulated from each other.  
 
 So what is the response?  This brings me to the second part of Fullbrook’s 
formulation, to his question following the initial evaluation. It reads: 
 

Should the main emphasis of reform be on developing new formal models or to an 
opening up of economics to methods other than traditional modelling? 

 
Irrespective of the arguments set out above, and no matter how successful or unsuccessful 
the project of mathematical deductivist modelling, the case can be made for ‘an opening up of 
economics to methods other than traditional modelling’. The current dogmatic constraint on 
how we all can proceed is undesirable whatever the state of the discipline were found to be in 
terms of explanatory successes. If mathematical-deductivist methods were found to be useful 
at providing insight I suspect most of us would choose to use them. But it is vital to a healthy, 
intellectual, progressive enterprise that the ability so to choose does actually exist.  
 
 However, not only is such choice mostly absent, but so are the successes at 
providing insight. And I have suggested an explanation as to why. In the light of analysis set 
out, I not only support ‘an opening up of economics to methods other than traditional 
modelling’ but I believe too that this should be the ‘main emphasis of reform’.  Indeed, my 
central purpose here is precisely to caution against the usual response to failure which is to 
insist that the main emphasis of reform be on developing new formal models.   
 
 As it happens I am pessimistic that the sorts of mathematical-deductive methods that 
economists employ will ever provide much insight, for the reasons given above. However, let 
me emphasise that I do not thereby suggest that the development of new formal models and 
so forth be in any sense or form precluded.  I support any situation where each individual is 
able to follow his or her own convictions in choosing which research path to follow.  I am 
certainly not wishing to suggest that we replace one form of dogmatism by another.  Although 
I am convinced by the analysis above, it could yet be found to quite wrong. And even if it is 
correct, the intrinsic and extrinsic conditions, as I have acknowledged, are only sufficient 
conditions for a closed system supporting an event regularity to emerge.  A failure to satisfy 
them does not rule out the possibility of an emergent closure. 
 
 Indeed, an event regularity could even arise by accident. Though seemingly unlikely, 
it is impossible to rule out a priori a situation in which numerous complex, different and 
changing, observable and unobservable, transient and less transient, causal factors combine 
in such a way that, over a period of time and/or space, an event regularity is observed. 
 
 This seemingly unlikely outcome, in effect, is what macro economists hope for when 
they seek correlations in highly aggregated time series or cross-section data, where the 
different data points are produced in often quite different conditions and contexts. In such 
cases, the exercise (often systematised through theorising a representative agent) is based 
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on little more than a heroic expression of faith, or maybe hope. Ultimately, just about all 
applied modelling endeavour utilises data that are aggregated to some extent and drawn from 
very different contexts, being produced by often very different causal mechanisms. Thus the 
recourse to little more than unreasoned faith and optimism is a pervasive characteristic of the 
modern discipline quite generally. Even so, my point here is that economists proceeding in 
this fashion may yet strike lucky.  This cannot be ruled out in theory. So let the (mathematical) 
modellers keep trying. 
 
 But in the case of certain alternative approaches to such formalism, there is, in 
addition to faith and hope, both reason to expect explanatory successes especially where 
methods are tailored to conditions actually found to characterise the social realm, as well as 
evidence that such methods  have already been fruitful (see Lawson, 2009b). So there is 
reason for the alternative approaches to be given some serious attention. 
 
 
Institutional considerations 
 
 So far I have concentrated mostly on what might be termed the intellectual failing of 
modern economics, namely the misconception that utilising methods of mathematical 
modelling are a grounded, the best, and/or the only proper way of proceeding. But there is an 
additional, institutional, problem that explains why the failings of mathematical modelling have 
not led to a flourishing of alternative approaches, despite the demonstrated explanatory 
fruitfulness of some of the latter.  This is simply that those with power allow almost no leeway 
for the undertaking of alternative approaches to formalistic modelling, despite the repeated 
failings of the latter, and indeed the demonstrated successes of alternatives (see e.g., 
Lawson 2009b or various contributions to Fullbrook, 2009). Those with power act as very 
restrictive gate keepers. 
 
 This is a very significant obstacle to intellectual advance.  As already noted I do 
believe that individuals should have the real choice to proceed as they see best fit.  And I 
have no desire to see experimentation with formalism formally excluded. But I also suspect 
that if the noted dogmatism were overcome, if this gate keeping were to end, the emphasis on 
formalism would likely change very quickly without any ‘legislation’.  It seems to me anyway 
that many economists use mathematical deductivist methods just because this is what is 
required of them, not because of any deep belief in their relevance or utility.  As is widely 
recognised, it is mostly only modellers that get appointments in university economic faculties; 
it is mostly only such modellers that get promoted; it is mostly only modellers that get 
research grants from certain sources; it is mostly only PhDs and post doctorate research 
taking the form of mathematical deductive modelling that get funded; it is mostly only this sort 
of research that can get published in core journals, etc. (This is presumably the reason too 
that many methodologists mostly hold back from criticising the mathematical emphasis). Take 
away the insistence that only mathematical deductive modelling be supported and rewarded 
in the economics academy and I strongly suspect the composition of academic identities and 
practices will change very quickly, even if most of the current individual practitioners stay in 
place.   
 
 Of course, all of us should strive to maintain standards and seek to justify what we do.  
But this is precisely what the mainstream project currently fails to do.  Mainstream modellers 
almost never justify the mathematical orientation of their endeavour, no matter what the 
extent of the failures of the latter. Nor is the modelling emphasis even questioned. When the 
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results achieved are not successful, the response is almost always either to find a different 
set of questions to tackle, or to develop a different set of models, or modelling techniques, 
and so forth. 
 
 I might add that if some individual sincerely believes that there is good reason why 
experimenting with formalistic models is best not only for her or him, but for all of us too, that 
we all ought to be doing only mathematics, I am favour of their receiving a platform; I support 
their being heard and accommodated generally.  They may even be right, though I currently 
strongly doubt it for the reasons set out. The problem is not the arguing for a methodological 
position but the current refusal of the mainstream modellers to engage in methodological 
debate (whilst simultaneously withholding opportunities and resources from those with 
different methodological convictions). 
  
 Of course, the noted intellectual failing and the institutional problem of modern 
economics are connected. The latter no doubt is a response to the former (as well as a cause 
of its continuance).  If modern mainstream economics were widely successful in providing 
insight then I suspect its proponents would be more susceptible to interaction, debate, 
openness and tolerance of others. But at this point in time institutional power is about all the 
mainstream practitioners have in their favour. So it is perhaps not unintelligible, if a little 
disappointing, that they should choose to wield it in such a defensive manner.  
 
 I might finally stress that in arguing for a more intellectual forum in the economics 
academy, in suggesting that we replace methodological dogmatism with a more modest 
pluralistic orientation, I am proselytising not against rigour, but against the narrow supposition 
that it only takes one form. The position I defend does not even constitute an argument 
against the study of social phenomena being scientific in the sense of natural science.  To the 
contrary, it grounds an argument that such study can be so scientific in the relevant sense, 
once alternative practices are facilitated; although that is another story (see e.g. Lawson, 
1997, 2003). 
 
 
Conclusion     
 
 The project of mathematical modelling in modern economics has a long history of 
failure. This is now widely acknowledged, even amongst mainstream economists (see 
Lawson, 2003, chapter 1). Less widely emphasised is a repeated pattern of response to this 
failure. It runs in two parts, involving first an evaluation, and then an inference. The evaluation 
is that ‘this specific set of mathematical models has performed badly because of that specific 
set of problems’. The standard inference is that the ‘solution comes with finding an alternative 
set of mathematical models that overcome that specific set of problems’. The proposals of 
Colander et al for dealing with the phenomenon of the recent crisis are easily interpreted as 
merely the latest version of this ‘solution’. 
 
 The concern I have with the evaluations and responses in question is that they 
detract from deeper ongoing problems. The first of these is that the sorts of practices of 
mathematical modelling that economists adopt seem continually to have failed to provide 
insight, and there are reasons to expect that things will not get better; that the methods 
themselves are inappropriate to social analysis.  The second problem is that the economics 
academy is dominated by a mainstream group that posses, and utilises, a power to ensure 

 130



real-world economics review, issue no. 50 
 

 
that almost no approach except mathematical modelling is encouraged, published in core 
journals or otherwise rewarded. 
 
  My guess is that if an intellectual opening up of the academy can be achieved, an 
improvement in the relevance and utility of economics will quickly emerge as a matter of 
course. My concern is that so long as every failure is put down to limitations of a specific set 
of (formalistic) models, the explanatory weaknesses of the formalistic modelling process per 
se will continue to go relatively unchallenged, thus postponing yet further the day when the 
economics academy is transformed into the sort of open, honest and tolerant environment 
that seems essential for a generally successful economics to emerge. 
 
 
References 
 
Colander, David, Hans Föllmer, Armin Hass, Michael Goldberg, Katerina Juselius, Alan Kirman, Thomus 
Lux, and Brigitte Sloth (2008), “The Financial Crisis and the Systemic Failure of Academic Economics”, 
unpublished mimeo, available at:  
http://www.debtdeflation.com/blogs/wp-content/uploads/papers/Dahlem_Report_EconCrisis021809.pdf 
 
Fullbrook, Edward (editor) (2009) Ontology and Economics: Tony Lawson and his Critics, London and 
New York: Routledge. 
 
Lawson, Tony (1997) Economics and Reality, London and New York: Routledge  
 
Lawson, Tony (2003) Reorienting Economics, London and New York: Routledge. 
 
Lawson, Tony (2006) 'The nature of heterodox economics', Cambridge Journal of Economics, 30(2): 
483-507 
 
Lawson, Tony (2009a) ‘The current economic crisis: its nature and the course of academic economics’, 
Cambridge Journal of Economics, 33(4):759-77. 
 
Lawson, Tony (2009b) ‘Applied economics, contrast explanation and asymmetric information’, 
Cambridge Journal of Economics, 33(3):405-19. 
 
 
Tony.Lawson@econ.cam.ac.uk 
 
_______________________________  
SUGGESTED CITATION: 
Tony Lawson, “Contemporary Economics and the Crisis”, real-world economics review, issue no. 50, 8 September 
2009, pp. 122-131, http://www.paecon.net/PAEReview/issue50/Lawson50.pdf 
 

 131

mailto:Tony.Lawson@econ.cam.ac.uk
http://www.paecon.net/PAEReview/issue50/Tily50.pdf


real-world  economics review, issue no. 50 
 

 

 132

                                                     

Economists and economics: What does the crisis tell us?1  
Luigi Spaventa   [University of Rome, Italy] 
 
 
 By now there is little to be added to the narrative of the financial crisis and to the 
analysis of its proximate and remote causes. A debate on the lessons of the crisis for 
economics as a discipline and for its practitioners is instead only just beginning. This is the 
theme of this note, without much pretence to organised thought.  
 
 In the past year or so bashing economists has become a fashionable sport. 'Why 
didn't you tell us?' asked HM the Queen of England when visiting the London School of 
Economics. An Italian minister said something in Latin which translated into plain English is 
an injunction to economists to just shut up. Old jokes have been resurrected, sardonic books 
and articles on the theme written by journalists have come out. Mock trials of the profession 
have been organised. More seriously, some economists (Daren Acemoglu, Willem Buiter, 
Paul De Grauwe, Barry Eichengreen, Simon Johnson, Paul Krugman, Roberto Perotti, Pietro 
Reichlin, Ignazio Visco, Charles Wyplosz and more) have themselves initiated interesting and 
thoughtful soul searching exercises, mostly in the form of short papers and OpEd or blog 
columns. Recently (and after this piece had almost been completed) The Economist (July 18) 
devoted its main leader and two extensive briefing articles to ‘What went wrong with 
economics.’  
 
 The profession's reaction to these serious and less serious provocations has 
betrayed embarrassment or has been absent, perhaps in the belief that business as usual, as 
if nothing had happened, is the best reply. Reputation was not helped by the policy debates 
that have taken place since mid-2008, where disparate and stridently dissonant pieces of 
advice were given, belatedly but always with arrogant certainty.  
 
 
Have economics and economists failed?  
 
 Neglecting these policy debates, I wish to consider whether economists and/or 
economics failed, and if so why. Before doing that, let me however dispense with two 
intellectually vulgar allegations, to which pointed replies have already been given (see Perotti 
(2009) for instance).  
 
 One is that economists did not foresee the crisis in time. Nor do seismologists or 
oceanographers anticipate the precise time and place of a quake or of a tsunami. Indeed 
practitioners, be they policy-makers, central bankers or market participants, fared no better, 
as the reading not only of official reports but also of private sector analyses up to June 2007 
can easily document. Some, especially non-economists, claim that they had predicted a crisis 
for years. Let us draw a distinction between well argued and documented diagnoses based 
on serious analyses of the system's fault lines (of which there were some, as I shall report) 
and the recurrent generic utterances of professional doomsayers of the ‘I told you so’ variety; 
the only clock that is astronomically precise twice a day is a stopped clock.  
 

 
1 This paper was originally published as Policy Insight N. 38 by the Center for Policy Research, 
http://www.cepr.org  It appears here with the permission of the author. 
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 Another vulgar and irrelevant allegation is that economists are unable to understand 
reality because of the abstraction of their theories and models. Woolly and inconclusive 
thinking or mere descriptions of events are of little or no help; there is nothing as useless as a 
map of scale 1:1, as Joan Robinson used to say. In the rest of this note I shall ask the 
following questions. 

• First, if not forecasting the crisis, were economists at least aware that the system had 
set on an unsustainable path? With some remarkable exceptions they were not 
(Section 1), as also shown by the long time it took many of them to understand that 
the dislocation that started in June 2007 was a serious matter is further proof. 

• .Second, was the state of economics the problem or was it the economists using 
them that failed? Some have drawn a distinction between economic theory, which in 
their view provided adequate tools to understand the crisis, and economists who did 
not use those tools because affected by selective blindness. I shall argue (Section 2) 
that this distinction is unconvincing; the tools available were inadequate, though in the 
field of macroeconomics rather than in that of microeconomics.  

• Third, why was macroeconomic modelling, especially in its version for policy 
consumption, so patently unfit to accommodate financial phenomena? This I address 
in Section 3.  

• My final question is whether the costs of these failures are confined to a reputational 
damage for the profession?   I surmise (Section 4) that there have been externalities, 
insofar as the economists' doctrines and attitudes contributed to an environment in 
which the germs of financial dislocation could prosper and grow.  

 
 
1. Did economists know the system was on an unsustainable path?  
 
 Whether my first question is relevant very much depends on one's view of the nature 
of this crisis. Mine is that we were not confronted with the effects of some sudden and 
unexpected shock, but with the endogenous and eventually unavoidable outcome of 
developments that had shaped the financial system (and in this sense the term ‘bubble’ may 
be misleading).  
 
 Given this premise, though economists cannot be expected to have provided precise 
forecasts, it is legitimate to ask if they were aware that the financial system had set on an 
unsustainable path which could eventually lead to a crisis. Seismologists, though unable to 
anticipate exactly when and where a quake will happen, can identify the areas at risk, where 
anti-seismic rules must be followed in construction. We ought to recognise that here the 
profession as a whole fares poorly. Though I am sure I am neglecting many, the list of those 
who forewarned that risks to systemic stability were growing – a different category from the 
doomsayers – is embarrassingly short.  
 
 
We saw the housing bubble but not the consequences of its bursting  
 
 The analyses of Shiller and others documented that the seemingly endless rise in 
house prices was an unsustainable anomaly, a conclusion accepted by most. But, as far as I 
know and with the exceptions I shall mention presently, the financial consequences of 
bursting this bubble in the brave new world of securitisation were never considered. There 
was a literature on financial innovations in the field of structured credit products, but the 
nature of the new business model known as ‘originate to distribute (OTD)’ and its macro- and 
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micro-economic implications were never properly explored if not to provide an unqualified 
praise of its benefits.  
 
 The literature on the 1997-1998 crises of South-Eastern Asia and Russia, which were 
different in nature, more local and less systemic, is of little relevance for understanding the 
current crisis. The LTCM case is more interesting from this point of view. The path opened by 
the 1997 paper by Shleifer and Vishny on the limits to arbitrage, which provided an uncanny 
anticipation of the reasons for the LTCM crash a year later, was not pursued, with the 
exception of Rajan (2005). There were economists (Bordo, Eichengreen et al. (2001)) 
worrying that financial crises were growing more frequent and more severe. As for the steady 
production of models portraying crises as equilibrium outcomes, none of those we find in the 
excellent 2007 survey by Allen and Gale has to my knowledge been of much use for 
understanding the crisis that was just beginning.  
 
 
Role of global imbalances: Anticipating the crisis that didn't happen  
 
 Some now maintain that global macroeconomic imbalances have been the only, or at 
least the major cause the current crisis. I do not think that this is the case. Though important, 
they interacted with other factors and are not by themselves a sufficient explanation. Be it as 
it may, one thing is certain – the vast literature on imbalances was mostly concerned with 
currency crises. The one possible exception is Bernanke's savings glut (2005), arising from 
China's low propensity to spend and accounting in his view for low interest rates. Otherwise 
the major concerns were the destiny of the dollar exchange rate and why the dollar had not 
yet collapsed. Was the dollar running in thin air, like Wile E. Coyote, or were we living a new 
Bretton Woods, or was there something undetected in capital flows? All relevant issues, no 
doubt, but which had little to do with the growth of credit, leverage and risk exposure that was 
nurturing the imminent crisis.  
 
 
A few saw some aspects of the dangers  
 
 Few were aware of the deteriorating macro-financial conditions. Foremost, Raghuram 
Rajan, in his 2005 paper provided a prescient analysis of how the developments observed in 
financial markets could easily degenerate into a crisis. He also anticipated banks' contingent 
commitments left them exposed to systemic risks in spite of the diffusion of the originate-to-
distribute model. Presented at the Jackson Hole conference, Rajan's paper was criticised by 
Donald Kohn, of the Federal Reserve Board, for being too interventionist and by Larry 
Summers, who thought ‘the slightly lead-eyed premise of [the] paper to be largely misguided.’ 
It otherwise elicited no academic reactions, perhaps because it lacked a formal presentation. 
There was then Nouriel Roubini, who started predicting gloom and doom round 2005. His 
warnings went unheeded. So were those of the economists of the BIS (see for instance Borio 
2005, White 2006 a and b), the one and only official source that (unlike for instance the IMF in 
its Stability Reports) expressed growing worries.  
 
 In general, dissenters were often treated as those boring old aunts always having 
something to grumble about are at family parties. A separate strand of literature (e.g. see 
Adrian and Shin 2007, 2008 a and b, Brunermeier and Pedersen 2007, Shin and von Peter 
2007) dealt with funding and market liquidity, distress selling, the effects of asset price 
movements on banks' balance sheets, leveraging, and deleveraging cycles and related 

 134



real-world economics review, issue no. 50 
 

 
themes. It did not, at the time, find a proper place in macroeconomic modelling, but it has later 
provided some simple but potent conceptual tools for interpreting and understanding the 
crisis.  
 
 Most economists were unaware of or unconcerned with the tensions that were 
accumulating in the financial system. Even after the crisis started in the early summer of 
2007, it took many of them a long time to understand that what was going on was a serious 
matter. In this they were somehow reminiscent of a philosopher in a famous Italian 19th 
century novel, who, unable to find a place for the plague in the accepted Aristotelian 
classification, decided that there was no plague (and eventually died of it). (Even here 
practitioners have done no better: as admitted by the Bank of England in its October 2008 
Financial Stability Report, ‘while …weaknesses had been identified, few predicted that they 
would lead to such dislocation in the global financial system’).  
 
 
2. Did the problem lie with economics or economists?  
 
 There is a more intriguing question. To save the day, or perhaps to save the 
discipline if not its practitioners, some draw a distinction between economics and economists. 
According to Barry Eichengreen (2009): ‘It was not that economic theory had nothing to say 
about the kinds of structural weaknesses and conflicts of interest that paved the way to our 
current catastrophe’ … ‘the problem [was]a partial and blinkered reading of [the] literature’ on 
the part of economists afflicted by a problem of ‘cognitive capture’ and choosing to stick to 
mainstream models. ‘It is in this light that we must understand how it was that the vast 
majority of the economics profession remained so blissfully silent and indeed unaware of the 
risk of financial disaster.’  
 
 What Eichengreen, and many others (like Perotti (2009) and Reichlin (2009)), have in 
mind are all those developments of (micro)economic theory that provide obviously useful tools 
for an understanding of financial markets; agency theory, incentive theory, asymmetric 
information and its consequences, behavioural economics, models with heterogeneous 
agents and incomplete markets. Even more relevant, perhaps, is the recent literature on 
liquidity and leverage referred to above.  
 
 True, we can readily identify a case of asymmetric information in the issuance of 
Collateralized Debt Obligations (CDOs), or agency and incentive issues in the case of banks 
and hedge funds. But that is not enough. If the problem was only one of the practitioners' 
selective blindness and not one of available tools, it should be possible for economists, now 
that their eyes are opened, to find a general macroeconomic framework into which all the 
various bits and pieces of relevant theory could be assembled to obtain an approximate but 
plausible account of the crisis and of its dynamics.  
 
 
The missing model  
 
 But does a general scheme or model exist that can accommodate financial asset, 
banks and financial intermediaries, heterogeneous agents and asymmetric information, 
agency problems and coordination failures and possibly institutions? Obviously it does not. 
While micro economists were busy at work producing useful constructs relevant for an 
understanding of financial markets, macroeconomists of different schools spent much time 
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attempting to reconcile the general equilibrium models of the new classical school with the 
rigidities and market imperfections of the neo-Keynesian tradition. The outcome of the 
macroeconomists' convergence effort was a generation of Dynamic Stochastic General 
Equilibrium (DSGE) models – the new workhorses of macroeconomics, as they have been 
defined, and widely adopted by Central Banks (Svensson et al. 2009).  
 
 Of course DSGE models are impeccably micro founded, but their micro-foundations 
are hardly compatible with credit cycles and financial dislocations. Prices are sticky and 
labour and product markets imperfections cause deviations from Pareto optima. But otherwise 
financial assets are absent or modelled in a primitive fashion. Their prices assumed to reflect 
all available information under the strong version of the efficient market hypothesis. There are 
no coordination failures, as rational and forward looking representative agents behave 
consistently with the model of the aggregate economy. Since intertemporal budget constraints 
always hold, there can be no insolvencies. Markets, if not always contracts, are complete. 
Lack of consideration of financial variables is complementary to the linear or linearised nature 
of these models, which, when shocked by real and monetary disturbances, produce relatively 
well behaved business cycles converging eventually to a unique equilibrium. All very neat, but 
of little or no use for understanding why a financial crisis may occur and how it unfolds.  
 
 Defining those models ‘a costly waste of time’ (Willem Buiter (2009)), which are 
‘spectacularly useless at best, and positively harmful at worst’ (Paul Krugman in his 2009 LSE 
Lectures ) may be too harsh; but one does sympathize with Charles Goodhart, whom Buiter 
quotes as saying that the DSGE approach ‘excludes everything I am interested in.’ Perhaps 
then the problem is not so much with cognitively captured economists reluctant to use the 
available theoretical tools, as with the fact that those tools (which however they constructed) 
are unsuitable to deal with financial phenomena.  
 
 
3. Why did macroeconomic modelling fail to accommodate financial phenomena?  
 
 Neglect of financial variables, far from being a specific feature of DSGE models, has 
characterized large part of modern macroeconomic modelling. Andrea Prat of LSE has 
recently reported that, when scanning a collection of four articles on whether there exists ‘a 
core of usable macroeconomics’ in a 1997 issue (vol. 87, 4) of the American Economic 
Review, he was unable to find the words banks or insolvency, while risk was mentioned once, 
but in a footnote. As noted by Wyplosz (2009), ‘most macroeconomists assumed that financial 
markets were just a side show, which could safely be taken as exogenous or described in a 
rudimentary way’.  
 
 There are of course exceptions to this practice. One is Bernanke's model of the 
financial accelerator (1999, 2007), which however accounts for the transmission of the effects 
of a credit cycle to the real economy more han being an explanation of the financial crisis 
itself and of its dynamics. In general it remains true that a developed financial sector cannot 
be found in the more readily usable versions of macro-modelling.  
 
 It is not easy to understand why this is so. In particular, one wonders why the 
consideration, or lack thereof, of a financial sector has played no role in the heated disputes 
between the new classical school and the neo-Keynesians. Though finance occupies a 
prominent place, not confined to the 'beauty contest' parable, in the vision of the world 
provided by the General Theory, the whole debate has been on rigidities in the goods and 
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labour markets and on the role of policies in an environment where financial variables are 
absent or irrelevant. Possibly mainstream neo-Keynesians (but not some at the fringe, like 
Hyman Minsky) shared the view, inspired by some version of the Modigliani-Miller theorem 
and even more by the efficient market hypothesis, that those variables matter little. The 
results of an excellent specialized literature where those assumptions are abandoned, like 
those of agency theory, asymmetric information and the like have never found their way into 
macro-models.  
 
 A concurrent explanation of this attitude, at least for the most recent period, may be 
the macroeconomic environment of the past two decades or so. In spite of recurrent but 
localized financial and currency crises, issues regarding financial markets fell in the shade 
cast by the Great Moderation. That exceptional period of world economic history 
characterized by sustained growth and low inflation, growing role of emerging economies in 
promoting world demand and world trade, generalized improvement in economic conditions, 
fall in the volatility of output and inflation, as well as of asset prices. There was a debate on 
the causes of the Great Moderation and on the role played by the new theoretically inspired 
model of monetary policy, but the feeling, à la Fukuyama, was that the end of economic 
instability marked 'the end of (economic) history'. ‘The economy of the 1990's suggested to [a 
new] generation of students that the business cycle was no longer of practical importance’ 
(Mankiw (2006)) and inspired a ‘misplaced belief that the same central-bank policies that had 
reduced the volatility of inflation had magically … also reduced the volatility of financial 
markets’ (Eichengreen (2009)). Models and research programs naturally adapted to this 
environment, taking it for granted that there had been a permanent structural break in 
economic history. A third plausible explanation is of a practical nature. Allowing not only for 
financial variables, but, more importantly, for heterogeneous agents, asymmetric information, 
leverage, banks' balance sheets and so on in macro-models is more easily said than done. To 
be useful, models must be manageable and easy to handle. This however requires drastic 
omissions and simplifications, often, as in our case, at the expense of the models' ability to 
capture relevant phenomena. (By way of example, the non-linearities in the behaviour of 
financial variables are incompatible with linear or linearised models.) This inherent 
contradiction is documented by the following two quotes that well reflect the prevailing mood 
now. Gorton (2008) writes of this crisis that:  
 

‘…It will surely be some time before researchers can sort through the events … the 
lessons to be learned are likely only going to be known when there is some distance 
from the events. But, since panics are rare, it may be that we never have the ability to 
formally test in the way that is acceptable to academic economists. The scholars who 
studied panics before us …described the events with narratives. Perhaps this is the 
best we can do.‘  
 

Willem Buiter's view (2009) is that:  
 

‘The Bank [of England] has by now shed the conventional wisdom of the typical 
macroeconomic training of the past few decades. In its place is an intellectual 
potpourri of factoids, partial theories, empirical regularities without firm theoretical 
foundations, hunches, intuitions and half-developed insights.’ It is not much, he adds, 
but perhaps the beginning of wisdom.  
 

Only few months before Michael Woodford (2009) had proudly stated in his address on 
Convergence in Macroeconomics (typified by DSGE models) at the 2008 AEA meeting that:  
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‘The current moment is one in which prospects are unusually bright for the sort of 
progress that has lasting consequences, due to the increased possibility of productive 
dialogue between theory and empirical work, on the one hand, and between theory 
and practice, on the other.’  
 

Clearly in January 2008 the feeling still was that the ongoing financial crisis was an event of 
relatively minor importance and one which in any case did not affect the current generation of 
macroeconomic models.  
 
 
5. Do these failure damage more than the profession's reputation?  
 
 Does it matter very much outside the profession whether and why economists were 
unable to anticipate and understand the worst world financial and economic crisis since the 
great depression? More precisely, were the costs of their failure confined to a reputational 
damage for the profession or were there social costs as well, as would be the case if the 
economists' doctrines and attitudes played a part in creating an environment congenial to the 
eruption of a crisis?  
 
 It is debated if and to what extent macroeconomic theory has affected policy. While 
Woodford, as we have seen, believes in ‘the increased possibility of productive dialogue ... 
between theory and practice’, having especially in mind monetary policy, Mankiw holds that 
the new macroeconomics has had no influence on policy making. This dispute is however too 
narrow (also because of the difficulty of finding a place for Alan Greenspan in mainstream 
models of monetary policy). It is more interesting to look for different and less direct channels 
for the economists' influence on policy.  
 
 A hypothetical committee of inquiry into the economists' responsibilities would 
probably start from finance theory, which has been under attack on at least three counts: not 
having provided the necessary warnings on the use of the ever more complex products of 
financial engineering; not having monitored the robustness of the risk assessment and pricing 
models with respect to the underlying empirical assumptions; and not having demanded a 
proper analysis of liquidity risks (Wyplosz 2009). But even leaving finance aside, what 
deserves consideration is the way in which economists have helped create an all pervading 
Zeitgeist that undeniably affected the actions and omissions of policymakers and regulators.  
 
 
Regulators with eyes wide shut  
 
 It is by now widely accepted that regulators failed in their jobs in several ways. Having 
ignored all symptoms of an unsustainable growth of credit and leverage, having assumed until 
the very eve of the crisis that credit risk was actually being transferred away from banks and 
that this would stabilize the system, having failed to detect the many ways in which the banks 
were taking that risk back, while worrying only about the hedge funds' counterparty risk, 
regulators were caught by the crisis with their eyes wide shut.  
 
Alongside the omissions, there were actions. Before the crisis, regulators and policy makers 
resisted any attempt to broaden the scope of regulation so as to keep pace with financial 
innovation; if anything they did the opposite. The examples are numerous.  
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• The proposal by the chair of the CFTC Brooksley Horn to introduce some regulation 
for the Credit Default Swaps (CDSs) was defeated by the joint resistance of Messrs. 
Greenspan, Levitt and Rubin.  

• The financial industry successfully opposed, even after Enron, a revision of 
accounting standards imposing more rigorous criteria for the consolidation of off-
balance sheet entities.  

• The 2000 Commodity Futures Modernization Act of 2000 relaxed regulatory 
standards.  

• The SEC, in charge of investment banks, followed a permissive approach, lifting the 
ceiling to leverage.  

• GSEs (Fannie and Freddie) captured their regulator and were given by Congress full 
freedom to engage into speculative investment.  

 
 Actions and omissions were sometimes the outcome of pathologies present in the 
system – revolving doors, currying favour with politicians to obtain more power, selective 
blindness as a result of regulatory capture (Simon (2009a)). More often, however, they were 
the consequence of the creeds followed by the authorities: that markets could operate their 
wonders irrespective of institutions; that there were proper incentives for rational and effective 
self-regulation; that it was in the interest of management to properly assess risk and to avoid 
excessive exposure; that public regulation should interfere as little as possible with the 
spontaneous working of markets and should therefore operate with the lightest possible 
touch, also in view of the competitive growth of the major financial centres; that capital 
deepening, as measured by the extent of recourse to external financing, would always and 
unqualifiedly be welfare enhancing, irrespective of whether it originated in the real sector of 
the economy or was only endogamous to the financial sector. These propositions, if 
unaccompanied by ‘ifs’and ‘buts’, were tainted by ideology.  
 
 Did the economists bear any responsibility? Acemoglu (2009) thinks that it was 
regulators who prevaricated on economists when he wrote: ‘we mistakenly equated free 
markets with unregulated markets’ and ‘in our obliviousness to the importance of market-
supporting institutions we were in sync with policy makers,’ and ‘we let their policies and 
rhetoric set the agenda for our thinking about the world and, worse, perhaps, even for our 
policy advice.’  
 
 
Economics as the perhaps unwitting foundations of the failed regulatory ideology  
 
 Acemoglu is not flattering to the profession when believing that it can be plagiarized 
so easily. I surmise instead that economists and economic theory had the initiative, when 
providing, perhaps unwittingly, the foundations on which the ideology was made to rest. Of 
course, (almost) no respectable economist would utter propositions like those reported above 
without warning that their validity depends upon many stringent conditions which rarely hold in 
real life. Sometimes however this caution is lost in the process of translating the out-come of 
rigorous research into a product ready for immediate consumption.  
 
 As in churches, the message to the congregation must be clear and unequivocal, 
even if clerics are not bound by the simplistic orthodoxy of an elementary catechism andare 
allowed to express doubts and draw distinctions among themselves. Though economists 
would not pro-vide simple truths in their research work, some were ready to distil them for 
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popular use in OpEds and blogs, and few in any case objected to the vulgate version which 
became popular with the congregation. They should have been suspicious, because theirs 
was a peculiar congregation, consisting not only of policymakers, central bankers and sundry 
regulators, but even more of private sector agents in search of arguments justifying financial 
deregulation for their own private interest.  
 
 The consumption version of mainstream macro-models was ideal from this 
perspective: as argued above, there is nothing there suggesting that some regulation may be 
desirable. This also affected the literature on financial crises. As noted by Allen and Gale 
(2007), ‘In the 1930'sthe market was the problem and government intervention through 
regulation ... was the solution. Today …the view is that government is the cause of crises and 
not the solution. Market forces are the solution,’ crises being an equilibrium outcome.  
 
 Of course, there was plenty of literature leading to different conclusions (including 
that establishing a positive relation between the quality and effectiveness of regulation and 
the growth of financial markets). But to quote Barry Eichengreen again, ‘the consumers of 
economic theory … tended to pick and choose those elements of [a] rich literature that best 
supported their self-serving actions.’  
 
 
Conclusion: economists bear some responsibility  
 
 Thus the answer to my initial questions in this section is that economists do indeed 
bear some responsibility for what has happened, as their doctrines, at least in their vulgate 
version, often provided an intellectual justification to the unconstrained behaviour of the 
private sector and to the negligence of regulators.  
 
 Also for this reason, it is now time to think a fresh. Greater humility, rather than an 
implausible defence of past rent positions, is necessary to provide new impetus to the 
discipline. It is to be hoped that the younger and the brighter understand that there has been 
a problem –otherwise we would not have seen Hyman Minsky become a popular character in 
the letters of private sector sell-side analysts to their clients.  
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 The disaster which befell Iceland’s economy in early October 2008 had long been 
foreseeable.   It reflected the collapse of the business model of the Icelandic commercial 
banks following their privatization, on the one hand, and the inadequacy of the concurrent 
economic policies of the government, on the other.  However, the business and economic 
policy practices involved were not specifically Icelandic but reflected deep-rooted and long-
standing presuppositions of mainstream economics, both methodological and analytical.  
These include Paul A. Samuelson’s hypothesis in his Ph. D. thesis at Harvard in the early 
1940s that a real-world market economy is a “system in 'stable’ equilibrium or motion” and the 
notion that money is a factor of production.  Neither of these presuppositions have any 
foundation in reason and logic. 
 
 
The market economy as equilibrium system 
 
 Embedded in Samuelson’s hypothesis is the idea that any incipient displacement of 
the conditions of market equilibrium triggers offsetting corrective reactions by the forces which 
drive the market system along its dynamic equilibrium path.  This concept is borrowed from 
Newtonian mechanics in which gravity is held to steer the path of all material particles in the 
universe, but no a priori or empirical grounds exist for assuming it to be applicable to market 
economies.  In fact, it had been resoundingly falsified by the Great Depression.  Instead, the 
sole "argument" in its favor was that it paved the way for economic analysis by calculus.  Still, 
the stable-equilibrium hypothesis is no worse than some other things which economic 
scholars can imagine and it was benign while ensconsed within an academe's ivory tower.  
Moreover, it is fair to surmise that it would not have passed muster had it occurred to 
Harvard’s economics faculty that the hypothesis might be taken seriously after 1970.  For it 
implies that monetary equilibrium will be ensured if governments and central banks step aside 
to make way for the equilibrium which is held to reside in market forces. Now that market 
forces have driven national monetary systems and that of the world as a whole to the brink of 
disaster, the obvious can no longer be denied: the hypothesis is counter-factual. 
 
 In testimony before a congressional committee on October 23, 2008, Alan 
Greenspan, former Chairman of the US Federal Reserve Board, acknowledged that "Those of 
us who have looked to the self-interest of lending institutions to protect shareholders' equity, 
myself included, are in a state of shocked disbelief.” A long-time believer in Samuelson’s 
hypothesis, Greenspan confessed:  “The whole intellectual edifice collapsed in the summer of 
last year.”  
 
 “I made a mistake in presuming that the self-interests of organizations, specifically 
banks and others, were such as that they were best capable of protecting their own 
shareholders and their equity in the firms,” Greenspan continued.  “I have found a flaw.  I 
don’t know how significant or permanent it is.  But I have been very distressed by that fact.”  
The committee chairman sought clarification of the matter: “In other words, you found that 
your view of the world, your ideology, was not right, it was not working,”   “Absolutely, 
precisely,” Greenspan replied. “You know, that’s precisely the reason I was shocked, because 
I have been going for 40 years or more with very considerable evidence that it was working 
exceptionally well.” 
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 Alan Greenspan’s ideology, known as The Washington Consensus, has shaped the 
policy views of key financial and economic agencies in Washington D.C., including the 
Federal Reserve Board, the Treasury, the International Monetary Fund and the World Bank.   
Following privatization of Iceland’s state banks in 2003, the Central Bank, the Ministry of 
Finance, and the Financial Supervisory Authority were guided by The Washington 
Consensus. For as John Maynard Keynes famously observed, “The ideas of economists and 
political philosophers, both when they are right and when they are wrong, are more powerful 
than is commonly understood.  Indeed the world is ruled by little else.  Practical men ... are 
usually the slaves of some defunct economist.” 
 
 
A defunct economist’s ruling idea 
 
 The concept of general equilibrium entered the tool kit of science as a framework for 
the Laplacian 19th century construction of Newtonian mechanics.  Leon Walras, whom 
Joseph A. Schumpeter hailed as the greatest of all purely theoretical economists, proceeded 
in late 19th century to apply it to economics as if all real-world exchange transactions 
observed at a given point in time were interrelated through an economic calculus.  Thus, their 
"configuration" would reflect underlying maximizing-minimizing behavior of economic agents 
whose motivations were functionally equivalent to gravitational interaction which Laplace held 
to determine the positions and paths of all particles in the universe.  Moving through universal 
space guided by the net sum of gravitational forces exerted on them by the rest of the 
universal mass, all such particles would be in general equilibrium at all points in time.  Alas, 
the analogy is fundamentally flawed in that any given particle remains itself through time 
whereas any given exchange transaction observed as a point of intersection of underlying but 
non-observed demand and supply curves of economic agents is a unique one-time 
occurrence.  Samuelson’s attempt in the 1950s to develop a revealed-preference theory of 
consumer behavior aimed at circumventing this fatal flaw in any application of the 
Laplacian/Walrasian framework to observed real-world exchange transactions.   
 
 The attempt was besides the point for, as Walras seems to have realized late in life, 
when applied to the universe of successive point-observations of exchange transactions, the 
general equilibrium concept implies that real-world market economies are always in general 
equilibrium at any given instant of observation.  Also, given the unique one-time occurrence 
aspect of each set of such instantaneous point-observations, it follows that in principle there 
exists no observable functional relationship between successive general equilibrium states.  
Some such considerations led Keynes to suggest in a letter to John Hicks in 1934 that 
“Walras’s theory and all others along these lines are little better than nonsense.” (Letter dated 
December 9, 1934, quoted by Robert Skidelsky, John Maynard Keynes: the Economist as 
Savior, 1920-1927 (1992), p. 615.) 
 
 In Foundations of Economic Analysis, Samuelson effectively contested this logical 
conclusion on hypothetical grounds in the form of “a Correspondence Principle between 
comparative statics and dynamics” predicated on the stable-equilibrium hypothesis, brazenly 
asserting that “any sector of economic theory which cannot be cast into the mold of such a 
[stable equilibrium] system must be regarded with suspicion as suffering from haziness." 
(Atheneum, New York, 1979, p. 9)  This hypothetical refutation of a logical point remains the 
foundation of The Washington Consensus.  
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 In the presentation in 1970 of the Sveriges Riksbank Prize in Economic Sciences in 
Memory of Alfred Nobel to Samuelson, special mention was made of his “famous 
Correspondence Principle whereby a bridge was built between static and dynamic analysis, 
which earlier had usually been regarded as two completely different methods of analysis.”  
Greenspan did not identify it as such, but that was the "intellectual edifice [which] collapsed in 
the summer of  [2007].” 
 
 
Money and stable-equilibrium models 
 
 The structural disintegration of world monetary arrangements, which left Greenspan 
in “a state of shocked disbelief”, has been ongoing and evolving ever since the fall in the early 
1970s of the Bretton Woods system.  At that time, both Samuelson and Milton Friedman 
applauded the dawn of a new world monetary order in Newsweek magazine.  I had given 
thought to the subject matter as an economist with the International Monetary Fund, and 
wrote to both Newsweek columnists expressing a different view.  This was mainly for the 
record as also was the case with my letter of December 1996 to one of Greenspan's 
colleagues on the U.S. Federal Reserve Board, Laurence Meyer.  At the time, a financial 
crisis in Mexico had just caught U.S. officials by surprise.  I noted that the Fed’s macro-
economic forecasting models had similarly failed to detect any signs of gathering trouble in 
the rapid build-up of the ratio of paper assets to world real output during the past quarter 
century and cautioned that, so long as the Federal Reserve Board continued to use 
forecasting models based on orthodox monetary economics, it was fair to surmise that Meyer 
and his colleagues would be setting themselves up for “nasty surprises” – or “shocked 
disbelief” as Greenspan put it when the surmise came true twelve years later. 
 
 In the 1980s, senior officials of the International Monetary Fund withheld authorization 
for me to circulate within the IMF working papers which challenged the foundational 
presuppositions of The Washington Consensus for, as one of them – A. Shakour Shaalan, 
current Dean of the IMF Executive Board – explained, "Mr. Tómasson thinks that he is right 
and that the world is wrong."  In summer of 2007, world history did what rational argument 
could not do – blow to smithereens the intellectual pretensions of modern orthodox 
economics.  This should not have surprised Sir Andrew Crockett, a former colleague and critic 
of my working papers at the IMF and later Managing Director of the Bank of International 
Settlements, or Professor Patrick Minford, former economic advisor to British Prime Minister 
Margaret Thatcher to whom I wrote a letter in January 1997, concluding with respect to post-
Bretton Woods world monetary arrangements: “[This] house of cards is certain to come 
crashing down.” 
 
 
Harvard-MIT Johnny-come-latelies 
 
 Samuelson's stable-equilibrium hypothesis of the early 1940s, it turns out, may have 
originated a few years earlier with John von Neumann.  
 

"In a new [1937] breakthrough," a modern author has written, "John von Neumann 
first formulated a balanced and steady-state growth of a general economic 
equilibrium and proved the existence of a solution.  The breakthrough did not lie in 
the subject matter, which was still allocation and relative price in general equilibrium 
using maxima and minima.  Indeed, all economists can appreciate the simple beauty, 
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yet high degree of generality, characterizing the von Neumann model.  There is 
substitution in both production and consumption.  The model “can handle capital 
goods without fuss and bother,” as Dorfman-Samuelson-Solow put it.  There is 
explicit optimization in the model: the solution weeds out all but the most profitable 
process or processes.  There are free and economic goods, indeed the solution tells 
us which will be free and which economic." (Hans Brems, Pioneering Economic 
Theory, 1630-1980, A Mathematical Restatement, The Johns Hopkins University 
Press, Baltimore and London, 1986, p. 299.) 

 
 Not quite.  For among the mathematical solutions of von Neumann's "breakthrough" 
paper was one where all goods may in time become “free” goods!  In a working note dated 
February 22, 1988 I traced the steps whereby von Neumann arrived at that conclusion as 
follows: 
 

1.  von Neumann assumed “that the natural factors of production, including labour, 
can be expanded in unlimited quantities.” (John von Neumann, A Model of General 
Economic Equilibrium, reprinted in Precursors in Mathematical Economics: An 
Anthology, ed. by W. J. Baumol and S. M. Goldfeld, London, 1968, p. 297.) 
 
2.  He also defined a “free good” to be one whose supply exceeds the need for it. 
 
3.  Thus, “free goods” within von Neumann’s model may be “free” one day and “non-
free” the next, although he did not make that point. 
 
4.  Since all factors of production “can be expanded in unlimited quantities” by 
assumption, von Neumann’s model has built into its premises the conclusion that all 
goods may in time become “free” goods. 
 
5.  Since time is not an essential feature of any general equilibrium model, why 
should only one or some rather than all goods be held to be “free” and not 
"economic"?  
 
6.  Speaking of a mathematical equation relating to the subject matter, von Neumann 
said: “[Its] meaning is: it is impossible to consume more of a good G in the total 
process than is being produced.  If, however, less is consumed, i.e., if there is excess 
production of G, G becomes a free good and its price y = 0.” (Op. cit., p. 299.) 
 
7.  von Neumann recognized that there was mathematically nothing to preclude all 
goods from being available in infinite supply so that all goods would be “free". 
 
8.  von Neumann declared this mathematical possibility to be “meaningless".  (Op. 
cit., p. 298.) 
 
9.  In principle, a mathematical model can only yield conclusions which are already 
implied by its premises. 
 
10.  Therefore, when von Neumann found it “meaningless” that all goods could be 
“free goods”, he effectively declared the premises of his model to be “meaningless”. 
[As Euclidean geometry would be if its axioms did not preclude the intersection of all 
straight lines.] 
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 In von Neumann’s case, therefore, a “necessary element [was] omitted to be taken 
into account: and thus the only effect of the operation [was] to mislead,” as Bentham had 
cautioned with respect to the use of mathematics in political economy.   
 
 In the late 1970s, I took up related issues in correspondence with Paul Samuelson, 
noting that the law of supply and demand was only applicable to goods and services whose 
production required use of “scarce” factor services.  Considering that the supply of modern 
money was not so constrained, being produced by a stroke of a computer key, the law of 
supply and demand was in principle inapplicable to the determination of market-clearing 
prices of goods and services in any modern monetized economy.  In his reply letter, 
Samuelson did not address the substantive point at issue, asserting instead that if 
governments acted as if money were a free good, the result might be “temporary” pressure on 
domestic prices and the external payments position.  With the U.S. Federal Reserve System 
creating trillions of dollars to finance the rescue packages of the Bush and Obama 
administrations, Samuelson's hypothesis will soon be put to an empirical test. 
 
 
Money, production, interest and profit 
 
 In Foundations of Economic Analysis (Ch. IV, ‘A Comprehensive Restatement of the 
Theory of Cost and Production’), Samuelson wrote of factors of production as follows:   
 

It is useful, I believe, to avoid the expression “factor of production entirely”.  This has 
been used in at least two senses, neither of which is quite satisfactory.  First, it has 
been used to denote broad composite quantities such as “labor, land, and capital.”  
On the other hand, it has been used to denote any aspect of the environment which 
has any influence on production.  I suggest that only “inputs” be explicitly included in 
the production function, and that this term be confined to denote measureable 
quantitative economic goods or services. (p. 84)   

 
 In the context of entrepreneurial market economies, it is readily apparent that (a) 
payments by entrepreneurs for "inputs" represent the total supply cost of their final output 
equivalent, and (b) that such cost represents total nominal incomes of suppliers of "inputs" to 
the production process.  In principle, therefore, total final output sales proceeds cannot 
exceed their total supply cost in the absence of what I have termed Final Demand Inflation – 
that is to say, the creation and injection of nominal purchasing power into the market for final 
output to supplement that of incomes received by suppliers of “inputs” to the production 
process.  In other words, Final Demand Inflation is both a necessary and sufficient condition 
for the generation of net entrepreneurial profit and/or interest on credit obtained by 
entrepreneurs to finance their acquisition of "inputs". 
 
 This, I submit, is the answer to the question raised (provocatively) by Joseph A. 
Schumpeter in a 1934 preface to the English edition of The Theory of Economic Development 
as follows:  "I have not been able to convince myself, for example, that such questions as the 
source of interest are either unimportant or uninteresting.  They could be made so, at all 
events, only by the fault of the author.”  Schumpeter added that "[he hoped] to supply before 
long the detailed material which is here missing by more "realistic" studies in money and 
credit, interest, and cycles."  (Oxford University Press, 1961, pp. x-xi)  However, no such 
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studies ever materialized if only because Schumpeter favored a general equilibrium 
framework of analysis where money does not matter.  
 
 My own answer is implicit in the following remarks by Keynes in Ch. 16 of the 
General Theory:   
 

It is much preferable to speak of capital as having a yield over the course of its life in 
excess of its original cost, than as being productive. 
 
I sympathise, therefore, with the pre-classical doctrine that everything is produced by 
labour, aided by what used to be called art and is now called technique, by natural 
resources which are free or cost a rent according to their scarcity or abundance, and 
by the results of past labour, embodied in assets, which also command a price 
according to their scarcity or abundance.  It is preferable to regard labour, including, 
of course, the personal services of the entrepreneur and his assistants, as the sole 
factor of production, operating in a given environment of technique, natural 
resources, capital equipment and effective demand.  This partly explains why we 
have been able to take the unit of labour as the sole physical unit which we require in 
our economic system, apart from some units of money and of time. 

 
 With “everything produced by labour”, it is self-evident that interest on production 
credit cannot be held to reward thefactor services which money provides to the production 
process.  Therefore, such interest as well as entrepreneurial profit can only be the product of 
Final Demand Inflation – a conclusion which struck Milton Friedman as “egregious nonsense” 
many years ago. 
 
 In Foundations of Economic Analysis, Samuelson gave short shrift to Schumpeter’s 
question on “the source of interest”:   

It is quite clear,” he wrote, “that in the real world net revenue is not zero for all firms, 
nor is it tending towards zero.  This is true under pure competition as well as impure 
competition.  It is clear that this residuum must be “due” to something, and it may be 
labeled by any name we please (rent to institutional advantage, etc.). (p. 87)   

 
 In 1939, Samuelson had actually tackled – but failed to answer – the question in a 
paper entitled ‘The Rate of Interest Under Ideal Conditions’ and published in the Quarterly 
Journal of Economics.  There, he took note of certain remarks made by Keynes in the 
General Theory which Samuelson construed correctly as follows: "any increase in aggregate 
asset value must be equal to the value of new assets created, since the sale of old assets 
necessarily cancels out."  In the context of entrepreneurial market economies, this translates 
into the proposition that the value of an economy's work in progress is commensurate with the 
net factor content (“inputs”) thereof.  This logical explanation seems not to have occurred to 
Samuelson who proceeded to charge Keynes with being logically confused.  
 

If this interpretation be correct, "it is, I think, demonstrably clear that Mr. Keynes has 
become enmeshed in Zeno's paradox of motion.  It is, of course, true that there are 
two sides to every transaction, and that there must be a corresponding buyer to each 
seller.  It is further true that the value of sale must be equal to the value of purchase.  
But it is not true, and this would be necessary for the soundness of Mr. Keynes's 
argument, that over an interval of time the value of an existing asset cannot change 
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or cannot be changing.  It is only by concentrating upon the “instant” of sale that the 
cancelling out emerges.  
 
Altho the use of any consistent method of accounting accruals will illustrate the point, 
I prefer to consider a special case where this is brought out strongly,” Samuelson 
continued.  “Suppose only one kind of asset to exist in fixed amount (say land, 
government bonds, etc.).  Furthermore, suppose all persons to be identical in every 
respect, including asset holding.  Now imagine all suddenly to place a higher value on 
each unit of this asset.  Its price will rise, total asset value will increase, and there will 
be investment in my sense, altho no transactions have taken place and no new 
capital equipment has emerged.  It is investment in this sense which will be equal to 
savings.  By working with time rates of increase of asset values, instead of 
concentrating upon periodic, discrete transactions, it is easy to avoid the apparent 
contradiction of simultaneous motion and fixity of position.  
  (The Collected Scientific Papers of Paul A. Samuelson, pp. 197-198) 

 
 
Iceland – the canary in the mineshaft 

 
There is no point taking on founding fathers of so-called schools where people simply take it on 
faith that their gurus know what they are talking about.  Paul Samuelson is the one who laid the 
theoretical foundation for this [post-Bretton Woods] systemic anarchy.  Milton Friedman then 
provided the emperor's new clothes, dressing it in the garb of neoliberalism.  That is how these 
two leading figures in American economic thought were united in unleashing on the world 
community the [monetary] system which now has collapsed.  (Myself in an interview on Silfur 
Egils, an Icelandic State TV program, February 1, 2009.  My translation.)  
 
"There is now a real risk of global financial contagion from Iceland as it increasingly looks like 
the canary in the mineshaft."  (D K Matai, Chairman, Asymmetric Threats Contingency Alliance, 
March 27, 2008). 
 

 The collapse of Iceland’s banking system in October 2008 had long been foreseen, 
as noted earlier, except for its timing and precise circumstances.  In only five years, Iceland's 
newly privatized commercial banks and their foreign creditors had built a weapon of mass 
financial and economic destruction, with the banks' gross external debt position ballooning to 
several times the size of Iceland's GDP, while Iceland's Central Bank and Financial 
Supervisory Authority looked the other way. The Minister of Finance held government 
intervention in the decision-making of the country’s banks to be ill-advised because they were 
run by experts.  A point well taken if real-world market economies were "systems in "stable" 
equilibrium or motion" in which investment in the form of credit-driven asset-price inflation 
represented real savings and not ballooning debt. 
 
 A quarter century ago, the British economist Lord Thomas Balogh lectured senior 
staff of the International Monetary Fund in the IMF Executive Board’s conference room.  “One 
can be sorry in two different ways," he said.  “When one sees trouble coming, and when 
trouble comes.”  Then Lord Balogh read the riot act to IMF Economic Counsellor Jacques J. 
Polak and other guardians of the international monetary system.  “The IMF has decided to be 
sorry when trouble comes,” he said, waiving for emphasis a recent IMF Annual Report, 
declaring it to be the worst such report by an international institution since the final annual 
report of the League of Nations in the 1930s.*   
 
 In a 1982 lecture given at the invitation of the Icelandic Chamber of Commerce, I 
noted the rapid build-up of the ratio of global paper wealth to world output of goods and 
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services in the decade since the collapse of the Bretton Woods system.  The key to 
successful economic management at national and international levels, I suggested, was the 
maintenance of some appropriate balance between paper wealth and real output.  I likened 
this to a ship’s superstructure, where the ship is production and the superstructure is paper.  If 
the growth of the superstructure is excessive, there will come a point in time, which cannot be 
specified in advance, where the superstructure will overturn the ship.  A superstructure was 
built on the mainstream blueprint of which Alan Greenspan spoke October 23, 2008:  “The 
whole intellectual edifice collapsed in the summer of last year.”  
 
 
The God That Failed 
 
 In a recent Financial Times article entitled ‘Seeds of its own destruction’ (March 8, 
2009), economics columnist Martin Wolf noted Greenspan’s confession of being “in a state of 
shocked disbelief” over the failure of the “self-interest of lending institutions to protect 
shareholders’ equity”, and concluded: “Another ideological god has failed.  The assumptions 
that ruled policy and politics over three decades suddenly look as outdated as revolutionary 
socialism.”  
 
 
* I might add that Polak had advised IMF Administration in 1978 that theoretical views expressed in a 
set of my personal working papers disqualified me from continued service as senior IMF staff member.  
Given my senior status, however, my dismissal would have required IMF Managing Director Jacques de 
Larosière to give formal advance notice to the IMF Executive Board of any action taken to initiate my 
dismissal.  Lacking justification for such action, he declined to do so.  His successor, Michel 
Camdessus, found a way around this procedural protection for senior staff in good standing and forced 
my early retirement in 1989. 
 
 
________________________________  
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Goodbye, homo economicus1 
Anatole Kaletsky   [The Times, UK] 

 
 
 Was Adam Smith an economist? Was Keynes, Ricardo or Schumpeter? By the 
standards of today’s academic economists, the answer is no. Smith, Ricardo and Keynes 
produced no mathematical models. Their work lacked the “analytical rigour” and precise 
deductive logic demanded by modern economics. And none of them ever produced an 
econometric forecast (although Keynes and Schumpeter were able mathematicians). If any of 
these giants of economics applied for a university job today, they would be rejected. As for 
their written work, it would not have a chance of acceptance in the Economic Journal or 
American Economic Review. The editors, if they felt charitable, might advise Smith and 
Keynes to try a journal of history or sociology.  
 
 If you think I exaggerate, ask yourself what role academic economists have played in 
the present crisis. Granted, a few mainstream economists with practical backgrounds—like 
Paul Krugman and Larry Summers in the US—have been helpful explaining the crisis to the 
public and shaping some of the response. But in general how many academic economists 
have had something useful to say about the greatest upheaval in 70 years? The truth is even 
worse than this rhetorical question suggests: not only have economists, as a profession, 
failed to guide the world out of the crisis, they were also primarily responsible for leading us 
into it. 
  
 By “economists” in this context I do not mean the talking heads and commentators 
(myself included) employed by the media and financial institutions to explain the credit crunch 
or the collapse of house prices or the rise of unemployment or the movements of currencies 
and stock markets—usually well after the event. Neither do I mean the forecasters whose 
computer models churn out scientific-looking numbers on future growth or inflation, numbers 
that have to be revised so drastically whenever something “unexpected” happens (as it 
always does) that they are not really forecasts at all but descriptions of recent events. An IMF 
study of 72 recessions in 63 countries found, for example, that in only four of these cases had 
economic forecasters predicted a recession three months or more before the event. 
Economic forecasters and pundits cannot predict the future for the same reason that weather 
forecasters cannot predict the weather—the world economy is too complex and too 
susceptible to random shocks for precise numerical forecasts to have any real meaning.  
 
 This doesn’t mean that economics is useless, any more than unreliable weather 
forecasts should lead us to ignore Newton’s laws of motion, on which they rely. But 
economics should recognise that, as a discipline, it cannot be about predicting, but is instead 
about explaining and describing. Smith, Ricardo and Schumpeter explained why market 
economies generally work surprisingly well, often in defiance of common-sense expectations. 
Others have explained why capitalist economies can fail very badly and what then needs to 
be done. This was the mission of Keynes, Milton Friedman, Walter Bagehot and, in his way, 
Karl Marx. And the economists who got us into this mess saw themselves as the self-
proclaimed successors of these great theorists. Many of them are the academics who win 
Nobel prizes, or dream of winning them, and who regard themselves as intellectually superior 

 
1 This article appeared in Issue 157 of Prospect Magazine and appears here with their kind permission. 
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to the journeymen who work for banks and governments, never mind the populist hoi polloi 
whose musings appear in newspaper columns or on television.  
 
 Academic economists have thus far escaped much blame for the crisis. Public anger 
has focused on more obvious culprits: greedy bankers, venal politicians, sleepy regulators or 
reckless mortgage borrowers. But why did these scapegoats behave in the ways they did? 
Even the greediest bankers hate losing money so why did they take risks which with hindsight 
were obviously suicidal? The answer was beautifully expressed by Keynes 70 years ago: 
“Practical men, who believe themselves to be quite exempt from any intellectual influence, are 
usually the slaves of some defunct economist. Madmen in authority, who hear voices in the 
air, are distilling their frenzy from some academic scribbler of a few years back.”  
 
 What the “madmen in authority” heard this time was the distant echo of a debate 
among academic economists begun in the 1970s about “rational” investors and “efficient” 
markets. This debate began against the backdrop of the oil shock and stagflation and was, in 
its time, a step forward in our understanding of the control of inflation. But, ultimately, it was a 
debate won by the side that happened to be wrong. And on those two reassuring adjectives, 
rational and efficient, the victorious academic economists erected an enormous scaffolding of 
theoretical models, regulatory prescriptions and computer simulations which allowed the 
practical bankers and politicians to build the towers of bad debt and bad policy.  
 
 It was, of course, always recognised that economies may fail to satisfy the conditions 
for “perfectly efficient” markets; that there are frequently “market failures” due to lack of 
competition, uneven disclosure of information, tax distortions and so on. But the emphasis on 
market failure by politicians, especially Gordon Brown, who wanted to justify government 
intervention, was itself a testament to a faith in rational expectations and efficient markets. For 
explicit evidence of market failure, whether in the form of anti-competitive collusion or false 
information or some other distortion, came to be seen as a necessary precondition for any 
interference with market forces. In the absence of such explicit evidence of market failure it 
was taken as axiomatic that competitive markets would deliver rational and efficient results. 
This is a point first made by John Kay in “The Failure of Market Failure,” (Prospect, August 
2007) and elaborated by Will Hutton and Philippe Schneider in a 2008 essay for the National 
Endowment for Science Technology and the Arts. 
 
 Which brings us to the causes of the present crisis. The reckless property lending that 
triggered this crisis only occurred because rational investors assumed that the probability of a 
fall in house prices was near zero. Efficient markets then turned these assumptions into price-
signals, which told the bankers that lending 100 per cent mortgages or operating with 50-to-1 
leverage was safe. Similarly, regulators, who allowed banks to determine their own capital 
requirements and private rating agencies to establish the value at risk in mortgages and 
bonds, took it as axiomatic that markets would automatically generate the best possible 
information and create the right incentives for managing risks.  
 
 Equally pernicious were the new “mark-to-market” accounting methods that vastly 
exaggerated the boom. These allowed banks to declare ever-rising profits and pay traders 
huge bonuses, not out of gains actually realised by selling appreciating assets, but out of 
paper profits which assumed that Bank A could sell its assets in unlimited quantities at the 
last price recently achieved by Bank B. Of course, when the herd of banks that had previously 
been buyers of mortgages and other dodgy assets suddenly all turned round and became 
sellers, the paper profits created by “mark-to-market” accounting immediately vanished—but 
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the bonuses and dividends that were paid out in real money, on the basis of these illusory 
profits, could not be so readily reversed. Today this same Alice in Wonderland accounting is 
working in the opposite direction—exaggerating the bust by forcing all banks to declare huge 
losses on the basis of fire-sale prices, which bear no relation to the true economic values of 
the assets involved. 
 
 A final event that turned crisis into disaster last year was the upsurge in oil and 
commodity prices. This too was linked to the faith in rational and efficient markets. The 
sudden escalation of oil and food prices in early 2008 was obviously a speculative panic, but 
governments around the world refused to understand this because of their assumption that 
the market is always right. Instead of introducing tighter market regulation to tame oil and food 
prices, governments and central banks assumed the commodity speculation reflected 
inflationary risks and responded by delaying interest rate cuts.  
 
 The scandal of modern economics is that these two false theories—rational 
expectations and the efficient market hypothesis—which are not only misleading but highly 
ideological, have become so dominant in academia (especially business schools), 
government and markets themselves. While neither theory was totally dominant in 
mainstream economics departments, both were found in every major textbook, and both were 
important parts of the “neo-Keynesian” orthodoxy, which was the end-result of the shake-out 
that followed Milton Friedman’s attempt to overthrow Keynes. The result is that these two 
theories have more power than even their adherents realise: yes, they underpin the thinking 
of the wilder fringes of the Chicago school, but also, more subtly, they underpin the analysis 
of sensible economists like Paul Samuelson. 
 
 The rational expectations hypothesis (REH), developed by two Chicago economists, 
Robert Lucas and Thomas Sargent in the 1970s, asserted that a market economy should be 
viewed as a mechanical system that is governed, like a physical system, by clearly-defined 
economic laws which are immutable and universally understood. Despite its obvious 
implausibility and the persistent attacks on it, especially from the left, REH has continued to 
be regarded by universities and funding bodies as the most acceptable foundation for serious 
academic research. In their recent book Imperfect Knowledge Economics, two American 
professors, Roman Frydman and Michael Goldberg, complain that “all graduate students of 
economics—and increasingly undergraduates too—are taught that to capture rational 
behaviour in a scientific way they must use REH.” In Britain too the REH orthodoxy has 
remained far more powerful than is often realised. As David Hendry, until recently head of the 
Oxford economics department, has noted: “Economists critical of the rational expectations 
based approach have had great difficulty even publishing such views, or maintaining research 
funding. For example, recent attempts to get ESRC funding for a project to test the flaws in 
rational expectations based models was rejected. I believe some of British policy failures have 
been due to the Bank accepting the implications [of REH models] and hence taking about a 
year too long to react to the credit crisis.”  
 
 Why did this abstract theory become so powerful and why is its influence still so 
damaging? The answer lies in the interaction of economics and political ideology. REH was 
originally developed by the Chicago disciples of Milton Friedman as a completion and 
entrenchment of the counter-revolution against Keynesian economics. REH posited a world in 
which Keynesian policies could never work because everyone had come to believe the 
monetarist doctrine that government spending would ultimately generate inflation—and 
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because everyone believed this, they would follow their rational expectations by immediately 
raising prices and wages, thereby precluding even a transient increase in jobs.  
 
 Although there was never any empirical evidence for REH, the theory took academic 
economics by storm for two reasons. First, the assumptions of clearly-defined laws and 
identical expectations were easily translated into simple mathematical models—and this 
mathematical tractability soon came to be viewed as a more important academic objective 
than correspondence to reality or predictive power. Models based on rational expectations, 
insofar as they could be checked against reality, usually failed statistical tests. But this was 
not a deterrent to the economics profession. In other words, if the theory doesn’t fit the facts, 
ignore the facts. How could the world have allowed such crassly unscientific attitudes to 
dominate a serious academic discipline, especially one as important to society as economics? 
 
 The answer lies, ironically, in the fact that economics is so politically important: the 
second great merit of rational expectations lay in its key ideological conclusion—that 
deliberate policies of macroeconomic stimulus by governments and central banks could never 
reduce unemployment and would merely exacerbate inflation. That government activism was 
doomed to failure was exactly what politicians, central bankers and business leaders of the 
Thatcher and Reagan periods wanted to hear. Thus it quickly became established as the 
official doctrine of the political and economic establishments in America—and from this 
powerful position it was able to conquer the entire academic world.  
 
 To make matters worse, rational expectations gradually merged with the related 
theory of “efficient” financial markets. This was gaining ground in the 1970s for similar 
reasons—an attractive combination of mathematical and ideological tractability. This was the 
efficient market hypothesis (EMH), developed by another group of Chicago-influenced 
academics, all of whom received Nobel prizes just as their theories came apart at the seams. 
EMH, like rational expectations, assumed that there was a well-defined model of economic 
behaviour and that rational investors would all follow it; but it added another step. In the 
strong version of the theory, financial markets, because they were populated by a multitude of 
rational and competitive players, would always set prices that reflected all available 
information in the most accurate possible way. Because the market price would always reflect 
more perfect knowledge than was available to any one individual, no investor could “beat the 
market”—still less could a regulator ever hope to improve on market signals by substituting 
his own judgement. But if prices perfectly reflected all information, why did these prices 
constantly fluctuate and what did such movements mean? EMH cut this Gordian knot with a 
simple assumption: market movements are meaningless random fluctuations, equivalent to 
tossing a coin or a drunken sailor’s “random walk.”  
 
 This anarchic-sounding view was actually very reassuring. If market movements were 
really like coin-tosses, they might be totally irregular in the short term, but very predictable 
over longer periods, like the takings of a casino. Specifically, the coin-tossing and random 
walk analogies could be shown to imply what statisticians call a “normal” or Gaussian 
probability distribution. And the mathematics of Gaussian distributions (plus what is called the 
“law of large numbers”) reveals that catastrophic disturbances are vanishingly unlikely to 
occur. For example, if the daily fluctuations on Wall Street follow a normal distribution, it is 
possible to “prove” that the odds of a one-day movement greater than 25 per cent are about 
one in three trillion. The fact that at least four statistically “impossible” financial events 
occurred in just 20 years—in stock markets in 1987, bonds in 1994, currencies in 1998 and 
credit markets in 2008—would by normal standards, have meant the end of EMH. But as in 
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the case of rational expectations, the facts were rejected while the theory continued to reign 
supreme, albeit with some recalibration. 
 
 Why did such discredited theories flourish? Largely because they justified whatever 
outcomes the markets happened to decree—laissez-faire ideology, big salaries for top 
executives and billions in bonuses for traders. And, conveniently, these theories were 
regarded as the gold-standard by academic economists who won Nobel prizes. 
 
 So what is to be done? There are two options. Either economics has to be 
abandoned as an academic discipline, becoming a mere appendage to the collection of 
industrial and social statistics. Or it must undergo an intellectual revolution. The dominant 
research programmes must be recognised as failures and instead of using oversimplified 
assumptions to create mathematical models that purport to give precise numerical 
conclusions, economists must re-open their subject to a range of speculative approaches, 
drawing insights from history, psychology and sociology, and applying the methods of 
historians, political theorists and even journalists, not just mathematicians and statisticians. At 
the same time, they must limit their ambitions to explaining only what the tools of economics 
allow you to understand. 
 
 Many such approaches—based on psychology, sociology, control engineering, chaos 
theory and even Freudian analysis—have been attempted. The most widely publicised 
recently has been behavioural economics. Popularised by Robert Shiller, the Yale professor 
whose bestselling book, Irrational Exuberance, is said to have predicted the dotcom crash 
and subprime crisis, behavioural economics considers a world in which investors and 
businesses are motivated by crowd psychology and Keynes’s “animal spirits” rather than the 
careful calculation of rational expectations. It is, however, the least radical of the alternative 
approaches since it doesn’t challenge the ideological assumption of REH—that booms, busts 
and recessions are all caused by various types of market failure and therefore that 
breakdowns in laissez-faire capitalism could, at least, in principle be prevented by making 
markets even more “perfect.” Partly because of this ideological compatibility, academic 
economics has not found it too difficult to embrace the behavioural approach.  
 
 More challenging to the orthodoxy of academic economics have been approaches 
that rejected the principle that economic behaviour could be described by precise 
mathematical relationships at all. Benoit Mandelbrot, one of the great mathematicians of the 
20th century, who pioneered the analysis of chaotic and complex systems, describes, in The 
(Mis)behaviour of Markets, how economists ignored 40 years of progress in the study of 
earthquakes, weather, ecology and other complex systems, partly because the non-Gaussian 
mathematics used to study chaos did not offer the precise answers of EMH. The fact that the 
answers provided by EMH were wrong seemed no deterrent to “scientific” economics.  
 
 Even more striking examples of the cognitive dissonance in academic attempts to use 
mathematics as a basis for “scientific” economics are provided by Frydman and Goldberg in 
Imperfect Knowledge Economics. IKE, as the authors call their research programme, explicitly 
challenges the assumption of rational expectations that there is, at least in theory, a “right” 
model of how the economy works. Instead IKE draws on the insight of Keynes and Hayek that 
the fundamental problems of macroeconomics all derive ultimately from one inexorable fact: a 
capitalist economy is far too complex for any of its participants to have any exact knowledge, 
especially about future events, even if markets are perfectly efficient. This means that 
businesses and investors will quite rationally operate on a wide variety of different economic 
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assumptions—and far from being irrational such divergent behaviour is the essential 
ingredient of capitalism that makes entrepreneurship and financial markets work. Building on 
the concept of “reflexivity” popularised by George Soros—that market expectations that 
initially appear false can actually change reality and become self-fulfilling—IKE discusses a 
world in which market participants with diverse views about the laws of economics change 
macroeconomic conditions by changing these views. By formalising such insights, IKE 
generates “qualitative” forecasts of currency movements—and these “fuzzy” numbers turn out 
to be closer to actual movements in exchange rates than the “sharp” predictions of rational 
expectations models, which are precise but invariably precisely wrong.  
 
 All such heterodox approaches have two features in common—they reject the 
ideological orthodoxies of rational expectations and efficient markets and the equally stifling 
methodological demand that economic insights must be expressed in mathematical formulae. 
 
 Economics today is a discipline that must either die or undergo a paradigm shift—to 
make itself both more broadminded, and more modest. It must broaden its horizons to 
recognise the insights of other social sciences and historical studies and it must return to its 
roots. Smith, Keynes, Hayek, Schumpeter and all the other truly great economists were 
interested in economic reality. They studied real human behaviour in markets that actually 
existed. Their insights came from historical knowledge, psychological intuition and political 
understanding. Their analytical tools were words, not mathematics. They persuaded with 
eloquence, not just formal logic. One can see why many of today’s academics may fear such 
a return of economics to its roots.  
 
 Academic establishments fight hard to resist such paradigm shifts, as Thomas Kuhn, 
the historian of science who coined the phrase in the 1960s, demonstrated. Such a shift will 
not be easy, despite the obvious failure of academic economics. But economists now face a 
clear choice: embrace new ideas or give back your public funding and your Nobel prizes, 
along with the bankers’ bonuses you justified and inspired.  
 
 
________________________________  
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