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Preface

This book has its origins in discussions by members of the Japan Society of 
Political Economy (JSPE). Since its foundation in 1959, JSPE has played a 
central role in the academic study of political economy in Japan. It has grown 
into a wide- ranging association for critical studies in political economy, includ-
ing theory, history, and policies, with approximately 900 members. The JSPE 
encompasses several competing streams of Marxian economics as its core 
groups, though it is open to other non- Marxian streams of political economy. We 
are proud that the JSPE has guaranteed pluralism and promoted discussions 
among diverse positions. We hold an assembly meeting once a year, with a 
deliberately chosen main theme, and publish the Political Economy Quarterly 
(Kikan Keizai Riron) in Japanese as a “public medium for critical study in politi-
cal economy.”
 Facing the global financial and economic crisis, JSPE has focused its interest 
on the analysis of this crisis. Thus, the main theme of the 56th annual meeting in 
Fukuoka, October 2008, was “The Sub- prime Shock and the Future of Global 
Capitalism,” and that of the 57th annual meeting in Tokyo, November 2009, was 
“2008 World Crisis and the Future of Capitalism.” The discussion of the causes 
and effects of the crisis was held not only at the plenary sessions but also in par-
allel sessions and in sessions of invited overseas scholars. Further, members of 
the Society continued their discussions in branch meetings and in their own 
circles. Thus, when we started editorial work for publishing the results of our 
work in an English anthology, it was rather easy for us to line up contributors 
from among JSPE members and from our overseas friends. As the present chief 
representative of the board, I sincerely thank the contributors and editors that 
worked on a project most fitted to one of the JSPE’s missions: international aca-
demic cooperation with political economists around the world. I’d add further, 
criticism is also welcome!

Kiichiro Yagi
December 23, 2011

Chief Representative of the Board, Japan Society of Political Economy



Introduction

Nobuharu Yokokawa and Gary A. Dymski

Events in global financial markets and macroeconomies in the past four 
years have been a strong reminder that most contemporary analysis of these 
events is ad hoc and not guided by a coherent theory of capitalist crisis as a 
guide to understanding unfolding events. This book helps to close this gap 
by presenting essays about the precarious state of the global economy by 
economists for whom crisis is a logical consequence of capitalist growth. This 
“crisis theory” perspective has shaped the thinking of the Japanese Society of 
Political Economy (JSPE) since its founding, and has been especially prominent 
in the presentations by JSPE members and foreign guests at annual JSPE 
conferences since the turn of the century. Gathered together here are chapters 
based on conference presentations made from 2001 to the present. Before pre-
senting a brief chapter- by-chapter overview of these contributions, this introduc-
tory section examines what makes this book distinctive by answering three 
questions: Why another book on the current crisis, when there are so many 
others? Why a book based on presentations in Japan and scholarship by Japanese 
authors? And what does this book have to say about the crisis that hasn’t been 
said elsewhere?

Why “another” book on the current crisis?
This book presents a comprehensive set of reflections on the origins, dynamics, 
and implications of the interlinked crises of the U.S. and global economies. 
These reflections are all rooted in economic crisis theory: that is, the idea that 
roadblocks to micro- market mechanisms and breakdowns in macroeconomic 
growth are part of the core dynamic of capitalist economies. Books describing 
the current crisis of capitalism have grown explosively in number and approach 
over the past several years. But these books fall into several categories that leave 
some explanatory ground uncovered.
 First, many books describe the current crisis of capitalism from the viewpoint 
of a market insider. These books are appropriate for those who want to know 
how a market insider thinks, acts, and reacts in a financial crisis; but these 
accounts do not connect in any systematic way (and often not at all) with polit-
ical economic theories that try to explain market dynamics.
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 In a second approach, some books view crisis as resulting from regulatory 
flaws and myopia. For example, for analysts relying on a neoliberal vision of 
market equilibrium as a yardstick for economic outcomes, events such as the 
subprime crisis can be traced to regulatory flaws or government interference in 
markets. Some Keynesians also focus on mistakes in government intervention in 
markets; but for them, the problem is typically too little intervention, not too 
much as in the neoliberal perspective. Some historical approaches see landmark 
events such as asset bubbles (and their bursting) or currency crises as instances 
of behaviors that affect humans recurrently because of their fallibility and 
myopia. While writers emphasizing these perspectives are sometimes critical of 
neoclassical theory, they very rarely investigate the possibility that there exist 
multiple reference points that lead to the terrain beyond the neoclassical. Books 
describing the institutional mechanics and background of the 2008–09 financial 
crisis rarely engage deeply with the core questions of how the economy breaks 
down.
 A third approach has been constructed on the basis of analyses rooted in Key-
nesian and post- Keynesian, Marxian and neo- Marxian, Régulation, and histor-
ical and evolutionary views. These views provide the elements needed to 
envision crises as systematic outcomes of capitalist dynamics. Events in global 
financial markets and macroeconomies in the past four years have been a strong 
reminder, if one was needed, of the need for a coherent theory of capitalist crisis 
as a guide to understanding unfolding events. These reinforce the need for well 
grounded alternative articulations of the forces that move economic dynamics 
today, of how they interact, and of how the ideas of foundational figures in eco-
nomic theory – Marx, Keynes, Kalecki, and others – can be used to make sense 
of things today. And Minsky’s financial instability hypothesis is especially 
important, because it generates an alternative vision of how financial markets 
work, one which begins from skepticism of neoclassical theory and then goes to 
an alternative theoretical framework built on some of Keynes’ ideas.
 The power of these thinkers’ ideas, when applied to the problems of today, is 
evident; but this does not mean that all debate ceases once those ideas begin to 
ground our thinking. For one thing, as noted above, neoclassical ideas can be 
readily used to explain any financial crisis, even the most severe. Debates among 
economists from different viewpoints will continue, as ever, in a thick exchange 
of cross- cutting views on this and other topics. For another thing, while neo- 
Marxian views of the crisis are compelling and generally well known, they are 
not sufficient in themselves to constitute an adequate explanation. Constructing a 
coherent theory of capitalist crisis as a guide to understanding unfolding events 
requires sorting out “pure” economic dynamics from historically conjectural cir-
cumstances, and distinguishing among institutional and regulatory mechanisms 
that facilitate and that block growth. These requirements are exactly what are 
provided in this book.
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Why a book based on presentations in Japan and scholarship 
by Japanese scholars – and specifically by JSPE members?
Japan has been an important laboratory for developing and debating ideas about 
capitalism and its dynamics. Japan has given rise to several distinct strands of 
Marxian political economy. Foremost among them is the Uno School, which is 
well represented in this volume. The Japanese political economist Kozo Uno 
developed an approach to understanding capitalism (and appropriating Marx’s 
ideas) that contains three levels of analysis: the general theory of capitalism; the 
stages of capitalist developments; and detailed studies of particular countries and 
time- periods. This differentiation permits analysts to conceptualize and debate, 
separately, the economic dynamics of unadulterated capitalism, the behavioral 
modifications that arise because of the imposition of some defining rules that 
pertain to one or more capitalist economies for a period of time (that is, because 
of the creation or destruction of “regimes” of capitalist accumulation), and the 
specific institutional characteristics of given markets at particular points in time. 
Further, many political economists in Japan have chosen to work with diverse 
approaches to political economy – the French Régulation school, the Cambridge 
Keynesian models, institutionalism and historical schools, and so on.
 The Japan Society of Political Economy has been the largest organization of 
heterodox economists in Japan since its founding in 1959; its annual meetings 
have provided important occasions for debate among diverse points of view. 
Beginning in October 2001, the JSPE began inviting non- Japanese economists to 
make presentations and engage in debates at these annual meetings. This book 
represents an encounter between Japanese and non- Japanese scholars, focused 
on the common problem of how to understand the current economic situation. 
The contributors represented here have all participated in the JSPE annual 
meeting.
 In the open spirit of Japanese political economy, these scholars draw on 
diverse intellectual traditions. A reader interested in understanding heterodox 
approaches to the current crisis will find here a representative sampling drawing 
on a large range of intellectual influences. These essays do not reach one conclu-
sion, but instead provide different angles of vision regarding the global crisis. 
This book makes some of this dissident thinking, by Japanese and non- Japanese 
political economists alike, available in one volume. As such, this volume pro-
vides a unique immersion in different approaches to political economy and to the 
crisis, at a level that is sophisticated and yet approachable. No other book on the 
market now has this combination; nor is another likely which has such a theoret-
ically adventurous set of contributions.

What does this book have to say about the crisis that other 
books have not said?
This book shows that an understanding of Marx’s crisis theory can serve as a 
powerful framework for analyzing the contemporary subprime world crisis. 
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Marx’s crisis theory was well developed by the Japanese tradition, which paid 
special attention to his concepts of the accumulation of real capital and money 
capital. The dual character of the credit system has been especially well studied 
in this tradition: that is, it furthers the accumulation of capital in prosperity, and 
causes over- accumulation and a consequent bust as the boom period unravels. 
Further, the role of finance has changed through history. Its power increased in 
imperialism when finance capital dominated industrial capital, was reduced 
under Keynesian policies in the postwar welfare state, and has increased again 
with financialization in the neoliberal period. Only Marxian theory covers all 
these historical changes and provides a foundation for theoretical explanation.
 This book explains the subprime loan crisis as a crisis in a specific phase of 
the capitalist world system. Its contributions distinguish cyclical crises, which 
reinforce the existing capital accumulation regime, from structural crisis, which 
destroys the existing capital accumulation regime and gives rise to a new regime. 
Structural crisis is further distinguished into two types: profit- squeeze structural 
crises, which occur after a long- lasting period of successful capital accumulation 
(as seen in the crisis of the 1970s), and under- consumption structural crises such 
as the Great Depression.
 This book pays special attention to structural changes such as those involving 
labor exploitation, the industrialization of East Asia, and international imbal-
ances. These changes show the limits of the neoliberal accumulation regime, and 
have profound and controversial consequences. They permitted the rise of the 
neo- liberal accumulation regime after the 1980s, which destroyed the link 
between wages and productivity growth. This, in turn, shifted the engine of 
demand growth from wages in the golden age to asset price inflation and bor-
rowing. This raises the unresolved questions of whether this shift is the primary 
impetus behind the subprime crisis, and whether the forces it has unleashed are 
powerful enough to cause the destruction of the present- day capitalist world 
system.

The contents of this book
The first part of the book considers the mechanism of the crisis of 2008 and its 
consequences. The six chapters argue that an understanding of Marx’s crisis 
theory can serve as a powerful and useful framework in the analysis of this con-
temporary subprime world crisis. Financialization is the common concept of 
these chapters.
 Makoto Itoh (Chapter 1) argues that the understanding of Marx’s monetary 
and crisis theory in the Japanese Uno- school can powerfully serve as a frame-
work in the analysis of the contemporary subprime world crisis. He focuses on 
financial exploitation of workers, which he calls the financialization of labor- 
power, as a basic cause of the subprime crisis. The U.S. subprime crisis spread 
across the world since the global financial market was mobilized to pour idle 
money into U.S. speculative housing loans. He argues that the Japanese economy 
was deeply shaken by the subprime loan crisis, since the Japanese economic 
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recovery in 2002–07 mostly depended on the increase in exports, which was 
strongly damaged by the crisis. The great earthquake, the resultant giant 
Tsunami, and nuclear disaster deepened the structural crises in Japanese 
economy. He analyzes them in view of fundamental problems in the capitalist 
market economy together with their contemporary features.
 Tetsuji Kawamura (Chapter 2) argues that the postwar corporate structure of 
the United States revealed its own limits in the late 1960s and that its restructur-
ing and transformation created a new nexus of capital accumulation system. The 
emergence of this nexus represents an integrated consequence of the globaliza-
tion of American corporate activity, finance, and information and of the neo- 
liberal transformation of government functions touched off by Reaganomics. He 
examines American economic cycles in terms of the emergence of this new 
nexus of capital accumulation system. He emphasizes the collapse of the institu-
tionally flawed mechanisms that linked the U.S. and global financial systems, 
and argues that the financial engineering that created securitization gave way to 
casinoization and has revealed the transitional nature of the current U.S.-centered 
global regime.
 Costas Lapavitsas (Chapter 3) focuses on some of the structural dimensions 
of financialization as key causes of the crisis of 2007–09. He points out three 
main features of financialization: first, less reliance of large corporations on 
banks; second, banks shifting their activities toward mediating in open markets 
and transacting with individuals; third, increasing implication of individuals in 
the operations of finance. He argues that financialization represents the trans-
formation of capitalist production and finance which is systemic and that these 
structural factors ultimately account for the crisis of 2007–09.
 Masayoshi Tatebe (Chapter 4) defines surplus capital as money capital not 
used for productive investment because of the low expected profit rate and 
concern about the financial market pursuing financial gain. He argues that 
surplus capital has been generated since the 1990s and developed into “casino- 
type financial capital,” which has controlled the destiny of the real economy and 
led to a crisis.
 Shinjiro Hagiwara (Chapter 5) argues that Keynesian economic policies in the 
postwar period contained financial crises and stabilized the capitalist economy. 
He points out that following the breakdown of the Keynesian regime the polit-
ical and economic power of “the great financiers and stock market jobbers” is 
increasing. He argues Marxian approaches to financial crisis can explain the 
increasing crises experienced as the neoliberal period dawned since these con-
ditions are similar to those discussed in Marx’s Capital.
 Akira Matsumoto (Chapter 6) investigates why the 2008 crisis looked like a 
classical economic crisis under the gold standard system, with rapid contractions 
of economies, falling prices, increasing unemployment, decreasing production, 
and a slowdown of consumption, although the managed currency system had 
been adopted. He argues that excessive money capital, born from deficits in the 
U.S. balance of payments, became a condition for credit creation, producing a 
bubble economy. Price hikes over products’ parity values in a bubble economy 
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were adjusted forcibly during the financial- market collapse, leading to the bank-
ruptcy of many financial institutions.
 The second part of the book considers regimes of capitalism. Five chapters 
investigate the historical development of capitalism to define neoliberalism as a 
specific phase of capitalism. They share the concept of a structural crisis which 
destroys the existing capital accumulation regime and gives rise to a new 
regime.
 Nobuharu Yokokawa (Chapter 7) attempts to build a new framework for the 
political economy of capitalism which consists of the basic theory of capitalism, 
the intermediate theory of specific types of capitalist world systems, and empiri-
cal analysis, integrating Kozo Uno’s three- level analysis of capitalism, Keyne-
sian economics, and historical and institutional economics. He introduces a 
dynamic theory of comparative advantage in order to analyze the historical 
development of leading industry and evolution of the capitalist world system. He 
distinguishes cyclical crisis that reinforces the self- regulating character of capital 
accumulation in the established stage of capitalist world system, structural crisis 
that changes leading industries and the capital accumulation regime, and sys-
temic crisis that changes a hegemon of the capitalist world system. He investi-
gates the postwar capitalist world system and concludes the 2008 crisis is a 
systemic crisis.
 Robert Boyer’s analysis (Chapter 8) uses the methodology and concepts of 
Régulation theory in order to characterize the crisis begun in 2008 as systemic 
(the failure of a financial organization), structural (the end of the complementa-
rity between the five institutional forms at the origin of the American finance- led 
accumulation regime), and global (the consequence of large and long- lasting 
external trade and capital flows imbalances). He emphasizes the unprecedented 
consumer credit- led accumulation regime in the unfolding dynamics. Within this 
regime, the true extent of financial risk has been more and more masked; so the 
breakdown of this system has led to the freezing of credit, not the restoration of 
normal cyclical behavior. Consequently the global system has been thrown into 
a major structural crisis whose outcome is radically uncertain.
 Toshio Yamada (Chapter 9) explains the crisis in the context of the Régula-
tion approach; the 2008 crisis is “a structural crisis of the finance- led growth 
regime.” He argues that to situate the 2008 crisis properly in the historical 
context, we have to investigate the history of capitalist economy in last 200 years 
by using several concepts of the Régulation theory: growth regime, régulation 
mode, and especially structural crisis. He argues that structural crises are not at 
all exceptional for capitalism, and that capitalism has transformed itself through 
those great structural crises, giving rise to new configurations in time and space.
 Gérard Duménil and Dominique Lévy (Chapter 10) address the overall perio-
dization of capitalism, in which neoliberalism defines a specific phase. They 
argue that the roots of the crisis must be sought in the features of the new phase 
of capitalism that arose in the early 1980s, that is, neoliberal globalization. The 
disequilibria of the U.S. economy and the unwieldy financial- global structure of 
the neoliberal years ultimately have led to a crisis that will end in the decline of 
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U.S. hegemony. In the discussion of scenarios for the future, they pay particular 
attention to emerging countries, especally China.
 Thomas Sekine (Chapter 11), building on ideas expounded by Kozo Uno, 
argues that the global capitalist system has been shifting systematically away 
from purely capitalist principles since the early twentieth century to a post- 
capitalist economic order. He argues that although Uno was not in a position to 
spell out the nature of this transitional phase, he quite clearly indicated that a 
“managed currency system” marked the departure from the regime of capitalism. 
Sekine rehabilitates Uno’s insight, tracing the main features of the post- 1914 evo-
lution of the world economy. He concludes that pumping fiat money into circula-
tion to overcome deflationary spiral and debt deflation after the 2008 crisis may 
well be the first decisive step in transition towards “another historical society.”
 The third part of the book looks at the global reconfiguration of capitalism. 
Five chapters emphasize that global imbalance, such as macroeconomic imbal-
ance and power imbalance, have changed both international and domestic eco-
nomic structure. They pay special attention to labor exploitation and the impact 
of East Asian industrialization on the world economy.
 Gary Dymski (Chapter 12) shows how Kalecki and Minsky present com-
plementary ideas about the twin problems of labor extraction and financial fra-
gility that have arisen and worsened as the neoliberal era has lengthened. He 
shows that their ideas about how U.S. business cycles have evolved are accurate 
for the postwar period up until the 1980s. He argues that beyond that, their ideas 
about macroeconomic dynamics, which implicitly focus on a national economy 
perspective, must be adjusted to take into account the impact of two sustained 
global imbalances: a global macroeconomic imbalance, and a global power 
imbalance. This global imbalance was the root cause of the change in the charac-
ter and timing of U.S. cyclical fluctuations. When confidence in the “safe harbor” 
character of U.S. financial and asset markets was shaken by the 2008 crisis, a 
new period of U.S. macroeconomic stagnation started.
 Kang- Kook Lee (Chapter 13) investigates the role of global imbalances in the 
build- up to the crisis, and the transformation of these imbalances after the crisis. 
He investigates neoliberalism in both the U.S. and East Asia as an underlying 
cause that worsened global imbalances. He emphasizes the importance of con-
certed efforts in the U.S. and East Asia to bring about a rebalancing of the global 
economy, and to change the growth strategy in East Asia as well as in the U.S.
 Hitoshi Hirakawa (Chapter 14) examines the shifting role of East Asian 
industrialization and its impact on the world economy. He distinguishes three 
stages of economic development. Traditionally, the workers of developing 
regions move to advanced regions in search of employment. In the second stage 
firms move to developing regions in search of low- cost labor and export pro-
duced goods to advanced countries. In the third stage firms move toward devel-
oping regions in search of markets such as BRICs which he names “potentially 
bigger market economies.”
 James Heintz (Chapter 15) examines how processes of financialization and 
globalization in capitalist economies affect the structure of employment, using 
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Japan and the U.S. as specific examples. A central thesis of the chapter is that 
common factors emerging during the neoliberal era of globalization have 
affected labor demand and labor supply and the structure of employment in a 
range of countries. There are numerous outcomes of these interactions, including 
higher levels of open unemployment, growth of informal employment, down-
ward pressure on the returns to labor, and a redistribution of risk from capital to 
labor; but specific employment outcomes are dependent on domestic institutions 
and structural realities.
 Aki Aneha (Chapter 16) examines the root of the subprime problem from the 
perspective of household budget and consumer spending. She shows the habit of 
spending beyond one’s means is due more to stagnant wages, employment insta-
bility, and inadequate social support under neoliberalism, than to extravagance. 
She argues that the root of the subprime problem lies in overproduction and that 
consumption- boosting measures based on expanding credit were indispensable 
in increasing demand and deferring crisis and depression. She emphasizes that 
the U.S. dollar seigniorage has allowed depression to be deferred and limitations 
such as falling real wages to be overcome.
 The chapters presented in this book provide continuing and essential analyses 
of the global crisis as it has gathered force and assaulted working people in ever 
more nations. The thinking of Japanese and non- Japanese collaborators makes 
clear that the 2008 economic crisis was an inevitable result of the forces at work 
in the present phase of global capitalism. We hope this book contributes to the 
resurgence of radical analyses of the political economy, free from the market 
optimism of mainstream economics.



Part I

Mechanisms of the 2008 
crisis and their 
consequences





1 From the subprime to the great 
earthquake crisis in Japan

Makoto Itoh

The historical character of the subprime crisis1

The historical character of any economic crisis is always determined by the 
nature of the preceding economic boom. The worldwide economic boom preced-
ing the subprime crisis was led mainly by the U.S. economic recovery and 
growth from 2002 onward. As about 40 percent of U.S. economic growth in this 
period is estimated to have depended on the housing sector, the housing boom 
and the associated financial expansion to mobilize idle global funds into U.S. 
consumer credit obviously formed the major source of prosperity.2
 The housing boom in the U.S. started anew in 1996, along with the New 
Economy (Information Technology, or IT) boom, and lasted for ten years. After 
the burst of the New Economy bubble in 2001, the housing boom became the 
main driving engine for the U.S. economic recovery. It was widely promoted by 
housing finance.
 U.S. housing loans are divided into prime and subprime; the latter is typically 
loans to people of lower income with low creditworthiness. More concretely, 
subprime loans are made to people with a record of delayed repayment on past 
loans, or an estimated FICO credit score of under 660 (in a credit scoring system 
initiated by Fair Isaac Co., with a maximum score of 900), or even debt repay-
ments comprising more than 50 percent of their income.
 In the past people classed as subprime were mostly excluded from housing 
loans. But after 2001 there was a rapid growth of housing loans, and especially 
of subprime loans in the U.S. The growth of lending promoted, and was also 
facilitated by, steadily rising house prices, until by 2006 their level was on 
average double that of 1996. Total outstanding U.S. housing loans reached $13 
trillion (almost equivalent to GDP) at the end of 2006. The proportion of sub-
prime loans increased continuously to 20 percent of the flow – and 13 percent of 
the entire stock ($1.7 trillion in real terms) – of housing loans.3
 Since the typical size of subprime loans is around $200,000, they have been 
obtained by roughly 8.5 million households (comprising more than 25 million 
people).4 Assuming that the average size of housing loans is about $300,000, the 
total stock of U.S. housing loans at the end of 2006 was taken up by roughly 
43.3 million households, or about 43 percent of the U.S. population. Thus, an 
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unprecedentedly large proportion of the population was involved in housing 
credit in this period.
 In retrospect, during the long historical process of capitalist development, the 
financial system formerly functioned in the main as a set of social mechanisms 
for mobilizing idle money that could serve the accumulation purposes of capital-
ist enterprises. However, in the twentieth century, saving by working people, 
including pension funds and insurance payments, has been increasingly incorpo-
rated into the social mechanisms of the financial system. Similar considerations 
apply to consumer credit. Credit for consumption has been traditionally provided 
by pawnshops and loan sharks (a carry- over from the pre- capitalist era) as well 
as by consumer credit companies.
 These mechanisms of consumer credit have been relatively small and mar-
ginal to the modern banking and financial systems. However, as large non- 
financial business enterprises became increasingly reliant on self- finance, formal 
financial institutions have had fewer opportunities to lend to non- financial enter-
prises. Thus, major banks and other financial institutions began to expand con-
sumer credit, and especially housing loans, to working people, gradually 
advancing toward lower income layers. In this sense, the commodity of labor- 
power has become increasingly financialized. This tendency can be called finan-
cialization of labor- power.5 It was clearly present already in the course of the 
Japanese bubble in the late 1980s, but has been enormously exacerbated during 
the recent U.S. housing boom. Banks and related real estate agencies have 
aggressively tempted workers to borrow by dangling the prospect of capital 
gains in the course of the U.S. housing boom.
 For instance, a hybrid type of housing loan which allows much lower teaser 
rates of interest for the initial 2–5 years was broadly recommended by suggest-
ing a possibility of capital gain through a rise in the price of the purchased house 
during these teaser rate years, as well as an expectation of resetting the housing 
loan favorably again based on the elevated market price of housing. Home equity 
loans also made housing loans more attractive, by enabling borrowers to utilize 
appreciation in the market value of their houses, captured in a mortgage instru-
ment, as an additional basis for their (consumer) card loans. Financial institu-
tions mobilized IT to flexibly design and sell these kinds of housing loans. 
Historically, actions that had led to the democratization of the financial system 
as a result of the civil rights movement, such as the Community Reinvestment 
Act (1977) and Alternative Mortgage Transaction Parity Act (1982), and that 
had induced banks and other financial enterprises to lend more to local areas 
without discrimination against poor people and their residential district, ironi-
cally served to promote sales of housing loans more and more broadly – includ-
ing loans to subprime borrowers – subsequently causing so many tragic 
foreclosures.
 In contrast to the Japanese bubble economy in the late 1990s, wherein specu-
lative trading of real estate and shares was financed domestically, depending on 
the traditionally high rate of household saving of about 15 percent of annual 
GDP, the huge amount of housing finance in this U.S. boom had to be supplied 
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globally from abroad, since the U.S. saving rate was as low as 2 percent in this 
period. To suit this necessity, a new system of housing finance was formed. This 
system was structurally doubled. In the first layer, original lenders, typically 
mortgage companies, lend housing loans to individual households. In the second 
they immediately resell mortgage housing loans to other financial companies 
such as Special Purpose Vehicles (SPV) owned by big investment banks. SPVs 
then combined large number of mortgage loans into mortgage- backed securities 
(MBS) to sell to various other financial institutions in the world market. Further-
more, Collateralized Debt Obligations (CDOs) were created by combining MBS 
with other Asset Backed Securities (ABSs), such as those based on automobile 
loans; further, various kinds of financial insurance policies in the form of securi-
ties were also sold globally. This multiple- layered loan securitization functioned 
as a financial mechanism to mobilize the global financial market for the U.S. 
housing boom.
 This system was called “originate- to-distribute,” against the older practice of 
“originate- to-hold” in housing finance, which was common to Japanese banks 
and the U.S. Saving & Loan Associations (S&Ls) until the 1980s. The older 
“originate- to-hold” loan type was a sort of indirect finance, for originators of 
mortgage loans used to hold them until due by utilizing deposit funds they 
received. In the new “originate- to-distribute” loan type, originators do not 
receive deposits, but instead rely on direct finance based upon loan securitiza-
tion, which could be set up outside of banking regulations. It is broadly believed 
that the new type of housing finance is more efficient and rational than the older 
type as a mechanism for mobilizing global financial resource for use by promis-
ing users via the capital market. While the older type of indirect banking credit 
often relies on personal relationships, with tendencies leading toward crony 
capitalism, the new system of securitizing loans is assumed to be more transpar-
ent and rational. It is also assumed that the risks contained in individual housing 
loans – including subprime loans – could be dispersed and reduced by binding 
them into MBSs and CDOs.
 So long as house prices continued to rise, this theory and these assumptions 
seemed sound. However house prices could not move upward forever; they actu-
ally peaked toward the end of 2006 and then began to fall. Then, mortgage 
debtors could no longer realize the expected capital gain by their houses pur-
chased, nor reset mortgage debts advantageously on the basis of increased house 
prices; instead they suffered from a sharp rise in repayment after 2–5 years of 
initial “teaser” rates of interest. For example, the amount of monthly return 
payment for a typical 2/28 hybrid type of housing loan of $200,000 (fixed teaser 
rate of interest for the initial two years, and floating interest rates for the remain-
ing 28 years) would increase from $1,531 in the initial two years to $2,152 in the 
fourth year (even without any change in the market rate of interest) and possibly 
to $2,370 in the fifth year (when the market interest rate rises by 2 percent).6 
Such a rise in return payment was called repayment shock. The number of fore-
closures thereby increased rapidly in the U.S. in 2007 as house prices declined, 
reaching more than two million by the end of 2008. For the debtors thrown out 
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of their houses, as vividly presented in the initial scene of Michael Moore’s 
movie “Capitalism,” past payments on loans as well as expenditures on house 
durables had been totally lost. These losses spread from low income borrowers 
in the subprime category to others. Even for borrowers who escaped foreclosure, 
the market value of their houses often declined to below the remaining mortgage 
debt, which remained to be repaid for long years to come, in addition to the 
capital loss. Housing finance thus really worked by stealing from tens of millions 
of mortgage debtors.
 As difficulties of repayment spread from subprime housing loans, the prices 
of MBSs and CDOs had to deteriorate. The subprime financial crisis started 
when two hedge funds attached to Bear Sterns investment bank failed due to 
losses in subprime mortgage- backed securities in June 2007. The financial crisis 
deepened globally, especially following the failure of Lehman Brothers in Sep-
tember 2008 (the Lehman shock), as American MBSs and related securities such 
as CDOs, as well as financial insurance policy securities, had to be sold with 
falling prices in the world market. In some European countries, such as the UK 
and Spain, a similar housing bubble burst in the process of the subprime finan-
cial crisis. Most European banks and many other financial institutions were hit 
seriously as they had purchased a large portion of the American MBS and the 
related securities.
 The financial crisis destroyed the market value of many forms of real estate 
and financial securities and caused the destruction of many investment banks and 
other financial firms. It also forced reductions in real (non- financial) business 
activities both directly and indirectly, through a decline in investment, employ-
ment, and consumer demand, through an increase in unemployment, and through 
business failures in advanced economies (such as the Big Three – GM, Chrysler, 
and Ford). The subprime economic crisis was characterized as “a tsunami once 
in a hundred years” by Alan Greenspan, the former Chairman of the Federal 
Reserve Board. However, it was not an economic disaster caused by an external 
shock like a tsunami, but clearly an outcome of the endogenous working of the 
capitalist market economy itself, unleashed by neoliberal deregulation of social 
controls.
 The neoclassical microeconomics which served as a foundation of neoliberal 
economic policies since the 1980s was unable theoretically to understand such 
an enormous irrational economic disaster as a consequence of liberalization of 
the market economy, as this school believed that the most efficient and rational 
utilization of economic resources must be realized through free and competitive 
markets encompassing the financial security market. Thus, a disastrous economic 
crisis such as the subprime had to be attributed to an external shock like a 
tsunami from outside the mechanism of the market.
 In comparison, post- Keynesians such as Minsky presented a deeper theoret-
ical model of financial instability, including the tendency toward a growing pro-
portion of speculative Ponzi finance in the course of a boom, in accord with the 
Keynesian tradition of underlining the role of expectations in financial markets.7 
Minsky’s model of financial instability is much superior to the orthodox 
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neoclassical microeconomics in its insight into the inevitability of repetitive 
financial bubbles and their outbursts in the age of neoliberalism, as experienced 
in Japan at the end of the 1980s, in the Asian crisis in 1997, and in the collapse 
of the U.S. New Economy in 2001, culminating in the subprime crisis.
 However, in the tradition of Keynesian theory as an ahistorical and psycho-
logical analysis, Minsky’s model tends to over- generalize its logic and miss a 
series of historically crucial problems. First, why must financial crises appear 
repeatedly as an objective result of the working of the capitalist market economy 
in relation to the industrial accumulation of capital? Was not financial instability 
once the result of an over- accumulation of industrial capital in the classic busi-
ness cycles? Second, why have hypertrophied financial bubbles become so con-
spicuous since the 1980s, in comparison with the period of high economic 
growth that lasted until the beginning of 1970s? Third, why has neoliberalism 
became so dominant as a policy tide in this period as to promote deregulation 
that included the financial market and its speculative activities? Fourth, why was 
the financialization of labor- power – the role of consumer credit such as housing 
loans – incorporated as the central driving mechanism in the recent processes 
that caused the subprime crisis, contrary to Minsky’s model?
 In order to solve these problems, Marxian historical and objective approaches 
are useful. Prior to Keynes, Marx powerfully demonstrated that the credit mech-
anism plays its objective roles in the changing phases of business cycles.8 The 
positive and rational function of the credit system in the process of prosperity is 
to socially mobilize the idle money fund so as to distribute it to industrial capi-
talists, who need it to expand their production. This process continues so long as 
industrial accumulation goes on without internal difficulty as a whole. When 
over- accumulation occurs, however, in relation to the limit of the working popu-
lation, the price adjustment mechanism is widely distorted in the final phase of 
prosperity, as a result of the inevitable rise of wages due to labor shortage. Spec-
ulative trading and stockpiling change the role of the credit system, and increase 
the proportion of speculative borrowers. As a result, the shortage of supply of 
idle funds in the face of an increasing demand for credit tightens banking credit, 
and pushes the rate of interest up even while the profit rate is falling due to a rise 
in wages. Tightening banking credit with a higher interest rate forces an end to 
speculative trading and stockpiling as typical initial phenomena of cyclical eco-
nomic crisis. The financial, commercial, and industrial crises combine to destroy 
capital values in various forms, and increase unemployment with a reduction of 
wages. In the phase of depression after the crisis, industrial capital in the form of 
productive capacity, labor- power, and loanable money capital, tend to be idle 
together and cannot easily be mobilized under the conditions of depressed con-
sumer and industrial demand. Stagnation has to be overcome toward the end of 
depression as fixed capitals are generally replaced so as to enable a renovation in 
relation of production between capitals and workers for positive industrial 
accumulation.
 We can read and complete this sort of theory of typical cyclical economic 
crises in Marx’s Capital as an essential part of the basic principles of political 
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economy, and utilize it as a frame of reference in more concrete analyses of con-
temporary capitalism.
 Actually, industrial accumulation of capital in major advanced countries 
became excessive toward the beginning of the 1970s in relation to domestic 
reserves of the working population and to the supply capacity of primary prod-
ucts in the world market. As a result, a labor shortage – with a rapid rise in real 
wages together with rising prices of primary products – reduced profit rates9 and 
simultaneously promoted the speculative trading and stockpiling of primary 
products, just as in the last phase of prosperity in Marx’s basic theory of busi-
ness cycles (summarized above). However, the appearance of economic crisis 
took the form of an inflationary crisis at that time, as the supply of money and 
credit was (unlike in the classic model of business cycles and crises) not tight-
ened but continuously expanded. These policies were pursued because this 
period coincided with the period of the breakdown in the Bretton Woods inter-
national monetary system and a transition to a floating exchange rate system, 
still under the strong influence of Keynesian belief in the use of inflationary 
fiscal and monetary policies to cope with economic crisis. Vicious inflation – 
including the first oil shock in 1973–74, resulting in rising prices for other 
primary products and for labor- power – caused a serious disaster in advanced 
capitalist economies, and kicked off a long downturn that involved a large- scale 
and prolonged process of industrial depression among those economies.
 Just as in the phase of depression after cyclical crisis, this long downturn 
forced severe competition for survival among capitalists. Brenner, for instance, 
emphasizes the increased international competitive pressure in the world market 
as a fundamental cause of a long downturn with a continuous depression in 
industrial profit rates.10 He intends to explain why speculative bubbles and their 
bursting have become intermittently repetitive in the context of continuous diffi-
culty in industrial accumulation, in contrast to Minsky’s over- generalized model 
of financial instability. We should note that behind the increased horizontal inter-
national industrial competitive pressure, a large- scale vertical restructuring of 
the relations of production also took place between capitalists and workers in 
advanced countries in the prolonged downturn (essentially as in the phase of 
depression in the classic model of business cycles).
 As a reaction to the advantageously elevated socio- economic position of 
workers, which caused the profitability crisis with vicious inflation at the begin-
ning of the 1970s, capitalists in advanced economies worked to restore favorable 
relations of production. This involved in part reversing the balance between 
supply and demand in the context of continuous stagnation in industrial growth. 
In addition, they repeatedly intensified the pressure on three aspects of working 
conditions. First, IT facilitated more and more automated factories and offices 
and enabled capitalist firms to use various kinds of cheaper temporary workers, 
such as female part- timers. Second, multi- nationalization of capitalist business 
activities transformed the labor market on a global scale beyond national bound-
aries, enabling the use of much cheaper workers in developing countries as a 
powerful source of competitive pressure on workers in advanced countries. 
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Third, neoliberal economic policies promoted these trends by the deregulation of 
labor laws and foreign investment, and further weakened trade union organiza-
tions through the aggressive privatization of public enterprises in which stronger 
trade unions had begun to grow.
 In the preceding period of high economic growth that lasted until the begin-
ning of the 1970s, there existed in advanced capitalist countries a virtuous circle 
between active industrial investment, continuously rising real wages which 
shared the result of productivity growth cooperatively between capitalists and 
workers, and growth in domestic consumer demand. These features formed the 
so- called Fordist regime of accumulation, in the terminology of the French 
Régulation School. This virtuous circle turned into a reversed vicious circle in 
the long downturn, characterized by reduced industrial investment, depressed 
real wages (in spite of increasing productivity by means of advances in IT), and 
a continuously depressed tone in domestic consumer demand in the advanced 
economies. Against this background, excessive idle monetary capitals, which 
became difficult to fully utilize in investments in industrial factories and equip-
ment in advanced countries, increase steadily after the 1980s, and were easily 
mobilized for the financialization of labor- power in the form of consumer credit. 
This simultaneously caused intermittent speculative bubbles and the bursting of 
these bubbles, culminating in the subprime world crisis.
 In contrast to the Great Crisis after 1929, however, the destructive impact of 
the subprime crisis was relatively restricted, as the governments cooperated to 
rescue many banks and other financial and business corporations by injecting a 
huge amount of public money. Also helping to mitigate the global crisis, in con-
trast to the world crisis of the 1930s, was that developing Asian countries such 
as China and India were able to limit the decline in their growth rate (as shown 
in Table 1.1), at least partly due to a continuous inflow of multinational business 
investment from advanced countries.
 At the same time, the structural impact of the subprime crisis could not easily 
be resolved, and instead continued to affect the advanced economies. The crisis 
which occurred in the banks and financial institution seems now to have shifted 
to a spiraling fiscal crisis of the state in many countries, including Greece, Spain, 
and Italy in Europe, and the U.S. itself. The risk of the failure of the state to 
repay state debt has caused a decline in ratings and prices of state bonds and in 
the exchange rates of the affected countries, thus throwing the danger of loss 
back to the financial sector again. The turnover of governments in the U.S., and 
in Japan to the Democratic Party in 2009, did not serve to solve this fiscal crisis 
of the state, but rather promoted it. The burden of the deepening state fiscal crisis 
tended to be shifted onto the shoulders of many working people, through 
employment and wage cuts in the public sector, and through increases in taxes 
and other forms of surcharge duty on workers’ income. Thus the impact of the 
subprime global crisis is not yet past, but remains in highly unstable monetary 
and financial market conditions, which include the deepening crisis of states, as 
well as more severe living conditions for the majority of working people in most 
advanced capitalist countries.
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The serious impact on Japanese capitalism
As we see in Table 1.1, among advanced economies the Japanese economy 
descended early into negative growth, in 2008, and declined more deeply in 
2009, by –6.3 percent. Why was the Japanese economy so vulnerable to the sub-
prime world crisis? This problem contains a paradox. When this world crisis 
originated in the U.S. financial bubble and its bursting in relation to the housing 
boom, the Japanese financial sector remained relatively stable. Japanese banks 
and other financial institutions were nervous about speculative risk after the 
bitter experience of their continuous difficulties in coping with bad loans in the 
1990s, which resulted from the bursting of a huge domestic bubble in the late 
1980s. Thus the share of Japan in total U.S. MBSs held abroad was just 6 
percent, and relatively small in comparison with the 13 percent share of the UK 
or the Dutch share of 8 percent.
 The U.S. and European economies spread the destructive impact of the sub-
prime crisis from the financial sector to the non- financial business sectors. The 
Japanese real economy, by contrast, suffered most among the major advanced 
economies despite the relative stability in its financial sector. Why?
 The reason must lie in the preceding structural weaknesses in the Japanese 
real economy. According to the White Paper on the Economy and Public 
Finance (2008) (Japanese Cabinet Office, 2008), the contribution to increases in 
demand for Japanese real GDP growth in the recovery period from the first 
quarter of 2002 to 2007 were 1.08 times from domestic demand, 1.08 times from 
consumer demand, 1.29 times from investment in plant and equipment, and 1.81 
times from exports. Therefore, the Japanese economic recovery in this boom 
period overwhelmingly depended upon the increase in exports. While domestic 
demand remained quite stagnant and weak, Japanese growth was pulled along 
largely by the U.S. consumer boom together with the rapid economic growth in 
China and in other Asian economies.

Table 1.1 IMF world economic outlook, 2007–12

Annual output: growth rate (%)

2007 2008 2009 2010 2011 2012

World 5.4 2.8 –0.7 5.2 3.8 3.3
Advanced economies 2.8 0.1 –3.7 3.2 1.6 1.2
USA 1.9 –0.3 –3.5 3.0 1.8 1.8
Euro Area 3.0 0.4 –4.3 1.9 1.6 –0.5
Japan 2.4 –1.2 –6.3 4.4 –0.9 1.7
Emerging and developing economies 8.9 6.0 2.8 7.3 6.2 5.4
Developing Asia 11.5 7.7 7.2 9.5 7.9 7.3
China 14.2 9.6 9.2 10.4 9.2 9.2
India 10.0 6.2 6.8 9.9 7.4 7.3

Source: IMF World Economic Outlook, September 2011 (for 2007–09) and January 2012 (for 
2010–12).



From subprime to earthquake crisis in Japan  19

 By increasing exports, Japanese business corporations enjoyed widely distrib-
uted rising profits. The total current profit of business corporations as a whole 
increased by 1.8 times between 2002 and 2007, from 33.2 trillion yen to 60.5 
trillion yen.11 Toyota’s current profit reached a historic peak of 2.2 trillion yen in 
both 2006 and 2007.
 In contrast, average monthly cash earnings per worker continued to decline 
from 351,335 yen in 2001 to 333,031 yen in 2007 in the same boom period.12 
Thus, the labor share (the share of labor cost in value added) fell remarkably 
from 75.1 percent in 2001 to 69.3 percent in 2006. It was natural that this period 
was called “an economic recovery not actually felt” among Japanese people.
 Such contrasting trends in income between capitalist firms and the mass of 
working people were a result of the neoliberal globalization of Japanese capital-
ism since the 1980s. In the period of high economic growth until the beginning 
of the 1970s, the Japanese style of the Fordist regime of accumulation expanded 
domestic consumer demand through more cooperative social relations between 
capitalists and workers (or trade union organizations): employment expanded, 
and real wages increased roughly in proportion to the rise in productivity and 
profit. After the 1980s, the continuous and repetitive economic crises depressed 
the Japanese growth trend, neoliberal policies weakened the social power of 
trade unions through privatization of public enterprises, and the impact of IT 
enabled capitalist firms to use more and more irregular cheap labor, especially 
that of women. The global competition with other Asian countries, as well as a 
multi- nationalization of Japanese business activities that included a tendency 
toward industrial hollowing out, also worked unfavorably against workers.
 As a consequence, Japanese economic recovery since the 1980s had to resort 
either to a domestic speculative bubble economy to boost domestic demand 
unstably, as in the late 1980s, or to an increase in exports due to stagnant and 
weak domestic demand, as in 2002–07. Beside the downward trend in wages and 
other labor conditions, the weakness in Japanese domestic demand was aggra-
vated also by anxiety among people in general about future economic life due 
both to a rapid shift toward an aging society with a diminishing younger working 
population, and to the fiscal crisis of the state. As the proportion of outstanding 
Japanese government bonds against GDP increased steadily from 28.4 percent in 
1980 to 36.8 percent in 1990, to 86.0 percent in 2002, and further to 105.0 
percent in 2007 – a ratio that is clearly among the worst for major advanced 
countries – fears about the future of pension schemes and about increases in the 
individual burden of medical costs (and of taxes) in an aging society tended to 
restrict consumer expenditure.
 So long as the Japanese economic recovery in 2002–07 mostly depended on 
the increase in exports under these circumstances, the Japanese economy was 
inevitably deeply shaken by the decline of exports during the subprime world 
economic crisis to the U.S., to the EU, and to other Asian countries, even without 
much damage in its financial sector. So although the direct shock of the crisis 
surely arose abroad, originating in the U.S. subprime financial crisis, the main 
reasons why its workings were the worst for the Japanese real economy among 
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the major advanced economies are to be found in socio- economic weaknesses 
that exist in Japan.
 The majority of Japanese people naturally opted for a change of government 
from the Liberal Democratic Party (LDP) to Democratic Party (DP) in the 
August 2009 general election, which followed the change to the Democratic 
Obama administration in the U.S. at the beginning of the same year. This elect-
oral majority expected the election manifesto of the DP to promise more favor-
able policies for common people, as well as solutions addressing the fear of 
depopulation and ecological crisis, such as the child allowance policy and the 
eco- point system supporting consumer expenditures on ecologically desirable 
electric appliances and cars.
 Actually these policies, combined with other emergency monetary and fiscal 
policies, worked to a considerable extent. The Japanese economic growth rate 
recovered from –6.3 percent in 2009 to 4.4 percent in 2010 – a considerable 
turnaround of 10.7 percent, which however did not yet represent a full recovery 
from the decline of the previous two years (Table 1.1).
 However, the economic recovery in 2010 could not continue at a strong pace. 
The growth in output was achieved mainly by mobilizing idle capacity and idle 
workers in corporations and was insufficient in igniting either an expansion of 
employment or much investment in plant and equipment. As tax revenue did not 
recover much, the expansion in fiscal policy continuously increased the amount 
of outstanding government bonds and thus further aggravated the fiscal crisis of 
the state. The proportion of government bonds against GDP reached 134 percent 
in 2010. If the public long- term debt of local government is factored in, Japanese 
total long- term public debt amounted to 862 trillion yen, or 181 percent against 
GDP at the end of 2010. The aggravated fiscal crisis of the State did not permit 
the Japanese DP government to extend the time schedule of a series of pump- 
priming policies, including the eco- point system toward the end of 2010.
 As a result, the official Japanese rate of unemployment surged back to 5.1 
percent in October 2010. For younger generation workers, 15–24 years old, it 
reached 9.1 percent. The difficulties of new university and high school graduates 
in finding proper jobs became a social problem again. Thus, generally lower Jap-
anese economic growth was predicted for 2011. For instance, already in October 
2010, the IMF predicted 1.5 percent for Japan in the next year. Not a few Japa-
nese economists even worried about the possibility of a double- dip Japanese 
recession in 2011.

The structural crises of the great earthquake
The great earthquake and the resulting giant tsunami on March 11, 2011 devas-
tated a large area in the northeastern part of Japan. The magnitude of the earth-
quake was 9.0. It caused a giant tsunami of 10–20 meters in height, which 
washed away houses, factories, public buildings, cars, and fishermens’ boats 
along a five- kilometer wide, 500-kilometer long stretch of Japan’s northeastern 
Pacific coast.
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 According to the Japan Cabinet Office’s White Paper on Economy and 
Finance, the total number of resulting deaths and missing persons reached 
22,626, while the direct economic damage amounts to 16–25 trillion yen.13 This 
is obviously a natural disaster of a size unprecedented in modern advanced 
countries.
 The disastrous damage to the Fukushima No. 1 nuclear power plant occurred 
simultaneously. The cooling systems for four nuclear power generators among 
six in the plant were destroyed by the unexpected height of the tsunami, causing 
a meltdown in reactors and a serious radiation leak. Inhabitants in a 20–30 
kilometer range of the power plant were evacuated so that they could escape 
radioactive damage. Agricultural and marine products from the surrounding 
areas are blocked from shipment due to radioactive pollution. The government 
appealed for electricity- saving of 25 percent in the metropolitan area served by 
Tokyo Electric Power Company, so as to cope with the severe shortage of elec-
tric power supply.
 The number of nuclear power generators in Japan is now 54, a total that 
comes in third globally behind 104 in the U.S. and 59 in France. These genera-
tors supplied 29 percent of total Japanese electric power in 2009. In August 
2011, only a quarter of the 54 nuclear power generators were working, with the 
others being either destroyed by the earthquake or stopped for regular inspec-
tion. Further, by the beginning of May 2012, all the nuclear power generators 
stopped for inspection. After the Fukushima nuclear accident, the government 
has had to be much more concerned with worry about safety among the inhabit-
ants near these plants than the feasibility of reopening them.
 The economic damage from the great earthquake and giant tsunami is thus 
combined also with the serious disaster of the Fukushima nuclear accident. As 
the disaster- stricken area contained many components factories in automobile, 
electric appliance and other industries, the shredded supply- chain badly affected 
Japanese industrial activity as a whole. Added to this is the severe reduction in 
electric power supply. In the first quarter (January–March) of 2011, investment 
in plant and equipment has already declined by 0.9 percent, consumer spending 
by 0.6 percent, and thus Japanese real GDP fell by –0.9 percent, or by –3.7 
percent on an annual basis. In the second quarter (April–June), it continued to 
fall by –0.3 percent, or a –1.3 percent annual rate, which resulted in –0.9 percent 
decline in annual average in Table 1.1.
 The predicted double- dip recession after the subprime crisis thus appeared not 
only as a reaction to the termination of emergency policies such as the eco- point 
system, but as a reaction to the more severe impacts of an unexpected natural 
disaster. The IMF, reflecting the view of the Japanese government, reduced the 
outlook for the 2011 Japanese annual real growth rate from 1.4 percent in April, 
to –0.9 percent in January 2012 – a 5.3 percent of deduction from the growth 
rate in 2010 (Table 1.1).
 The structural crises in Japanese economy have thus surely deepened. 
Another factor contributing to this growth reversal results from the fiscal crisis 
that has affected states caught in the subprime crisis: the decline in the state 
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bonds of some European countries, along with similar dangers for the U.S., has 
weakened the exchange rates of the euro and dollar anew, resulting in a soaring 
yen. Japanese exporting industries are losing their competitive power and profits 
as the yen undergoes a huge appreciation to less than 76 yen against the dollar, a 
historically unprecedented high. This actually led the Japanese annual growth 
rate for 2011 to a wide decline to –0.9 percent as we have seen, and continues to 
depress the Japanese economy in 2012.
 It is paradoxical to see such an appreciation of the Japanese yen in these years 
of the subprime and great earthquake crisis, at a time when Japan has the highest 
proportion of state debt against GDP and the worst fall in GDP among the major 
advanced economies. This puzzle can be deciphered to a certain extent by 
observing two factors: the high savings rate of Japanese households, which has 
enabled Japan to absorb its cumulative state debt domestically; and the competit-
ive strength of exporting industries, which has permitted Japan (thus far) to 
maintain a continuous trade surplus.
 However, combined with the difficulties created by the appreciation of the 
yen, the double shocks of the subprime and great earthquake crisis have led to 
steady deterioration in the labor market and in working conditions in Japan. 
Prime minister Kan legislated for a reduction of corporation tax by 5 percent (by 
about 1.5 trillion yen) from fiscal year 2011, expecting to encourage an increase 
in domestic employment, though its enforcement is now postponed due to the 
deepening fiscal crisis of the state. The expectation also would not easily be real-
ized, as many Japanese corporations are forced to shift their factories and offices 
to other Asian countries to escape the difficulties posed by a stagnant domestic 
market, by a damaged supply chain, and by the unfavorable exchange rate.
 The state expenditure needed for recovery and reconstruction after the great 
earthquake and giant tsunami, including compensation support for people suffer-
ing from the nuclear disaster and radioactive pollution, is now estimated to 
amount to about 23 trillion yen in ten years, with its largest part required in the 
first five years. Conseqently, the Japanese government is considering an increase 
in consumer taxes on the order of 10 trillion yen on a temporary five- year basis. 
It has become a focal political issue for the present Noda cabinet in June 2012, 
while there are strong worries among people that such an additional tax burden 
would further depress weak domestic demand and employment.
 Here are a series of serious problems for us to reconsider. Is the Keynesian- 
oriented belief in the effects of a government fiscal deficit in the case of a need 
for economic recovery not too optimistic beyond the some limit of state debt? 
How to judge the limit, if there is one, in the case of Japan, in comparison with 
the international regulation within EU or the domestic law in the U.S.? Without 
any clear limit or regulation of state debt now discernible in Japan, is there not a 
danger for politicians to avoid cuts of public budget or to avoid any increase in 
tax burden for fear of losing votes and support by bureaucrats? These seem open 
questions still to be argued, although the Keynesian social democratic policies 
are generally preferable to the neoliberal austerity policies from the point of 
view of working people.
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 In any case, the process of moving from the subprime to the great earthquake 
crisis in Japan, has given renewed strength to a structurally vicious circle among 
more severe and unstable working conditions, depressed domestic demand, a 
shift of business investment to abroad, and a deepening fiscal crisis of the state. 
And as long as it remains seriously aggravated by the current appreciation of the 
yen, the Japanese crisis is still much affected by the continuous afterbirth- like 
disastrous impact of the fiscal crisis of the states in EU countries and the U.S. 
that resulted from the global subprime crisis.
 In comparison with the subprime crisis, which clearly stems from the contra-
dictory self- destruction of a capitalist market economy unleashed from social 
controls, the great earthquake crisis is apparently a natural economic disaster. 
However, it also contains certain social problems stemming from market- 
oriented economic development under capitalism. In so far as a capitalist society 
naturally tends to give business profit- making the highest priority, we have to 
doubt anew if its economic order and technological path of development would, 
on its own, realize a truly safe and secure basis for the general population. Japan 
was proud of having the most advanced industrial technologies in defensive 
measures against tsunamis and earthquakes, as well as having reliable security 
systems in nuclear power stations – all promising businesses with prospects for 
being salable in the global market.
 Confidence in Japanese advancement in industrial technologies for utilizing 
or controlling great natural disaster events has been much shaken and destroyed 
by the current natural disaster. Though this natural disaster, unlike the subprime 
crisis, is directly an exogenous calamity, its destructive effects have been aggra-
vated by elements endogenous to the capitalist economy. For one thing, through-
out the historical development of Japanese capitalism, there has been a strong 
tendency to concentrate more and more business sites, work places, inhabitants 
and houses into harbors and coastal towns without investing sufficient public 
money for defensive measures against tsunamis and earthquakes. Especially 
under the capitalist private ownership of land, it is very difficult to know how to 
plan to reconstruct a really safe society from a geo- economic point of view.
 The Fukushima nuclear accident is more obviously a social man- made calam-
ity. In the mind of the majority of Japanese people, this overlaps with the histor-
ical nightmare experience of the atomic bomb disasters in Nagasaki and 
Hiroshima. Although it is not easy to compare objectively social costs, including 
radio- active pollution danger, with other energy paths,14 the majority of Japanese 
people are now encouraged by anti- nuclear movements in the world and by the 
de- nuclearization policies adopted in Germany, Italy, Sweden, Belgium, Austria, 
and Australia, among others.
 We are forced to reflect on the whole process from the subprime to the great 
earthquake crisis in Japan and to rethink together how to fulfill our responsibility 
for reorienting the social development path to realize a truly safe and stable eco-
nomic life for people. The idea of basic income, for instance, must serve as a 
promising reform suggestion for reconstruction if it is applied initially to inhab-
itants in the afflicted areas or persons evacuated from there.15 Attempts to expand 
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cooperative (co- op) associations and unions among workers and consumers in 
the afflicted local areas as well as among supporters from other areas are being 
organized as a serious alternative that stands against the tendency to let just the 
capitalist big businesses work for reconstruction. At the same time, we are prob-
ably witnessing a new political possibility for a way out from global governance 
under U.S. hegemony, involving the lessons learned about the important issue of 
energy policy from the tragic nuclear crisis in Japan.

Notes
 1 This section basically summarizes my analyses in Itoh (2009, 2012), which owe much 

to Costas Lapavitsas’ cooperation. I am grateful for Brill publishers’ permission to 
reuse the summary of my paper which appeared in C. Lapavitsas, (ed.) (2012), Finan-
cialization in Crisis, Leiden and Boston: Brill.

 2 Kaneko and De- Wit (2008), p. 9.
 3 Mizuho Research Institute (2007), pp. 69, 77.
 4 Japan Cabinet Office, Policy Planning Room (2007), p. 7.
 5 This notion is similar to Lapavitsas (2012), for whom financial expropriation of wage 

workers generally characterizes the financialization of contemporary capitalism.
 6 Japan Cabinet Office, Policy Planning Room (2007), pp. 7–8.
 7 See Minsky (1982) on this theoretical model.
 8 K. Uno (1953) and his followers in Japan have underlined this aspect of Marx’s con-

tributions to the basic principles of political economy. They have also attempted to 
complete Marx’s basic theory of cyclical crises in accord with Marx’s notion of over- 
accumulation of capital in relation to the working population, as summarized below, 
taking into account that there remained in Capital different types of crisis theory in 
mutually inconsistent and unfinished models. See Itoh (1980, 1988, 1999) more in 
detail.

 9 According to A. Glyn (1988), by 1973, prior to the effect of the first oil shock, the 
aggregate profit rate in seven major capitalist countries fell by 20 percent from the 
precedent peak. Three- fourths of that fall is explained by the profit squeeze due to 
rising prices of labor- power and raw materials, while one quarter is attributable to the 
fall in output/capital ratio.

10 See Brenner (2002) among others.
11 Japan Ministry of Finance (2008).
12 Japan Ministry of Health, Labor, and Welfare (2008).
13 Japan Cabinet Office (2011), p. 11.
14 For instance C. Busby estimated that the risk of excess cancer among the 3 million 

people living in the 100 kilometer radius of the Fukushima catastrophe for one year is 
about 200,000 in the next 50 years, with 100,000 being diagnosed in the next ten 
years (www.llrc.org/fukushima/subtopic/fukushimariskcalc.pdf ). However, according 
to an email communication from Bob Rowthorn, C. Busby is regarded as a controver-
sial person even among green campaigners, and may have exaggerated the danger. I 
feel myself not qualified properly to judge the objectivity of this estimation, though it 
made a strong impression among concerned Japanese people on news web- sites.

15 Seeing that the bureaucratic systems of both central and local government are too 
slow to be able to complete redistribution of the donated funds to inhabitants in 
afflicted areas within several months, the idea of basic income without a means test 
seems attractive as a quick and efficient public policy of redistribution. As I have 
argued elsewhere (Itoh, 2011), the idea of basic income has wider social possibilities 
beyond the reform idea for a social security system within a capitalistic social demo-
cratic tradition.

www.llrc.org/fukushima/subtopic/fukushimariskcalc.pdf
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2	 The	global	financial	crisis
The instability of U.S.-centered global 
capitalism

Tetsuji Kawamura

Introduction
The global financial crisis, American in origin and triggered by the subprime 
loan meltdown, has developed into a very serious “once- in-a- century” global 
financial and economic crisis (Greenspan 2008, amongst others). The severe 
liquidity crisis and the dysfunction of financial and credit markets, including the 
interbank market, spawned a loss of confidence and growing fear in credit 
markets. This led to a rapid across- the-board shrinkage of consumption, produc-
tion, and employment, including the sharp contraction of the American and 
global automobile markets. Accompanied by sharply plunging stock prices, the 
rapid and serious adverse impact of the crisis has spread across the real economy, 
accelerating a cumulative downward global spiral. As a consequence, the United 
States and other major industrial nations slipped into negative growth, emerging 
economies slowed, and the economies of the peripheral countries collapsed. This 
event gave rise to widespread fears that the 1930s’ Great Depression would soon 
have a second coming.
 The dominant view had it that the global financial crisis came about because 
speculative credit expansion through the “securitization mechanism” with its 
“institutional” defects, which fed on the dilation of the financial sector (“finan-
cialization”) and globalization of financial services over recent years, crumbled 
on the subprime loan market collapse and the bursting of the “housing bubble.”1 
There is even a simplistic extreme argument reducing the latest crisis to the 
“speculative nature of money” and capitalism, an analysis made in utter disre-
gard of the historical development of real capitalism (Iwai 2008, and elsewhere).
 However, while its origin was in the United States, the global financial crisis 
cannot simply be attributed to the growth and collapse of financial bubbles 
within that nation. Key linkages of the new nexus of global capital accumulation 
that emerged in, and have centered on, the United States have started to go into 
reverse on a grand scale, triggered by the paralysis of financial functions. This is 
shown by the fact that the rapid and mutual acceleration in the contraction of the 
real economy has developed into a chain reaction not only within the United 
States but across the world. Alan Greenspan alluded to this in his statement 
about a “once in a century event.”
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 Thus, the financial crisis should be understood as a global crisis of American 
origin caused by key linkages within the new nexus of capital accumulation 
itself. This chapter addresses the current financial crisis from this perspective, by 
focusing on the United States, which is the seismic center both of this crisis and 
of the current historical phase of modern capitalism.2

An	outline	of	the	subprime	crisis

The subprime problem and the global financial crisis

Subprime loans are a generic term used to describe loans (mortgage loans, 
payday loans and so on) to individuals with a low credit standing relative to con-
ventional credit bureau FICO (Fair Isaac Corporation) scores and other lending 
standards. The subprime problem in the latest financial crisis involved mortgage 
loans. The chronological development of the subprime loan crisis, which trig-
gered the global financial crisis and the ensuing overall financial crisis, is 
summarized below.
 Subprime mortgage loans in the United States began to expand in the early 
1990s as part of the prolonged economic boom, increasing from $3.5 billion in 
1994 (4.5 percent of mortgage loans to families of one to four) to $600 billion in 
2006, and accounting for 20 percent of the total (Bernanke 2008). Low interest 
rates during the recession that occurred between the collapse of the “IT bubble” of 
the 1990s and the 9/11 terrorist attacks of 2001 touched off a remarkable increase 
in subprime mortgage lending (see Figure 2.1 and Table 2.1). The securitization 
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mechanism, through such instruments as residential mortgage- backed securities 
(RMBS), asset- backed securities (ABS) and collateralized debt obligations 
(CDO, a kind of ABS backed by a pool of bonds, loans and other assets), pro-
vided an important means of diversifying risks, and attracted massive specula-
tive and other investment funds both at home and from abroad, including hedge 
funds and investment money from Europe. This stimulated mortgage loans (as 
described below). In this process, the quality of lending deteriorated markedly, 
and predatory lending expanded.3
 Rising interest rates (which began to increase in the latter half of 2004) and 
falling house prices after mid- 2006 led to loan delinquencies, particularly on 
hybrid adjustable rate mortgages (ARMs). “Hybrid” ARMs, approved by regula-
tors in 1979, involve interest and principal repayments that typically rise sub-
stantially two to three years after they are initiated. The volume of ARMs, 
especially hybrid ARMs, expanded sharply in 2003–04, accounting for the bulk 
of mortgage loans in that period.
 Consequently, when the bubble began to burst, homes with ARM loans 
experienced a rapid increase in foreclosures; and from early 2007, prices of 
RMBS backed by degrading subprime loans began to plummet (see Figure 2.2). 
These sharp price decreases soon spread to ABS and other securitized instru-
ments, bringing about massive losses to American and then European banks, 
investment banks, securities firms and hedge funds4 – and culminating in the 
liquidity crisis. Monoline insurance firms that provide guarantees to bond issuers 
also suffered deep financial troubles, and these spread credit uncertainty to 
engulf the entire securitized products market. Major financial failures ensued and 
further aggravated the turmoil, especially the bailout merger in March 2008 of 
Bear Stearns, the fifth largest securities firm in the United States, following its 
huge subprime- related losses.
 Beyond the specific dynamics of the subprime crisis itself, the United States in 
the summer of 2008 was caught up in the wider negative spiral of a deteriorating 

Table 2.1 Subprime home mortgage loans and their securitization, 2001–04

Total home 
mortgage loans 
(US$ billion)

Subprime 
mortgage loans 
(US$ billion)

Share of 
subprime 
loans (%)

Subprime 
MBS 
(US$ billion)

Ratio of securitization 
of subprime mortgage 
loan (%)s

2001 2,215 190  8.6  95 50.4
2002 2,885 231  8.0 121 52.7
2003 3,945 335  8.5 202 60.5
2004 2,920 540 18.5 401 74.3
2005 3,120 625 20.0 507 81.2
2006 2,980 600 20.1 483 80.5

Sources: Inside Mortgage Finance, The 2007 Mortgage Market Statistical Annual, Top Subprime Mort-
gage Market Players and Key Data (2006). U.S. Joint Economic Committee, “The Subprime Lending 
Crisis: The Economic Impact on Wealth, Property Values and Tax Revenues, and How We Got Here,” 
Report and Recommendations by the Majority staff of the Joint Economic Committee, Senator Charles 
E. Schumer, Chairman and Rep. Carolyn B. Maloney, Vice Chair, October 2007, p. 18.



Instability of U.S.-centered global capitalism  29

real economy and expanding financial insecurity. The prices of crude oil, food, 
and other commodities increased sharply, due largely to massive inflows of 
investment money into commodities markets. These conditions encouraged 
speculative manipulation, pushed up costs, and dampened consumption.
 What followed was the dysfunction of the entire securitization market and the 
financial impairment of banks and other financial institutions. This in turn caused 
the credit crunch and a contraction in lending, as well as the functional deteriora-
tion of the financial markets, including the bond and commercial paper (CP) 
market. In particular, the failure of Lehman Brothers on September 15, 2008, 
sent stock markets tumbling globally. Then came the breakdown of the CDO 
market, which is centered on synthetic CDOs that incorporated credit default 
swaps (CDS) and other derivatives. The CDO market is far larger in size and 
more speculative than the markets for MBS and other securitized products, so its 
collapse deepened the overall financial crisis. That crisis, interacting with trends 
in the battered real economy, accelerated the negative spiral. The result was a 
substantive structural crisis similar to that of the “Great Depression” of the 
1930s, threatening a complete collapse of the financial system itself.
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A basic perspective on the global financial crisis

The development of the global financial crisis can be interpreted in terms of 
three broad processes. First was the subprime crisis and its immediate cause, the 
growth and subsequent collapse of the “housing bubble” in the United States. 
The housing bubble itself developed because of the massive inflows of hot 
money and other domestic and overseas investment funds into the housing- 
financing market via securitization mechanisms, including risk transfers, after 
the bursting of the “IT bubble” of the late 1990s. These flows and the housing 
bubble reached a peak in the 2003–05 period. Second was the expansion of sub-
prime loans, particularly to ethnic minorities. These loans fed the “housing 
boom” and, because of their especially precarious contractual terms, created the 
conditions for the subprime crisis.
 Subprime lending itself demonstrates how this financial crisis was “made in 
America.” It was one of the forms of “predatory lending,” various credit vehicles 
provided primarily to ethnic minorities at higher interest rates, for higher fees, 
and at worse terms and conditions than were “mainstream” loans. From lenders’ 
perspective, these loans responded to the Community Reinvestment Act (CRA), 
which aimed at reversing the “redlining” of minority areas and the discrimina-
tory treatment of ethnic minorities in mortgage- backed lending (and other credit 
markets). The CRA, together with the Civil Rights Act, represented an effort to 
overturn the federal policies and “restrictive covenants” that both generated the 
American pattern of residential racial segregation and compromised minority 
areas’ successful development.5 From the viewpoint of the community activists 
whose efforts had secured the CRA, however, subprime lending (and other 
forms of predatory lending) only demonstrated that when minorities and minor-
ity areas did receive access to housing finance, it would only be on discrimina-
tory terms.6
 Third, however, the bubble- like development and collapse of the U.S. 
“housing boom” is a direct extension of the long economic boom of the 1990s, 
in particular the development and collapse of the “IT bubble.” We will argue 
below that both of these trends have to be seen in the context of the new linkages 
and mechanisms of U.S. economic expansion (that is, the capital accumulation 
system) that developed during the period of the decline and transformation of 
postwar Pax Americana after the 1970s.
 In the meantime, a new phase of economic expansion on a global scale 
emerged through a set of linkages involving the globalization of companies, 
finance and information as well as the neo- liberal transformation of government 
functions in the United States. These linkages revolve around the key currency 
role of the U.S. dollar and the financial facility of the New York global financial 
center. This combination links, as node and intermediary, the “global city” func-
tion and the “new empire circuit” of capital flow centered in the U.S. The nexus 
created by these linkages has defined the sequence of U.S. economic cycles since 
the 1990s, including the unusually long boom, the formation and collapse of the 
“IT bubble” toward the end of that boom, and the subsequent “housing bubble” 
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and its bursting. The latest global financial crisis emerged from this nexus. 
In this sense, that crisis has to be analyzed not just as a simple case of a financial 
bubble, but as a result of the decline and transformation of postwar Pax Amer-
icana – and specifically of the movement of the United States toward global 
capitalism after the mid- 1970s. This latter has been a key feature of the present 
phase of the transformation of the global capital accumulation system, denoted 
here as “modern capitalism,” both in the United States and in the financial world 
that centers on the United States.

The	long	boom,	the	1990s	IT	bubble,	and	the	subprime	loan	
problem

Characteristics of the long boom in the 1990s and the “IT boom”

How is the long economic boom of the 1990s linked to the “housing boom” of 
the 2000s? As elaborated in Kawamura (2008a), two factors made the long post- 
1991 American boom possible. The first was improved corporate earnings, 
which stemmed from cost reductions resulting from the post- 1980 restructuring 
of the postwar corporate system. This business restructuring was accomplished 
via offshoring and outsourcing (globalization), via management innovations 
such as business process innovation, and via the introduction of “lean” produc-
tion systems and the reorganization of rigid traditional labor- management rela-
tions. The second factor was low interest rates, helped by narrower budget 
deficits, which resulted from fiscal reform and the “peace dividend” following 
the end of the Cold War. Low interest rates and improved corporate earnings 
brought about a substantial expansion in corporate capital spending. This was 
the dynamic of the economic expansion of the early 1990s.
 The “IT boom” from the mid- 1990s onward added to this dynamic and led to 
an unusually lengthy economic boom. The “IT boom” in the latter half of the 
1990s came about as newly established companies and venture firms, notably 
“dot.com” companies emerged amidst a venture capital boom as flag- bearers of 
the “IT revolution.” The initial public offering (IPO) craze and the zooming 
share prices on the high- tech stock- dominated NASDAQ exchange drew massive 
amounts of investment and speculative funds to Silicon Valley and other IT clus-
ters (see Figure 2.3). This generated a major phase of economic expansion, with 
the New York securities market – and NASDAQ in particular – and New York’s 
global- city financial facilities acting as the main nexus.
 The “flight to quality” after the 1997 Asian currency crisis increased the flow 
of investment funds, including hot money, into the IT- related sector, resulting in 
a bubble- like expansion of the “IT boom.” These developments led to sharp rises 
in the IT- related capital spending that drove the economic expansion forward; 
meanwhile, the strong earnings performance of major IT companies spread to 
the “old economy” and led to an upward trend in its firms’ share prices. Thus 
growth in the “new economy” and “old economy” alike combined to accelerate 
the economic expansion, which increasingly took on the nature of a boom linked 
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to stock and other asset prices. Such, in outline, are the real circumstances of the 
“new economy” phenomenon.7
 What is noteworthy in relation to the subprime problem that triggered the 
latest financial crisis is that the housing sector also perked up toward the end of 
the 1990s and further spurred sustained U.S. expansion. Backed by stability in 
interest rates and steady income growth, the baby boomers who had become 
first- time home buyers in the 1980s showed strong replacement demand for more 
expensive, larger houses, providing a boost to a robust housing market. Facili-
tated by rising home prices (see Figure 2.4) and the relative stability of interest 
rates, and by new housing financing mechanisms established after the 1980s 
savings and loan (S&L) crisis, including the expansion of jumbo loans, issues of 
new home mortgage loans grew robustly, as did refinancing and home- equity 
loans (see Figures 2.1 and 2.5). The additional income derived from cashing in 
on rising house prices supported robust consumer spending, further fueling a 
sustained boom.
 Particularly noteworthy was the rapid growth of adjustable rate mortgages 
(ARMs, approved in 1979), which, coupled with the securitization mechanism, 
helped expand mortgage- backed loans to non- white borrowers. A conspicuous 
feature of the home ownership rate, which grew by almost 70 percent in April–
June 1999, was the rise in ownership among non- whites. This in part resulted 
from a number of measures to help expand home- financing opportunities for 
minority people on low incomes, including the Community Reinvestment Act 
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Figure 2.4  S&P/Case-Shiller home price indices: monthly, 1987–2011 (source: Prepared 
from S&P/Case-Shiller Home Price Indices, May 2008 (published July 29, 
www2.standardandpoors.com)).

Note
Three-month moving average. Including two-month lag.

(CRA) and disclosure of credit information and borrower information (Dymski 
2007, pp. 8–9). Then Federal Reserve Chairman Alan Greenspan described this 
as progress in the “democratization of credit” (Greenspan 1997). In reality, 
however, the basic conditions for the subprime loan crisis were gradually being 
formed. Federal financial regulators, as early as the late 1990s and up to 2001, 
expressed concern over unscrupulous subprime loans and sounded a warning to 
those who were prepared to listen.8

Responses to the collapse of the IT bubble and the housing boom

The “IT boom” was a speculative boom based on expectations that in fact over-
played the growth of IT and the Internet far beyond existing realities, and had a 
strong tendency toward the development of “bubbles” inflated by a massive 
inflow of volatile investment money.9 Not surprisingly, the boom collapsed when 
the Federal Reserve Board (FRB) tightened credit in response to the emerging 
negative aspects of the long economic expansion. These included signs of infla-
tion such as labor shortages and rising oil prices as well as a steep fall in the 
savings rate. Between August 1999 and March 21, 2000, the FRB raised the 
target federal funds rate by 0.25 percentage points four times; and on May 19, 
2000 it increased this rate by 0.5 percent.10

www2.standardandpoors.com
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 The NASDAQ Composite Index plunged from a peak of over 5,000 in March 
2000 to one- third that level in early September 2001 (just before the 9/11 terror-
ist attacks), falling further to 1,100 by autumn 2002. IT investment declined 
sharply after the first quarter of 2001. Sluggish IT- related demand, shrinking 
capital spending after the stock market plunge, as well as the “negative wealth 
effect” of the plunge on consumer spending, set off a downturn in economic 
activities. The unemployment rate climbed from less than 4 percent in early 2001 
to nearly 6 percent by January 2002. New York Stock Exchange (NYSE) prices, 
which had been moving sideways, turned down as of spring 2000; the shock of 
the 9/11 terrorist attacks in autumn 2001 sent the Dow Jones Industrial Average 
spiraling down to 7,600 by March 2003.
 However, the FRB’s credit easing and the administration’s expansionary 
policy, including the Bush tax cuts and spending on both homeland security and 
the Afghanistan and Iraq wars, averted a major downturn in the growth of the 
American economy.11 Particularly important was the adoption of an extremely 
easy credit policy. The FRB already began to ease its grip on credit in January 
2001. In response to the financial- market paralysis induced by the shock of the 
9/11 terrorists attacks, the FRB made emergency rate reductions in the Fed dis-
count federal funds rates, cutting them by 0.5 points in early October and again 
in early November. These key interest rates ultimately declined to the extremely 

Figure 2.5  Mortgage refinance, cash-out and home equity loan volumes, 1995–2007 
(source: Freddie Mac, Cash Out and Refinance data; Freddie Mac, Economic 
and Housing Market Outlook, February 2008; Federal Home Loan Mortgage 
Corporation).

Notes
Dollar values adjusted for inflation using the CPI-U for all items. Home equity cashed out at refi-
nance is difference between size of mortgage after refinance and 105% of balance.
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low levels of 2.0 percent and 1.0 percent respectively, by late January 2002 (the 
peak level before the easing cycle set in was 6.0 percent for the discount rate and 
6.5 percent for the target federal funds rate in late May 2000). This extremely 
easy credit policy can be seen as an attempt to avert asset deflation in the wake 
of the collapse of the “IT bubble,” which had increasingly taken on the nature of 
a “boom linked to stock and asset prices” (see Greenspan 2007, translation, 
pp. 331–335).
 In fact, by the end of 2003, NYSE prices recovered to the levels of the late 
1990s. The NASDAQ Composite Index regained the 2,000 mark in early 2004 
and continued to rise thereafter. What should be emphasized in relation to the 
latest financial crisis is that extremely easy credit conditions caused a major shift 
in the flow of volatile investment money from the “IT bubble” to housing 
finance, and helped sustain and expand the “housing boom” while expanding 
speculative financial operations through the securitization mechanism. In this 
sense, the “housing bubble” and its collapse, which triggered the latest financial 
crisis, can be understood as an extension of the “IT bubble” and its collapse.
 The record- setting decline in mortgage loan rates led to an expansion of new 
mortgage lending and refinancing (see Figures 2.1 and 2.5); this facilitated 
further increases in housing prices, while at the same time boosting consumer 
spending. In the first three quarters of 2002, a period that encompassed a high 
point in the refinancing boom, $59 billion was cashed out from conventional 
housing loans. This cash was used primarily to support consumption expendi-
ture, thus pushing up GDP in this same time- frame by an estimated 0.4 percent-
age point (CEA 2003, translation, pp. 40–41). In 2003 and 2004, subprime loans 
increased substantially in the context of an American economy registering a 
particularly strong recovery (see Figure 2.1 and Table 2.1).

The expansion of housing finance and the “housing boom”

Government- sponsored enterprises (GSEs), especially Fannie Mae (Federal 
National Mortgage Association) and Freddie Mac (Federal Home Loan Mort-
gage Corporation), have been central components in the U.S. housing finance 
system throughout the postwar period. They have underwritten a large share of 
“conforming” loans – that is, loans below a predetermined ceiling level that 
“conform” to loan/income requirements.
 During the late 1990s and early 2000s, the ratio of GSE- underwritten loans to 
total housing loans increased, reaching as high as 47.1 percent in 2003. Since 
housing prices were rising, the GSEs – especially Fannie Mae and Freddie Mac 
– maintained their share of the market by raising the ceilings on conforming 
loans. The ceiling level for conforming single- family homes was raised from 
$252,700 in 2000 to $275,000 in 2001 and to $359,650 in 2005. Securitization 
programs by GSEs expanded as well (see Table 2.1). At the same time, there 
was a marked expansion in jumbo loans – those whose level exceeded conform-
ing loan ceilings – and in home equity loans. The weight of subprime mortgage 
loans in the overall market also increased rapidly (see Figure 2.1).
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 From 2004 onward, housing finance by private- sector lenders other than 
GSEs and commercial bank and other traditional home loan providers expanded 
(see Figure 2.6), putting into place one of the immediate causes of the subprime 
crisis. This shift involved a massive inflow of volatile investment funds – espe-
cially from hedge funds and other sources of hot money – into housing finance, 
primarily through the securitization mechanism.
 These developments are centrally important to the argument advanced here. 
First, housing mortgage loan originators were able to transfer risks by selling 
those mortgages to investment banks and other buyers through securitization. 
Second, financial institutions, because they could readily avoid risk- bearing, 
were able to expand high- risk loans. This made it easier to extend loans to bor-
rowers with low credit standings. Subprime housing mortgage loans almost 
doubled between 2002 and 2004; these loans’ securitization ratio reached 70 
percent in 2004 and topped 80 percent in 2005 and beyond (see Table 2.1).
 Third, the investment banks and securities firms that bought these loans so as 
to structure them into instruments such as MBS and ABS were regarded as being 
capable of broadly diversifying the risks of the loans they bought – even when 
they were purchasing subprime and other high- risk loans. It was commonly 
believed that these large firms would maintain financial soundness, in part 
by keeping these loans off their balance sheets through the use of structured 
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investment vehicles (SIVs). Similar mechanisms were used to expand the issu-
ance of collateralized loan, bond, and debt obligations (known respectively as 
CLOs, CBOs, and CDOs). Thus, through multiple stages of increasingly 
complex operations, banks and securities firms drew investment funds from a 
wide range of sources, domestic and overseas, into securitization processes 
entailing broad risk diversification and multilayered risk premiums.
 Securitization as established in this period built in a mechanism for accelerat-
ing the inflow of hot money. Each securitization and re- securitization process, 
when originated, involved carving the underlying assets and risks into tranches 
on a stratified basis, using financial engineering techniques. This stratification of 
assets by risk- class ensured high credit ratings for a large share – if not all – of 
the paper originated, and thus represented a mechanism for embedding high 
credit ratings in a wide range of securitized products.
 Generally speaking, the senior/subordinate structure divides securitized assets 
into low- risk and low- return senior tranches, middle- risk and middle- return mez-
zanine tranches, and high- risk and high- return equity tranches. The last are the 
first to incur losses in the event of default. Even when BBB- rated (the lowest 
investment- grade rating) RMBS are included, senior tranches were given the top 
rating of AAA. The overall risk distortion brought about by the structuring of 
AAA- rated senior tranches was tucked into equity tranches. Various hedge funds 
came forward as the primary risk- takers, purchasing high- risk, high- return CDOs 
and other securitized instruments. Leveraged loans (syndicated loans with low 
credit ratings) for hedge funds, investment funds and real estate funds expanded 
substantially, fueled by banks’ credit extension.
 Thus the financial boom developed in the United States in the early 2000s. It 
was led by a rapid escalation in house prices, whose major driver was the 
massive inflow of volatile domestic and overseas investment funds into the 
housing finance and other financial areas, an inflow that involved a surge of 
speculative funds (such as hedge funds) into high- risk tranches via the securiti-
zation mechanism. As noted above, this inflow can be traced to the “IT boom” of 
the late 1990s, which had attracted massive amounts of investment and specula-
tive funds into New York’s financial facilities, especially its securities markets. 
With the collapse of the “IT bubble,” volatile investment funds flowed into 
housing and accelerated the housing boom. These funds’ pursuit of high returns 
insured a concentrated inflow into subprime loan- linked high- risk securitized.
 The major focus here is on the forces that drove both booms, and that are 
inherent in the tide of American global capitalism. A key in this era was “finan-
cialization” (Epstein 2006), which emerged as a striking feature of postwar Pax 
Americana, and which both facilitated a new phase of economic expansion (the 
sine qua non of capitalist accumulation), but at the same time gave rise to a new 
and unstable financial system, based in the United States, which has had increas-
ingly important ramifications throughout the rest of the world.
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American	global	capitalism	and	the	emergence	of	a	new	
nexus	of	economic	expansion	on	a	global	scale

The development of financialization

“Financialization” can be seen as a process in which financial transactions grow 
far in excess of the size of the real economy. It was brought about by the decline 
and transformation of the postwar Pax Americana since the 1970s.12 The main 
distinguishing characteristic of financialization, in the United States and through-
out the world, is the massive accumulation of volatile investment funds, includ-
ing hot money.
 The ratio of financial transactions to GDP in the United States stayed rela-
tively stable at just more than two in the 1950s and early 1960s. This ratio rose 
slightly in the second half of the 1960s, but then climbed rapidly in the 1970s. It 
climbed to as much as 40 in the 1980s and to more than 50 in the 1990s (see 
Figure 2.7).13

 The changing role of postwar Pax Americana in the arenas of international 
currency and world finance led to increased volatility and fluctuation risks in the 
financial and foreign exchange markets. Its origins can be traced to the suspen-
sion of the convertibility of dollars into gold and the shift to the floating 
exchange rate system in the early 1970s, and accelerated due to a mounting 
degree of dollar uneasiness, driven by the twin deficits generated under “Reaga-
nomics.” All these developments reflect changes in Pax Americana.

Figure 2.7  Financialization of the U.S. economy: dollar value of trading in the U.S. 
financial markets (source: prepared from Tony Wikrent, Financial Trading in 
U.S. Table (http://en.wikipedia.org)).

Note
Logarithmic scale except for ratio to GDP.
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 The trigger for the explosion of financialization in the 1980s was financial 
liberalization under Reaganomics, which in turn resulted from inflation rates that 
had grown higher in the 1960s and brought about disintermediation from the 
U.S.’s New Deal- era banking system. The loosening of financial regulation led 
to significantly expanded cross- market, cross- border financial operations and 
financial transactions, including the development of new financial products and 
financial operations on the strength of financial engineering techniques. Among 
these were the use of junk bonds and leveraged- buyout loans to finance mergers 
and acquisitions, program trading, portfolio management and the development 
of derivatives. Freed from domestic financial regulation, the leading players in 
the latest financial crisis – including American banks, investment banks, securi-
ties firms, institutional investors (including pension funds), and hedge funds – 
developed global networks of financial business and financial operations and 
pressed forward with the globalization of finance, turning the financial markets 
into “casinos.”14

 The financial boom in the latter half of the 1980s, based on the restructuring 
and transformation of postwar corporate structure, constituted the first visible 
phase of the above process. This financial boom turned into a “money game” 
and drew to a close, albeit temporarily, with the collapse of the junk bond market 
and the debacle of the savings and loan crisis. However, the financialization phe-
nomenon carried through into the 1990s (see Figure 2.7). Many authors – includ-
ing Epstein and the authors included in Epstein (2006) – have cited continued 
financialization, coupled both with institutional distortions of national and 
regional currency and financial markets and with structural frailties in interna-
tional balances of payments, as the fundamental cause of the string of currency 
and financial crises that arose frequently in the 1990s, particularly outside the 
United States.
 The bubble that accompanied the “IT boom” was caused largely by the inflow 
of hot money into IT- related and other venture businesses due to the “flight to 
quality” that followed the Asian currency crisis of 1997 and the Russian cur-
rency and financial crisis of 1998, which in turn caused the failure of the Amer-
ican hedge fund Long- Term Capital Management. Similarly, the latest 
America- based global financial crisis may also be explained as a direct result of 
the U.S. housing finance market turning into a “casino” due to problems inherent 
in the securitization mechanism.
 However, as discussed in Kawamura (2008a), the American economic cycles 
of the 1990s, including the unusually long boom, cannot be explained solely by 
the development and collapse of an IT bubble created by a massive inflow of hot 
money. American economic cycles can be understood in terms of the emergence 
of a new nexus of capital accumulation system in the United States. This nexus 
has arisen through the combination of the growth of global capitalism with the 
development of American “global city” functions and a “new empire circuit” of 
financial flows centered on the United State. The emergence of this nexus repre-
sents an integrated consequence of the globalization of American corporate 
activity, finance, and information that emerged in the early 1980s and of the 
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neo- liberal transformation of government functions touched off by Reaganom-
ics. It may also be seen as an inevitable result of the restructuring and trans-
formation of the postwar corporate structure of the United States, which revealed 
its own limits in the late 1960s.15

 The global capitalism/global city/new empire circuit nexus represented the 
essence of the process of the decline and transformation of postwar Pax Amer-
icana. It governed economic developments in the U.S. from the 1990s to the 
latest financial crisis, and profoundly shaped global capitalism throughout the 
world. We now examine the three elements of this nexus in detail.16

The global capitalism/global city/new empire circuit nexus

Together with the globalization of financial services, the process by which major 
American firms turned into global companies constituted the core of the global 
capitalism led by the United States. Major American corporations, in varying 
degrees and forms by industry, sector, and company, built up business networks 
on a global scale. This involved expanding global outsourcing and offshoring 
related operations and specialized services in many business areas, from manu-
facturing, research, and development to supply chains in sales and distribution. 
These firms also resorted to expedient alliances and partnerships with other com-
panies, a development that often involved cross- border mergers and acquisitions 
(M&A). Meanwhile, they shifted to strategies designed to secure high profitabil-
ity globally by integrating and managing global networks that linked business 
bases in each country and region with affiliated companies subject to head office 
functions.
 From the broader perspective of the drivers of the transformation of postwar 
modern capitalism, this strategic globalization by leading American corporations 
represented an effort to reorganize the postwar corporate structure. The capital 
accumulation system of the United States in the 1950s and 1960s, which consti-
tuted the core of the Pax Americana political and economic systems that gov-
erned postwar modern capitalism, aimed at achieving “sustained growth” by 
integrating three elements: a postwar corporate structure with large and mega 
corporations in leading American industries (characterized by the “mature oli-
gopolistic system”) at its core; a set of governmental policies that facilitated 
managerial capitalism (“Keynesianism”); and the global, political, and economic 
institutions of postwar Pax Americana (the International Monetary Fund (IMF ) 
and the associated dollar regime – the international managed money system – 
the General Agreement on Tariffs and Trade (GATT) regime, the “Cold War,” 
and the global military regime). This system began to malfunction and break 
down in the 1960s, due mainly to problems inherent in the postwar corporate 
structure. Caught between a burdensome cost structure stemming from high 
labor and energy costs, and intensifying mega- competition amidst the shift to 
low rates of growth, America’s leading corporations attempted to cope with the 
serious dysfunction of the postwar corporate structure in the latter half of the 
1970s. The severe decline in these corporations’ international competitiveness 
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provided a fundamental driver for the dynamism of the United States’ global 
capitalism.
 In essence, the true nature of this dynamism lay in the search for a new 
system of capital accumulation, accompanied by changes in the existing institu-
tional structures that underpinned postwar Pax Americana. This gave rise to a 
systemic transformation of American corporate activity, finance, and govern-
mental functions. In the United States, the postwar capital accumulation system 
became dysfunctional and its systemic interrelationships broke down. The “basic 
logic of capital” (basically, the profit principle expressed by the formula 
M . . . M′) was severed from the existing institutional linkage, and became mani-
fest in a “bare” form. In that sense, the American system underwent a “stage of 
transition” in capitalism.17 In sum, this dynamism prompted the globalization of 
companies, finance, and information in a mutually accelerating manner beyond 
the realm of domestic institutional changes and restructuring; and in response to 
this globalization, it facilitated the neo- liberalistic transformation of government 
functions (from the “managerial state” exemplified by Keynesianism to the 
“competition- based state” initiated under Reaganomics).
 A second element of the global city/new empire circuit/global capitalism 
nexus is the emergence of the “global city,” which involves the re- working of 
urban space to facilitate global city functions. This function revolves around the 
head office and involves a management organization that performs the central 
function of controlling strategic planning of global business operations, includ-
ing global business management administration and global research and devel-
opment activities. In a global city, these activities are supported by 
concentrations of finance, distribution, legal affairs, accounting, information, and 
other ancillary professional business services, and by other integrated urban 
functions such as entertainment and housing. This phenomenon, first identified 
by Reich (1991), was later conceptualized by S. Sassen and others (Sassen 
2001). The global city function has developed in conjunction with the globaliza-
tion of companies, finance, and information, and by the neo- liberalistic trans-
formation of government functions over these years. Its emergence can be traced 
particularly to the building of global business networks and the development of 
head office functions to integrate and manage those networks by leading Amer-
ican companies seeking to secure high profitability on a global scale in response 
to the pressures of mega- competition.
 The point that needs emphasis here is that the global city serves as a central 
“field” in which real business and financial profits can be accumulated through 
global business linkages, and in which the global corporate wealth of the United 
States can be concentrated. At the same time, a key function of the global city is to 
attract substantial quantities of labor, including immigrants, by increasing the 
number of professional jobs in related specialized services and various other kinds 
of employment. Development of the global city, moreover, implies the provision of 
various urban public services and housing construction, and the employment and 
income flows created by these activities. In this way, the global city function has 
driven the expansion of domestic demand within the United States (see Figure 2.8).



Figure 2.8  The U.S.-centered global growth nexus (source: © Tetsuji Kawamura, 2012. 
All rights reserved).
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 In the United States, global cities have developed in a multilayered way, and 
have come to form the axis of the new economic expansion of American global 
capitalism. New York tops the list as the American global financial center par 
excellence on the strength of the role of the dollar as the world’s key currency 
and because of its concentration of global settlement functions and international 
financial facilities. Multilayered global city domains have emerged outside the 
U.S. as well. London and Tokyo are examples, as are Shanghai, Bangkok, and 
several other cities in emerging economies. These global cities form a network 
of important intermediaries and nodes of global capitalism.
 The archetype of the global city structure can be found in California (where 
the author conducted an on- site field survey in September 2007 and August–
September 2009). Areas surrounding Silicon Valley and Los Angeles and its 
vicinity are home to head offices and sales firm functions that grew up during the 
IT boom, and accommodate R&D laboratories and the design footholds of IT 
venture businesses and IT- related R&D firms. The same complex is home not 
just to American firms, but contains the offices and factories of foreign global 
corporations, including those with close ties to China, Taiwan, and other Asian 
emerging economies. The IT- based region of Southern California is supported 
by a well- developed port, and by distribution, commercial, and other specialized 
business services, which have significantly expanded employment opportunities 
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ranging from business management, professional, senior engineering, legal 
affairs, accounting, and other specialist business service jobs to various fairly 
simple jobs involving uncomplicated work. This dynamism has facilitated the 
influx of a varied population, including immigrants.
 Of course, this dynamism can cut both ways. As the housing bubble pro-
ceeded in the 2000s, new residential construction expanded even in parts of Cali-
fornia cities that had previously been “redlined” by mortgage lenders. These 
areas typically had concentrations of subprime loans, and thus were profoundly 
and adversely affected in the latest financial crisis.18

 The third element of the global city/new empire circuit/global capitalism 
nexus consists of a new emerging structure of flows of funds, centering on the 
United States – or what might be called the “new empire circuit” of capital 
flows. At the level of the national economy, the globalization of companies and 
the axis of the “global city” function in the American economy have given rise 
to a structure that constantly generates huge current account deficits for the 
United States by massive worldwide outsourcing and offshoring systems, regard-
less of cross- border internal transactions of global corporations or market trans-
actions. These deficits are partially offset by profits from investments overseas 
and revenues from financial, commercial, and information services, and earnings 
derived from intellectual property rights. Overall, however, they are financed by 
very substantial inflows of funds into the United States on a global scale on the 
back of the dollar as the international key currency and the ample and deep 
financial facilities of New York. This is the “new empire circuit” of the global 
capital flow with the United States as the pivot.19

 Another point that should be emphasized in this connection is the phenomenon 
of the financial markets turning into “casinos” in the context of financialization 
and of the globalization of financial services. Dollar funds were accumulated in 
the global financial center in New York City due to the dollar’s position as the 
international key currency. This burgeoning of financial activity, including the 
expansion of credit with those accumulated dollars as resources, helped to expand 
the entire “new empire circuit.” This played the role of an “engine of growth” for 
the United States and the rest of the world, and facilitated economic expansion 
globally in an inflated manner. At the same time, however, this process spread the 
financial instability and systemic risks of financial markets globally, and was 
accompanied by the formation of massive amounts of investment funds such as 
hedge funds and cross- border speculative financial operations.

U.S.-centered global capitalism and the global financial crisis

The shifts described above transformed the relationship between the American 
and global economies. Capital accumulation in the U.S. economy came to 
require – and depend on – expansion, a situation very different from the reliance 
on sustained domestic growth that characterized the heyday of the postwar Pax 
Americana. Understanding the intertwined elements of this new nexus makes it 
possible to capture the development of U.S. economic cycles during this period, 
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including the long boom of the 1990s, the development and collapse of the “IT 
bubble,” and the subsequent development and collapse of the “housing bubble.”
 First, the formation of new capital ventures and the “IT bubble” and its over-
heated development were the first phenomena to be deeply affected by this new 
nexus. Rapid growth in these sectors brought about a great economic expansion, 
which spread to the “old economy,” by linking three factors: (1) the develop-
ment of core urban areas, with Silicon Valley heading the list, on the strength of 
progress in new technological innovations such as IT and biotechnology and the 
emergence of new business models; (2) the expansion of IT- related capital 
spending, with the New York securities markets, the NASDAQ market in par-
ticular, and their financial facilities combining to attract massive amounts of 
investment funds at home and abroad; and (3) the development of various spe-
cialized business- related and other services, including housing construction and 
related urban public services, entertainment and commercial facilities and 
miscellaneous services (see Kawamura 2008a, 2008b).
 Second, the serious global financial and economic crises that were triggered 
by the subprime problem came about because the development of the bubble- 
like housing boom, which emerged after the collapse of the IT bubble, depended 
on an expansion of subprime loans – and thus, of subprime loan problems, in the 
context of particular socioeconomic features of the United States. This boom 
went into reverse from mid- 2006 and by doing so exposed “institutional” 
defects20 of the “securitization mechanism,” such as the unreliability of schemes 
for risk sterilization. Prices of securitized products fell steeply causing market 
paralysis through extensive downgrades.
 To a large extent, the mechanisms for expanding credit with dollar funds 
accumulated in New York via the “new empire circuit” operated through highly 
leveraged hedge fund investments. The dependence of the securitization mech-
anism on structured investment vehicles (SIVs) funded by asset- backed commer-
cial paper (ABCP) and characterized by inflated margins of collateral, 
overpricing, and multiple- stage securitization accelerated the speculative expan-
sion of credit.21 The spurious nature of that mechanism was revealed as delin-
quencies in subprime loans interacted synergistically with declining house prices 
and rising foreclosure levels. This caused sharp price declines for all securitized 
products, resulting in extensive downgrades that paralyzed the markets.
 The credit collapse spread to real estate finance, credit cards, loans for lever-
aged buy- outs, CDOs, and the entire securitization market, including credit 
default derivatives (CDS). This led to large losses for banks, securities firms, 
other finance companies and hedge funds (see Table 2.2), as well as large- scale 
failures of financial institutions in Britain and continental Europe. These failures, 
in turn, led to a serious liquidity crisis, widespread financial- market dislocations, 
and downward stock- price spirals. The substantial credit contraction caused by 
the breakdown of the global “engine of growth” led to a sudden unraveling of 
the global growth nexus, causing chain- reaction contractions of real economic 
activity that spread from the United States across the globe. These developments 
can be comprehended as part and parcel of the same basic structure.
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Conclusion:	the	current	global	financial	crisis	and	the	
historical	dimension	of	contemporary	capitalism
The latest global financial crisis is a clear manifestation of the inherent instabil-
ity embedded in financialization and in financial globalization. It illustrates the 
problem of financial markets turning into “casinos,” with the uniquely American 
socioeconomic problem of racial segregation and the institutional defects of the 
securitization mechanism playing an important role.
 However, the crisis cannot be attributed solely to the development and col-
lapse of a speculative bubble economy. It should be viewed, rather, as the sur-
facing of significant institutional defects in the U.S.-centered “global growth 
nexus” that emerged after the decline of the postwar Pax Americana.22 The ser-
iousness of the current situation becomes clear only when it is viewed in the 
context of this broader structural change in modern capitalism.
 The current crisis involves the global growth nexus itself, that is, the system 
that emerged from trends in globalized capital in the 1990s. Expansion in this 
global growth nexus was propelled by a huge increase in the size of financial 
markets. These markets’ casino- like operations arose via highly leveraged 
finance based on dollar balances accumulated in the New York global financial 
center. The focal point is the U.S. dollar position as the key international cur-
rency. The new global growth nexus ultimately failed because it generated a 
financial bubble which collapsed through its inherent systemic defects, thereby 
giving rise to a full- blown financial and economic crisis on a global scale (Kawa-
mura 2009). In this sense, the essence of the crisis – which is now entering its 
second phase with recent developments in the Eurozone – involves the core rela-
tionships in global capital.
 Central banks in the United States, Japan, and European countries, among 
others, have addressed the first phase of the global financial crisis by unconven-
tional methods: virtually unlimited quantitative easing and emergency govern-
ment expenditures on an unprecedented scale (especially after the G20 
communiqué of November 2008). These measures narrowly staved off financial 
failure and prevented economic panic from causing a cumulative downward 
spiral as in the Great Depression. While the situation appeared to have improved 
as of early 2010, subsequent events have revealed the limitations of these gov-
ernmental interventions.
 In the United States, almost “all possible measures” (see G20 2008) have 
been taken, including de facto nationalization of Fannie Mae and Freddie Mac, 
capital injections into the banking and financial sectors, measures to directly 
provide funds to money market fund (MMF ) and CP markets, and credit easing 
with a zero interest rate policy. Industry bailout loans to GM, Chrysler and other 
companies have already been provided, at a fiscal burden of over $2 trillion in 
FY2008 (including $700 billion under the Emergency Economic Stabilization 
Act; $300 billion in assistance to housing loan borrowers; purchases of $144 
billion worth of GSE housing loan securities; and $50 billion worth of principal 
guarantees for MMFs). The Obama administration hammered out a stimulus 
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package of $775 billion over a two- year period. The federal budget deficit 
already climbed to a record $450 billion in FY2008, and over $1,200 billion 
(equivalent to 8.3 percent of GDP) in FY2009 (U.S. Congressional Budget 
Office 2009).
 With these governmental emergency measures, states have taken over the 
burden of “market failure.” This continues the characteristic state role in postwar 
modern capitalism, which was developed through the experiences of the Great 
Depression and the World War II war economy. However, the market crisis has 
now grown into a crisis in state finances, even while the original crisis itself con-
tinues. The consequence of these ineffective state interventions is that the idea of 
the sustainability of contemporary capitalism is itself losing credibility. This is 
evident in the most recent developments, which have involved the Eurozone and 
some of the emerging economies.
 Emergency measures to resolve national deficit problems that triggered the 
Eurozone crisis have actually worsened the already huge financial deficit and 
exacerbated national debt. The second phase of the crisis has come to a head in 
the Eurozone’s weakest countries – Portugal, Ireland, Italy, Greece, and Spain. 
The crisis in Greece has not abated, despite support from the larger EU countries 
via the European Financial Stability Facility and despite commitments by the 
ECB and the IMF. The European crisis itself has exposed a fundamental contra-
diction inherent in the European unification framework, between the Eurozone’s 
currency integration and member states’ national sovereignty. In the United 
States, too, a deficit of over $1 trillion dollars has existed since 2009, leading to 
an intensification of partisan political conflict when the federal government 
reached its maximum legal borrowing limit in 2011. The issue of Japan’s national 
debt is equally serious. After the “lost decades,” it has reached an historic level of 
almost 1,000 trillion yen (over $8 trillion dollars), or twice GDP – the highest 
ratio of any developed country. The situation, already worse than during World 
War II, is now exacerbated by the devastating “once a millennium” earthquake 
and tsunami disaster and ensuing nuclear crisis in northeast Japan.
 Further, the unconventional and emergency financial measures taken by large 
nations’ central banks – zero interest rates, purchasing schemes, and large- scale 
quantitative easing – have led to excessive funds in global markets, whose side 
effects have included the speculative rise in crude oil, food, and raw materials 
prices, as well as a bubble economy in the Chinese littoral and in Vietnam. 
Rising food prices were a central cause of the uprisings in Egypt and other 
Middle Eastern countries. In this sense, those events are also part of the financial 
and economic crisis triggered by the failure of global expansion.
 These situations where states have to shoulder market failure clearly show 
that the limit has been reached. It has also become obvious that there is a limit to 
the contemporary capitalist state’s role as moderator of the global market 
economy. States are not always able to prevent global markets from running 
amok, or stabilizing the economy and rehabilitating society when they do. In this 
sense, the requisites for recovery from the global crisis cannot now be addressed 
by the logic of “state vs market.” The essence of global capitalist dynamics lies 
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in antagonism between markets and communities; so it has become apparent that 
socio- economic systems’ true recovery must lie in an autonomic rehabilitation of 
private and local (regional) constituents beyond market- economy dynamics. In 
short, the current global crisis has made it clear that communities must be the 
base for true socio- economic rejuvenation of the current world. The nation state 
system has to be reorganized on that basis.
 The current global financial and economic crisis has revealed that global 
capitalism, which has evolved since the end of the postwar Pax Americana, and 
of which the United States has been the biggest seismic center, is still in the 
process of seeking to form institutions and systems, and in this sense remains 
transitional in character. In this way, the current global crisis represents a cata-
lyst that will shape the future development of postwar modern capitalism.

Notes
 1 This view is shared by the authors of the statement of the G- 20 Summit on Financial 

Markets and the World Economy (November 15, 2008) (G20 2008).
 2 See Kawamura (2009) for a similar discussion of the latest global financial crisis.
 3 For a definition and reference to the problems of “predatory lending,” see U.S. 

Department of Housing and Urban Development (2001), p. 16.
 4 What made the subprime crisis come to the surface was the spread of market rumors 

that two Bear Stearns- affiliated hedge funds investing in subprime MBS incurred 
huge losses and were about to sell off $3.8 billion worth of bonds to raise funds to 
meet margin calls between June 14 and June 22, 2007 (new capital was injected into 
one hedge fund, while the other was liquidated). During the period October 11–23, 
2007, Moody’s Investors Service downgraded a total of 2,500 subprime bonds, and 
then Standard and Poor’s downgraded 590 CDOs as well as 145 CDO tranches worth 
$3.7 billion and placed them on the Monitoring list. In the same week, Moody’s 
downgraded 117 CDO tranches, while Fitch Ratings announced it would review 
ratings of some $37 billion worth of CDOs. The announcements of extensive down-
grades caused sharp falls in the prices not only of RMBS but also of other securitized 
products, aggravating the subprime crisis (BIS 2007, p. 96).

 5 The basic framework of the U.S. housing loan market of today that incorporates gov-
ernment sponsored enterprises (GSEs) goes back to the late 1930s when the Federal 
National Mortgage Association (FNMA, Fannie Mae) was established as part of the 
New Deal program. For many years subsequently, restrictions on housing finance 
remained in place through racial segregation of resident areas by “restrictive cove-
nants” (covenants not to sell houses to non- whites) and overlapping “redlining” 
(refusal to grant mortgages in the form of secured loans and insurance coverage in 
specific “troubled” areas). These measures helped sustain discrimination in mortgage 
lending to non- white people in red- lined districts with concentrations of non- white 
populations, resulting in a shortage of rental housing, high rents, and low- quality 
housing. A number of remedial measures were taken following the enactment of the 
Civil Rights Act of 1964. Following the Fair Housing Act (Title VIII of the amended 
Civil Rights Act of 1968), the Equal Credit Opportunity Act of 1974, Federal Reserve 
Board (FRB) Regulation B and the Home Mortgage Disclosure Act (HMDA) of 1975, 
the Community Reinvestment Act of 1977 was enacted. Thereafter, the FRB substan-
tially reformed the methods for CRA- based inspection and supervision, clarifying and 
streamlining inspection criteria and extending coverage to loans to small businesses. 
These measures helped improve the situation greatly. See Yamamoto (2002) and 
Dymski (2007), pp. 8–9.
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 6 The fact that some analysts later attempted to blame the subprime crisis as the result 

of banks being “forced” by the CRA to make subprime loans that, from the perspec-
tive of civil- rights activists, undercut the purposes of the CRA itself, further shows 
the complex intersections between racial inequality and lending markets in the United 
States.

 7 See Kawamura (2003a) and (2008a) for the unusually long boom and the “IT bubble” 
and the “new economy” of the 1990s.

 8 “Interagency Guidance on Subprime Lending” (March 1, 1999) and “Expanded Guid-
ance for Subprime Lending Programs” (January 31, 2001). These statements of guid-
ance pressed financial institutions to develop risk management systems to specify, 
monitor, and manage risks inherent in subprime loans and to fatten out capital bases 
and bad debt reserves. From the standpoint of consumer protection, the guidance doc-
uments established criteria to make acts of lending with either one of the following as 
unfair or predatory lending and urged firms to refrain from such lending practices: (a) 
lending based on collateral value rather than on repayment capacity; (b) demand for 
frequent refinancing with exorbitant fees; and (c) fraudulent marketing to camouflage 
the structure of loans. See also Mizuho Research Institute (2007), p. 22.

 9 Many business models of Internet- related venture businesses (the so- called “dot.com” 
firms) were hyper- optimistic, confusing the potential for the IT revolution with short- 
term earnings prospects. The formation of dot.com stock prices factored in earnings 
several decades into the future and in that sense were “bubble” ingredients pure and 
simple. For details, see Kawamura (2003a), Chapter 7 and (2008a).

10 The series of credit tightening moves was described as “taking out ‘a little bit of insur-
ance’ against the possibilities of a tightening of the domestic labor market and eco-
nomic overheating” and “prepared the system for making another try at soft landing 
when the economy ultimately started declining,” but it was presumably intended to 
avert a general collapse in stock prices. See Greenspan (2007), translated, 
pp. 286–294.

11 The direct contractionary effect of the collapse of the “IT bubble” boils down to the 
following two points: (a) the shift to the “stock adjustment” phase following the unu-
sually long boom. The collapse of the “IT bubble” turned capital spending that fol-
lowed the overly ascending demand curve into excess capacity, leading to a 
substantial cutback of IT- related investment, which formed the core of robust capital 
spending; and (b) the “negative wealth effect” of the general decline in stock prices. 
The sharp rise in the household share holding ratio during the 1990s (by 1999 the 
ratio reached 47.9 percent, almost half of the number of households, U.S. Department 
of Commerce (2006), Table 1187) helped broaden the “negative wealth effect” of the 
stock market falls. The loss of asset value for stockholders between the first quarter of 
2000 and the second quarter of 2002 amounted to $7 trillion, which is believed to 
have reduced consumption by some $280 billion, equivalent to about 3 percent of 
gross domestic product (GDP) (CEA (2003), translation, p. 39). This significant 
“negative wealth effect” was offset by (a) direct and indirect military spending linked 
to the war in Afghanistan (from October 2001) and the Iraq War (from March 2003), 
and fiscal expenditure on counterterrorism measures at home and abroad; (b) large- 
scale tax cuts by the Bush administration; and (c) maintenance and expansion of the 
housing boom fueled by easy credit. For details, see Kawamura (2008a), pp. 46–48. 
Regarding spending on the Afghan and Iraq wars, Stiglitz and Bilmes (2008) point to 
the overall negative effect, including the “social cost.”

12 See Epstein (2006) for the concept of “financialization” and the problem of financial 
instability. Imura (2008) also views financialization as “financial activities independ-
ent of the real economy,” and addresses the subprime problem, along with its cause, 
as a crisis generated by speculative financial activities.

13 See BIS (2000, 2007). These figures do not include over- the-counter (OTC) transac-
tions such as derivatives and swaps.
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14 Strange (1986) and many others have addressed this issue. See Kawamura (2008a).
15 For the “new economy” theory on the long boom of the 1990s, see Kawamura 

(2008a).
16 Because of the limited space available, these cannot be discussed at length. See Kawa-

mura (2003a, 2003b, 2006, 2008a) for details. The basic developments in the restruc-
turing and transformation of the American economy since the 1970s are discussed in 
Kawamura (2003a), particularly in Chapters 5–7. Kawamura (2006) focuses on the 
problem of the transformation of the postwar corporate structure, and discusses its 
development and the nature of American companies transforming themselves into 
global firms as well as the significance of this development for shedding light on the 
historical phase of modern capitalism. This chapter’s basic perspective, that finds the 
emergence of the new capital accumulation system of global capitalism in the United 
States in the combination of the “global city” function and the “new empire circuit,” 
is outlined in Kawamura (2006), Section 4, pp. 155–158, and is discussed in more 
detail in Kawamura (2008a), particularly Section 4, pp. 49–58.

17 See Kawamura (2006), pp. 149–154 and Kawamura (2008b) for the significance of 
the formation of “institutions” and the formation of “systems” in the shift within the 
capital accumulation system.

18 Regarding this point, on- site field surveys were conducted under the author’s direc-
tion on the “global city” structure of a region comprising the Bay Area of California 
(including San Francisco and Silicon Valley), on Los Angeles and its surrounding 
areas and on Tijuana, Mexico, as well as on the subprime housing loan situation in 
Sacramento. The field work was done in September 2007 under the open research 
center project of the Musashi University Research Center (with Tetsuji Kawamura as 
FY2003–04 research leader and FY2005–07 research supervisor). This chapter is 
based on the results of these field surveys. In Sacramento, 70 percent of the non- white 
population reside in “redlining” areas, which overlap areas where delinquencies and 
foreclosures were concentrated in the latest subprime problem. See also Hernandez 
(2007).

19 Here, the “new empire circuit” differs from the “empire circuit” during the heyday of 
postwar Pax Americana and is also different from the “new empire circuit” under the 
“dollar standard system” that emerged in the 1980s. See Ikeda (2003) for the global 
flow of funds centering on the United States and its structural characteristics, and see 
Ikeda (2003) and note 1 for the term “empire circuit.” See also Kawamura (2008a).

20 See Epstein (2005) for the concept of “financialization” and the problem of financial 
instability.

21 What can be cited as defects of the “securitization mechanism” include (a) “risk trans-
fer” and “risk dispersion” problems of “structured bonds” – the spuriousness of taking 
assets off balance sheets via SIVs, carving out assets by the senior/subordinate rela-
tionship, and so on; (b) negotiation transactions – “equity” tranches, CDSs and CDOs 
incorporating them; and (c) problems related to the pricing of securitized instruments 
– problems with margins of collateral, default probability distribution assumptions by 
approximate measurements by market participants in disregard of the nature of risks 
(rather than “Knightian uncertainty”), and disregard of linkages among various varia-
bles. These defects tend to expand their problems cumulatively as securitization and 
re- securitization processes become multilayered.

22 Many business models of Internet- related venture businesses (the so- called “dot.com” 
firms) were hyper- optimistic, confusing the potential for the IT revolution with short- 
term earnings prospects. The formation of dot.com stock prices factored in earnings 
several decades into the future and in that sense were “bubble” ingredients pure and 
simple. For details, see Kawamura (2003a), Chapter 7 and (2008a).
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3 Financialization and capitalist 
accumulation
A structural account of the crisis of 
2007–09

Costas Lapavitsas

Introduction1

The upheaval of 2007–09 is replete with historical peculiarities. It emanated in 
finance and spread to production partly through financial mechanisms. Its global 
character was largely due to securitization, which encouraged adoption of invest-
ment banking practices among commercial banks. Above all, its proximate 
causes lay in mortgage lending to the poorest sections of the U.S. working class.
 Not surprisingly there has been a flood of writings on the crisis from a hetero-
dox and critical perspective. Some have relied on traditional arguments of 
Marxist political economy, typically emphasizing over- accumulation and falling 
profit rates. Others have stressed the financialization of capitalism, and therefore 
the exceptional role of finance in causing the crisis. These approaches are far 
from mutually exclusive, indeed use of the term “financialization” is becoming 
commonplace. But they reveal an underlying concern that traditional explana-
tions have fared poorly in explaining the current crisis.
 The concept of financialization is one of the few innovative ideas to come out 
of radical political economy in recent years. It holds considerable theoretical 
promise because it is capable of relating the unusual features of the current crisis 
to the secular growth of finance. Moreover, it can give insight into the structural 
transformation of capitalist economies with its attendant social implications. To 
be sure the concept is still raw and undeveloped, as is shown below. But there is 
no denying its power.
 This chapter reviews some of the literature on financialization and subse-
quently puts forth a particular theoretical analysis that is situated within Marxist 
political economy. Financialization is defined as a systemic transformation of 
mature capitalist economies comprising, first, increasing distance between banks 
and non- financial corporations, second, the turning of banks toward mediating in 
financial markets and lending to individuals, and, third, increasing involvement 
of individuals in the realm of finance both as debtors and as asset holders. The 
crisis of 2007–09 is a crisis of financialization because it is directly related to 
these developments.
 The second section of this chapter offers an empirical account of the crisis 
focusing, above all, on the role of finance. The third section discusses several 
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approaches to financialization and the crisis, paying particular attention to 
Marxist, post- Keynesian and other heterodox work that has significant overlaps 
with economic sociology. The fourth section then develops a theoretical view of 
financialization treated as systemic transformation by drawing on the methodo-
logical approach of classical Marxism. Correspondence with the empirical 
account of the crisis in the second section is also established. The final section 
concludes.

A crisis of financialization, 2007–09
The crisis of 2007–09 reflects the ascendancy of finance in contemporary econo-
mies or, more accurately, of financialization. To demonstrate this point, as well 
as to navigate among contesting theoretical accounts of financialization, it is 
necessary to start with some key empirical aspects of the upheaval.
 The crisis broke out in the financial sector of the U.S. and other leading 
developed countries, subsequently spreading across the world economy. Con-
sequently, analysis in this section focuses on the U.S., Japan, Germany, and the 
UK during 2001–07, using primarily flow of funds statistics. There are problems 
of comparability and consistency with this data, and it should be used with 
caution in cross- country analysis. But it is more than adequate for capturing the 
underlying processes that led to the crisis.
 It should be stressed that the focus of this section lies entirely on the domestic 
economy of these four countries. The international dimension of the crisis (and 
of financialization) is left out of account. This omission, far from being a weak-
ness, makes it possible to pay closer attention to the chief mechanisms of crisis 
(and of financialization) which are domestic. The financial bubble preceding the 
crisis undoubtedly had an international dimension that resulted from the flow of 
capital into U.S. financial markets. After 2004, these flows originated heavily in 
developing countries, mostly China but also the Gulf states, Russia, and so on. 
The underlying cause of this development was not a “savings surplus” in devel-
oping countries which was selflessly absorbed by the U.S. through high domestic 
consumption. As has been discussed elsewhere (Painceira 2009; Lapavitsas 
2009a and 2009b) a “reverse flow” of capital from poor to rich countries took 
place during the last decade, which arose because poor countries accumulated 
extraordinary foreign currency reserves (mostly dollars). The exorbitant size of 
reserves was dictated by the structure of the international financial system, which 
has shifted the onus of confronting international financial crises onto developing 
countries. Consequently, capital flowed from developing countries into the U.S. 
to buy dollar- denominated public bonds. But foreign flows were of secondary 
importance to the over- expansion of credit in U.S. markets during the last 
decade. The bubble in the U.S. was primarily due to the growth of domestic 
credit. By the same token, the underlying causes of financialization are domestic, 
even if the process also has an integral international dimension. Thus, the proxi-
mate roots of the upheaval lie in the expansion of U.S. mortgage lending after 
2001 (see Figure 3.1).
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 Mortgage originations rose rapidly as interest rates were reduced after 2001, 
but peaked in 2003 as the prime market became increasingly saturated. At that 
time subprime mortgages began to rise steeply, thus supporting overall mortgage 
lending. Rapid increase was possible because up to 80 percent of subprime mort-
gages were securitized. Securitization, as is well- known, involves the creation of 
marketable debt by combining other debts that might not be marketable them-
selves, such as mortgages. New and artificial debts are thus created, the charac-
teristics of which can vary according to the mix of mortgages (or other debts) 
that have gone into creating the “securitizations” in the first place. The originator 
of this process (typically a bank) makes profits through trading these artificial 
debts, rather than through the actual lending of money.
 A vast U.S. real estate bubble ensued, which had repercussions on financial 
institutions across the world as securitized mortgage- based assets were traded 
internationally. The UK had its own real estate bubble during the same period, 
but there were no similar phenomena in Japan and Germany. Consequently, the 
impact on financial institutions varied considerably among the four countries, as 
is clear from the behavior of commercial bank assets (Figure 3.2).
 Commercial banking in Japan and Germany barely grew during the period, 
while growth appears modest in the U.S. because non- bank financial institutions 
took the lead in the real estate bubble. But securitization created close 
links between the non- bank sector and U.S. commercial banks, causing the ulti-
mate downfall of the latter. A more revealing picture of the role of commercial 
banks is given by the UK, where assets rose enormously, reaching five times 
GDP.
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 Elementary banking theory indicates that the expansion of bank assets has to 
be matched by appropriate rebalancing of liabilities. In this light, consider bank 
leverage measured as plain equity in proportion to assets, as shown in Figure 3.3.
 There are significant problems of data comparability and measurement in this 
connection, but it is safe to state that leverage has been significantly lower 
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Figure 3.2  Bank assets as percentage of GDP (source: Flow of funds accounts (Fed, 
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among U.S. commercial banks. This probably reflects lower holdings of govern-
ment bonds (which carry a higher capital adequacy coefficient) forcing U.S. 
banks to keep higher proportions of equity. German banks show no great fluctua-
tions in this regard, in contrast to dramatic changes for Japanese banks, which 
reflect the long- running turmoil in Japanese finance. British commercial banks, 
once again, offer a more revealing picture, also casting light on the practices of 
U.S. investment banks and non- bank institutions: UK bank leverage rose steadily.
 The implications are evident. Return on equity (RoE) can be disaggregated as 
RoE = Π / E = (Π / A) * (A / E), where Π is profit, E is equity and A is assets. There-
fore, the rise in leverage, A / E, supported high profitability for equity holders. 
Banking profits in the UK and the U.S. in the 2000s depended on banks expand-
ing assets while lowering equity. There is little evidence that banking profits 
were due to skill in lending.
 But who accumulated the debt that matched growing bank assets, thus sup-
porting bank profits in the 2000s? The traditional site for such debt would be the 
corporate sector. Consider, then, the leverage of non- bank corporations, defined 
as debt to equity, shown in Figure 3.4. It is apparent that indebtedness did not 
rise significantly within the productive sector. There is considerable variation 
within the four countries but, in general, indebtedness declined or remained 
fairly stable throughout the period. This is consistent with the evidence on 
investment which, as Figure 3.5 shows, remained practically stagnant, or 
declined significantly in all four countries. The fall in investment was most pro-
nounced in the U.S., the country at the epicentre of the bubble.
 A further potential venue for debt accumulation would have been the public 
sector. However, as is shown in Figure 3.6, there was no significant rise in public 
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debt in the U.S., the UK and Germany. Public debt escalated even further in 
Japan, but the causes were clearly associated with the country’s internal travails 
since the early 1990s. Since the relevant debt accumulation occurred neither in 
the corporate, nor in the public sector, inevitably household debt rose to support 
bank profits (see Figure 3.7).
 The four countries present a very different picture with regard to household 
debt. While indebtedness among German and Japanese households fell, that 
among U.S. and UK households rose steeply. The bulk of this debt – up to 80 
percent – was due to mortgages. Bank profitability was supported by mortgaged 
household incomes as workers and other social layers were caught in a housing 
bubble. Indeed, the weight of unsecured consumer debt fell in the late 2000s, 
especially in the UK. This is consistent with the performance of consumption 
during the bubble. Contrary to what has often been asserted in public debate, 
consumption relative to GDP remained at best stable, or even fell in Germany 
and the UK, as shown in Figure 3.8. At the root of this phenomenon lay stagnant 
real wages.
 To recap, a pure financial bubble occurred in 2001–07, fed by mortgage credit 
and sustained by securitization. Banks and other financial institutions grew 
rapidly in the U.S. and the UK, sustaining profitability through higher leverage. 
During this period the real sector performed indifferently, and investment even 
fell in the U.S. This is a notable difference with the Japanese real estate and 
stock market bubble of the 1980s, during which private investment rose 
significantly.
 Furthermore, corporate and public indebtedness did not escalate. Rather, the 
debt that supported bank profits was accumulated by the household sector, 
primarily in the U.S. and the UK. Much of this debt was acquired by the least 
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creditworthy layers of the working class as subprime lending surged. When 
repayment difficulties materialized among the poorest workers, the bubble came 
to an end, and banks were prostrate. The world recession that followed in 
2008–09 was in large measure rendered by shrinkage of credit and collapsing 
demand.
 It is historically unprecedented for a global crisis to be precipitated by debt 
default among the poorest workers. The global dimension of the crisis, more-
over, is largely due to securitization that spread problematic mortgage debt 
across the world. This is a further vital difference with the Japanese bubble of 
the 1980s, which remained a local occurrence. In these respects, the crisis 
reflects the transformation of mature capitalist economies in recent decades, and 
more specifically the advance of financialization. Consider now some of the 
theoretical responses to the issues posed by financialization in general, and by 
the crisis in particular.

Radical approaches to financialization and the crisis of 
2007–09

Marxist political economy of financial expansion

The Marxist current of Monthly Review already published original insights on 
the rise of finance in the 1970s.2 According to Monthly Review, capitalist 
 accumulation in the twentieth century is characterized by three trends: first, 
slowing down of the rate of growth; second, rise of monopolistic multinational 

75
P

er
ce

nt
ag

e

55

60

65

70

50

USA
UK
Germany
Japan

2001 2002 2003

Year

2004 2005 2006 2007

Figure 3.8  Consumption as percentage of GDP (source: Flow of funds accounts (Fed, 
Bank of Japan, Bundesbank), ONS).



Financialization and capitalist accumulation  63

corporations; third, financialization (Sweezy 1997). These trends are associated 
with the fundamental problem of the “absorption of the surplus” that presumably 
characterizes mature capitalism (Baran and Sweezy 1966).
 Specifically, monopolies generate an ever expanding surplus, which cannot 
be absorbed by the sphere of production, resulting in stagnation. To relieve stag-
nation, unproductive consumption (including pure waste) inexorably rises in 
mature capitalism. This argument was put to use when economic turmoil took 
hold in the 1970s.3 For the Monthly Review current, as production stagnated 
under the weight of the surplus, capital began to seek refuge in circulation, and 
above all in the speculative activities of finance. Financialization emerged as the 
sphere of production became inundated by the investible surplus.
 The gist of this argument has proven extremely influential among Marxist and 
other heterodox theories. Political economy explanations of the crisis of 2007–09 
typically stress the contrast between stagnating or declining production and 
thriving finance. There is a presumption that capital has attempted to deal with 
problematic profitability in production by seeking financial profits. However, at 
some point the potency of the financial escape declined and crisis manifested 
itself.
 The most sophisticated and influential variant of this argument has been 
offered by Brenner (2002, 2006, 2009), for whom stagnation in the sphere of 
production is related to Marx’s theory of the tendency of the rate of profit to fall. 
To be specific, since the late 1960s there has been sustained overcapacity in pro-
duction that has exacerbated competition, thus lowering profit rates. Actual crisis 
has been evaded by palliatives, such as boosting demand through exchange rate 
manipulation and encouraging cheap credit. When credit creation spurred by the 
Federal Reserve in 2001 had run its course, the underlying reality of problematic 
production manifested itself and the world was plunged into crisis.
 Brenner’s account of the tendency of the rate of profit to fall has little in 
common with Marx’s theory of the rate of profit.4 Still, Brenner’s readiness to 
treat the economic upheavals of recent years as crises of long- term over- 
accumulation and falling profit rates has had an important impact on other 
Marxist writing. Harman (2009, 2010) and Callinicos (2010), for instance, have 
shared this view, without necessarily accepting Brenner’s core theoretical 
analysis. For both, financial expansion and credit provision were able to create 
prosperity, but as soon as credit growth had run its course, the underlying crisis 
of profitability burst out. Unlike Brenner, however, both openly accept that 
financialization is a notable trend of contemporary capitalism. They do not offer 
a systematic definition of it, but superimpose financial expansion on the presum-
ably fundamental process of over- accumulation.
 The strand of Marxist writing that aims to show the applicability of (some 
version of ) over- accumulation theory to the current crisis is not persuasive, as is 
apparent from the analytical description of the current crisis in the next section. 
There is little evidence that significant over- accumulation took place in the four 
key economies in the 2000s. What occurred, mostly in the U.S. and the UK, was 
a pure bubble with peculiar characteristics, above all, with a very limited impact 
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on industrial and other productive capital. In short, there can be no explanation 
of the crisis that does not first analyze the financial transformation of contempo-
rary capitalism.

Post- Keynesian analysis of financialization

Post- Keynesian analysis of financialization also stresses the putative link 
between stagnating production and booming finance, for instance, Epstein 
(2005). Unlike the Marxist approaches, however, post- Keynesians typically 
ascribe the stagnation of production to the deleterious role of booming finance. 
The poor performance of the real sector in mature capitalist countries is caused 
in large measure by the expansion of the financial sector.
 Post- Keynesian analysis of financialization does not derive from Minsky, 
who did not generally discuss the long- term balance between finance and the rest 
of the economy, except in some very late output (Minsky 1996; Minsky and 
Whalen 1996). Rather, post- Keynesian analysis is based on the concept of the 
rentier, and in particular on the money lender as rentier. This is clear in several 
influential works, such as Crotty (1990), Pollin (2007), and Epstein (2005). The 
re- emergence of the rentier as a result of neoliberal economic policy has induced 
poor performance in investment, output and growth in developed countries. 
Policy intervention is required to regulate finance – for instance, liquidity 
reserves of banks, direction of credit, limits on investment banking activities, 
and so on – resulting in improved output, employment, and income (Crotty 2008, 
2009; Crotty and Epstein 2008, 2009).
 In Keynes’ (1973: ch. 24) analysis of mature capitalism the rentier is a para-
sitical economic entity that extracts profits due to the scarcity of capital, and 
which might thus depress investment and profitability. Successful capitalism 
requires the “euthanasia of the rentier” effected through low interest rates. In 
some of Marx’s (1981: chs. 21, 22, 23, 24) writings the analysis of “monied” 
capitalists is certainly reminiscent of the rentier. “Monied” capitalists are a 
section of the capitalist class that does not invest its capital in production but 
prefers to lend it to others. Thus, money capital available for loans is owned by 
the “monied” section, but is put to use by the productive section, the latter 
paying a part of the resulting surplus value as interest to the former.
 However, in Marx’s Capital loanable capital is also seen as emerging spontane-
ously through the operations of industrial (and other) capital, by taking the form of 
idle money in the first instance.5 It does not belong to “monied” capitalists, and nor 
does the receipt of interest define a distinct section within the capitalist class. 
Rather, the financial system is a set of markets and institutions (operating as sepa-
rate capitalist concerns) that mobilize loanable capital and support capitalist accu-
mulation. This approach is naturally averse to treating financialization as the 
triumph of the rentier over the productive capitalist. It also offers far richer insight 
into contemporary capitalism, as is shown in the fourth section.
 The post- Keynesian stress on the rentier is also present in more recent publi-
cations, for instance, Stockhammer (2004) and Orhangazi (2008). Much of this 
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output has a strong empirical dimension, seeking to show that the rentier has a 
depressing effect on the real sector, typically by constraining available invest-
ment funds and/or lowering the returns of industrial capitalists. There are affini-
ties with the work of the “finance- led capitalism” current which also stresses the 
depressive effect of financialization on production (Hein et al. 2008; Evans 
2009).

Other approaches to financialization

A further approach to financialization that has proven influential is that of 
Arrighi (1994), who places financialization within a cyclical theory of the world 
economy starting with the early modern era. Financialization represents the 
autumn of hegemonic capitalist powers as productive prowess declines and the 
sphere of finance expands. Genoa, the Netherlands, Britain and the U.S. became 
financialized as their production and trade declined, subsequently becoming 
lenders to the emerging hegemonic powers.
 An intractable problem with Arrighi’s theory, when it is applied to the current 
era, is the absence of an obvious hegemonic replacement for the U.S. Arrighi’s 
own suggestion in the Epilogue of his book that Japan might play this role looks 
unfortunate with hindsight. The U.S. has been a massive net borrower, not 
lender, for many years, not least from Japan and China. If this is the autumn of 
U.S. hegemony, it has not coincided with the U.S. emerging as lender to the 
world, and certainly not to China. Nonetheless, Arrighi’s work has been path- 
breaking, not least in motivating Krippner’s (2005) innovative empirical study 
of U.S. financialization that set the terms of the debate on financial profits within 
economic sociology. Krippner has established the rising importance of financial 
profits for non- financial corporations during the last five decades.
 Still another approach to financialization is that of the Régulation School, 
resulting partly from the long- standing interest of this school in money and 
finance.6 The presumed disintegration of Fordism has led Régulation theorists to 
search for a new regime of accumulation, including in the sphere of finance. For 
Boyer (2000), the new regime of accumulation has begun to be formed around 
financial markets, mostly the stock exchange. However, regulation through 
finance can have problematic effects for the performance of accumulation, includ-
ing rates of growth, output, and so on (Aglietta 2000; Aglietta and Breton 2001).7
 The regulationist approach has affinities with the voluminous literature on 
changes in corporate governance since the 1970s. “Shareholder value” and the 
associated short- termism of corporate enterprises have attracted the interest of 
political economists and business school writers. The widely quoted article by 
Lazonick and O’Sullivan (2000) demonstrated the connections between share-
holder value and company downsizing as neoliberalism rose to ascendancy. This 
theoretical terrain clearly overlaps with economic sociology, particularly with 
regard to the problematic implications of financialization for work and employ-
ment (Thompson 2003; Clark 2009). Financialization has rebounded against 
labour with respect to security of employment and intensity of work, as Dore 
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(2008) has also observed with regard to inequality and the distribution of skill 
across industries.
 Finally, economic geographers and sociologists have traced the further social 
impact of financialization, including its implications for the spatial development 
of capitalism (Leyshon and Thrift 2009). Considerable work has been produced 
on the financialization of individual life (Langley 2008), as well as on the cul-
tural aspects of finance in contemporary capitalism (Pryke and Du Gay 2007). 
Researchers at the UK Centre for Research on Socio- Cultural Change in recent 
years have also discussed “coupon pool” capitalism, the transformation of 
banking, and the emergence of new elites (Savage and Williams 2008). These 
insights are important to developing a coherent political economy of 
financialization.

Financialization as systemic transformation: the roots of the 
current crisis
For Marxist political economy, the line of causation between real accumulation 
and finance is never direct but always mediated. Moreover, real accumulation 
sets the parameters for the functioning of finance, although the direction of cau-
sation can run in both directions (Itoh and Lapavitsas 1999: ch. 4). A complex 
set of structures, often reflecting historical, institutional, political, customary, 
and even cultural factors, mediate the interaction between finance and real accu-
mulation (Lapavitsas 2003: ch 4).
 The analysis of financialization, therefore, must specify the mediations 
through which malaise in production has been associated with booming finance, 
ultimately leading to crisis. This involves establishing changes in the behaviour 
of industrial capitals, the operations of banks, the practices of workers, the artic-
ulation of financial markets with each other and with the rest of the economy, 
the interventions of the state, and so on. The issue, in other words, is to show 
how industry, banks, workers, financial markets, and so on, have become “finan-
cialized,” individually as well as jointly.
 A distinct social layer of rentiers, for instance, is far from evident in con-
temporary capitalism. Financial institutions are, of course, intermediaries that 
mobilize idle money across social classes, they are not a rentier social layer. Fur-
thermore, the presumed social tension between rentier and industrialist has been 
far from visible in the course of the recent crisis. Indeed, there has been remark-
able commonality of response to the crisis by corporate and financial interests.
 Similar problems hold for the “crisis- in-suspension” view of contemporary 
capitalism, exemplified by Brenner, according to which crises are due to under-
lying over- accumulation, but are postponed or delayed through financial expan-
sion. This is a reversal of classical Marxism, for which restructuring is an 
inevitable response to over- accumulation, while crises are temporary and sharp 
upheavals that prepare the ground for the restoration of profitability. Moreover, 
there is little evidence of over- accumulation in the U.S., Japan or across Europe 
in the 2000s, as was shown in the second section of this chapter. And nor was 



Financialization and capitalist accumulation  67

there a decline in profit rates on the approach to crisis commensurate with the 
gigantic nature of the upheaval that commenced in 2007. To be sure, average 
profitability in developed countries has been consistently below the levels of the 
1960s, despite recovering from the trough of the early 1980s.8 But the crisis of 
2007–09 has little in common with a crisis of profitability, such as 1973–75.
 There is no doubt that the rise of finance in recent decades has been accompa-
nied by indifferent performance of real accumulation.9 But for a theory of finan-
cialization it is necessary to focus analysis on the transformation of the conduct 
of industrial and commercial capital, banks, and workers. In this respect there is 
broadly Marxist work that can be of considerable help. There is, for instance, 
path- breaking work on derivative markets by Bryan and Rafferty (2007), even 
though they interpret derivatives as a new type of money. There is also recent 
writing on the international political economy of the current crisis, undertaken 
from a variety of standpoints, for instance, Gowan (2009), Panitch and Gindin 
(2009), and Wade (2008). Even more significantly, Blackburn (2006) has put 
forth several insights regarding the operations of financial markets and associ-
ated financial institutions. Finally, Chesnais (1997) has long studied financializa-
tion, stressing the role of the rentier while remaining fully aware of the 
international aspect of financial flows.
 The approach to financialization put forth in what follows was originally 
developed after the emergence of crisis in 2007.10 It is acutely aware of the theo-
ries mentioned above, but also draws heavily on classical Marxist debates on 
imperialism and finance capital, particularly the methodological approach of 
Hilferding (1981) and Lenin (1964). Hilferding argued that capitalism was trans-
formed through the rise of finance capital at the end of the nineteenth century. 
Finance capital was created as monopolistic corporations increasingly relied on 
banks for investment finance. Industrial and banking capitals were amalgamated, 
with banks in dominant position. The rise of finance capital led to erection of 
trade barriers, export of capital, militarism, and imperialism. Lenin took the core 
of Hilferding’s analysis, added “parasitical rentiers” as well as a greater empha-
sis on monopoly, and produced the definitive Marxist theory of imperialism.
 Hilferding also identified a new form of profits for the capitalist class arising 
because future profits are discounted at the rate of interest in stock markets, but 
capital actually invested generates the rate of profit. Since the rate of interest 
tends to be below the rate of profit, the price paid for shares exceeds the capital 
actually invested. The difference is “founder’s profit,” and accrues in a lump 
sum to those who issue shares, or manage the flotation of shares in stock 
markets.
 Financialization represents a structural transformation that has evident analo-
gies with Hilferding’s and Lenin’s time: multinational corporations dominate the 
world economy; finance is on the ascendant; capital export has grown substan-
tially; a certain type of imperialism has reasserted itself. But it is also apparent 
that the original theory does not fully fit present conditions: there is no fusion of 
banks with industrial capital; banks are not dominant over industry; there are no 
trade barriers corresponding to territorial empires.
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 The most important element of Hilferding’s and Lenin’s analysis is their 
methodological approach. Namely, both sought the deeper causes of the phe-
nomena of their time in fundamental relations of accumulation, including credit 
relations among monopolistic enterprises and banks. The rise of finance capital 
had organizational implications, such as dense connections between finance and 
industry through interlocking appointments, exchange of information, and joint 
decision making. Trade barriers, capital export, and imperialism flowed natu-
rally from these developments. Imperialism was not an arbitrary political strat-
egy but a phenomenon with specific historical content rooted in economic 
processes.
 A similarly systemic analysis of financialization ought to commence from the 
molecular relations between contemporary industrial and financial capitals. Since 
the late 1960s the world economy has come to be dominated by large monopoly 
capitals (multinational corporations) in terms of both trade and foreign direct 
investment.11 However, contrary to Hilferding, large corporations have been able 
to finance investment without relying heavily on banks. The primary mechanism 
has been retention of own profits, as was observed by Sweezy (1942: 267) 
decades ago.
 External finance for large corporations, meanwhile, has been raised heavily in 
open financial markets due to flexibility and low cost. Even the wage bill is fre-
quently financed through the issuing of commercial paper. Consequently, corpo-
rations have developed skills in independent financial trading, including trade 
credit but also securities and foreign exchange trading. Successive waves of 
take- overs, furthermore, have led to corporations becoming heavily involved in 
bond and equity trading in stock markets.12 In short, monopoly capitals have 
become “financialized,” i.e., they are at once more independent from banks and 
more heavily involved in financial activities on their own account. This fits the 
evidence shown in section 2: the enormous expansion of bank assets in the 2000s 
has had little to do with lending to corporations for investment.
 Consequently, banks have restructured themselves in several ways since the 
1970s, two of which stand out. First, banks have turned toward households and 
individuals as sources of profit; second, banks have turned to financial market 
mediation to earn fees, commissions, and profits from trading, i.e., toward 
investment banking. The turn of banks toward households is related to the finan-
cialization of workers’ revenue, a striking aspect of the last three decades. This 
trend includes increased borrowing (mortgages, general consumption, education, 
health, and so on) but also expanding financial assets (housing, pensions, insur-
ance, money market funds, and so on). Financialization of workers’ revenue is 
associated with real wages remaining stagnant, or rising very slowly, since the 
late 1970s. It is also related to public provision retreating across a range of serv-
ices: housing, pensions, education, health, transport, and so on.
 Workers’ consumption has become increasingly privatized and mediated by 
the financial system. Banks and other financial institutions have been able to 
extract profit directly out of wages and salaries, rather than surplus value. They 
have also been able to make profits out of workers’ assets, particularly as public 
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provision of pensions has retreated, encouraging the channelling of workers’ 
savings to pension funds, insurance companies, money funds, and thus to the 
stock market.
 The “financialization” of workers’ income, savings, consumption, and assets 
characterizes the current period. It has also stamped the crisis of 2007–09, as 
was shown in section 2. But relations between banks and households are qualita-
tively different from relations between banks and industrial capitalists. The 
former involve finance that is not directly involved in generating surplus value in 
accumulation. Furthermore, the aim of workers, generally speaking, is to acquire 
use values, while financial institutions and industrial capitalists share a similar 
aim, i.e., profit extraction. By the same token, there are systematic differences in 
information as well as economic and social power between banks and workers.
 The emergence of financial profits out of wages and salaries as a systematic 
social phenomenon has been called financial expropriation (Lapavitsas 2009b).13 
Given the specific features of relations between workers and financial institu-
tions, it is not surprising that predatory and usurious practices have proliferated, 
both in lending and in the handling of workers’ assets.14 In these respects finan-
cialization represents the revival of the ancient predatory outlook of the financial 
system toward both economy and society.
 The turn of banks toward investment banking, on the other hand, has been 
fostered by the growth of open financial markets. Investment banking typically 
borrows in wholesale money markets to invest in securities, thus earning profits 
through fees, commissions, and proprietary trading. The rise of these banking 
activities was given formal status with the abolition of the Glass–Steagall Act in 
the U.S. in 1999, and similar legislation elsewhere. Investment banking has been 
fuelled by successive waves of mergers and acquisitions among monopoly capi-
tals during the last three decades. It has also benefited from the channelling of 
personal savings to stock markets at the behest of the state. Finally, it has found 
room for growth in the new markets that have emerged in derivatives, particu-
larly as exchange rate instability set in.
 The crisis of 2007–09 represents a particularly acute combination of bank 
lending to individuals with investment banking, summed up in the second 
section. Large commercial banks borrowed in the money markets, used the funds 
to finance lending to workers for mortgages, and made profits out of trading 
mortgage- based securities. In effect banks “churned” their capital to create off- 
balance sheet items, drawing profits from fees or capital gains. By implication 
banks came to rely on money markets to obtain liquidity, while weakening their 
solvency. These two effects combined to produce the most acute phenomena of 
the crisis.15

 The transformation of commercial banks was inevitably accompanied by pro-
found changes in information- gathering and risk management. Dealing with 
individuals normally has prohibitive informational costs due to large numbers 
and small size of transactions. But the technological revolution in information 
and telecommunications in recent decades has allowed banks to adopt “credit 
scoring” and associated statistical manipulation of risk.16 Similarly, banks have 
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adopted essentially investment banking techniques to manage the risk attached 
to their balance sheets in general. The dominant practices of Value at Risk rely 
on computationally intensive statistically- based techniques, which rest on mark- 
to-market accounting.
 In short, “relational” have been replaced by “hard” methods of ascertaining 
creditworthiness. Banks relied less on personal visits, the placement of bank 
employees within corporation structures, and the management of corporate 
accounts and monetary transactions, and more on computationally intensive sta-
tistical methods. Furthermore, due diligence on marketed loans has often been 
subcontracted to other institutions, such as credit rating agencies. The net result 
appears to have been a net loss of ability of banks to judge creditworthiness. 
This, again, was a notable feature of the crisis of 2007–09, marked by explosive 
growth of self- evidently problematic subprime loans.

Conclusion
The upheaval of 2007–09 emerged at the end of a bubble sustained by housing 
credit and financial innovation. A striking feature of the bubble was rapid growth 
of financial institutions on the back of investment banking activities. Such 
growth was matched by household indebtedness in the U.S. and the UK. Mean-
while, the bubble had a modest impact on production – and even consumption – 
in mature countries.
 The crisis of 2001–07 was thus systemic and reflected the rise of finance rela-
tive to production in recent years, a trend that political economists have increas-
ingly captured through the term financialization. The origins of this concept lie 
within Marxist political economy, but it has been deployed in complex ways by 
other social scientists, including sociologists.
 The literature on financialization relates the concurrent phenomena of expand-
ing finance and poorly performing production. The point is, however, that there is 
no direct causation between finance and production, in either direction. Rather, 
complex mediating processes exist between the two, which have to be analyzed 
in their own right, if the concept of financialization is to have explanatory power.
 It was argued in this chapter that financialization is a systemic transformation 
of capitalist economies with three distinguishing features, all of which are impor-
tant in explaining the crisis of 2007–09. First, relations between large non- 
financial corporations and banks have been altered, as the former have come to 
rely heavily on internal finance, while seeking external finance in open markets. 
Large corporations have acquired independent financial skills – they have 
become financialized.
 Second, banks have consequently transformed themselves. Specifically, banks 
have turned toward mediating transactions in open markets, thus earning fees, 
commissions, and trading profits. They have also turned toward individuals in 
terms of lending and handling financial assets. The transformation of banks has 
relied on technological development, which has encouraged “hard” as opposed 
to “soft” practices of risk management.
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 Third, individual workers and households have been led into the financial 
system both with regard to borrowing and to holding financial assets. The retreat 
of public provision in housing, health, education, pensions, and so on, has facili-
tated the financialization of individual income, as have stagnant real wages. The 
result has been the extraction of bank profits through direct transfers of personal 
revenue, a process called financial expropriation.

Notes
 1 This article is based on a keynote address to the annual conference of Japan Society 

for Political Economy (Keizairiron Gakkai), Tokyo University, November 2009. 
Thanks are due to several JSPE members, who have been friends to me for many 
years. The article also draws heavily on the work of the network Research on Money 
and Finance. A broadly related analysis of financialization has also appeared in 
Lapavitsas (2011). All errors and omissions are the author’s own.

 2 See Magdoff and Sweezy (1987). See also Bellamy Foster (2007, 2008) and Foster 
and Magdoff (2009). Interesting insights on Sweezy’s understanding of financilization 
can be found in Pollin (2004).

 3 Sweezy had already surmised the future weight of finance in the 1970s, despite the 
relative neglect of finance in his work.

 4 As was made clear by several contributors to two special issues of Historical Materi-
alism (Vol. 4, No. 1, 1999 and Vol. 5, No. 1, 1999) dedicated to Brenner’s original 
argument.

 5 For further discussion, see Lapavitsas (1997).
 6 Anglo- Saxon audiences were introduced to it largely through the journal Economy 

and Society, above all, by the seminal special issue on financialization in 2001 (No. 
30).

 7 See Grahl and Teague (2000).
 8 See Dumenil and Levy (2004, 2005).
 9 Shown by Glyn (2006) succinctly and concisely.
10 See, above all, the special issue of Historical Materialism on financialization, particu-

larly Lapavitsas (2009b) and Dos Santos (2009).
11 See Morera and Rojas (2009).
12 See Dos Santos (2009) for evidence for the U.S.
13 See also Dos Santos (2009) for further analysis.
14 See Dymski (2009) for analysis of U.S. predatory lending, especially the racial 

dimension.
15 See Lapavitsas (2009b).
16 See Lapavitsas and Dos Santos (2008).
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4	 The	global	financial	crisis	as	a	
world	great	depression
An analysis using Marxian economics

Masayoshi Tatebe

Structure	of	the	global	financial	crisis	as	a	world	great	
depression
The current global financial crisis constitutes a great depression that is raging on 
a global scale, which I believe can be best understood in the context of the fol-
lowing scheme.
 Since the 1990s, the world economy has been experiencing the phenomena of 
surplus money and surplus capital. What has emerged from these twin phenom-
ena is a very conspicuous case of the tail wagging the dog: that is, the financial 
economy (the tail) is seen to be wagging the real economy (the dog).
 Some thought has to be given at this point to the meaning of “surplus.” For our 
purposes, let us adopt the following definitions. First, “surplus funds” refers to 
funds for which new fields of investment are difficult to find. By implication then, 
surplus funds are funds for which investment opportunities that would yield a 
certain expected profit rate cannot be found (Suzuki 2008: 5). On the other hand, 
“surplus money capital” is generated when the accumulation of money capital pro-
ceeds on a global market scale at a pace that exceeds the accumulation of real 
capital, such that money capital cannot readily be converted into real capital – that 
is, money capital that cannot participate in generating the expected profit rate 
(Koni 2008: 10). In other words, surplus funds and surplus money capital are not 
directed toward productive investments because of the very low expected profit 
rate. Instead, in pursuit of financial gain, surplus funds and surplus money capital 
remain in the financial market (or, in certain cases, in the commodities market) 
where they roam about in the form of money capital. Of course, this does not 
imply that the companies themselves are being transformed into money capitalists. 
On this particular point, it should be understood that the lion’s share of corporate 
profits are absorbed by the very high levels of executive remuneration, the buyback 
of the company’s own shares, and merger and acquisition (M&A) activities.
 In discussing surplus funds and surplus capital, the following three facts 
should be pointed out:

1 In the United States, funds raised by corporations in the stock markets have 
remained negative overall on a net basis since the 1980s. This is because, 
while many companies continue to issue new shares, they are constantly 
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outnumbered by companies that are utilizing surplus funds and surplus money 
capital to buy back and retire their own shares as a defense against M&A and 
buyout threats from other companies. Moreover, consider the case of lever-
aged buyouts (LBOs), which deem corporations to be no more than a certain 
type of financial instrument. (In LBOs, the acquiring company procures the 
necessary funds for acquisition by pledging the assets of the acquired company 
as collateral. LBOs are frequently aimed at restructuring and reselling the 
acquired company.) The proliferation of LBOs bears eloquent testimony to the 
fact that acquiring companies have determined that the expected profit rate on 
productive investments in their own business fields is unacceptably low.

2 The fact that profit rates are declining in the industrialized countries can be 
readily confirmed by observing the trends in the real yield of ten- year gov-
ernment bonds, which serves as a substitute variable for the profit rate 
(Mizuno 2007: 44). Specifically, real yields in the industrialized capitalistic 
countries fell sharply from an average of 4.8 percent for the 1980s and 
through the first half of the 1990s to the 2-percent range after 2004. Thus, 
the rate of return on real investments with a ten- year maturity has declined 
precipitously (ibid.).

3 The approximate scale of global financial assets can be estimated by taking 
aggregate market capitalization, the outstanding balance of bonds issued, 
and the aggregate amount of deposits. Comparing the sum of these to 
nominal GDP for the entire world reveals the fact that, whereas global finan-
cial assets amounted to 1.7 times global GDP in 1990, this ratio had risen to 
3.2 times by 2006.

It should be noted that this surplus money or surplus capital can take various 
forms, such as the funds available to institutional investors that comprise pension 
funds, foundations, insurance companies, and investment trusts. Other prominent 
forms include hedge funds, sovereign wealth funds, and the foreign currency 
reserves of current- account surplus countries. Funds supplied from these sources 
are absorbed into a broad range of markets where they accumulate. Needless to 
say, the leading markets for financial instruments consist of the stock markets, 
bond markets, interest markets, and foreign exchange markets. Parallel to these 
markets, funds are also absorbed into derivatives markets that utilize the forego-
ing financial instruments as underlying assets. Furthermore, these funds go to 
housing loan and other types of asset- backed securities (ABS) markets as well as 
commodities markets. Finally, in this context, the credit- creating ability of com-
mercial banks must not be overlooked.
 Furthermore, the existence of surplus money or surplus capital can be seen as 
a representation of the risk of overproduction that lies dormant in the modern 
capitalistic economy. That is to say, if this surplus money or surplus capital were 
to be directed toward productive investments, the modern capitalistic economy 
would immediately experience overproduction.
 Thus far, we have looked only at the side of nonfinancial corporations. 
However, significant changes have also taken place on the side of financial 
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institutions. Certainly, we must not overlook the collapse of traditional business 
models in the financial sector and the ongoing transition to new models.
 To begin with, commercial banks have shifted the focus of their lending from 
the productive sphere to non- productive, personal, and financial spheres. The 
latter group includes lending to LBOs (a form of lending that does not lead to an 
increase in investment or production from the perspective of the national 
economy), hedge funds, and households. As commercial banks continue to shift 
their focus, their primary source of revenue has also begun to shift from earnings 
on interest margins to earnings on fee- based business, a part of which originates 
in the securitization of loans to households and LBOs. Looking at this situation 
from a different vantage point, one can say that commercial banks have found 
that they have no alternative but to turn to these types of activities to fill in as 
their primary revenue source. This must be seen as the collapse of the existing 
business model, which is based on interest margins derived from lending to pro-
ductive corporations, and the transition to new models.
 We turn next to investment banks. When we exclude revenues derived 
from proprietary trading, the revenue source of investment banks can be seen 
to be shifting from fees earned on the underwriting of stocks and corporate 
bonds to fees earned on M&A advisory services, the securitization of housing 
loans, and the management of surplus money and surplus money capital held 
by investors. One of the reasons for this shift can be found in the enactment 
of the Gramm–Leach–Bliley Act of 1999, which abolished Section 20 of 
the Glass–Steagall Act of 1933 (that banned banks from entering into corporate 
affiliations with companies principally engaged in securities underwriting). 
The abolition of Section 20 effectively opened the way for bank holding 
companies and national banks to enter the securities business through the 
formation of sister companies and subsidiaries. (This, however, does not 
mean that the Gramm–Leach–Bliley Act allowed investment banks to accept 
deposits.) The crucial point under the new legislation was that investment 
banks were left with no other way than the above- mentioned activities to earn 
substantial revenues. With competition from commercial banks, where else 
could the investment banks turn for revenue? This change must also be seen as a 
transition to new business models following the collapse of the traditional busi-
ness model that was based on fees earned on the underwriting of stocks and 
corporate bonds.
 In a well known passage, Lenin (1934: 44) states: “The concentration of pro-
duction, the monopolies arising therefrom, the merging or concrescence of banks 
with industry: this is the history of the rise of finance capital and the content of 
this concept.” Furthermore, Hilferding (1981: 225) presents the following 
argument. 

The banks have to invest an ever- increasing part of their capital in industry, 
and in this way they become to a greater and greater extent industrial capi-
talists. I call bank capital, that is, capital in money form which is actually 
transformed in this way into industrial capital, finance capital.
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 The question arises whether the “content of ” the concept of finance capital, 
particularly the “merging or concrescence of banks with industry” and “bank 
capital . . . actually transformed . . . into industrial capital,” is consistent with the 
content of the concept of modern finance capital.
 While at this point I have yet to arrive at a final conclusion and definitive 
expression, in light of the definitions of surplus funds and surplus money capital, 
and in considering the collapse of the traditional business models of commercial 
banks and investment banks and their pursuit of new models, I believe that labe-
ling modern finance capital as “casino- type finance capital” is certainly a viable 
option. In view of the fact that the terms “casino capitalism” and “financial capit-
alism” are already in common use, it seems to me that casino- type finance capital 
is an appropriate and defensible expression.
 Assuming that the concept of casino- type finance capital can be outlined as 
above, this presentation of the concept directly and immediately leads us to an 
awareness of the parasitism and decay that lies within casino- type finance 
capital. In other words, whereas in the traditional setting, the productive sphere 
and productive profits functioned as the primary source of revenues, casino- type 
finance capital comprises none other than a form of finance capital with marked 
tendencies for deriving its revenues from the personal sphere and personal 
income, and from the financial sphere and financial gain.
 When we examine the process of financial deregulation and globalization that 
has gained momentum since the 1980s, we can say without any doubt that this 
process was advocated and carried forward by an amalgam of casino- type 
finance capital and the state, and that casino- type finance capital clearly lies 
behind the current global financial crisis which constitutes a world great 
depression.
 Perhaps a caveat should be interjected at this point: this explanation of casino-
 type finance capital does not in any way imply that the intimate relationships 
that exist between industry and financial institutions under modern capitalism 
have been severed or in any way undermined. This intimate relation continues to 
exist as can be reaffirmed from the fact that failing major corporations still have 
nowhere to turn for their final salvation but to banks and to the state.
 On the other hand, in view of the essential features of the world of finance, 
the following five points can be readily confirmed:

1 Insofar as economic bubbles constitute a dramatic rise in asset prices (or 
commodity prices) to a degree that cannot be validated by developments in 
the real economy, while it may not be possible to predict the timing and 
trigger of a bubble in advance, it can be stated with certainty that all bubbles 
eventually collapse.

2 From the perspective of the national economy, financial transactions do not 
generate value or value- added in and of themselves. From the point of view 
of Marxian economics, interest is nothing more than a special term used to 
describe the amount that is part of the average profit generated by an indus-
trial capitalist who borrows money (that is, possible or potential capital) 
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from money capitalists (or banks) and utilizes the money productively, and 
that is not pocketed by the industrial capitalist and is instead handed over to 
money capitalists (or banks). Therefore, interest merely constitutes a portion 
of the average profit (surplus value). Hence, financial transactions, such as 
lending and borrowing, do not generate interest as part of any form of 
created value. The same applies to buying and selling of stocks and land 
(homes). These transactions also do not generate any value or value- added.

3 While derivatives and the securitization of housing loans and other assets 
may be used to transfer risk from financial institutions to investors, they do 
not function as instruments for reducing or eliminating overall risk. In other 
words, derivatives and securitization cannot rise above the strictures of a 
zero- sum game.

4 Financial institutions (commercial banks and investment banks) derive 
revenue from the securitization of housing loans and other types of loans in 
the form of fees, such as securitization fees and selling fees. Financial insti-
tutions also gain from the spread between the purchase price of loans and 
the selling price of the mortgage- and asset- backed securities made up of 
these loans. Finally, investors earn interest income on the financial instru-
ments that they hold. However, all of the above revenue streams originate in 
and are bounded by the interest paid by households that have taken out 
housing loans.

5 In other words, from the point of view of Marxian economics, finance pro-
vides nothing more than a framework for redistributing existing value or 
value- added.

Let us now attempt to tie together the essence of casino- type finance capital (i.e., 
from the perspective of the national economy, financial transactions do not gen-
erate value or value- added in and of themselves) with the essence of the world of 
finance (i.e., from the point of view of Marxian economics, finance provides 
nothing more than a framework for redistributing existing value or value- added). 
It will be interesting to see what understanding can be gleaned and what conclu-
sion can be derived from this juxtaposition. The answer is immediately obvious. 
Casino- type finance capital periodically gives rise to economic bubbles (which 
frequently result in the revitalization of the real economy and give rise to a situ-
ation in which the interests of financial institutions coincide with those of big 
firms). After an economic bubble has formed, households as well as investors 
(primarily consisting of pension funds, investment trusts, and hedge funds) 
heavily laden with surplus funds and surplus money capital that cannot find their 
way to productive investment are inexorably sucked into the vortex of the 
bubble. It is only by doing so and by fully and aggressively utilizing its credit- 
creating ability (an ability unique to commercial banks and not shared by invest-
ment banks) that casino- type finance capital can achieve the expected level of 
financial gain.
 This conception allows us to gain a very clear and full understanding of a 
series of economic events that have occurred since the 1990s, including the 
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Asian and Russian currency crisis, the rise and fall of the dot- com bubble, the 
rise and fall of the housing bubble, and the rise and fall of the prices of oil and 
grains.
 This brings us to the next set of questions. Compared to these earlier financial 
crises, why has the current financial crisis become so severe? Why didn’t this 
crisis remain localized in the United States? And finally, how did this crisis 
develop into a global financial crisis and further morph into a great depression 
on a world scale?
 Let us begin with a closer look at the aspect of global financial crisis. It is 
immediately obvious that a number of developments stand at the root of this 
phenomenon of global financial crisis. It cannot be denied that the most notable 
contributing factors include problems arising from the proliferation of deriva-
tives and the securitization of subprime loans encompassing housing loans and 
various other types of loans. These developments can be shown to be deeply 
intertwined with the emergence of the current global financial crisis. In turn, 
these developments are closely linked to financial globalization and advances in 
financial engineering, a by- product of financial deregulation. In the process, a 
host of previously unknown terms have come to be widely used in both the busi-
ness world and in academia, such as collateralized debt obligations (CDO), CDO 
squared, credit default swaps (CDS), and synthetic CDOs. In the final analysis, 
the essence of what occurred can be summarized as follows. First, historically 
low interest rates on a global scale fed the housing bubble. Next, U.S. commer-
cial banks and investment banks originated various relatively high- yield ABS 
and CDO products that provided an ideal destination for surplus funds and 
surplus money capital. Sure enough, not only U.S. investors but also investors 
from throughout the world, including European and Japanese financial institu-
tions, vied to purchase these financial instruments. As the final piece of the 
scheme, CDSs were brought in to hedge the risks of the large volumes of CDOs 
that had been acquired.
 The current global financial crisis is rooted in the confluence of a number of 
conditions that include the accumulation of surplus funds and surplus money 
capital, the emergence of casino- type finance capital, financial globalization, and 
the widespread use of securitization and derivatives. If these conditions had not 
existed together, the current financial crisis would most probably have remained 
localized in the United States and would not have developed into a global finan-
cial crisis. However, this observation does not imply that the modern capitalistic 
economy has the option of turning back from where it stands today. This inabil-
ity to turn back in fact symbolizes the dilemma that is inherent in the modern 
capitalistic economy.
 Next, let us consider the aspect of a world great depression. As we observe 
economic bubbles, on the one hand, we can clearly determine that bubbles have 
a far- reaching impact on the real economy. In the case of a housing bubble, the 
extension of housing loans by commercial banks combined with a sharp rise in 
property values stimulates personal consumption, which in turn activates the real 
economy by increasing the corporate sector’s plant and equipment investment. 
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By the same token, the collapse of an economic bubble extracts a heavy toll on 
the real economy. Once again in the case of a housing bubble, the process begins 
to unwind with rapidly declining property prices. Parallel to this, commercial 
banks begin to accumulate bad loans and to experience serious deterioration of 
their capital to risk- weighted assets ratio, the outcome of which is a precipitous 
cutback in lending to households and firms. These factors combine to suppress 
personal consumption and plant and equipment investment, which ultimately 
results in the slowdown and stagnation of the real economy. The conclusion and 
lesson derived from the observation of economic bubbles is that both of these 
opposing developments must be kept in mind simultaneously. The implication 
that the financial economy, as the tail, is wagging the real economy, as the dog, 
must be examined in this context. 
 This can be restated as follows. Looking at the domestic U.S. economy, the 
housing bubble led to overconsumption (consumption exceeding the repayment 
ability of home loan borrowers) as well as overinvestment (investment instigated 
by overconsumption). These developments resulted in an increase in U.S. 
imports and an increase in exports of other countries to the United States. 
(Exports to the United States from China and other Asian countries and Euro-
pean nations increased. While Japanese exports to the United States decreased, 
Japanese exports to China increased.) Consequently, the United States came to 
play the role of locomotive to the world economy and ultimately served to stim-
ulate and activate the entire world economy. However, the reverse side of over-
consumption and overinvestment was overproduction, an outcome that obviously 
could not be avoided. The collapse of the housing bubble triggered the reversal 
of this process. Under the newly emergent circumstances, the overproduction 
that had remained dormant until then would sooner or later manifest itself, 
giving birth to depression.
 The situation would soon be further worsened by the vicious cycle that was 
set in motion by the deterioration of the financial economy and the downturn in 
the real economy.
 Looking back to the Asian and Russian currency crisis, the dot- com bubble, 
and the speculative boom in oil and grains, it is notable that the scope of each of 
these past crises was localized and remained within the geographic or market 
confines of Asia and Russia, the United States, and the commodities markets, 
respectively. On the other hand, the recent housing bubble has had a global 
impact, both in terms of the financial economy and the real economy. Herein lies 
the most salient feature of the current economic crisis, which rendered its devel-
opment into a global financial crisis and world great depression inevitable.
 Finally, a comment is in order regarding the future outlook. Let us suppose 
that governments and central banks temporarily succeed in bringing the current 
crisis and depression under control and ending them by resorting to the 
maximum available measures of fiscal and monetary policies. The crux of the 
problem is that such a resolution does not by any means imply an elimination of 
surplus money or surplus capital. The irony of the situation is that surplus money 
and surplus capital are supported and bolstered by the very fiscal and monetary 
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measures implemented to overcome the crisis, and for the most part will con-
tinue to exist, including the credit- creating ability of commercial banks. From 
there, surplus money and surplus capital will continue to roam freely in the 
financial markets (and commodities markets). That will, as a matter of course, 
lead to a situation in which casino- type finance capital will continue to dominate 
the modern capitalistic economy, conspiring to use surplus money and surplus 
capital in another round of moneymaking. There is no way to predict the scale 
and form of the next economic bubble because much will depend on the posi-
tions taken in financial regulation and supervision, which in turn will be affected 
to a great extent by the activities of the casino- type finance capital lobby. 
However, what can be predicted with confidence is that other bubbles will inevi-
tably continue to form and to collapse in the future.

Present	situation	and	future	direction	of	state	monopoly	
capitalism
In this section, I shall consider the current global financial crisis and world great 
depression from the perspective of the present situation and future direction of 
state monopoly capitalism.
 The term “state monopoly capitalism” is an expression that Lenin coined and 
began to use toward the end of the 1910s. In the context of this chapter, I shall 
define it to refer to a specific phase in the stage of monopoly capitalism where 
the merging or concrescence of finance capital with the state has become essen-
tial and indispensable to the continuation of capitalism, not only during wartime 
but also during peacetime. In adopting this definition, I am positing that the stage 
of free competition capitalism gave way to the stage of monopoly capitalism at 
the beginning of the twentieth century, that the transition from the stage of 
monopoly capitalism to the stage of state monopoly capitalism was triggered by 
the Great Depression that started in 1929, and that the transition was finally con-
summated after World War II. Furthermore, it is my position that state mono-
poly capitalism comprises two separate types, which are Keynesian state 
monopoly capitalism and neo- liberal state monopoly capitalism.
 Let us begin with an examination of Keynesian state monopoly capitalism. 
Keynes’ The General Theory of Employment, Interest and Money (1973) is 
founded on the theory of effective demand, which can be summarized as 
follows.
 Effective demand consists of consumption demand and investment demand. 
The size of consumption demand is determined by the propensity to consume. 
According to the fundamental psychological law of modern society, which states 
that “men are disposed, as a rule and on the average, to increase their consump-
tion as their income increases, but not by as much as the increase in their 
income,” the propensity to consume can be assumed to be “a fairly stable func-
tion” (ibid.). Therefore, in considering the factors affecting consumption 
demand, Keynes goes no further than to hint at the probability of involuntary 
unemployment. That is, once it is assumed that the propensity to consume 
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remains stable, involuntary unemployment can occur only when investment 
demand is not large enough to cover the gap between aggregate supply price 
(defined as the “proceeds which entrepreneurs expect to receive from the 
employment of ” certain men) and consumption demand, thus leading to a short-
age of effective demand. This leads us to the implication that the key to the 
determination of the employment level lies in the size of investment demand.
 As for the size of investment demand, this is determined by the marginal effi-
ciency of capital (approximately equal to the rate of prospective profit) and the 
rate of interest. Regarding the former, Keynes (ibid.) argues that the marginal 
efficiency of capital was significantly lower during the twentieth century as com-
pared to the nineteenth century. To explain the nineteenth century’s higher level, 
he cites such reasons as “the growth of population and of invention, the opening-
 up of new lands, the state of confidence and the frequency of war over the 
average of (say) each decade.” Next, increased investment in any given type of 
capital asset will tend to lower the marginal efficiency of that type of capital 
asset. In the short term, due to the law of diminishing returns, marginal effi-
ciency declines as supply prices rise. In the long term, marginal efficiency 
declines as the prospective yield falls due to the increase in that type of capital 
asset and the intensification of competition. Thus, insofar as the marginal effi-
ciency of capital is determined by economic datum (the state of confidence of 
entrepreneurs, the conditions of competition) and various non- economic factors 
(population growth, the law of diminishing returns, etc.), marginal efficiency of 
capital can be generally treated as a given.
 Turning next to the rate of interest, this variable is determined by the quantity 
of money and the level of liquidity preference (the propensity of people to hold 
savings in the form of money, i.e., liquidity, not in the form of debts). In an 
economy that is under the gold standard, it is also basically possible to treat the 
quantity of money as a given. Thus, what remains at the end is the level of 
liquidity preference. However, in reality the level of liquidity preference gener-
ally remains higher than the marginal efficiency of capital. This happens because 
the special characteristics of money (gold) – elasticities of production and sub-
stitution are nearly zero, and carrying cost is low – combine with the love of 
money on the part of the possessors of assets (as differentiated from entrepre-
neurs) and their desire to hold assets in money form. (“John Bull can stand many 
things, but he cannot stand 2 per cent.”)
 Therefore, the ultimate reason for involuntary unemployment can be found in 
the combination of the special characteristics of money and the asset possessors’ 
love of money and their desire to hold assets in money form. Accordingly, the 
direct path to remedying involuntary unemployment lies in abolishing the gold 
standard and transitioning to a managed currency system, which will lead to an 
increase in the quantity of money (the quantity of inconvertible paper money) 
and thus to a decline in the rate of interest. This conclusion of the General 
Theory can be easily and directly identified in the words of Keynes himself.
 Regarding the ultimate cause of unemployment, Keynes (ibid.: 235) states: 
“Unemployment develops, that is to say, because people want the moon; — men 
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cannot be employed when the object of desire (i.e., money) is something which 
cannot be produced and the demand for which cannot be readily choked off.” 
Next, regarding the remedy for unemployment and depression, Keynes (ibid.: 
235, 234) writes:

There is no remedy but to persuade the public that green cheese is practi-
cally the same thing and to have a green cheese factory (i.e., a central bank) 
under public control. [...] The only relief – apart from changes in the mar-
ginal efficiency of capital – can come (so long as the propensity towards 
liquidity is unchanged) from an increase in the quantity of money.

 However, what happens when the marginal efficiency of capital declines very 
precipitously? Under such a condition, it suddenly becomes possible to imagine 
a situation in which it would prove very difficult to maintain an appropriate 
quantity of investment by merely manipulating the rate of interest. This brings 
us to Keynes’s trump card, which is none other than the state.

For my own part, I am now somewhat sceptical of the success of a merely 
monetary policy directed towards influencing the rate of interest. I expect to 
see the State, which is in a position to calculate the marginal efficiency of 
capital- goods on long views and on the basis of the general social advant-
age, taking an ever greater responsibility for directly organising investment.

(ibid.: 164)

 It should be noted that the multiplier theory is none other than a formula for 
determining the increase in national income that would result from an increase 
of one unit of effective demand.
 Regarding the theory of effective demand proposed in the General Theory, 
before all else, we must turn to the words of Keynes (ibid.: 380) himself. “The 
enlargement of the functions of government, . . . I defend it, . . . as the only practi-
cable means of avoiding the destruction of existing economic forms in their 
entirety.” As can be seen from this statement, insofar as they were aimed at 
avoiding the destruction of the capitalistic economy, Keynesian policies undeni-
ably represent state monopoly capitalistic policies.
 Second, therefore, the essential reality of Keynesian state monopoly capitalis-
tic policy lies in the effective demand policies pursued through low interest rate 
policies and fiscal spending policies that are implemented by the government 
and by the central bank that functions under public control. Fiscal spending pol-
icies have the effect of increasing government demand for industrial capital 
(monopolistic industrial capital). Thus, it can be easily recognized that fiscal 
spending policies are directly linked to the interests of industrial capital. In con-
trast to this, it would appear at first sight that low interest rate policies work to 
the detriment and disadvantage of rentiers and banking capital (monopolistic 
banking capital). However, in reality, by stimulating increased investment by 
industrial capital and thereby generating increased lending by banking capital to 
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industrial capital, low interest rate policies undeniably contribute to profit maxi-
mization by banking capital. While the General Theory may point to the ultimate 
painless death of the rentier, it certainly does not envision banking capital 
meeting its death, painless or otherwise.
 It would be timely at this juncture to point out that Keynesian policies are 
made vulnerable by two Achilles’ heels. The first relates to the tolerance for 
inflation (call to mind the Phillips curve), while the second pertains to the inher-
ent exposure to massive and constant fiscal deficits. However, things took an 
unexpected turn in the 1970s. The two oil price shocks of the decade brought an 
abrupt end to the age of low inflation and high economic growth and ushered in 
the new phenomenon of stagflation. No longer was the world presented with a 
choice between inflation and depression. Rather, simultaneous inflation and 
depression had now become the single and unavoidable choice. Under these 
newly emerging circumstances and the massive buildup of fiscal deficits, Keyne-
sian economics suffered a rapid decline in influence in the realms of both theory 
and policy. Thus, the “death of Keynesian economics” and the “end of Keyne-
sian policies” came to be widely and loudly proclaimed.
 It was at this point that a new actor appeared on center stage to replace the 
fast declining Keynesian Revolution. This was none other than the monetarism 
and neo- liberalism of Milton Friedman who advocated a counter- revolution 
against Keynesian economics.
 There is no need here to delve into the details of Friedman’s thinking. Suffice 
it to say that while Keynes advocated discretionary fiscal and monetary policies 
as an appropriate response to depression and unemployment that were inevitable 
and unavoidable so long as the capitalistic economy functioned under the pol-
icies of laissez- faire, Friedman countered by advocating rule- based fiscal and 
monetary policies based on the conviction that the market economy has a tend-
ency to achieve full employment so long as the market remains free of artificial 
distortions. Furthermore, Friedman’s neo- liberalistic policies contain such fea-
tures as the review and revision of social welfare policies, the undermining and 
weakening of labor unions, the implementation of a far- reaching agenda for 
deregulation, and the privatization of national enterprises.
 It is in these points that we can discover the innermost secrets of why and 
how neo- liberal state monopoly capitalism emerged to replace Keynesian state 
monopoly capitalism. Consider once again the events of the 1970s and the con-
ditions that prevailed then. The emergence of stagflation combined with the 
accumulation of fiscal deficits brought on the most serious crisis since the Great 
Depression of 1929, this occurring at a time when the Soviet type of socialism 
was still boasting of its sound and excellent health. Faced with these conditions, 
neo- liberal state monopoly capitalism came to the fore as an attempt to funda-
mentally resolve the difficult challenges posed by the accumulation of capital 
and the maximization of profit. On the one hand, the endeavors of neo- liberal 
state monopoly capitalism featured the promotion of financial deregulation and 
globalization. On the other hand, as we have already noted, neo- liberal state 
monopoly capitalism called for the review and revision of social welfare 
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policies, the undermining and weakening of labor unions, the implementation of 
a far- reaching agenda for deregulation, and the privatization of national enter-
prises. In reality, however, attempts to realize any of these objectives in ways 
consistent with the interests of monopoly capital would have proven to be 
extremely difficult to achieve without the strong leadership of the state. As for 
the globalization of finance, one needs to go no further than to call to mind such 
expressions as the Washington Consensus and the Wall Street- Treasury 
Complex.
 To summarize, when we focus our attention on the merging or concrescence 
of monopoly capital with the state, the undeniable fact is that it is virtually 
impossible to identify any essential difference between Keynesian state mono-
poly capitalism and neo- liberal state monopoly capitalism. In this sense, we must 
not allow ourselves to be misled and duped by the term “liberal.”
 The irony of the situation is that the shrinking of domestic demand caused by 
the implementation of neo- liberalistic policies created for industrial capital the 
headache of having to cope with a decline in the expected profit rate. On the 
other hand, this system of neo- liberal state monopoly capitalism created an ideal 
environment for rampant casino- type finance capital, which ultimately would 
result in the housing bubble, as well as the current global financial crisis and 
world great depression which followed the bubble’s collapse.
 The current economic crisis, which has been labeled the result of a “once- in-
a- century credit tsunami,” is notable for generating a movement toward the res-
urrection of Keynesian fiscal policies. Certainly, there is no surprise in this turn 
of events. As presented by Friedman, the prescriptions that underlie neo- 
liberalistic policies include a tendency to favor monetary policies over fiscal pol-
icies (combined with a tendency to emphasize the supply side and to downplay 
the demand side). However, monetary policy has its limitations. While generally 
capable of providing financial institutions with the liquidity that they require, 
monetary policy, unlike fiscal policy, is unable to directly generate the demand 
(effective demand) needed by the real economy. That is, central banks are only 
able to indirectly stimulate demand by lowering their operating target interest 
rate, which sets off a transmission mechanism that begins with banks lowering 
their lending rates, thereby contributing to an increase in corporate plant and 
equipment investment and household consumption demand. Moreover, monetary 
policy is burdened by the zero- interest rate constraint. In other words, once the 
operating target interest rate is lowered to zero, monetary policy is robbed of its 
ability to even indirectly stimulate additional demand.
 All of this does not imply that the world is prepared to entrust its future to 
Keynesian fiscal policies. It is helpful to remember that thanks to the principles 
of sound fiscal management that had prevailed under the gold standard, the fiscal 
policies of the 1930s that followed the Great Depression of 1929 were launched 
from a position of zero accumulation of fiscal deficit. It can be said that it was 
exactly for this reason that the fiscal measures of the 1930s proved relatively 
effective. The situation surrounding the current economic crisis can hardly be 
more different, with the United States and Japan already burdened with massive 
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amounts of accumulated fiscal deficits. The question that arises is whether such 
countries will be able to tolerate or withstand any further increase in government 
debt.
 What conclusion can be drawn concerning the future course of the modern 
capitalistic economy? Unable to find a third way, the modern capitalistic 
economy faces an extremely narrow range of choices. Perhaps all that can be 
predicted at this point is that it will continue to swing like a pendulum between 
Keynesian state monopoly capitalism and neo- liberal state monopoly capitalism.

Consequences	of	neo-	liberal	monetary	policy
The current global financial crisis started with the collapse of the housing bubble 
in the United States. It is well known that as asset prices continued to rise, a 
sharp clash in thinking emerged between the FRB (Federal Reserve Board) view 
and the BIS (Bank for International Settlements) view on how central bank mon-
etary policies should respond to the situation.
 The FRB view is generally described as comprising the following (Shirakawa 
2008: 400–401):

1 Monetary policies should target price stability, not asset- price stability.
2 Whether or not rising asset prices represent a bubble can only be determined 

after the fact. Asset prices reflect the knowledge and information available 
to large numbers of market participants, and it is unlikely that the 
central bank is capable of making better judgments than the market particip-
ants. Even assuming that the central bank does have such a capability, 
short- term interest rates would have to rise very dramatically in order to 
squelch the bubble, and there is no way to know in advance how far interest 
rates would have to be raised to achieve this purpose. Therefore, it is inap-
propriate to respond to rising asset prices by raising short- term interest 
rates.

3 If public authorities want to lower the risks of a bubble, monetary policy 
should not be the tool of choice. Instead, the authorities should opt for bank 
supervision and other forms of prudential policies.

4 Thus, monetary policies should not be used in preventing the rise of asset 
prices. On the other hand, aggressive monetary easing should be imple-
mented after asset prices have fallen.

Needless to say, both Alan Greenspan and Ben Bernanke were passionate 
believers in the FRB view.
 However, the FRB view contains several mistakes. First, as we have seen, the 
FRB view advocates that asset prices reflect the knowledge and information 
available to large numbers of market participants and that it is unlikely that the 
central bank is capable of making better judgments than the market participants. 
However, by accepting that market participants are privy to greater information 
and wisdom than the authorities, this position represents nothing other than a 
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complete capitulation of the monetary authorities to neo- liberalism. Ultimately, 
this is a position that brings the very existence and significance of central banks 
into question. It is generally emphasized that monetary policies must be imple-
mented independently of the government. I should note that my thinking is that 
it is absolutely essential today for monetary policies to be implemented inde-
pendently of the markets as well.
 Second, advocating that monetary policies should be implemented independ-
ently of the markets does not imply a rejection of the necessity of dialogue with 
the markets. Let us assume that central banks are actively on the lookout for 
bubbles and that they determine that a bubble has emerged based on the rise in 
asset prices, in which case the trend in “fair price” based on fundamentals serves 
as a key criterion. In this scenario, the central bank should gradually raise inter-
est rates while gauging market reactions. In certain cases, the central bank should 
proceed to take the bold step of raising interest rates in a more dramatic fashion. 
Even in this present age, it would be wrong to think that the markets would com-
pletely ignore the actions of the central bank.
 Third, while it is reported that the FRB carefully studied and learned from 
Japan’s experience with deflation during the early 1990s, it would have been 
more productive to focus on Japan’s experience with quantitative easing mone-
tary policy during the period between March 2001 and March 2006. It is an 
undeniable fact that Japan’s quantitative easing failed to generate economic 
recovery by increasing bank lending. In other words, the portfolio rebalancing 
effect anticipated by monetarists did not materialize. This is to say that Japan’s 
experiment with monetarist monetary policy predated the U.S. experiment and 
ended in complete failure. Thus, since the start of the current crisis, the United 
States has been following in the footsteps of Japan.
 Fourth, while the above argument may very well draw rebuttals arguing that 
the United States was in fact able to successfully generate economic recovery 
through aggressive monetary easing after the collapse of the dot- com bubble, the 
truth of the matter is that this recovery was made possible by the housing bubble 
that was waiting in the wings (the “bubble relay”). In the case of the current 
phase of monetary easing, there is no bubble factor of comparable scale in 
waiting. Although there are some candidates for the next bubble, including oil 
prices, grain prices, and the possible emergence of bubbles in newly industrial-
ized countries as a result of capital inflows from industrialized countries, these 
are small in scale compared to the housing bubble and clearly lack the power 
and momentum needed to restart the U.S. economy.
 The inference that can be drawn from the above is that, buttressed by 
the Greenspan put and the Bernanke put, market participants were able to 
frolic in the “bubble game” without fear or worry. On the other hand, once 
the bubble collapsed, all the aggressive monetary easing that the FRB has been 
able to muster has failed to generate any significant recovery in the U.S. 
economy. Responsibility for this failure must be attributed solely to monetary 
policies based on the FRB view that arose out of the philosophies of neo- 
liberalism and monetarism. It is very clear that by leaving the bubble unattended, 
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the FRB has dramatically magnified the amplitude of the swings in the business 
cycle.
 Moving next to the BIS view, this is generally described as comprising the 
following (ibid.: 402):

1 It is necessary to pay full attention to the buildup of various forms of finan-
cial imbalance. In this context, “financial imbalance” refers to the simulta-
neous occurrence of financial phenomena that are unlikely to be sustainable 
in the long run. Classic examples include rising asset prices, credit inflation, 
leverage expansion, and increase in investment ratio.

2 Admittedly, it is difficult to determine whether a bubble has come into exist-
ence. However, instead of trying to determine whether rising asset prices 
represent a bubble, central banks need to determine whether or not present 
economic conditions are sustainable. The above- mentioned factors serve as 
important criteria in making this determination.

3 Both monetary policies and prudence policies are needed in preventing 
financial imbalances. Therefore, central banks and bank regulatory authori-
ties must engage in even closer cooperation than in the past.

4 Considering the massive negative impact of the collapse of a bubble on the 
economy, monetary policies should also target the prevention of bubbles.

I strongly sympathize with the BIS view and believe that if Marx were alive 
today, he would wholeheartedly agree with me.
 In conclusion, it appears that, in the future, central banks throughout the 
world will have no choice but to orient their monetary policies toward a 
two- front battle of acting in advance to prevent the emergence of bubbles and 
acting after the fact to reduce the negative economic effects of the collapse of 
bubbles.
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5 The demise of the Keynesian 
regime, financial crisis, and 
Marx’s theory

Shinjiro Hagiwara

Introduction
The most recent world economic crisis started in Europe in the summer of 2007, 
and the U.S. economy plunged into a recession at the end of 2007. The latter in 
particular turned into a state of serious financial chaos following the bankruptcy 
of Lehman Brothers on September 15, 2008. The world’s securities markets 
were thrown into very serious confusion for the first time since the stock market 
crash of October 1929. The financial crisis had a serious effect on real sectors 
worldwide, and the level of world trade was dramatically reduced in the first half 
of 2009. The world economy – and especially the economies of the United States 
and Europe – has not completely recovered from the crisis or undergone an alto-
gether strong recovery process.
 In this chapter, we will present the theoretical viewpoints needed to under-
stand the financial crisis, as extolled by Karl Marx. Because Marx’s theory was 
created in the middle of the nineteenth century, most scholars claim it is imposs-
ible to apply it to any financial crisis in the twenty- first century. However, we 
are adamant that the basic viewpoints concerning the contemporary financial 
crisis should be constructed by way of Marx’s theory; we will show how his 
viewpoints are valuable in understanding contemporary financial crisis by study-
ing the three historical stages of economic crisis in Europe and the United States. 
First, we will highlight some crucial viewpoints in Volume 3 of Marx’s Capital; 
these viewpoints will help us understand not only the basic characteristics of a 
financial crisis in the mid- nineteenth century, but also those of one in the twenty-
 first century. Second, we will focus specifically on the economic situation in the 
period following World War II, when financial crisis was defused through the 
application of Keynesian policy. Finally, we will focus on financial crisis in 
the period of neo- liberalism after the collapse of the Keynesian regime. We will 
also apply Marx’s theory to the analysis of financial crisis in the twenty- first 
century.
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Financial crisis in the age of Marx: crucial viewpoints from 
Volume 3 of Marx’s Capital

The role of credit in causing an economic crisis

Volume 3 of Capital is not a work that pertains to economic crisis, nor does it 
fully outline the viewpoints by which one can evaluate a financial crisis. 
However, it is possible to highlight some crucial phrases that assist in under-
standing financial crisis, as found in Chapter 27, “The Role of Credit in Capital-
ist Production.” In that chapter, Marx makes general observations about the 
credit system, and pays particular attention to the three ways in which credit 
leads to a reduction in circulation costs. First, when credit is in generally heavy 
use, in a large proportion of transactions, no currency is used. Second, the circu-
lation of the circulating medium is accelerated. Third, gold money is replaced by 
paper (Marx 1981: 566–567). Therefore, the capitalistic credit system – based on 
commercial credit and developed into bank credit – economizes money, acceler-
ates circulation speed, and creates a system in which there is no need for gold 
money; instead, money bears only the concept of value. The provision of credit 
allows the acts of buying and selling to take place over a longer time- frame, and 
it thus serves as a basis for speculation (Marx 1981: 567).

Joint- stock system and speculation

In terms of examining a contemporary financial crisis, however, we must choose 
some key phrasing from Marx’s work with respect to the joint- stock system, 
because that system has borne a crucial role in financial crises in the period of 
neo- liberalism. It can be said that “the joint- stock system is an abolition of capi-
talist private industry on the basis of the capitalist system itself;” therefore, it 
accelerates speculation. “Credit offers the individual capitalist, or the person 
who can pass as a capitalist, an absolute command over the capital and property 
of others, within certain limits, and, through this, command over other people’s 
labor” (Marx 1981: 570). Speculative behavior based on the property of others 
emboldens capitalists; and the success or failure of that behavior leads to the 
centralization of capital and expropriation. Indeed, “Credit gives these few [capi-
talists] more the character of simple adventurers,” says Marx; “Since ownership 
now exists in the form of shares, its movement and transfer become simply the 
result of stock- exchange dealings, where little fishes are gobbled up by the 
sharks, and sheep by the stock- exchange wolves” (Marx 1981: 571).
 In capitalist society, the reproduction process, which is elastic in character, is 
assisted by credit in expanding to the utmost limits. The credit system thus 
becomes a “lever” for over- production and can lead to excessive speculation in 
commerce. In this way, says Marx,

The credit system hence accelerates the material development of the produc-
tive forces and the creation of the world market, which is the historical task of 
the capitalist mode on production to bring to a certain level of development, 
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as material foundations for the new form of production. At the same time, 
credit accelerates the violent outbreaks of this contradiction, crises, and with 
these the elements of dissolution of the old mode of production.

(Marx 1981: 572)

How does the credit system – especially the joint- stock system – drive the capi-
talists to partake in excessively speculative behavior? To answer this question, 
we must first research the formation of fictitious capital, as capital created by the 
joint- stock system. Marx argues that

The formation of fictitious capital is known as capitalization. Any regular 
periodic income can be capitalized by reckoning it up, on the basis of the 
average rate of interest, as the sum that a capital lent out at this interest rate 
would yield.

(Marx 1981: 597)

Therefore, says Marx, “the capital value of this security is still pure illusion” 
(Marx 1981: 597). The market value of this security moves of its own accord, 
even if real capital itself does not change. For example, if the face value of a 
stock is $100, the rate of interest is 5 percent, and the yield of this stock is $10, 
the market value of this stock is $200, because the yield of $10 will be capital-
ized by the 5 percent interest rate. The market value of this stock will be, in part, 
speculative, because it will be affected by the future yield of this stock. This is 
why a promising stock value rises rapidly in value. However, as Marx points 
out, “In times of pressure on the money market these securities fall in price for 
two reasons: first, because the interest rate rises, and second, because they are 
put up for sale in massive quantities, to be converted into money” (Marx 1981: 
598). The proverbial financial- crisis storm passes away, and the market value of 
these securities revert to their former levels, insofar as the undertakings they rep-
resent have not come to grief and are not fraudulent. They are the best invest-
ment targets for speculators looking to make large profits, and their depreciation 
during a crisis is a powerful means of centralizing money wealth. If an increase 
or decrease in the market value of these securities has nothing to do with the 
movement of real capital, it will never change nations’ levels of wealth. “The 
nation was not a penny poorer by the bursting of these soap bubbles of nominal 
money capital” (Marx 1981: 599).

Formation of great financiers and stock- jobbers

The accumulation of the ownership of titles for real capital follows from the 
development of capitalist system. When these titles based on real capital are 
priced and circulate as commodities, they represent the value of capital. 
However, these title values move independent of the capitalist system; therefore, 
profits and losses caused by the price fluctuations among these titles become the 
result of gambling. Marx writes that
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Gambling now appears in place of labor as the original source of capital 
ownership, as well as taking the place of brute force. This kind of imaginary 
money wealth makes up a very considerable part not only of the money 
wealth of private individuals but also of banking capital, as already 
mentioned.

(Marx 1981: 609)

The rapid development of the joint- stock system accelerates the accumulation of 
money capital for loans; it accumulates at the expense of both the industrial and 
commercial capitalists alike, because money capitalists buy up devalued indus-
trial and commercial securities on a massive scale, knowing that they will soon 
rise again in value at a later time, perhaps even surpassing normal levels. Buyers 
will then sell off, and hence realize massive capital gains. The money- capitalists 
transform these gains into money capital for loans in the short term. The gains of 
money- capitalists constitute not just a source of money capital for loans; indus-
trial and commercial capitalists transform the portion of profits not destined to 
be consumed as revenue into money capital for loans in the short term, while 
another portion is destined to be consumed as revenue and is transformed into 
loanable capital. If the price of materials and elements of production fall, capital 
may be released; likewise, an interruption of business can also set capital free. A 
considerable number of people who have retired from reproduction also trans-
form money into loanable capital.
 Marx argues that

As material wealth increases, the class of money capitalists grows. On the 
other hand there is an increase in the number and wealth of the retired capi-
talists, the rentiers; and secondly the credit system must be further 
developed, which means an increase in the number of bankers, money- 
lenders, financiers, etc. With the expansion of available money capital, the 
volume of interest- bearing paper, government paper, shares, etc. also 
expands, as explained already. At the same time, however, so does the 
demand for available money capital, since the jobbers who speculate in this 
paper play a major role in the money market.

(Marx 1981: 642–643)

Commercial banks respond to the jobber’s demand for available money capital; 
therefore “With the development of the credit system, large and concentrated 
money markets are created as in London, which are at the same time the major 
seats of dealings in these securities;” eventually “The bankers put the public’s 
money capital at the disposal of this gang of dealers on a massive scale, and so 
the brood of gamblers multiplies” (Marx 1981: 644).
 The development of the British capitalist system, in institutional terms, 
created “financial superiority” over industry. It is well known that this superior-
ity resulted in the passage of the English Bank legislation of 1844; the Bank of 
England was divided into an Issue Department and a Banking Department by 
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virtue of this law. The gold standard had been a currency system in use in the 
nineteen century, but paper circulation governed precisely by the laws of metal 
circulation was considered the ideal system, with reference to this legislation. 
When gold drained, bank notes withdrew from circulation. In case of over-
production, such behavior on the part of the Bank of England sometimes 
drew the British economy into a financial panic and economic crisis, because 
several means of payments were needed in times of emergency. Funds would 
not be supplied, interest rates rose rapidly, and business failures occurred in 
succession.
 However, financiers capitalized on high interest rates the most in the money 
market. The high interest rates created by the 1844 Banking Act constituted, in 
an economic crisis, great opportunities for them to be great financiers in London 
by making considerable profits and centralizing capital. On this very issue, Marx 
exclaims:

Talk about centralization! The credit system, which has its focal point in the 
allegedly national banks and the big money- lenders and usurers that sur-
round them, is one enormous centralization and gives this class of parasites 
a fabulous power not only to decimate the industrial capitalists periodically 
but also to interfere in actual production in the most dangerous manner – 
and this crew know nothing of production and have nothing at all to do with 
it. The Acts of 1844 and 1845 are proof of the growing power of these 
bandits, added to whom are the financiers and stock- jobbers.

(Marx 1981: 648–649)

The gold standard and the world economic crisis

The worldwide economic crisis broke out because so many countries had over-
extended themselves simultaneously in terms of both exports and imports. In 
those times, the value of precious metals, that is gold or silver, was based on the 
circulation of money. A drain of gold, which was considered a sign of economic 
crisis, might begin in England, because this country tended to give the most 
credit and take the least of it. Even though the overall balance of trade was in 
England’s favor, the balance of payments due, which had to be settled immedi-
ately, was against it. However, a real crisis did not break out at once following 
the drain of gold; there is a precedent for this in that “The real crisis has always 
broken out only after the exchange rates have moved, i.e., once the import of 
precious metal has the upper hand again over the export” (Marx 1981: 702). If a 
drain of gold were to start, the Bank of England would withdraw the bank notes 
from circulation, interest rates would rise, and money stringency would occur. 
The exchange rates would move, and a drain of precious metal would change 
into an inflow. Simultaneously an economic crisis would break out in England, 
leading to a drain of gold from other countries to England. Interest rates would 
rise and money stringency would then occur in other countries. The exchange 
rates would move, and a drain of precious metals would change into inflows into 
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other countries. An economic crisis would then, in turn, break out in another 
country. In this way, whenever an economic crisis broke out in England, it 
would successively spread to other countries. In the end,

As soon as the general crisis has burned itself out, and we again have a state 
of equilibrium, the gold and silver (leaving aside the influx of fresh precious 
metal from the producing countries) is again distributed in the proportions 
in which it previously existed as hoards in the various countries.

(Marx 1981: 703–704)

 This chain of events shows us that a considerable amount of wealth must be 
sacrificed in the name of surmounting an economic crisis and retaining enough 
precious metals for the business world. It is inevitable in a capitalist society that 
the credit system will turn into a monetary system, and that “The utmost sacri-
fice of real wealth is necessary at the critical moment in order to maintain the 
metal basis” (Marx 1981: 707).

Financial crisis in the Keynesian regime: how was the 
financial crisis defused after World War II?

Why did the financial crisis disappear from the capitalist world?

As Marx discusses in Capital, financial crises recurred cyclically in the capitalist 
world in the nineteenth century. However, they were defused and averted after 
World War II, in fact, the likes of the financial crisis discussed in the first section 
did not return until 1971–73. Why did they disappear from the capitalist world?
 First, let us point out that the power of “the great financiers and stock- 
jobbers” – to which Marx alludes in Volume 3 of Capital – was successfully 
contained after World War II. In the United States, the power of stockholders 
was lost to big business, the power of bankers was also weakened, and the power 
of industrial management increased. Investment bankers were needed to provide 
external financing to large corporations; however, those large corporations grad-
ually turned to internal financing, because they were able to earn considerable 
monopoly profits after World War II. Therefore, large corporations in the United 
States were independent of bankers and powerful stockholders and their business 
policies related to their own interests. In this way, the behavior of giant corpora-
tions was freed from the interests of financing institutions.1
 Second, we would like to point out that the power of international speculative 
capital was successfully contained after World War II. The international trade 
and monetary system just after World War II was created along with Keynesian 
policy. According to this policy, if all nations were able, through the develop-
ment of fiscal and monetary policies, to independently encourage investment and 
consumption and thus achieve full- employment, world trade would expand and 
reduce worldwide unemployment with a concomitant increase in gross domestic 
product (GDP) levels worldwide. Keynes claims that
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if nations can learn to provide themselves with full employment by their 
domestic policy (and, we must add, if they can also attain equilibrium in the 
trend of their population), there need be no important economic forces cal-
culated to set the interest of one country against that of its neighbors. There 
would still be room for the international division of labor and for interna-
tional lending in appropriate conditions. But there would no longer be a 
pressing motive why one country need force its wares on another or repulse 
the offerings of its neighbor, not because this was necessary to enable it to 
pay for what it wished to purchase, but with the express object of upsetting 
the equilibrium of payments so as to develop a balance of trade in its own 
favor.

For Keynes, such is an ideal world. It is for this reason that he rhetorically asks 
“Is the fulfillment of these ideas a visionary hope?” (Keynes 1953: 383).

The IMF and the idea of Keynes

Keynes might have been disappointed about the functions of the International 
Monetary Fund created by the Breton Wood Agreement in 1944, because it 
stymied his plans of creating an International Clearing Union based on the 
Bancor. However, we understand that the IMF had been constructed with the 
idea of strictly containing the behavior of international speculators. The IMF was 
very cautious about freeing the international transactions of capital, because so 
doing might lead to the acceptance of the speculative transfer of capital and of 
capital flight. Keynes distinguished between the transactions of short- term 
capital caused by the current- account balance and the transactions of capital that 
might accelerate an economy’s imbalance; he contends that the latter should be 
strictly regulated. Keynes’s idea was to accelerate international trade by freeing 
the transaction of the balance of the current account. The IMF is not based on a 
gold or gold- exchange standard.
 Under the gold standard, currency is privately exchanged for gold coins; this 
exchange between currencies is ruled by the gold- parity. Exchange rates fluctu-
ate between the gold- import point and gold- export point, which are in turn ruled 
by the gold- parity with a gold transfer cost. If our balance of payments moves 
and the exchange rate is in its favor, that exchange rate is up; if it is over the 
gold- import point, foreigners will send us gold instead of buying our currency. If 
our balance of payments moves and is against it, however, our exchange rate 
will be down; if it is under the gold- export point, we will send gold to foreigners 
instead of buying the foreign currency. These were the circumstances in Marx’s 
time, when the gold standard reigned.
 The IMF, which was created on the basis of the Keynes’s theory, is not based 
on the gold standard; on the contrary, one of its original objectives was to create 
freedom from the rigidity of the gold standard. Various institutional schemes for 
currency systems existed, ranging from those that were completely free to more 
restricted ones; there were also various exchange- rate systems from floating to 
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fixed ones. The IMF decided that the members of Article 8 must not restrict 
transactions of the current account balance, in principle, and adopted a fixed rate 
exchange system; this is an effective way of preventing speculative capitalists 
from making extraordinary profits by partaking in international speculative activ-
ities. It is also an implemented scheme of Keynes’, who insisted upon the con-
tainment of unscrupulous speculators; he wrote that

Speculators may do no harm as bubbles on a steady stream of enterprise. 
But the position is serious when enterprise becomes the bubble on a whirl-
pool of speculation. When the capital development of a country becomes a 
by- product of the activities of a casino, the job is likely to be ill- done.

(Keynes 1953: 159)

Financial crisis in the age of neo- liberalism: why do financial 
crises break out so frequently?
We have experienced financial crises very frequently: the U.S. crisis involving 
savings and loan associations, in 1991; the Asian Currency Crisis, in 1997; the 
Russian Rouble Crisis, in 1998; and the serious financial crisis of Japan in 
1997–78. In addition, the U.S. stock market collapsed in June 2002 owing to 
unscrupulous account- rigging by large corporations in the United States. Most 
recently, of course, we have had an international financial crisis, which broke 
out in the summer of 2007 in Europe, and exploded into U.S. financial institu-
tions and businesses in 2008–09. Each time a crisis has occurred, governments 
create policy to address it, and the economy recovers from these crises. 
However, as the saying goes, Danger past, God forgotten, another financial 
crisis is soon upon us. Why have we met with financial crises so frequently?

Domestic factors in the financial crisis

First, we would like to point out that “great financiers and stock jobbers” have 
recovered their powers quite rapidly, both politically and economically. If this is 
the case, how has recovery occurred so rapidly?

Regulations in the banking business

As Marx points out, Sir Robert Peel’s Bank Acts of 1844–45 served the great 
financiers in the latter half of the nineteenth century in England. More recent 
financial crises, however, have been defused and averted on account of the suc-
cessful containment of financiers’ interests after World War II. It is therefore 
necessary to discuss how banking regulations established in the 1930s in the 
United States became more relaxed between the 1980s and the present. Histori-
cally, American banking regulations were carried out in the 1930s under the 
Roosevelt Administration. Henry Morgenthau, Jr., Secretary of Finance within 
the Roosevelt Administration, tried to construct a Keynesian financial system 
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based on the Ministry of Finance. One of the objectives of the New Deal policy 
was to change the role of finance capital from “Master of the Economy” to 
“Servant for the Economy.” This policy was carried out with the passage of the 
Glass- Steagall Act of 1933 and the Banking Act of 1935: the former separated 
investment banks from commercial banking institutions, and the latter strength-
ened the function of the Federal Reserve System and the relationship between 
the Ministry of Finance and the Federal Reserve Bank. The Roosevelt Adminis-
tration brought U.S. financial institutions under the auspices of strict rules with 
regard to interest rates and their sphere of activity (Gardner 1969: 76).

Deregulations in the banking business

However, these aforementioned restrictions were dramatically undone in the 
1980s. The Depositary Institution Deregulation and Monetary Control Act of 
1980 abolished strict rules relating to interest rates, permitted the issuance of 
checks on the savings accounts, and extended the business sphere of savings 
institutions. The Garn–St Germain Depositary Institutions Act of 1982 also 
extended the business sphere of savings and loan associations, facilitating what 
could later only be termed as “risky business.” The collapse of U.S. savings and 
loan associations occurred in the late 1980s.
 The Federal Deposit Insurance Corporation Improvement Act of 1991 was 
enacted after the financial crisis of the late 1980s; this legislation underpinned 
the reconstruction of the FDIC. This financial crisis of the late 1980s led to the 
FDIC’s bankruptcy, and considerable volumes of public funds were used to 
rescue it. According to this new rule of law, financial institutions whose ratio of 
net worth exceeds 10 percent are exceptionally permitted to undertake new busi-
ness that resembles securities. The Financial Modernization Act – also known as 
the Gramm–Leach–Bliley Act – of 1999 finally completed the deregulation of 
the U.S. financial system; this law allows for the creation of financial holding 
companies that control the sphere of financial institutions. Securitization by U.S. 
financial institutions, particularly commercial banks, proceeded dramatically in 
the twenty- first century. When banks make a loan, they hold loan assets on their 
balance sheets until the term of lending has finished; however, securitization 
starts when they sell their loan assets to investors and earn fees from those sales.

The securitization of banking assets

The securitization of banking loans has typically proceeded in the home- loan 
business, but we can see that almost all of the loans for cars, leases on comput-
ers, trucks, and the like have been securitized. In former times, U.S. commercial 
banks bolstered profit margins by lending; however, a large proportion of their 
profits are now fed by fees from securitization business; in 1999, for example, 
over 43 percent of the revenues earned by U.S. commercial banks came from 
non- interest fees. Non- interest fees are charged on the credit cards, mortgage- 
service, refinance, mutual fund, and the securitized banking loans. In addition, 
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the securitization of consumer credits is rapidly expanding, and commercial 
banks have business linkage with securitized markets (Bassett and Zakrajsek 
2000: 379–380).
 The economic crisis – whose roots can be traced to Europe in 2007, and 
which worsened in 2008–09 – is predicated on the securitization of the economy 
in both the United States and the world system, following the break- down of the 
Keynesian regime. The nexus of this crisis in 2007 was defaults on subprime 
loan. In the United States, a subprime loan is a home- loan made to the lowest- 
income and most credit- risky citizens. Weakening housing markets led to a dra-
matic reduction in the prices of houses, and subprime loan- owners could not pay 
back their lending institutions, because the repayment cost of the debt was 
rapidly rising. The number of home foreclosures rose and eventually reached an 
all- time high.
 The most recent financial crisis spread worldwide because many financial 
institutions in Europe and Japan invested in the mortgage- backed-securities 
(MBS) that were based on subprime loans. The value of MBS decreased rapidly, 
and several financial institutions worldwide were plunged into grave economic 
circumstances as a result. In the times of Marx, the world economic crises mostly 
started in England; the roots of those crises could generally be traced back to 
excessive international trade (i.e., both imports and exports); few economic crises 
occurred because of excessive international investments. Today, however, exces-
sive international investments are now found to be the cause of financial crises, 
and they thus have a very serious effect on the real economic world.

International factors in the financial crisis

Formation of the worldwide financial hegemony

The contemporary financial crises spread worldwide because activity relating to 
international speculative capital has increased enormously, especially with the 
liberalization of international capital transactions. The Nixon Administration 
declared that the United State would cease to exchange the dollar for gold as of 
August 15, 1971, changing the fixed exchange system to a flexible one in 1973. 
The U.S. liberalization of international capital transactions led to the breakdown 
of the Bretton Woods System and started a period of neo- liberalism in the world 
economy. The U.S. role in the world economy has transformed from “bank of 
the world” into “investment bank of the world,” and liberalization dramatically 
increased the volume of international capital transactions. Vladimir Ilyich Lenin 
wrote that in the age of imperialism “the export of capital as distinguished from 
the export of commodities acquires exceptional importance” (Lenin 1970: 86). 
By analogy, we could also say that the export of capital – as distinguished from 
the export of commodities – has acquired exceptional importance in the age of 
neo- liberalism.
 In the 1980s, the power of political economic hegemony in the United 
States was transferred from the Keynesian coalition, formed by large industrial 
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corporations and organized labor, into the world- wide financial hegemony, 
formed by multinational corporations and banks. The United States started to 
become a giant super- power of economic hegemony, through the liberalization 
of international capital flow; it insisted that other, foreign countries take part in 
the liberalization of international capital transactions. As a result, many coun-
tries liberalized their international capital accounts in the latter half of the 1980s 
and into the 1990s.

Liberalization of international capital transactions

This liberalization of international capital transactions could lead the world 
economy into a financial crisis because it will become an institutional factor that 
generates excessive investment and speculation in particular regions and coun-
tries. U.S. multinational corporations and banks, however, earn huge profits by 
moving capital internationally; in particular U.S. financial institutions gain con-
siderable profits from the securitization of markets worldwide. In fact, world-
wide securitization of finance has served as the basis of U.S. economic 
hegemony.
 International asset transactions have become a crucial factor in determining 
the market price of foreign exchange. The demand and supply of currencies in 
the foreign exchange market are mainly created by international asset transac-
tions; the volume of transactions born out of international trade is relatively 
small. We must pay attention to the fact that international asset transactions have 
strong ties with the development of the securitization of the U.S. economy. The 
excessive securitization of the U.S. economy has dramatically increased the 
status of U.S. securities markets; investment funds all over the world now con-
centrate in the U.S. securities markets, and the market price of securities has a 
serious effect on that of foreign exchange.

The behavior of professional investors and speculators

How do investors behave in securities markets? According to Keynes’ theory, 
revaluations of existing investments are carried out according to convention. 
“Nevertheless” Keynes would say, “the above conventional method of calcula-
tion will be compatible with a considerable measure of continuity and stability in 
our affairs, so long as we can rely on the maintenance of the convention” 
(Keynes 1953: 152). At the same time, he highlights a weak point: “It is its pre-
cariousness which creates no small part of our contemporary problem of secur-
ing sufficient investment” (Keynes 1953: 153).
 First, there has been a gradual increase in the proportion of the equity held by 
persons who do not manage and have no special knowledge of a community’s 
aggregate capital investment circumstances; indeed, the element of real know-
ledge in the valuation of investments has seriously declined. Nowadays for 
example, investors sometimes buy government bonds with no special knowledge 
of the country’s real situation because their yields are comparatively higher than 
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those of other securities. Second, day- to-day fluctuations in the profits of exist-
ing investments tend to have an altogether excessive, and even an absurd, influ-
ence on the market. Third, a conventional valuation that is established as the 
outcome of the mass psychology of a large number of ignorant individuals is 
liable to change violently, as the result of a sudden fluctuation of opinion due to 
factors that otherwise make little difference to the prospective yield. Nowadays, 
we are experiencing “a contagious effect” in the financial crisis, which has 
created a sequence of banking troubles in many countries.
 What of the behavior of professional investors and speculators? Keynes 
writes that

For most of these persons are, in fact, largely concerned, not with making 
superior long- term forecasts of the probable yield of an investment over its 
whole life, but with forecasting changes in a conventional basis of valuation 
a short time ahead of the general public.

(Keynes 1953: 154)

“Thus” explains Keynes, “the professional investor is forced to concern himself 
with the anticipation of impending changes, in the news or in the atmosphere, of 
the kind by which experience shows that the mass psychology of the market is 
most influenced” (Keynes 1953: 155). In essence, professional investors try to 
anticipate the basis of conventional valuation a few months hence, rather than 
the prospective yield of an investment over a longer term comprising several 
years.
 Keynes writes that “As the organization of investment markets improves, the 
risk of the predominance of speculation does, however, increase” (Keynes 1953: 
158). Today, as the internationally liberalized investment system continues to 
develop, speculative capital predominates in investment markets worldwide. The 
United States has been compelled to develop this system because the market 
price of its dollar must be maintained by investment funds entering U.S. securi-
ties markets. The United States exports enormous amounts of capital, but it also 
imports capital – much more than it exports, in fact. It is only for this reason that 
it has been able to maintain the dollar system since the 1980s.

The economic crisis of 2008–09

Fraudulent formation of fictitious capital: subprime mortgage loans

As discussed in the first section, the formation of fictitious capital has played a 
crucial role in financial crises. In the age of Marx, commercial and banking 
credit accelerated the economic growth process, created over- sensitiveness, and 
eventually led to a crisis. In the following examination of the recent subprime 
loan crisis in the United States, we focus on the role of fictitious capital that had 
been created after 2000 by the securitization of financing related to the housing 
boom.
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 Lehman Brothers announced its bankruptcy on September 15, 2008 and the 
U.S. plunged into a serious crisis with a breathtaking moment of economic free- 
fall. Not only the U.S. economy but also that of the entire world became stag-
nant, because of the rapid fall in U.S. imports. The economic crisis in the U.S. 
bottomed out in July 2009 and has been gradually recovering even at the time of 
writing.
 Here, we will review the economic process that took place after the 2000–01 
recession and led to the financial crisis of 2008. The U.S. economy entered a 
phase of economic recovery in mid- 2003 due to tax reductions and monetary 
ease afforded by the Bush Administration. The Federal Reserve, which took on 
an easy monetary policy so as to get out of the 2000–01 recession, gradually 
changed and starting adhering to tighter policy. Since World War II, residential 
prices in the U.S. have continuously increased. However, the increases in 
housing prices gradually became more moderate, making it difficult for home-
owners to take home equity loans or receive mortgage refinancing.
 With the leveling off of prime loans, major financial institutions tended to 
provide subprime loans to borrowers who had little or no history of income and 
a Financing Corporation credit score below a certain threshold, typically below 
620. Financial institutions that provided such subprime loan mortgage sold them 
to Fannie Mae, Freddie Mac, and private financial institutions; these institutions 
in turn pooled mortgages and issued MBS. Baily et al. write that

In this fashion, Wall Street investors were providing the credit to finance 
homebuyers on Main Street. Banks, thrifts, and a new industry of mortgage 
brokers originated the loans but no longer kept them; rather they sold the 
loans off their books to third parties who then pooled the loans to issue 
MBS, pocketing a fee along the way. Thus much more so than in the past, 
volume of fees they received, as they no longer had a financial stake in the 
ultimate outcome of the loan.

(Baily et al. 2010: 80)

In comparison to commercial credit, banking credit, and the joint- stock system, 
the formation of fictitious capital through securitization in the United States has 
occurred on a much larger scale. Originators loan to homebuyers, sell their mort-
gages to buyers, and have a big incentive to extend credit, while mortgage buyers 
– who try to create new securities like MBS – issue and sell these new securities 
to investors worldwide. Fictitious capital through securitization is thus increased 
two- or three- fold by virtue of financial institutions’ fraudulent practices.
 What are the limits of economic prosperity in relation to subprime mortgage 
loans? Eventually, the income of homebuyers must reach a limit; the amount of 
money that they should pay back on subprime loans will rise two or three years 
later in line with their contracts. If the housing price were rising, this paying- 
back would be possible, because homeowners could sell their houses immedi-
ately and easily pay back their debt; however, this is impossible if housing prices 
are leveling off or dropping. The number of foreclosures was rising and values 
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on the housing market started to decline by the end of 2006; by this time, sub-
prime mortgages accounted for 20 percent of all mortgages, compared to only 6 
percent in 2002 (Bardhan 2010: 18).

The collapse of Lehman Brothers and the near- collapse of AIG

The value of MBS fell, as did that of structured securities based on the MBS. 
Financial institutions borrowed more and more money to finance their purchases 
of mortgage- related securities, turning to short- term collateralized borrowing 
like asset- backed commercial paper. Investment banks were, on average, using 
overnight loans to roll over one- quarter of their balance sheet every night. 
However, uncertainty in relation to asset prices caused lenders to abruptly refuse 
to roll over their debts, and over- leveraged banks found themselves exposed to 
de- leveraging, i.e., the need to sell off their assets to raise money. Since many 
banks were forced to do this at the same time, it depressed the price of those 
assets, prompting more demands and margin calls by lenders; this created a 
vicious cycle (Baily et al. 2010: 81). This chain of events prompts one to think 
of the words of Marx who says that

The bourgeois, drunk with prosperity and arrogantly certain himself, has 
just declared that money is a purely imaginary creation. “Commodities 
alone are money,” he said. But now the opposite cry resounds over the 
markets of the world: only money is a commodity. As the hart pants after 
fresh water, so pants his soul after money, the only wealth. In a crisis, the 
antithesis between commodities and their value- form, money, is raised to 
the level of an absolute contradiction.

(Marx 1977: 236)

During the subprime loan crisis, the antithesis between securitized commodities 
and their money was raised to the level of an absolute contradiction. Bear 
Stearns, one of the major investment banks in the United States, declared bank-
ruptcy in March 2008; Fannie Mae and Freddie Mac each lost its asset values 
relating to residential mortgages, fell under the control of the federal govern-
ment, and received public funds from the Federal Reserve on September 7, 2008. 
Lehman Brothers, the fourth- largest investment bank in the United States, 
declared bankruptcy on September 15, 2008. American International Group 
(AIG), however, was barely rescued by the Federal Reserve.

Financial rescue and fiscal stimulus

Today, the world financial system is not based on the gold standard, as it has 
been suspended in the United States since 1934. The Federal Reserve and the 
Administration implemented an aggressive financial rescue plan and bailed out 
financial institutions that had been plunged into problems due to a severe lack of 
money, due in turn to holding many worthless financial assets.
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 The Federal Reserve aggressively used an interest- rate policy in 2007 because 
there were significant increases in the number of defaults and foreclosures, and a 
number of financial companies had started filing for bankruptcy. However, 
another policy was needed in 2008, because the Federal Reserve had cut the 
funds rate target and brought it to the level of 0 to 0.25 percent. The Federal 
Reserve started to undertake large- scale assets purchases – including the debt of 
Fannie Mae, Freddie Mac, and the Federal Home Loan Banks – to reduce long- 
term interest rates. On September 16, 2008, the Federal Reserve extended AIG 
an $85 billion line of credit. This unconventional move by the Federal Reserve 
wrought an enormous expansion of the Federal Reserve’s balance sheet. In the 
latter half of 2008, the assets of the Federal Reserve’s balance sheet rose to over 
$2,000 billion; and this number has continued to grow (Council of Economic 
Advisers 2010: 47–49).
 The Emergency Economic Stabilization Act of 2008 was passed by Congress 
and signed by President Bush on 3 October; it provided up to $700 billion for 
the Troubled Asset Relief Program (TARP) for the purchase of distressed assets 
and for capital injections into financial institutions. These funds provided policy-
makers with the critical resources needed to ensure financial stability. Eventu-
ally, these funds were used to restructure General Motors, which filed for 
bankruptcy on June 1, and Chrysler, which filed on April 30, 2009 (Council of 
Economic Advisers 2010: 49–51).
 Fiscal stimulus was a crucial component of the Obama Administration’s tack-
ling of the economic crisis of 2008–09. If there had not been effective policies, 
the downturn in the fall of 2008 and the winter of 2009 could have turned into a 
second Great Depression. During the Great Depression, the Hoover Administra-
tion had sought to establish a balanced budget during a deepening crisis, because 
a balanced budget was thought to be the keystone of the recovery (Kimmel 1959: 
48). A balanced budget was sought in order to stabilize the dollar under the gold 
standard.
 However, President Obama signed the American Recovery and Reinvestment 
Act of 2009 (ARRA) on February 17, 2009, just 28 days after taking office. This 
Act was the largest countercyclical fiscal action taken in American history. The 
estimated cost of this Act was $787 billion; it provided tax cuts and increases in 
government spending, together equivalent to roughly 2 percent of GDP in 2009 
and 2.25 percent of GDP in 2010. The Council of Economic Advisers writes that

The fiscal stimulus was designed to fill part of the shortfall in aggregate 
demand caused by the collapse of private demand and the Federal Reserve’s 
inability to lower short- term interest rates further. It was part of a compre-
hensive package that included stabilizing the financial system, helping 
responsible homeowners avoid foreclosure, and aiding small business 
through tax relief and increasing lending. The President set as a goal for the 
fiscal stimulus that it raise employment by 3½ million relative to what it 
otherwise would have been.

(Council of Economic Advisers 2010: 52)
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Conclusion
Economic circumstances are very different today when compared with those of 
the nineteenth century. However, the same conditions exist now as did then for 
creating a financial crisis, as discussed in Marx’s Capital, chiefly because the 
political and economic power of “the great financiers and stock market jobbers” 
is increasing, and the gambling activities of international speculative capital con-
tinue to be rampant worldwide. However, there are two decisive conditions 
today that differentiate our age from that of Marx.
 First, we do not live in an economic society based on the international gold 
standard. It is clear that rampant international speculative activities were reduced 
in the age of the IMF ’s fixed exchange system. However, speculative capital 
moves around the world today, given that we are now in an age that features a 
flexible exchange system, and this sometimes creates financial crises. Therefore, 
change from a credit system to a monetary system happens during the occur-
rence of financial crisis, as discussed by Marx. The U.S. central bank, however, 
can supply emergency monetary support to financial institutions, because it is 
free from the constraints inherent in the gold standard.
 Second, we live now in an economic society whose budgetary scale is beyond 
comparison to anything in history. In the case of a financial emergency, the gov-
ernment – even if it is organized according to neo- liberalist thought – can invest 
huge amounts of public funds in troubled financial institutions. They may thus 
be saved, but financial instability never fully subsides, and a rapid and cyclical 
increase and decrease in the price of financial assets continues to recur forever. 
Today, oscillations in the price of financial assets can become very strong, thus 
bearing effects on the real economic sectors. A rapid increase in the price of 
financial assets can create remarkable profits, and a sudden decrease therein can 
create considerable loss in real sectors. We call this “an assets effect on real 
sectors;” typical examples involve the large U.S. automakers, General Motors 
and Chrysler, which were bankrupt in 2009 because of the financial crisis.
 Worldwide, we should take a policy of containment with regard to specula-
tive capital. Reckless activities involving speculative capital will prompt finan-
cial crises and lead the world economy into depression. We must understand that 
inefficient economic activities have taken place in liberalized international 
investment markets, following the breakdown of the Keynesian regime. By no 
means is it simple to change this system immediately; however, it is time that we 
move away from an inefficient and liberalized international investment system to 
construct instead a more stable one.

Note
1 See Baran and Sweezy (1996) for valuable insights into the characteristics of the giant 

corporations in the United States.
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6 The 2008 economic crisis from the 
perspective of changes in prices 
movements

Akira Matsumoto

Introduction
Alan Greenspan, at a public hearing of the United States congress, described the 
financial crisis of 2008 as a “tsunami” (Greenspan 2008). According to him, the 
crisis was akin to an unexpected natural disaster witnessed once in a 100 years.
 However, the economic meltdown of 2008 was not a natural disaster. The 
crisis, which was triggered by the bankruptcy of key American financial com-
panies, had actually begun with the pricing- down of the housing market and the 
increased number of home loan defaulters citing bankruptcy. This exacerbated 
the collapse of the stock market, sending money- market interest rates skyrocket-
ing, and further shrinking the U.S. economy. Thus, 2008 had all the character-
istics of a classical economic crisis. Its severity and far- reaching impacts truly 
made it a “once in a hundred years” disaster (Itoh 2009).
 What were the reasons behind the biggest economic crisis since World War 
II? Are there any differences between the 2008 crisis and the classical one? Why 
have we experienced the crisis like a classical one in spite of the managed cur-
rency system? This chapter attempts to answer these questions.

Characteristics of the economic crisis under the gold 
standard
What were the characteristics of the 2008 economic crisis? What are the implica-
tions of it occurring under a stable movement of prices, in spite of the managed 
currency system? To answer these critical questions, the following section 
surveys the characteristics of the economic crisis under the gold standard 
system.
 In the gold standard system, the standard of prices was specified by law and 
fixed at parity. Since the value of the currency, substantiated by an amount of 
gold, was stable, so were prices. That is, prices moved marginally and, at the 
same time, their movement was connected to the existing business cycle (Jastram 
2009). Generally, prices tend to rise during an economic boom and decline in a 
recession. Moreover, the crisis appeared in the form of the drastic shrinking of 
the economy, accompanied by rapidly declining prices.
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 By its very nature, capitalism involves an anarchic production system that 
mainly focuses on increasing profits for invested capital. Therefore, it runs the 
risk of overproduction, which generates a situation in which the economic boom 
is followed by a crisis. The gold standard was also tied to in- and outflows of 
gold, and prices tended to move within a narrow range. The economic boom 
caused by surging profits across the economy was characterized by expanded 
credit, increasing demand, and price jumps (above the value of commodities). 
However, the economy soon faced major sale slumps and widespread debt 
defaults. This brought about the monetary crisis; the central bank started releas-
ing its gold reserves, and at the same time interest rates skyrocketed. Finally, the 
crisis initiated by economic overproduction spread to other sectors in general, 
resulting in the destruction of commodity values (that is, price write- downs and 
commodity- dumping). To adjust during recession, the economy went into a low- 
price period until its original levels of market activity and prices could be 
recovered.
 As mentioned above, the contradiction between production and consumption 
in a capitalist system under the gold standard initially appeared as an economic 
boom with rising prices. When this contradiction led to crisis, the result was a 
period of urgent price adjustments, wherein prices were reduced artificially. In 
the process, excess capital was destroyed (destruction of values), bankruptcies 
occurred on a massive scale, and the unemployment rate soared. In other words, 
the crisis could be described as “a compulsory adjustment of price toward 
value.” In the gold standard system, adjustments to the failing economy saw the 
value of currency preserved at the cost of capital value. This process also meant 
a redistribution of income via increasing unemployment and declining wages.

Economic crisis and adjustments in the post- World War II 
period
After World War II, capitalist countries tried to overcome economic crises by 
implementing compulsory and serious adjustments that substantially altered 
these economies’ operations as they had been before the war. They attempted to 
do this by abandoning the gold standard system, because the fixed parity between 
gold and the currency was regarded as a critical cause of pre- war economic 
crises. After the war, a managed currency system replaced the gold standard in 
most of the advanced countries.
 Under the managed currency system of the postwar period, inflation was built 
into the economic system. This was because of the suspension of gold conver-
sion and the introduction of fiscal policy. From the perspective of Keynesian 
effective demand policy, the state began to intrude on the national economy by 
means of its fiscal policy. The policy created an effective demand to overcome 
the overproduction that had resulted from shortages in the aggregate demand to 
the aggregate supply ratio. Government spending was financed by deficit bonds, 
which were absorbed in the City or undertaken by the central bank through its 
market operations.
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 Moreover, the central bank was free from the restrictions of gold conversion 
and so it was able to supply additional money in the form of relief loans. Such 
loans offered temporary relief, offsetting the sudden tightness of the money 
market – that is, the monetary crisis – that often occurs as an economic crisis 
unfolds.
 The additional government spending and the relief loans from the central 
bank further propped up prices, permitting them to remain at higher- than-par 
values. Most capitalist economies with a managed currency system seemed to no 
longer experience an economic crisis involving serious price declines and the 
destruction of commodity values, as they would have with classical crises under 
the gold standard.
 The money supply, through the twin routes of state spending and bank loans, 
appeared to successfully prevent destructive deflation – that is, falling prices of 
commodities or capital, leading to the destruction of values. Instead of an eco-
nomic crisis with a hard shrinking of the economy, however, this resulted in con-
stant inflation in the postwar period. Note that for purposes of this chapter, the 
notion of a money supply that causes inflation refers to a ratio, with the denomi-
nator given by the quantity of money required in circulation, and the numerator 
given by the supply of excess money (money not required in circulation). 
Though the periodic economic contractions that formerly accompanied eco-
nomic crisis appeared to have disappeared, the de facto standard price remained 
volatile, and the value of currency stayed vulnerable to depreciation. Overall, 
inflation – in lieu of a shrinking economy – appeared as the contradiction to the 
smooth growth of the modern capitalist economy. In other words, the economic 
adjustments to capitalistic overproduction that are made under the managed cur-
rency system appear to have the objective of preserving the value of capital, 
while destroying the value of currency and causing inflation at the same time 
(Yamada 1977).
 State- monopolistic economic policies were not always able to resolve the 
basic contradictions of capitalist systems. The inevitable destruction of asset 
values by overproduction occurred in the process of inflation. This was because 
the effects of inflation spread sequentially, from big monopolistic companies 
supported by the government to ordinary households. The monopolistic 
company, which had been supplied with depreciated currency, in turn shifted 
this depreciation in worth onto its commodity price, thus earning back a part of 
the value and preventing a total loss. The destruction of value that appears as 
inflation, that is, depreciation of currency value, involves the redistribution 
process of income, by which the rising nominal price proceeds or spreads out, in 
order, from monopoly capital and the rich to the low- income class.
 In the early 1970s, the United States gave up pegging the dollar value to gold 
prices and converting a dollar into a certain amount of gold. Other capitalist 
countries were subsequently forced to switch to the new floating rate system. As 
the United States was the key currency country and had no obligation to fixed 
parity, other countries could not continue to keep fixed exchange rates relative to 
the U.S. dollar. The floating rate system extinguished the rules of the game under 
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the IMF (International Monetary Fund) regime, which had followed a policy of 
price stability since World War II. Therefore, contradictions in postwar inflation 
policy began to appear, giving rise to hyperinflation after the mid- 1970s. The 
turning point was the oil crisis.
 Following this event, capitalist countries began to put deflationary pressures 
on their economies to reduce inflation by implementing monetary policy contra-
dictions based on monetarist theory. Simultaneously, the state continued its 
expansionary spending policy, so as to avoid an economic crisis. Thus, capitalist 
countries were faced with two conflicting tasks: to hold inflation in check by 
maintaining the value of their currency and to support their economy by state 
interventions that preserved capital values. Due to the impossibility of doing 
both simultaneously, the period from the end of the 1970s to the early 1980s saw 
significant stagflation.

Problems observed in the 2008 economic crisis
The above section mentions the different characteristics of business cycles under 
both the gold standard and the managed systems. These can be summarized as 
follows. Under the gold standard system, the business cycle was clearly periodic 
and involved pro- cyclical price movements. But in the postwar period, inflation 
was built into the economy and then financial crisis accompanied by the sudden 
shrinking of the economy, as under the gold standard system, seemed to disap-
pear. The inevitable contradictions that arise in a capitalist economy appeared in 
the form of a general increase of prices (inflation) rather than taking the form of 
economic crises. The manifestations of economic contradictions under the 
managed currency system stand in marked contrast to those under the gold 
standard system.
 However, the 2008 crisis had a unique pattern. As can be seen in Figure 6.1, 
since the mid- 1980s, prices in developed countries became stable. In spite of the 
managed currency system, the 2008 crisis occurred under stable price conditions. 
Moreover, in 2008, the countries hit by the crisis were also faced with rapid con-
tractions of their economies, falling prices, increasing unemployment, decreas-
ing production, and a slowdown of consumption. So although the managed 
currency system had been adopted, the 2008 crisis looked like a classical eco-
nomic crisis under the gold standard system. The governments in the developed 
countries continued with their respective fiscal policies, and some were exposed 
to the dangers of a strict budget deficit. Yet this was not a source of inflation.1 So 
why does an economic crisis with all the characteristics of a classical one occur 
in the managed currency system with stable price conditions?
 It should be noted that, since the 1980s, the world has seen the rise and bust of 
many bubble economies. The 2008 economic crisis originated in the burst of the 
subprime bubble and its effects were felt worldwide. This gives rise to the next 
crucial issue: the conditions that link a bubble economy to stable price move-
ments. Do the economic adjustments under the 2008 economic crisis have any 
theoretical implications? These issues are addressed in the following sections.
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The economic slowdown and fall in prices: the first 
characteristic feature of the 2008 economic crisis
The first characteristic feature of the 2008 crisis was that it occurred under stable 
price conditions with massive government spending and a critical budget deficit 
in place. The problem was not one of inflation but, in fact, deflation. What were 
the reasons for the coexistence of deflation and an inflationary fiscal policy at the 
same time?
 To answer this question, it is important to review the fact that prices did not 
rise when government spending increased, and neither did the aggregate demand 
increase in spite of consecutive inflationary factors. The shrinking aggregate 
demand was the basic underlying reason that prices did not react to increased 
spending. One possible reason could be the economy’s long- term tendency to 
stagnate, an issue that is considered below.
 Figure 6.2 shows the production index of the developed countries with a relative 
growth rate based on data from the previous year and a linear trend. It is obvious 
from the figure that advanced countries have had a tendency to decrease their indus-
trial production. The data presented is divided into two parts: the period up to 1970 
and the period from 1970 to 2008. The first part shows an upward tendency, while 
the second part shows a tendency to decrease. Moreover, the factory- operating ratio 
for industries in the U.S. decreased since the 1970s: the average between 1960 and 
1969 was 85 percent, compared with 79.8 percent after the 1960s.
 This brings us back to the issue of the economy’s long- term tendency to stag-
nate, especially in the period after 1980, as was demonstrated above. This topic 
is addressed in the next section.
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Figure 6.1  Price fluctuation, 1971–2008 (source: IMF, IFS Database).
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Tendency toward economic stagnation in monopolistic capitalism

The first factor behind the slowdown of the capitalist economy, especially since 
the 1970s, is the tendency toward stagnation in the stage of monopolistic capital-
ism. As an economy develops, so does its production power. A certain section of 
the population can come to produce more than before, so that the national 
economy enjoys a surplus. On the one hand, this situation implies that monopo-
listic capitalism is the highest stage of capitalism. Therefore, at this stage, the 
economy has the most surplus in its economic history. On the other hand, 
however, this means that capital has lost its opportunity for profitability and 
there is a shortage of investment opportunities in this stage of monopolistic 
capitalism (see Figure 6.3). Monopolistic capital is able to flood the market, as 
there is no room for expansion in the economy.
 This situation typically finds expression in falling profits. Baran and Sweezy 
(1996) asserted that monopoly capitalism has a tendency toward economic slow-
down. This stage lacks the investment opportunities that ensure enough profita-
bility to absorb the surplus produced by increasing the productive forces. 
Actually, in the 1960s, channels other than capital accumulation – such as an 
expansion of the market and government spending – had prevented economic 
slackening. Historically, however, such channels had their limitations, and the 
overcapacity of monopolistic capital reduced the expected rate of earnings for 
new investments. This dampened the willingness to invest and initiated the long- 
term economic slowdown.
 This theory found resonance with Brenner (2002: 40–41), who argued “the 
impasse of the international manufacturing sector at the end of the 1970s, result-
ing from the deepening of the crisis of profitability throughout the previous 
decade.” Moreover, the Japanese economist Mizuno (2008) also asserted the 
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Figure 6.2  Increasing rate of industrial production index in the advanced country relative 
to previous year (source: IMF, IFS Database).
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same long- term trends of economic slackening and falling profit rate in develop-
ing countries. He demonstrated the tendency of the long- term interest rate (and 
of long- term bond yields) to fall, indicating a falling profit rate.

The tendency toward economic slackening and globalization: the 
worldwide investment movement and wage restraints

This section will discuss the second reason for economic slackening in developed 
countries: globalization, which has been observed especially since the mid- 
1970s, and which has occurred alongside the tendency toward falling profit 
rates.
 In its White Paper on the International Economy 2005, the METI (Ministry of 
Economy, Trade, and Industry) of Japan described the relationship between the 
transfer of industries overseas and economic development, and the economic 
relevance of this relationship, in the following terms:

First, an industry which began in domestic supply takes advantage of cheap 
wages and gradually develops strength in the assembly area, shifting to an 
assembly production type structure in which intermediate goods are 
imported and final goods are exported. Next, the industry builds competit-
iveness in intermediate goods in addition to final goods by improving the 
level of its technology, which enables it to develop into a domestic overall 
production- type industry, which is internationally competitive for both types 
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of goods. Once the industry has passed the height of its maturity, however, 
it loses competitiveness in assembly due to factors such as increasing wage 
levels, at which point it begins to specialize in intermediate goods, which 
are more capital- intensive. Finally, the industry as a whole loses its compar-
ative advantage, begins to import a surplus of intermediate goods, and is no 
longer shown as internationally competitive.

(METI 2005: 241)

To summarize the above points, in capitalist countries, especially in advanced 
countries that are faced with international competition in labor- intensive indus-
tries, labor- intensive sectors should be transferred abroad, while intermediate- 
good production sectors that are capital intensive remain in the country. As 
witnessed in emerging nations since the 1980s, such tendencies have also 
appeared in developed countries such as Japan. America has already turned into 
a nation that imports many of its consumer products because many industries 
have moved to overseas locations.
 Then the problem is how the profit rate in these advanced countries has fared 
given this tendency. One approach suggests that the source of corporate profit is 
the new added value produced by wage workers (according to the labor value of 
theory). The volume of this added value is connected to the magnitude of the 
profit to some extent. At the same time, capital goods such as machinery and 
facilities do not produce any new value, but instead contribute to increasing the 
volume of commodities produced by labor. This should have a number of effects 
on corporate competition in the market. First, firms faced with competition in the 
market tend to reduce their commodity price, so as to sell more of the commodi-
ties they bring to market. Introducing new machines and technology allows 
workers to produce more than before in a given time: in this manner, the value 
of the commodity can be reduced. In the first stage of market competition, a 
company that is the first to introduce new machinery into its production process 
can gain extra profits or create special surplus value. Once all the companies 
competing in the market have introduced new machinery, the social value of the 
commodity declines. Moreover, even with competition, the total value of the 
commodities produced is never changed; that is, they never increase their total 
added value. Conversely, the ratio of valuation of capital goods that do not 
produce new values to the invested capital increases as a result of introducing 
new equipment. On the other hand, the amount of labor and the volume of work 
declines relative to that of capital goods. This decreases the amount of added 
values and surplus values. In this way, the profit rate declines because the added 
value decreases relative to expenses. This enhances the organic composition of 
capital and the tendency of the profit rate to fall.
 Marx had predicted that such a situation would appear everywhere as a result of 
global competition. In advanced countries, investments in capital goods intended 
for global competitive markets increases. Such propensities make the profit rate 
fall as a result of the enhanced organic composition of capital (see Figure 6.4). 
Similarly, companies are (that is, capital is) faced with the option of transferring 
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their (its) labor- intensive sectors overseas in pursuit of low- wage workers. There-
fore, in advanced countries, the organic composition of capital should rise. After 
all, these countries appear to have a tendency toward falling profit rates.2
 Companies in advanced countries cope with this tendency and simultaneously 
increase their capital goods’ investment by restraining the wage level. Thus, in 
developing countries, the wage level, which labor can take from the total amount 
of added values, declines seriatim compared with the high growth period during 
which capital enjoyed high profitability, and the unequal distribution of income 
shifts toward capital and against labor. There is constant pressure toward lower 
levels of wages, in contrast to the movement of wages during the high growth 
era in developed countries.
 We can capture this tendency in Figure 6.5, which shows the ratio of wages 
to GDP in the U.S. Moreover, the labor share of income in Japan has shown a 
tendency to decline since the 1970s (see Figure 6.6). This, along with a decreas-
ing consumption demand and narrowing domestic markets, has brought about 
deflation and economic slowdown.

The bubble economy and widening income disparity in 
society: the second characteristic feature of the 2008 
economic crisis
The second characteristic feature of the 2008 economic crisis is that the crisis 
occurred in the bubble economy, which has appeared since the 1980s 
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age of domestic profits (source: Economic Report of the President, 2011, 
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(Yamaguchi 2009). Why did the modern capitalist economy support a bubble 
economy? The reason is that monopoly capital has changed its inherent form as 
the real economy has slackened (especially given the tendency of the profit rate 
to fall in the manufacturing industry).
 In the twentieth century, the capitalist economy entered the stage of monopo-
listic capitalism. The systematic analyses of monopolistic capitalism developed 
over several years. Economic theorists from Marx to Hilferding and Lenin have 
proven that free market competition brought forth the concentration of produc-
tion, and this concentration developed into monopolistic capitalism.3 In other 
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words, they confirmed that monopolistic capital was established out of industrial 
or productive capital.
 Their analyses also focused on the important role played by banks, because 
banking capital was connected to industrial capital, which had already moved 
into the stage of monopolistic capital.4 Banking capital tends to concentrate its 
business and centralize money capital. This capital is also connected to industrial 
capital. It would be safe to say that capital which combines both monopolistic 
and banking capital is called “financial capital” and represents the highest stage 
of monopolistic capitalism.5 In other words, financial capital is banking capital 
that is connected and adheres to industrial capital owing to the dominant profits 
produced by industrial capital.
 Regarding this matter, Sweezy (1956: 166) wrote:

Hence the centralization of capital in the industrial capital in the industrial 
sphere finds a counterpart in the growth of larger and larger banking units. 
On this basis, there arises that inner personal union of inter- locking directo-
rates and communities of interest, which binds together the most important 
banking and industrial magnates in all the advanced countries.

Sweezy captured the characteristics of monopolistic capital from the same per-
spective as did Lenin and others. According to these authors, until the 1960s, 
monopolistic capital growth emphasized industrial capital; banking capital, 
whose profits were based on earnings in the real economy, enjoyed a cozy rela-
tionship with industrial capital. As long as banking capital remained parasitic on 
the profits of industrial capital, monopolistic capital was connected to the pro-
duction of value in the economy.
 However, as mentioned above, the profit rate of the industrial capital in 
modern capitalist countries has reduced, and monopolistic capitalism has fallen 
into a pattern of long- term economic slackening. Investment opportunities have 
diminished and, as a result, the excess capital has spilled over to the financial 
sectors. The financial capital that has had a parasitic relationship with industrial 
capital in the monopolistic capital stage has been earning profits independently 
from industrial capital (Sweezy 1994). That is, financial capital has changed 
from being linked to the real economy to becoming autonomous speculative 
financial capital. This means that capitalism has moved to the stage of financial 
hypertrophy (Foster and Magdoff 2009).
 The section below itemizes the features of an economic society where finan-
cial capital moves autonomously and accumulates its capital independent of the 
movement of industrial capitals.

1 The core economy becomes stagnant. The profit rate of industrial capital 
decreases and investment opportunities are insufficient.

2 New industries do not need to be created from scratch. New businesses 
emerge as a kind of simple reproduction of existing patterns. Funds can be 
raised from accumulated depreciation.
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3 New industries, originally spotlighted in the 1990s, become fewer with the 
maturity of the economy. The information technology (IT) industry was less 
efficient from the point of view of creating a broad new industrial base than 
previous new industries had been in previous decades.

4 Money capitalists still intend to preserve their capital in money markets. 
Thus, capitalists still invest their money capital in the financial market in 
order to magnify it, resulting in financial hypertrophy.

5 Accordingly, inequalities in income and wealth continue. At the bottom of 
the economy, the rate of unemployment increases and workers face low 
wages because of the economic slackening. Even as consumption declines, 
the wealthy increase their speculative investments.

6 Debts are increased by the activation of financial investments. Their rate of 
increase doubles because debts also grow when financial assets expand.

Globally, in the 1980s, both market fundamentalism and deregulation grew 
rapidly and became prevalent in the world economy. Underlining this was the 
fact that monopolistic capital had metamorphosed and financial capital had 
gained power. Money capital seeks a free environment in which it can move 
between markets to earn speculative profits, since it has a qualitative identity 
without any border restrictions. Therefore, it seeks the liberalization of capital 
markets and the removal of financial restrictions.6 After liberalization, it moves 
to those financial markets where it can most efficiently expand its sphere of 
activity, producing various special financial instruments to make money. In this 
way, the transfiguration of monopolistic capital along with the prominence and 
autonomy of financial capital constitute the primary reasons why the bubble 
economy evolved with post- 1980 changes in price movements under the 
managed currency system.

The important role of the international currency system: the 
third characteristic of the economic crisis of 2008
Fully understanding the characteristics of the 2008 crisis also requires that we 
observe the role of the international currency system – and specifically, the role 
of the U.S. dollar as the key currency. This section thus presents the international 
currency system as the third characteristic feature of the 2008 economic crisis.
 The bubble economy mentioned in the previous sections had temporarily 
propped up the capitalist economy, which had been stuck in an economic slow-
down since the 1980s. In fact, that is the role of a bubble economy in modern 
capitalism. The bubble economy, which was born from financial capital, gained 
power in the 1980s as debts accumulated. This was due to the fact that a bubble 
economy accrues earnings as a result of the loan transactions of financial capital, 
especially those involving credit creation. However, no country can consistently 
accumulate financial debt while keeping its production equilibrium intact, 
because countries have restrictions on their balance of international payments 
and foreign reserves. Even as the movement of financial capital in a country 
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becomes brisk and domestic demand is stimulated, financial debt is accumulated, 
leading to a deficit in the balance of international payments, a shortage of foreign 
reserves, and a sudden fall in the value of its own currency. These are all results 
of a bubble economy. At such times, the government should tighten its financial 
policies, thereby decelerating the economy and encouraging industrial overpro-
duction. Then the country is faced with an export- dependent policy. It seeks a 
foreign outlet for the overproduction.
 Only the United States of America has proven to be an exception to this rule. 
The U.S., as the key currency country, has been exempt from the restriction of 
balancing its international payments, since it can fulfill its obligations by using 
its own currency. This means that the U.S. can settle deficits of its own current 
balance with its own currency, the dollar; this is the seigniorage of the key- 
currency country. It should be noted that the substance of the dollars in interna-
tional currency flows consists of the deposits of financial institutions in the U.S. 
financial market. That is, the international currency dollar is the debt of the U.S. 
Thus, the U.S. can settle its own deficits by means of its own debt, which origi-
nates in credit creation. Therefore, as long as the U.S. dollar is the key currency, 
the dollar as debt will be accepted by all countries, and the U.S. can continue to 
import products and consume them to any degree. This reveals a pattern whereby 
the key- currency country becomes the debtor, consumer, and, at the same time, 
the outlet for the overproduction of other countries (Akiyama and Yoshida 
2008).
 As long as the U.S. continues to be a debtor nation on this basis, dollar- debt 
is accumulated in other countries. What will be the impact of this phenomenon? 
The dollar, which originates in deficits in the U.S. international balance, is a 
form of American debt. This is an asset for other countries. As an asset should 
not be left lying idle, private capital sources and foreign governments must 
invest it in the American financial markets.7 This movement then becomes a 
basic condition for the expansion of the financial markets.
 The countries that have a surplus in their current balances and hold a large 
amount of dollars have invested them in assets such as U.S. government bonds. 
Therefore, they want to avoid a collapse in the dollar due to the huge deficit in 
the U.S. balance of payments. Accordingly, these governments have been faced 
with the choice of sustaining the dollar exchange rate, or trying to make a soft 
landing. This was the background for both the Plaza Agreement (1985) and the 
Louvre Accord (1987), in which international coordinating policies were adopted 
to control the fall of the dollar and stabilize it.
 This shows that peripheral countries in the international currency system, 
which own large dollar assets, must adopt a cooperative international policy to 
maintain the dollar and protect the value of their own assets against the dollar. 
These countries have been conscious of the relation between their own currency 
and the dollar, both before the 1980s and following the recent shifts in U.S. 
monetary policy. After all, this process recognizes the necessity of foreign 
exchange reserves and the stability of the exchange rate even in the floating 
exchange rate system. In 1980, countries such as those in the European Union 
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aimed at price stability and fiscal discipline, while Japan and others aimed for 
external equilibrium, and especially for the stability of the dollar. The coopera-
tive financial policy adopted by these countries can be regarded as a quasi, or de 
facto, equilibrium exchange rate policy with international cooperation in stabi-
lizing exchange rates relative to the dollar and to price movements (Table 6.1). 
The question that arises here is this: what is the relevance of this foreign 
exchange policy and cooperative international monetary policy for price stability 
since the 1980s?
 The dollar, which was born from the deficit in the U.S. balance of payments, 
has returned to its home country. In other words, the dollar as a debt has been 
reinvested in the U.S. financial markets. This was a condition for credit creation 
in the American financial markets. The dollar was born as debt on the balance 
sheets of banks when banks made loans to firms. Dollar deposits – as banks’ 
debt – originate when banks make loans – as banks’ assets. This is the process of 
credit creation. This process explains the origins of the dollars that have pre-
vailed as a financial capital resource, and permitted the dollar to maintain its 
position as a global money capital instrument. At the same time, as the value of 
currency stabilized with the decline in the worldwide rate of price inflation, 
financial capital has moved freely between the global financial markets, facilitat-
ing the performance of their speculative function. The structure mentioned above 
has been a condition for the global frequency of bubble economies since the 
1980s.

Concluding remarks
Contradictions in the modern capitalist system have appeared as stagflation since 
the late 1970s. In the 1980s, the contradictions appeared to be resolved. But in 
reality, old contradicitions were being transformed into new ones. The excessive 
money capital, born from deficits in the U.S. balance of payments, was rerouted 
to “the confined space” of the asset market. It became a condition for credit crea-
tion, expanding loan transactions, and producing excess demand, which led to 
the huge deficit in the U.S. balance of payments. This excess demand appeared 

Table 6.1 Average fluctuation rate of price (percent)

1951–70 1971–89 1990–2008 1971–85 1986–2008

World 5.40 13.51 10.07 13.41 10.73
Eurozone –  – 2.07  – 2.07
Japan 4.93 5.71 0.57 6.99 0.63
Germany –  – 2.03  – 2.03
France 4.91 8.27 1.90 9.67 2.09
United Kingdom 3.72 10.23 3.35 11.60 3.65
United States 2.44 6.35 2.95 7.08 3.07
Advanced Economies – 7.81 2.61 8.87 2.82

Source: IMF, IFS Database.
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to be tied to the overproduction inherent in modern capitalism; that is, it resulted 
from a bubble economy. However, the cost of a bubble economy has to be borne, 
because abnormal price speculation in the asset market and the excessive 
demand based on this speculation are actually demands for capital gains without 
any substance. Price increases in a bubble economy are essentially price hikes 
over products’ parity values, created by fictitious demand. Thus, prices have to 
be adjusted forcibly at some point of time. Such adjustments appear during 
financial- market collapse, leading to the bankruptcy of many financial institu-
tions. The situation also sees an injection of public funds for the settlement of 
bad loans and an overall contraction in the real economy. This was the contra-
diction of capital that formed the substance of the 2008 economic crisis which 
originated in the United States of America.

Notes
1 The government and the central bank have been increasing spending and relief financ-

ing since the 2008 crisis. However, this does not appear to cause inflation. On the con-
trary, many advocates have argued against the possibility of inflation. For example, P. 
Volker, the former president of the FRB, pointed out the similarity of the 2008 situ-
ation with the inflation of the 1970s in an address on April 8, 2008. Moreover, the pres-
ident of the ECB, Jean- Claude Trichet, also urged caution that the inflation would go 
on the same way as in the 1970s (see also Kato 2008).

2 According to Karl Marx,

if capitals in different spheres of production . . ., i.e., capitals of equal magnitude, 
produce unequal profits in consequence of their different organic composition, 
then it follows that the profits of unequal capitals in different spheres of produc-
tion cannot be proportional to their respective magnitudes.

This is particularly important in comparing rates of profit in different countries. Let us 
assume that the rate of surplus- value in one European country is 100 percent . . . the 
rate of profit in an Asian country is 25 percent. . . . Let 84c + 16v be the composition of 
the national capital in the European country, and 16c + 84v in the Asian country. . . . 
Then we have the following calculation:

In the European country the value of the product = 84c + 16v + 16s = 116; rate of 
profit = 16/100 = 16%.
 In the Asian country the value of the product = 16c + 84v + 21s = 121; rate of 
profit = 21/100 = 21%.
 The rate of profit in the Asian country is thus more than 25 percent higher than 
in the European country, although the rate of surplus- value in the former is one- 
fourth that of the latter.

(Marx 1967: 148–151)

3 For example, Lenin wrote about the monopoly capital in the following manner:

Official science tried, by a conspiracy of silence, to kill the works of Marx, who 
by a theoretical and historical analysis of capitalism had proved that free competi-
tion gives rise to the concentration of production, which, in turn, at a certain stage 
of development, leads to monopoly. Today, monopoly has become a fact.

(Lenin 1964: 200)

4 Lenin indicated the following about the importance of banks in the monopolistic 
capital:
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As banking develops and becomes concentrated in a small number of establish-
ments, the banks grow from modest middlemen into powerful monopolies having 
at their command almost the whole of the money capital of all the capitalists and 
small businessmen and also the larger part of the means of production and sources 
of raw materials in any country and in a number of countries.

(Lenin 1964: 210)

5 The banks have to invest an ever- increasing part of their capital in industry, and in this 
way they become to a greater and greater extent industrial capitalists. I call bank 
capital, that is, capital in money form which is actually transformed in this way into 
industrial capital, finance capital (Hilferding 1981: 225).

6 In response to the impasse of the international manufacturing sector at the end of 1970s 
. . . governments across the advanced capitalist economies sought to ease into financial 
activities and pave the way for higher returns. To do so, they initiated not only a per-
manent war against inflation, but also a far- reaching process of financial deregulation 
(Brenner 2002: 40–41).

7 See the Bank for International Settlements reports on the transaction of foreign 
exchange market.
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Part II

Regimes of capitalism





7 Cyclical crisis, structural crisis, 
systemic crisis, and future of 
capitalism

Nobuharu Yokokawa1

Introduction
This paper attempts to rehabilitate a historical and theoretical method of political 
economy. I consider a conceptual “marriage” between Marx’s historical and 
theoretical political economy and Veblen’s institutional and evolutionary eco-
nomics possible and most promising as a framework of political economy.2 
Since Marx’s original intention to dedicate Capital to Darwin,3 the two schools 
have a long history in integrating with each other. Bernstein (1911) attempted to 
revise Marx’s theory by replacing Marx’s neo- Hegelian dialectics with Darwin-
ism; Veblen (2007) had a strong interest in Marx’s theory and he was very sym-
pathetic to Bernstein’s attempt; Hilferding (1980) and Lenin (1996) attempted to 
elaborate the historical part of Marx’s theory. Kozo Uno integrated those 
attempts in his three- level economic analysis of capitalism.4 
 Uno’s three- level economic analysis has solved two pending issues of histor-
ical political economy: a general theory functions as the foundation of historical 
analysis, and a stage theory of capitalist world system functions as the founda-
tion for empirical analysis. On the other hand, Uno’s stage theory is still affected 
by teleology consisting of his prophecy regarding socialism and Hegelian three- 
phase dialectics. Uno considered the end of imperialism to be the end of capital-
ism itself. However, capitalism revived again after World War II in a new form, 
and it enjoyed its highest and most continuous growth in its 200-year history 
between the mid- 1950s and the 1960s. Uno’s prophecy has not come true, just as 
Marx’s did not.
 In this chapter, I propose a new framework for historical and theoretical polit-
ical economy, institutional Marxian political economy which consists of the 
basic theory of capitalism, the intermediate theory of specific types of capitalist 
world systems, and empirical analysis. Then I introduce a dynamic theory of 
comparative advantage and build the most basic part of the intermediate theory, 
namely accumulation of capital and the law of value (or the self- regulating char-
acter of capital accumulation). The law of value works in the established stage of 
each capitalist world system with supporting social institutions. We investigate 
cyclical crises that reinforced the law of value in the established stage of 
the post- World War II capitalist world system (i.e., bureaucratic capitalism), 
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structural crisis that changed the accumulation regime of bureaucratic capitalism 
in the 1970s, business cycles after structural crisis, and finally we investigate 
whether the subprime loan crisis is a systemic crisis that destroys bureaucratic 
capitalism.

Institutional Marxian political economy
The intermediate theory of institutional Marxian political economy is based on 
the concept of the capitalist world system. During the evolutionary process of 
capitalism, numerous varieties of capitalist economies have appeared. While 
most of them have failed to establish a new world system, the British variety in 
the nineteenth century and the U.S. variety in the twentieth century have been 
able to establish respective capitalist world systems with complementary 
institutions.
 Each capitalist world system had its stages of development, and, most import-
antly, its stages of establishment (Table 7.1). Each stage has leading or dynamic 
industries, agriculture and wool in mercantilism, cotton and railways in liberal-
ism, heavy and chemical in imperialism, machinery in interregnum, machinery 
in welfare state, IT in neo- liberalism.
 The capitalist world system was first established when the British variety of 
capitalism created complementary institutions, including cotton and railway 
industries, as the dynamic industries in the period of liberalism. I call it “market 
capitalism” because it was characterized by the coordination of the economy by 
the market such as free trade and the gold standard. Dynamic comparative 
advantages of cotton and railway industries were fully developed in this capital 
accumulation regime with foreign demand as the engine of demand growth. It 
created the first golden age of capitalism. Cyclical crises reinforced the self- 
regulating nature of capitalist economy by solving conflicts between workers 
and capital over income distribution.
 After the structural crisis of the capital accumulation regime of liberalism in 
the late nineteenth century, dynamic industries shifted to heavy and chemical 
industries and the centre of economic growth shifted from the UK to the U.S. 
and Germany. A new capital accumulation regime, imperialism, was created 
with two challengers and one old hegemon. The dynamic advantage of heavy 
and chemical industries was not fully developed under imperialism due to 

Table 7.1 Periodization of capitalist world systems

Formation Establishment 
(golden age)

Diversification 
(globalization)

Systemic crisis

Market 
Capitalism 

Mercantilism 
(1750s–1810s)

Liberalism 
(1820s–70s)

Imperialism 
(1870s–1910s)

Interregnum 
(1920s–40s)

Bureaucratic 
Capitalism 

Interregnum 
(1920s–40s)

Welfare State 
(1950s–70s)

Neo-Liberalism 
(1980s–90s)

2000–
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demand constraints. Market capitalism finally collapsed under the systemic crisis 
of the great depression in the 1930s, and was replaced by “bureaucratic capital-
ism” after World War II.
 The second capitalist world system was established when the U.S. created 
complementary institutions, including the welfare state with mass production 
and mass consumption system, with machinery as the dynamic industry. A 
dynamic comparative advantage of machinery industries was fully developed in 
this capital accumulation regime, which successfully replaced foreign demand 
by domestic demand, and which involved wages as the engine of demand 
growth. This created the second golden age of capitalism. I call it “bureaucratic 
capitalism” because it was characterized by the coordination of economies by 
well structured bureaucratic systems of oligopolistic corporations, big govern-
ments and Bretton Woods international institutions. Mild business cycles rein-
forced the self- regulating character of capitalist economy by solving conflicts 
between workers and capital over income distribution.
 After the structural crisis of capital accumulation regime in the 1970s, a new 
capital accumulation regime, neo- liberalism, was created which destroyed the 
link between wages and productivity growth. The dynamic advantage of IT has 
not fully developed in the neo- liberalism accumulation regime due to demand 
constraints.
 The new methodology of institutional Marxian political economy differs from 
Uno’s three- level economic analysis in the following three respects.

1 We emphasize the importance of building a new stage theory which covers 
the development of capitalism after World War I. We cannot presuppose the 
end of imperialism to be the end of capitalism itself as Uno predicted. Inter-
mediate theories must be free from teleology.

2 While Uno’s stage theory provides only a historical analysis of stages of 
capitalist development, intermediate theory is both a historical and theoret-
ical analysis of a particular type of capitalist world system. I argue that the 
self- regulating character of capital accumulation (the law of value) operated 
in the established period of bureaucratic capitalism as well as in the estab-
lished period of market capitalism. Basic theories of market capitalism and 
of bureaucratic capitalism explain more concrete economic laws in these 
capitalist world systems than the basic theory of capitalism, and they give 
reference points for analyzing historical developments of each capitalist 
world system. Historical analyses of intermediate theory provide analyses of 
the stages of development of these respective capitalist world systems.

3 In multilevel analyses, analysis at a lower level of abstraction must be 
guided by more abstract analysis, while more abstract analyses must be rein-
forced by factual findings in less abstract analyses. In my opinion, not only 
factual findings by intermediate theory but also theoretical findings in basic 
theories of particular types of capitalist world systems must be reflected in 
the basic theory of capitalism. The basic theory of capitalism is formulated 
with windows that accommodate plural sets of complementary institutions. 
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In contrast to Uno’s general theory, which is a complete and closed theory 
based on his model of pure capitalism, and has no space to accommodate 
theoretical findings in non- pure capitalism, the basic theory of capitalism 
can accommodate theoretical findings with different sets of complementary 
institutions. For example, Marx (1976 and 1981) criticized Say’s law in his 
theory of money and in his theory of crisis. But his theory was not as clearly 
formulated as Keynes’ theory of effective demand (Keynes, 1936), which 
can be usefully introduced into the basic theory of capitalism. Similarly, 
Marx (1981) drew a distinction between the accumulation of money capital 
and real capital in his theory of crisis, but it was not clearly formulated. 
Introducing Minsky’s financial instability hypothesis into the basic theory of 
capitalism helps clarify the monetary aspect of capitalist crises (Minsky, 
1982).

Three new concepts in the intermediate theory
In this section we introduce three concepts to institutional Marxian political 
economy: dynamic comparative advantage, structuralist macroeconomics, and 
the financial instability hypothesis.

1 Dynamic comparative advantage

In order to analyze the historical development of leading industries, I build a 
dynamic theory of comparative advantage introducing a concept of dynamic 
industries and value added per unit of labor (VAL). A dynamic industry is one in 
which productivity growth is the fastest. It is also a leading industry and an 
engine of economic growth. The sectors that have played the role of dynamic 
industry have changed historically (Figure 7.1). VAL is amount of value- added 
which is produced by one hour’s labor. It is decomposed by the number or 
volume of commodities produced by one hour’s labor and value- added per unit 
of product. The value added per unit of product is large when a new product is 
exclusively supplied by a limited number of firms. It is called by many terms, 
such as extra profits, super profits, monopoly rents, and technological rents. In 
dynamic industries, VAL increases with the increase in productivity and eventu-
ally decreases, since the volume of product increases with productivity growth, 
but value- added per product eventually decreases with the diffusion of techno-
logy. When the technology is fully diffused, one hour of labor produces one unit 
of VAL.
 Dynamic comparative advantage depends on the difference between VAL and 
wages. Wages increase at first in dynamic industries, which is compensated by 
productivity growth that arises from replacing old fixed capital with new and 
more productive fixed capital. In golden ages, long- lasting capital accumulation 
eventually exhausts the available industrial reserve army. To secure workers, 
large wage increases in the dynamic sectors spill over to the lagging sectors, and 
are mostly passed on to consumers in the form of higher prices. This is Baumol’s 
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cost disease (Baumol, 1967). With decreasing VAL and rising wages, dynamic 
comparative advantage starts to decline. A serious structural crisis is generated 
when wages nearly surpass VAL and destroys existing regimes of capital accu-
mulation, as occurred at the end of the nineteenth century and in the 1970s.
 There are two strategies of escape from reduced dynamic comparative advant-
age. The first strategy is sophistication of industrial structure, shifting leading 
industries to new dynamic industries. Catching- up countries usually take this 
strategy, and follow a linear development path. It is more difficult for the most 
advanced country to develop a new dynamic industry, because of the high risk 
and cost involved. The second strategic choice is to face the uncertainty that 
stems from a changing industrial structure, keeping capital in more liquid form 
and increasing capital investment in less developed countries, where wages are 
lower and the rates of profit are higher. It may be easier for ambitious catching-
 up countries to develop a new dynamic industry. First, the difference between 
the VAL of the current and new dynamic industries is less than that of the most 
advanced countries. Second, their wages are lower than that of the most 
advanced country. Third, they usually favour interventionist industrial, technol-
ogy, and trade policy (ITT policy) to catch up with and to challenge the top 
countries. When catching- up countries take this strategy, they can unfold a new 
development path.

Wool

Cotton

Heavy
chemical

Machinery

Wages

IT

V
al

ue
 a

dd
ed

 p
er

 la
bo

r 
ho

ur

1

1700 1800 1850 1900 1950 2000 Historical
time

Figure 7.1  Dynamic industries and VAL.



132  N. Yokokawa

2 A structuralist macroeconomics model of capital accumulation

We introduce a structuralist macroeconomic model to our institutional Marxian 
political economy. In the golden age of bureaucratic capitalism we observe two 
modes of the accumulation of capital: profit- led accumulation in prosperity, and 
wage- led accumulation in depression. We build a formal structuralist macroeco-
nomic model to investigate the significance of the accumulation structure in 
bureaucratic capitalism (see a formal model of capital accumulation regime 
given in the Appendix to this chapter). In this formal model, we integrate a 
Kaleckian wage- led capital accumulation model below full capacity and a 
Kaldorian profit- led accumulation model at full capacity, following Rowthorn 
(1982).

3 A basic Minsky cycle and a super Minsky cycle

We introduce Minsky’s financial instability hypothesis to our institutional 
Marxian political economy. Minsky’s basic theory may be reconstructed paying 
more attention to the accumulation of real capital, as follows (Figure 7.2). The 
demand price of investment is determined by the expected profit flows of the 
investment divided by present interest rate (demand price curve 1). The supply 
price of investment is determined by the prices of production of the capital 
goods (supply price curve). As long as the demand prices of investment are 
expected to exceed the supply prices of investment, investment continues (A). 
With an increase of profit flows both borrowers and lenders’ expectation become 
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progressively more optimistic, and the demand price curve shifts from 1 to 2, 
and then 2 to 3. Financial arrangements change from hedge finance, wherein bor-
rowers expect revenues cover to repay interest and loan principal, to speculative 
finance, wherein revenues cover only interest, then to Ponzi finance, wherein 
revenues are insufficient to cover interest. Investment overshoots to B and then 
C. When monetary authority tightens credit due to inflation, the boom collapses 
(the demand price curve 3 to 0).
 Minsky’s original theory does not explain the rise and fall of an accumulation 
regime. We introduce a concept of the super Minsky cycle that works over a 
period of several business cycles (Palley 2011). In the period of increasing 
dynamic comparative advantage, the supply price curve shifts down with higher 
productivity (supply price curve 2 to 1 in Figure 7.3), and the demand price 
curve shifts up with higher expectations of profits (demand price curve 1 to 2); 
so the theoretical equilibrium shifts from E1 to E2. The economy becomes very 
dynamic. In the period of decreasing dynamic productivity, the supply price 
curve eventually shifts up with a higher cost of production such as wages and 
imported raw materials (supply price curve 1 to 2), and with a lower expectation 
of profits, the demand price shifts down (demand price curve 2 to 1). The theo-
retical equilibrium shifts from E2 to E1. Then the economy loses dynamism. 
When the supply price curve shifts further up (supply price curve 2 to 3), or the 
demand price curve shifts further down, the demand price of investment is lower 
than the supply price of investment at any investment level.5 In this case capital-
ists do not invest since they cannot expect profit from investment. I call it a 
structural crisis, while Minsky (1982, p. 108) called this “present value reversal.” 
According to Minsky this is a reinterpretation of Keynes’s “liquidity trap,” 
where money hoarding increases infinitely.
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Capital accumulation regime in the golden age of 
bureaucratic capitalism
In this section we will investigate the economic policies and historical institu-
tions which build the capital accumulation regime in the golden age of bureau-
cratic capitalism. The experience of the Great Depression and the war economy 
established large, well organized bureaucratic governments, and created a 
managed currency system in advanced capitalist countries. This experience 
proved that full employment and stable price levels are achievable with govern-
ment intervention within a broadly capitalist regime. After World War II, com-
petition between capitalism and socialism became systemic; both sought 
superiority in both economic and military power. The economic systems in both 
capitalism and socialism were designed to maximize economic performance. 
The capitalist countries reindustrialized with the strong support of the U.S. and 
with well designed international and domestic institutions after World War II.

Dynamic industry

The dynamic industries shifted from heavy and chemical industries to the 
machinery and electronics industries in the 1920s and 1930s, and the mass pro-
duction system of consumer durable known as “Fordism” was established by the 
early 1950s in the U.S., which was introduced in the 1950s and 1960s in Europe. 
In Japan, the dynamic industries shifted from light industries to heavy and chem-
ical industries in the 1950s and 1960s, and then to the machinery and electronics 
industries in the 1970s. All countries, especially catching up countries, benefited 
from increasing VAL. Total factor productivity growth was proportional to 
investment, which was called the dynamic economy of scale.

Government policy (the welfare state)

Welfare state policy was the result of the requirements of bureaucratic (or oli-
gopolistic) firms and states. First, many advanced countries had lost colonies. 
Bureaucratic firms could not rely upon foreign demand and domestic demand 
had to replace it. Second, the success of socialist planned economies undermined 
the superiority of capitalist ones. Bureaucratic government had to achieve full 
employment and higher living standards. For these reasons, although there were 
huge surplus populations in many developed countries in the 1950s and early 
1960s, wage rates increased in proportion to average productivity.
 The welfare state policy was constructed by means of two principal pol-
icies. First, Keynesian macro policy addressed the absolute gain of national 
wealth such as GDP growth and price stability. Bureaucratic governments had 
powerful institutions with which to achieve these ends, such as fiscal and mone-
tary policy, and the sheer size of government stabilized economic fluctuations. 
Second, social policy addressed the relative gains among the different classes of 
the state.
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 Bureaucratic government also had institutions for more direct intervention, 
such as ITT policy.6 Some countries such as Japan and Germany favored more 
direct government intervention and sophisticated ITT policy to catch up to the 
U.S.

Industrial relations

Experience in the Great Depression and the war economy also strongly influ-
enced postwar capital- labour accords. In order to win the total war, capital had 
to compromise with workers, and capital- labour accords were established during 
World War II. After World War II, labour unions eventually accepted the intro-
duction of more productive methods in exchange for relatively long and secure 
employment contracts with productivity- indexed money wages. Productivity 
growth is the key factor for the success of the postwar capital labour accord, 
since firms can pay higher real wages and secure profits only with steady pro-
ductivity growth.

Monetary system

In the case of the gold exchange standard, the supply of currency was limited by 
gold and foreign exchange reserves. In the new managed currency system, there 
was no such gold fetters. The central banks could create currency to meet the 
liquidity needs of the expanding domestic economy. To avoid bank crises, mon-
etary institutions were strengthened by such regulations as central bank controls, 
close supervision of banks, and the separation of commercial and investment 
banking, and by such remedies as account insurance and lender- of-last- resort 
policy.
 The Bretton Woods system was designed to decrease the external constraint 
that the gold exchange standard imposed on national economies by creating an 
international lender of last resort. Keynes’s proposal for the international clear-
ing union aimed to establish an international central bank which issued interna-
tional credit money, the bancor. International balances of payment were to be 
settled on the accounts of the international clearing union. If this system had 
materialized, a managed currency system would have been established on an 
international level.
 The U.S. opposition, which aimed at attaining its own hegemony in the inter-
national monetary system, reduced the transnational and public character of the 
international monetary system. This union materialized as the International Mon-
etary Fund, which does not create credit money. Instead the U.S. dollar, fixed at 
the rate of 35 dollars per gold ounce, was chosen as the key currency. All 
member countries were obliged to fix their exchange rate to the dollar. Interna-
tional balances of payments were to be settled by multilateral payment systems 
of private banks and central banks.
 At first, the Bretton Woods regime was intended to be an egalitarian and sym-
metric international monetary regime, with all currencies ultimately pegged to 
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gold, and with international organizations such as the IMF and World Bank per-
forming coordinating roles. However, the multilateral international payment 
system did not function in the postwar era, since no currencies except the dollar 
were convertible. It was the commitment of the U.S. as the hegemon of the capi-
talist world system that sustained the Bretton Wood regime, offering interna-
tional means of payment by public capital export such as the Marshall Plan 
(Panic, 1988, p. 280). Thus the Bretton Woods system had to depend on an 
abundant supply of U.S. dollars, and changed into a hierarchical and asymmetric 
international monetary regime – the fixed dollar standard system – during the 
Cold War.

International trade

To accelerate the re- industrialization of the capitalist economies, the U.S. 
changed its trade policy from protectionism to liberalism, opening its market to 
other capitalist countries and enhanced technological transfers, while it tolerated 
these countries’ protectionist ITT policies. The U.S. also controlled supplies and 
prices of raw materials and fuel so that capitalist economies would not suffer 
from supply constraints. The smooth expansion of international trade under the 
free and multilateral trade regime (GATT) and the abundant availability of inter-
national currency accelerated the growth of international trade, which in turn 
accelerated capitalist countries’ catching- up and GDP growth.

Cyclical crises and the law of value in bureaucratic 
capitalism
With strong support from the state and international institutions, bureaucratic 
capitalism successfully reversed the pattern of capital accumulation from 
dependence on foreign demand to dependence on domestic demand, with wages 
as the engine of demand growth; and it established the mutually reinforcing 
mechanism between productivity growth and domestic economic growth, result-
ing in the long- lasting prosperity of the 1950s–1960s with occasional recessions. 
There were six business cycles with mild recessions in the U.S. (recessions in 
1949, 1954, 1958, 1961, 1970, and 1973), and among catching- up countries (for 
example, in Japan), there were seven business cycles (recessions in 1949, 1954, 
1958, 1962, 1965, 1971, and 1973). In the golden age we observe two modes of 
accumulation of capital: profit- led accumulation in prosperity and wage- led 
accumulation in depression.7

Prosperity

Prosperity started mainly with the increase of investment and consumption, 
raising both employment and the rate of profit. Accumulation of capital increased 
both wages and profit, and thus consumption demand and investment demand. 
With the progress of prosperity, firms maximized investment, utilizing credit in 
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order to take advantage of economies of scale and dynamic economies of scale, 
which further increased profits and investment demand. At full capacity utiliza-
tion, a Kaldorian profit- led accumulation mechanism worked. The increase of 
investment raised the price level, which increased profits with sticky money 
wages.8 Labour unions tolerated higher prices because the increase in investment 
increased demand for labor, and increased productivity, which eventually 
increased real wages.

Boom

Acceleration in the accumulation of capital by credit expansion, and the collapse 
of the boom by tightening credit, took different forms according to the levels of 
savings. Minsky’s financial instability hypothesis explains boom and bust in 
current account surplus countries via money market psychology.9 As long as the 
demand prices of investment were expected to exceed the supply prices of 
investment, investment continued. With inflation and increased profit flows, both 
borrowers’ and lenders’ expectation became progressively more optimistic, and 
investment overshot. Financial arrangements changed from hedge finance to 
speculative finance in the boom, and then to Ponzi finance. When the monetary 
authority tightened credit due to inflation, the boom collapsed.
 In current account deficit countries, the accumulation of capital was restricted 
by the balance of payments. Full employment was reached by expansionary 
monetary policy and capital inflow, which tended to increase inflation. As long 
as the rate of inflation was kept equal to or less than the U.S. rate of inflation, the 
balance of payments did not deteriorate. But once the financial system acceler-
ated inflation beyond that level, the balance of payment was degraded and the 
exchange rate was strained. When the exchange rate dropped below the predeter-
mined rate, the IMF fixed- rate system forced the monetary authority to tighten 
credit.

Recession

In all countries, monetary authority tightened credit before the crisis actually 
erupted. It reduced investment, and recession started. However, recession was a 
temporary problem, since economies had been cooled down before crisis actu-
ally started. Once inflation was reduced, credit was loosened again.

Depression

In the depression- period, a Kaleckian wage- led accumulation mechanism was at 
work.10 Sticky money wages and a lower price- levels increased real wages. 
Increase of real wages together with automatic stabilizers increased aggregate 
demand. The positive effect of demand via increased real wages depended on 
the price level. The more the prices of wage goods decreased, the more con-
sumption demand increased with the same money wages. Productivity growth in 
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wage goods industries allowed a reduction in the prices of wage goods in the 
depression in the golden age without reducing average profits. The supply price 
of investment also dropped quickly and then the demand price of investment 
curve was higher than the supply price of investment curve again in our model. 
Oligopolistic firms responded to the increased demand by increasing output. In 
an oligopolistic market, investment increased with higher utilization rates (i.e., 
the acceleration principle).11 As the result of the acceleration principle, the 
increase of production more than compensated for the increase in wages, and 
increased both profits and the rate of utilization. Then prosperity started again.

The law of value

Thus cyclical crisis automatically solved the conflicts between workers and 
capital over income distribution, and reinforced the self- regulating character of 
capitalist economy, or the law of value, with the help of complementary interna-
tional and domestic institutions. The long- lasting high rate of capital accumula-
tion fully developed dynamic comparative advantage.

Structural crisis of bureaucratic capitalism
The long- lasting high rate of capital accumulation itself made further accumula-
tion difficult in the 1970s. The social institutions that supported the law of value 
in bureaucratic capitalism declined. With the destruction of these supporting 
social institutions, the conflict between workers and capital over income distri-
bution became more severe.

Structural change

Uneven development and disorganizing influence on international 
relations

The long boom of the 1950s and 1960s was much stronger in Japan and Europe 
than in the U.S. The rapid growth of the capital stock, encouraged by plentiful 
supplies of relatively cheap labor, and by new technologies and management 
practices developed in the U.S. over the previous decades, eroded the productiv-
ity gap of European and Japanese manufacturing with the U.S.
 A first disorganizing influence of the uneven development on international 
economic relations arose because of changes in international competitiveness. 
Higher productivity growth and lower wage levels kept European and Japanese 
manufacturing export highly competitive. This increased competition in interna-
tional trade, and decreased the relative strength of U.S. trade, put strong stress 
on the free trade regime under the GATT.
 A second disorganizing influence was the loss of confidence in the U.S. 
dollar. In spite of the decline in its current account surplus, the U.S. could not 
decrease both its capital exports and its government deficit so as to keep its 
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dominant status in the world economy and to simultaneously stabilize its 
domestic economy. The result was an increased U.S. deficit and an increased 
supply of U.S. dollars abroad, undermining confidence in the U.S. dollar, and 
heightening concern about the U.S. gold reserves. As the result, the U.S. had to 
stop conversion in 1971.
 A third disorganizing influence was the splitting apart of the fixed exchange 
rate system. The combination of diverging productivity growth and inflation 
rates generated persistent payments imbalances which undermined the fixed 
exchange- rate system. As the result of the second and third disorganizing influ-
ences, the Bretton Woods system was abandoned.
 A fourth disorganizing influence was supply constraints. High demand for 
energy and other materials put pressure on available supplies. The rise in food, 
raw material, and fuel prices in the early 1970s, a response to high demand and 
which was topped up by speculation, exacerbated domestic inflationary pressure.

Staggering productivity growth and disorganizing influence on the 
domestic economic relations

The long- lasting high rate of capital accumulation eventually reduced productiv-
ity growth. First, “Fordism” reached the saturation stage in many advanced 
countries by the early 1970s. One aspect of hitting this limit was the erosion of 
factory discipline. Second, part of the productivity slowdown stemmed from 
slower output growth in industries characterized by economies of scale. The 
decline in accumulation reflected business anxieties about the decline in profit-
ability, the rise in inflation and the other indicators of instability. Third, in 
Europe the scope for catching up with U.S. productivity levels had declined. 
Fourth, the relative backwardness of productivity growth in the service sector 
forced de- industrialization.12 Productivity growth in the service sector was diffi-
cult with available technology.
 A first disorganizing influence of the staggering productivity growth on the 
domestic economic relations was a reduction in VAL. Diffusion of technology 
increased competition both domestically and internationally and reduced the 
price of products and value added. And because of reduced productivity growth, 
the decrease in value added per product was not compensated by an increase in 
the number or volume of commodities produced by one hour’s labor.
 A second disorganizing influence was Baumol’s cost disease. Long- lasting 
capital accumulation eventually exhausted the available industrial reserve army. 
Large wage increases in the dynamic sectors spilled over into the lagging sectors 
and were mostly passed on to consumers in the form of higher prices, which 
further increased wages. Increases in wages under a declining VAL reduced the 
dynamic comparative advantage.
 A third disorganizing influence was conflictual industrial relations. With the 
over- accumulation of capital with respect to available labor, labor unions became 
militant, and wage bargaining changed from Keynesian with sticky money 
wages to Marxist with sticky real wages (Epstein and Schor, 1990, p. 130). 
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When demand for higher real wages surpassed stumbling productivity growth, 
wage pressure contributed to a squeeze on profitability. Thus conflict over 
income distribution changed co- ordinated capital/labor relations into conflictual 
capital/labor relations.
 A fourth disorganizing influence was the paralysis of Keynesian policy. Key-
nesian effective demand policy is effective for overcoming demand- side con-
straints but not for supply- side constraints. Keynes envisaged that a government 
spending boost would increase demand and the price levels, and prime the pump 
of private investment by increasing profits. Under supply constraints, govern-
ment spending increased money wages (due to sticky real wages) and exacer-
bated inflation without increasing profits and investment.

Structural crisis

The 1970s started with stagflation with decreasing dynamic comparative advant-
age. Keynesian effective demand policies were ineffective in addressing supply 
side constraints, and worsened inflation. The effect of the abandonment of the 
Bretton Woods system was similar to that of the abandonment of gold exchange 
standard in the 1930s. The new floating exchange regime increased uncertainty in 
the world economy. However, it also removed balance of payments fetters, and 
enabled the pursuit of aggressive monetary and fiscal policies which shifted 
demand price of investment curve up and re- ignited investment. When the econo-
mies recovered, the oil shock attacked accelerating inflation. The supply price of 
investment curve shifted further up. Governments tightened both monetary and 
fiscal policies to reduce inflation, which shifted the demand price of investment 
curve down. Prices of investment were reversed and the structural crisis started.
 With the start of severe crisis, monetary and fiscal policies were relaxed. But 
even with aggressive monetary and fiscal policies, the economy did not recover 
for the next five years. In this environment of low productivity growth and 
supply constraints, both the wage- led and the profit- led accumulation mechan-
isms of the golden age did not work.
 The Kaleckian wage- led accumulation mechanism did not work. First, slower 
productivity growth in wage goods industries, the high cost of raw materials and 
fuels, and Baumol’s cost disease did not allow a reduction in the prices of wage 
goods in depression as much as before. If prices of wage goods rise in depres-
sion, the Kaleckian wage- led effect would be lost completely. Second, increased 
competition between capitals under staggering demand growth kept idle fixed 
capital to a minimum. Thus the acceleration principle stopped working.
 Neither did a Kaldorian profit- led accumulation mechanism work. First, when 
firms increased investment and product prices rose, the sticky real wages soon 
squeezed profits, and firms lost any incentive to invest more. Second, business 
anxiety reduced investment in fixed capital. The slower accumulation of fixed 
capital further reduced productivity growth. Third, conflictual capital- labor rela-
tions made capital cautious about increasing employment. Investments focused 
mainly on labor- saving investment, which did not increase employment.
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 The U.S. and Japanese economies bottomed out in 1975, while those in 
Europe finally bottomed out in 1977. Then the second oil shock attacked the 
OECD countries, and tight fiscal and monetary policies caused structural crisis 
again.

The rise and fall of the neo- liberal capital accumulation 
regime

Neo- liberal accumulation regime

Without a complementary combination of the capital- labor relation with the pro-
duction method, the accumulation of capital cannot start again. There were three 
successful attempts to recover dynamic comparative advantage by reducing 
wages in the 1980s. Centralized bargaining in corporatist and social democrat 
nations rehabilitated co- operative relations, and workers agreed to reduce wages 
in order to increase employment. Japanese mini- corporatism combined labor 
loyalty and the flexible production system. Anglo- American neo- liberal econo-
mies demolished labor union power. In these countries, the conflict between 
workers and capital over income distribution was thus solved by reducing wage 
levels.
 It was the Anglo- American neo- liberal accumulation regime that reshaped the 
capitalist world system after the structural crisis. The decisive policy shift from 
welfare state to neo- liberalism came in 1979. The UK government and the U.S. 
Federal Reserve pushed up interest rates to unprecedented heights to cut infla-
tion, which increased unemployment. At the same time they demolished labor 
unions’ power. This re- established a sound exploitation condition by reducing 
wages and creating a relative surplus population of the industrial reserve army in 
the U.S. and Britain.
 The neo- liberal accumulation regime may be summarized as follows. It faced 
two demand- side constraints. First, when the economy is in a liquidity trap (or in 
a present value reversal), an increase of the supply of money does not reduce the 
interest rate. Consequently, monetary policy lost effectiveness. Second, it 
destroyed the link between wages and productivity growth. Wages are both a 
cost of production and a source of demand. If wages do not increase in propor-
tion to average productivity, a new source of effective demand is required. It was 
neo- liberal financial relaxation that solved both problems. It included regulatory 
capture, such as Wall Street’s lobbying efforts to decrease regulations, regula-
tory relapse, such as memory loss regarding the lessons of the great depression, 
and regulatory escape, such as financial innovation.13

 The processes of financial relaxation are accompanied by increased risk- 
taking by borrowers and lenders both for investment and consumption. Neo- 
liberal financial relaxation increased asset prices and reduced the rate of interest, 
which worked both on consumption demand and on investment demand. It 
increased consumption demand by increasing income from capital gains and the 
availability of many kinds of loans. At the same time, decreased interest rates 
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increased investment demand by increasing the demand price of investment, 
shifting the demand price of investment curve upward in our Minsky model.
 The neo- liberal accumulation regime worked well, especially in the 1990s, 
when new dynamic industries recovered dynamic comparative advantage. The 
information technology industry in the U.S. and finance in Britain were dynamic 
industries and engines of growth in this period.

Globalization

As discussed, there are two strategies to avoid the loss of dynamic comparative 
advantage. Facing the structural crisis the U.S. (after the 1980s) took the second 
strategy, as Britain did in the late nineteenth century, and changed its interna-
tional policy to neo- liberalism and forced catching- up countries to adopt this 
policy. The U.S. also promoted the second phase of globalization by increasing 
Foreign Direct Investment. U.S. companies transferred industries which had lost 
their dynamic comparative advantage to countries with low wages. The U.S. glo-
balization model also encouraged the transfer of manufacturing know- how to 
developing countries through the global value chain. The U.S. monetary author-
ity kept a strong dollar policy to encourage capital inflow, as Britain did in the 
1920s. Developing countries happily accepted the U.S. model of globalization 
with a strong dollar policy, since it allowed them to pursue export- led industrial-
ization policies (Palley, 2010). However, U.S. strategy was different from the 
British strategy in an important respect. The U.S. protected and promoted IT 
industries through massive military spending; these became the next dynamic 
industries in the 1990s.
 The Bretton Woods System was effectively replaced by a market- led interna-
tional financial system, namely the Eurodollar markets. This neo- liberal interna-
tional monetary regime made economies extremely vulnerable to short- term 
capital flows both in the advanced and developing economies as in the 1920s.

Business cycles after structural crises

In the neo- liberal accumulation regime, borrowing and asset price inflation 
became the engines of aggregate demand growth in place of wage growth in the 
golden age. In prosperity, a profit- led accumulation mechanism worked. The 
increases in investment raised price levels, which increased profits with constant 
money wages. With an increase of profit flows, both borrowers’ and lenders’ 
expectations become progressively more optimistic. The demand price of invest-
ment curve shifted upwards, and financial arrangements changed from hedge 
finance to speculative, then to Ponzi finance. When the monetary authority tight-
ened credit due to inflation (or due to asset price bubble), the boom collapsed.
 Tight monetary policy stopped investment and the crisis began. Both invest-
ment and consumption had been heavily dependent on credit; so tight monetary 
policy made many borrowers bankrupt. In this process, banking crises often 
started, and this developed into industrial crisis. Once depression started, it did 
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not recover automatically, since a wage- led accumulation mechanism did not 
work. The economy fell into a liquidity trap again (or into a reversal of present 
value, in our Minsky model). It requires further neo- liberal financial relaxation 
to start prosperity again. Thus policy- led bubble and bust replaced the self- 
regulating character of the capitalist economy.

Industrialization of China and East Asia in the neo- liberal 
accumulation regime

When Japan lost dynamic comparative advantage in the heavy and chemical 
industries, it shifted its dynamic industry to machinery industry from the mid- 
1970s. Japan adopted an export- led industrialization strategy, increasing its trade 
dependency from 10 percent of GDP in the golden age to 15 percent from the 
mid- 1970s to mid- 1985. It became the engine of demand growth. The develop-
ment of Japanese industries left room for less- developed East Asian NIEs to 
industrialize in the flying- geese pattern (namely with declining industries in 
leading countries allowing following countries to develop sequentially, as per 
Akamatsu 1962).
 In the first half of the 1980s, the U.S. dollar was hugely overvalued against the 
Japanese, Korean and Taiwanese currency. After the Plaza accord of 1985, these 
currencies appreciated rapidly, and Japanese trade dependency reduced to 10 
percent of its GDP between 1985 and 2003. These economies had to replace 
foreign demand by domestic demand. Japan did not restore the link between 
wages and productivity growth. Instead these three countries adopted a neo- liberal 
accumulation regime. First, they increased foreign direct investment initially to 
ASEAN and then to China to reallocate lower value added section of the value 
chain. Second, they compensated for the reduction in the domestic production of 
tradable by increasing the domestic production of non- tradable, such as services 
and construction. Third, these nations – especially Japan – chose neo- liberal finan-
cial relaxation to increase investment and consumption demand. The Japanese 
bubble in the late 1980s, which burst in the early 1990s, was a typical boom- and-
bust pattern in the neo- liberal accumulation regime, and the first serious one.
 The Japanese share of world commodity exports peaked in 1990 (Glyn 2006). 
In this period, Japan built a Pacific Rim triangle trade regime whereby Japan 
(later Korea and Taiwan) exported capital goods to the ASEAN and China, and 
the ASEAN and China exported completed products to the U.S. Japanese FDI to 
the ASEAN4 and China for these nations’ cheap wages, followed by Korean and 
Taiwan FDI, accelerated industrialization in the ASEAN4 and China. In this 
process Chinese wages have been increasing dramatically in yuan, but the 
devaluation of the yuan from 1.5 yuan to U.S.$1 in 1980 to 8.6 yuan to U.S.$1 
in 1994 concealed wage increases, and kept Chinese wage levels at 5 percent of 
U.S. levels at current exchange rates for the 20 years of its catching- up process. 
Therefore, the Chinese industrial structure was not upgraded sufficiently in the 
1990s. It blocked the flying- geese-type industrialization of less developed 
countries.
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 After China became a member of the WTO, its share of international trade 
skyrocketed. Japanese goods exports to China and imports from China increased 
dramatically, raising Japanese trade dependency to 15 percent between 2002 and 
2007. This enabled Japan to adopt an export- led growth strategy again and to 
recover from the decade long depression. However, Japan could not keep pace 
with China, and its share in China’s international trade was reduced both in 
exports and imports.
 Now China imports capital goods from Japan, Korea, and Taiwan, food and 
raw material from less developed countries, and exports completed products to 
the EU, U.S., Asia, and other areas. The cross- border division of work and 
trade in East Asia has been completely rebuilt by China, and the Japan- led 
Pacific Rim triangle trade regime has been replaced by a China- centric East 
Asian production network. In this process, the rapid rise in Chinese wages was 
finally reflected in its dynamic comparative advantage, since its market 
exchange rate and real effective exchange rate had been stable since the mid- 
1990s. Specialization in light industries such as textiles, toys, and electrical 
appliances peaked in the late 1990s, and specialization in machinery such as 
electrical and general machinery increased rapidly from the mid- 1990s 
onwards (RIETY- TID 2010).

Structural change

As the success of the golden age accumulation regime itself undermined the insti-
tutions that supported it and caused structural crisis, the long lasting neo- liberal 
accumulation regime itself has undermined its complementary institutions.

1 The effect of neo- liberal financial relaxation is losing momentum. First, 
although aggregate demand depends on higher risk- taking by borrowers, 
unprecedented levels of household debt makes further increases difficult. 
Second, neo- liberal financial relaxation destroyed the robustness of the 
financial structure; so further relaxation undermines the safety of the finan-
cial system. Third, neo- liberal monetary policy to decrease interest rate 
reached its limit at the zero interest rate. Further reduction is difficult. Fur-
thermore, unprecedented levels of government debt and increasing social 
spending have made further tax cuts difficult. These factors have increased 
demand- side constraints and made shifting the demand price of investment 
curve upward difficult.

2 Neo- liberal globalization shifted the centre of capital accumulation to devel-
oping economies such as China and India. Their industrialization are very 
successful. However, this has increased the demand for raw materials, 
energy, and food. Higher international commodity prices have raised the 
supply price of investment. These factors have increased supply- side con-
straints and shifted the supply price of investment curve upward.

3 The engine of demand growth in the U.S. neo- liberal accumulation regime 
has shifted from domestic financial relaxation to foreign debt since the East 
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Asian Economic Crisis in 1997, increasing international imbalance. Most 
significant are the Chinese and German current balance surpluses, which 
increased significantly after 2002, surpassing Japan in 2005 and 2006 
respectively. The total surpluses of these three countries peaked at $837 
billion in 2007. On the other hand, the current account deficit of the U.S. 
(and Britain and other southern EU countries) increased rapidly after the 
2000s, and the U.S. deficit peaked at 788 billion dollars in 2006. Prosperity 
in the U.S. (and Britain and southern EU countries) in the early 2000s was 
made possible by borrowing from foreign countries. The borrowed money 
was spent on the consumption of imported goods and residential fixed 
investment rather than on investment (i.e., on non- residential fixed 
investment.)

The subprime loan crisis and the future of capitalism
The subprime loan crisis is the most severe world crisis since the structural crisis 
in the 1970s. The historical process of the crisis may be summarized as follows. 
A housing market bubble began in the late 1990s and accelerated in the early 
2000s. Banks earned large fees by securitizing mortgages and selling them to 
capital markets. Institutional investors all over the world bought these securities 
because they had higher returns than equivalently rated corporate bonds. 
Banks began to offer mortgages to those who could not afford them when the 
housing price bubble evaporated and/or interest rates rose. Home sales peaked in 
late 2005, and housing prices peaked in early 2006. Then the subprime loan 
crisis erupted in mid- 2007. The crisis began in the U.S., and spread all over the 
world.
 The question is what kind of crisis is the subprime loan crisis. Is it a cyclical 
crisis, a structural crisis, or an even more serious crisis that may abolish the 
present capitalist world system, as did the 1929 world crisis and the following 
great depression – that is, a systemic crisis? We have three scenarios.

First scenario

This is not a structural crisis in a capital accumulation regime but financial 
excess. Minskyians argue that financial excess was the only problem, and normal 
growth with cyclical crises will return once the financial excess has been reme-
died (Kregel, 2008, p. 20). In my opinion, neo- liberal financial relaxation was 
introduced to solve demand constraints. It is necessary to reconstruct robust 
financial systems. However it does not solve demand constraints, and the 
economy does not recover.

Second scenario

This is a structural crisis in the neo- liberal capital accumulation regime, but not 
a systemic crisis of the present capitalist world system. Structural Keynesians 
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argue that the ultimate cause of the crisis is the disconnection of the link between 
wages and productivity growth. Solving the problem requires reversing neo- 
liberalism and restoring the link between wages and productivity growth (Palley, 
2010). In my opinion, it requires reconstruction of the Bretton Woods regime 
internationally, and of the welfare state domestically. Without overwhelming 
economic power, international cooperation is required to rebuild the interna-
tional monetary system. This rebuilt system should be more transnational and 
public than the U.S. dollar standard system. Keynes’ international clearing union 
may be rehabilitated. Reconstruction of welfare society requires productivity 
growth and an egalitarian income distribution mechanism. It seems to be more 
possible now than in the 1980s, since dynamic comparative advantage has recov-
ered due to the take- off of new dynamic industries, namely IT and knowledge- 
intensive industries.

Third scenario

This is the beginning of a systemic crisis of bureaucratic capitalism that will 
destroy the current capitalist world system. Neo- liberalism enabled the U.S. to 
enjoy prosperity in the 1990s and 2000s. Neo- liberalism has remained the domi-
nant ideology even in the face of the structural crisis of neo- liberal capital accu-
mulation regime after 2007. If the U.S. wants full development of IT industries, 
it requires solving demand constraints by rebuilding the link between productiv-
ity growth and wages and keeping most advanced knowledge within the country 
by controlling transnational corporations. The neo- liberal ideology makes these 
policies impossible.
 On the other hand we see the possibility that the further industrialization of 
China may re- establish a flying- geese pattern of development on a global level 
among developing countries. Facing the collapse of the U.S. neo- liberal capital 
accumulation regime, pressure to reverse the Chinese current- account surplus 
has increased since 2008. China has changed policies from export- led industrial-
ization to domestic- demand-led industrialization, which may re- establish the link 
between wages and production growth. This will increase Chinese wage rates 
and China’s real exchange rates, and reduce China’s competitiveness in less 
sophisticated labour- intensive industries. It will allow less developed countries 
to industrialize in a flying- geese pattern. Furthermore, if transnational corpora-
tions choose China as their centers to promote IT industries to maximize profit, 
China may develop a new development path.
 I agree with the second and third scenario, since I believe that rebuilding the 
link between wages and productivity both in advanced and developing countries 
is necessary to recover from this most serious crisis of the capitalist world 
system, and to develop productivity of the new dynamic industry fully.
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Appendix
Let us build a formal structuralist macroeconomic model to investigate the sig-
nificance of the accumulation structure in bureaucratic capitalism. In this formal 
model, we integrate a Kaleckian capital accumulation model below full capacity 
and a Kaldorian accumulation model at full capacity, following Rowthorn 
(1982).
 Take the capacity utilization rate u on the x- axis, and the rate of profit r on the 
y- axis as in (Figure 7.A1). The profit curve, which shows equilibrium on the 
supply side, is given by the following equations. The net rate of profit r is given 
by the following equation normalized by fixed capital K:

r = (R / K) – (D / K) – (T / K) (1)

where R represent gross profits, D depreciation, and T tax. Let us denote the 
national income by Y, the full utilization national income by Y, the full utiliza-
tion capital coefficient by k. Since R / K = (R / Y)(Y / Y)(Y / K), the profit curve is 
defined thus:

r = (p / k)u – d – t (2a)

where p is the share of profit (R / Y) determined externally by the degree of 
monopoly, d = D / K, and t = T / K. When u rises, r also rises, because the fixed 
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Figure 7.A1   Formal model of accumulation structure in bureaucratic capitalism
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capital K is used more efficiently. Let us suppose that the gap between supply 
and demand is covered by quantity adjustment under full utilization (Kaleckian 
adjustment), and by price adjustment at full utilization (Kaldorian adjustment). 
At full utilization, the price level may rise, and the rate of profit is given by the 
following equation:

r ≥ (p / k)u – d – t (2b)

The profit curve has a positive slope of p / k below full capacity and is vertical at 
full capacity itself.
 The realization curve, which shows the equilibrium of saving and investment, 
is given by the following equations. Let us suppose that workers do not save, 
and that a constant fraction sr is saved from the net profits. The net saving nor-
malized by the fixed capital gs is given by the following equation:

Saving function: gs = srr – b – x (3)

where b is the budget deficit and x the net export, both normalized by the fixed 
capital.
 We suppose that the current rate of profit and the capacity utilization influ-
ence investment. We denote the investment propensity to the rate of profit with 
ir, and that to the utilization rate with iu. The ratio of investment to the fixed 
capital gi is given by the following equation:

Investment function: gi = io + irr + iuu (4)

where io is the absolute term of investment.
 The realization curve is obtained from (3), (4), and the equilibrium condition 
(gi = gs):

r = {iu / (sr – ir)}u + (io + b + x) / (sr – ir) (5)

The economy must lie on the profit curve and the realization curve to be in equi-
librium. Changes in parameters concerned with savings and investment (iu, sr, ir, 
b, and x) shift the slope and position of the realization curve. A Kaldorian profit-
led accumulation mechanism is explained as follows. Larger iu, ir, b, x and 
smaller sr, shift the realization curve upwards, which “will increase the equilib-
rium rate of profit and cause the economy to grow faster” (ibid., p. 22).
 Changes in parameters concerned with the cost structure of firms (p, k, d, t) 
shift the profits curve. A Kaleckian wage-led accumulation mechanism is 
explained as follows. Larger k, d, t, and smaller p increase the costs of firms 
(profit curve 1 to 2), and initially reduce the rate of profit. In the case of a stable 
economy, since ir < sr, this reduction in profits will cause excess demand. At full 
capacity, firms will raise their prices, and the economy will return to its previous 
equilibrium. Below full capacity, firms respond to greater demand by producing 
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more output. “If there is no accelerator effect (iu = 0), expansion will come to a 
halt once profits have reached their old level . . . if the accelerator effect is posi-
tive (iu > 0) . . . both profits and investment will be higher in the new equilibrium 
than they were in the old” (Rowthorn, 1982, pp. 24–25).

Notes
 1 I am grateful to Bob Rowthorn, Gary Dymski, Jayati Ghosh, Ha- Joon Chang, Mica 

Panic, Jan Kregel, Tom Palley, and members of JSPE for discussion and comments. I 
am grateful to Musashi University for sabbatical leave in 2011.

 2 For a contrasting view see Hodgson (2001) and Hodgson et al. (2001).
 3 Gay (1970, p. 87) wrote “Marx originally wanted to dedicate Capital to Darwin.”
 4 See Sekine (1975) and Uno (1980).
 5 In our formal model, the profit curve is lower than the realization curve at any utiliza-

tion level.
 6 For ITT policies, see Chang 2002.
 7 For formal presentation, see Appendix.
 8 Kaldor (1960) and Rowthorn (1982).
 9 See Minsky (1978, 1982).
10 Kalecki (1954, 1971) and Rowthorn (1982).
11 In my formal model, the investment propensity to the utilization rate (iu) is positive.
12 Rowthorn and Wells (1987).
13 Financial innovation includes the shadow banking system, derivatives, options, home 

equity loans, and securitization and tranching of securities (Palley, 2010).
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8 Financial innovations, growth and 
crisis
The subprime collapse in perspective

Robert Boyer

Introduction
Most analysts were astonished and bewildered by the crisis that emerged in the 
summer of 2007. Yet this crisis is perfectly in keeping with theories that study 
growth and its disruptions from a historical perspective. Financial innovations 
are the “great forgotten” of traditional economic analyses. And yet there is no 
reason why they should be treated any differently from technical, organizational, 
institutional, or medical innovations. On paper, finance can contribute to growth 
through several different mechanisms: via the transfer of savings from lenders to 
borrowers, the smoothing over time of investment and consumption profiles, or 
the transfer of risks. What is particular about financial innovations is that they 
result from private profit- seeking strategies, and the new financial products 
diffuse all the more quickly because their process of production is immaterial. 
This diffusion can have major repercussions on macroeconomic stability, 
because of the externalities1 that characterize it.
 The same specialists who had warned against the risks of irrational exuber-
ance in relation to the new economy also championed the idea that sophisticated 
financial products would be capable of surmounting most of the obstacles to 
growth, by funding education, providing a guarantee against the risks of change, 
solving the problem of underdevelopment and helping to eradicate poverty. The 
dream of all- powerful finance was, in particular, given fresh expression in the 
United States in the financing of home loans for households who did not have 
the necessary financial resources. The securitization of these mortgages led to 
the beginning of the crisis that emerged in the summer of 2007 and gradually 
became systemic. The consequences of this phenomenon were exacerbated in 
2008, amplified by the introduction of fair- value accounting (Bignon et al. 
2004).
 Previous studies have used the methodology and concepts of régulation 
theory (Boyer 2009, 2010, 2011) in order to characterize the crisis opened in 
2008 as systemic (the failure of a financial organization), structural (the end of 
the complementarity between the five institutional forms at the origin of the 
American finance- led accumulation regime), and global (the consequence of 
large and long- lasting external trade and capital flows imbalances).
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 The present contribution focuses upon the first component of the so- called 
subprime crisis. It is built around a central but too often neglected issue: what 
is the contribution of financial innovations (Box 8.1) to the frequency and 
severity of economic crises, and is the large cost of these crises the price to 
be paid for promoting growth and better standards of living? It is first argued 
that financial innovations have ambivalent outcomes, contrary to the naive 
hypothesis that they necessarily enhance market efficiency (section 1). It is 
then possible to detect a typical sequence that links private innovations, 
crises (section 2) and, finally, public interventions in order to prevent the 

Box 8.1 Status and evolution of financial innovations

The present analysis attributes a decisive role to innovations, considered simultan-
eously as a possible engine not only of growth but also of crisis.

1 We owe this general interpretation to Joseph Schumpeter’s work on the 
theory of development, published in 1911. According to his extended concep-
tion of innovation, it denotes the emergence of a new product, a new process, 
or a new organization in a given economic entity. The process of develop-
ment was therefore characterized by long waves marked first by a phase of 
growth linked to the diffusion of this innovation through competition, and 
then by a depressive period of adjustment of the whole economy through the 
disappearance of oligopolistic rents linked to the innovation.

2 It was Charles Kindleberger (1978) who proposed a history of financial crises 
based on an analogous hypothesis applied to finance: a financier invents a 
new financing and/or risk- coverage instrument, whose high initial profitabil-
ity provokes a process of diffusion and imitation; this leads to a speculative 
phase which, in every case, leads to a crisis that may be more or less serious 
depending on whether it remains local (tulip mania) or transforms the very 
conditions of economic dynamics (securitization).

3 The analysis that follows does not deal with one sole innovation, but with the 
succession and subsequent combined effect of different innovations that have 
been made possible and favored by financial liberalization: models of risk 
management, models of share valuation, the securitization of a huge set of 
financial assets, the subprime mortgage market, and the organizational models 
of the big Wall Street investment banks.

4 A perverse and unprecedented complementarity appeared between these 
diverse innovations, causing a massive transfer of risk onto almost every 
agent in the financial market. The set of mechanisms that was intended to 
cover risk actually intensified excessive risk- taking, because of the rupture of 
the links of responsibility in loan contracts. The collapse of this pyramid, the 
freezing of interbank lending and the drastic tightening of credit conditions 
for non- financial agents are direct consequences of this new configuration of 
the financial system in the United States. In this sense, it is perfectly legiti-
mate to characterize the situation that emerged in September 2008 as a sys-
temic financial crisis.
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negative externalities that have been associated to the previous wave of financial 
innovations (section 3). In the light of this analytical framework and historical 
analysis, it is easier to point out simultaneously the commonalities and the 
novelties of the subprime crisis (section 4). All these developments converge 
toward a plea that public control of financial innovations should be part of 
any strategy for constructing more resilient financial systems and economies 
(section 5).

The uncertain consequences of financial innovations
Growth is classically a question of technical and organizational changes, as 
Joseph Schumpeter (1911) observed. It is therefore in the realm of finance theory 
that we should seek the mechanisms linking growth with the diffusion of new 
financial products.
 Studies of the contributions of finance to economic activity go back a 
long way. In particular, they examine the role of finance in the adjustment 
of savings and investment (Gurley and Shaw 1956). The process of transferring 
savings from households to companies or of reallocating profits between 
mature industries and strong- growth industries is essential. In theory, the 
quality of the financial system therefore plays a decisive role in the process of 
growth.

• In the Soviet regime, capital was allocated according to political criteria: 
inefficiency in the use of capital led to the gradual exhaustion of the sources 
of growth (Sapir 1989).

• In the Fordist growth regime, the regulatory supervision of banks and finan-
cial markets did not prevent the reallocation of profits towards sectors and 
firms creating productivity gains and new standards of production and con-
sumption. During this period, the mixed economy showed itself to be supe-
rior to a typical market economy (Shonfield 1965).

• In the finance- led growth regime, the allocation of capital was governed by 
the financial community’s anticipation of promising sectors. At the end of 
the 1990s, this led to the diversion of capital from companies in mature, 
highly profitable sectors towards start- ups, most of which destroyed their 
start- up capital through their failure to find a market for their potential inno-
vations (Perkins and Perkins 1999). The mimicry associated with what we 
have called the “Internet convention” led to an ultimately inefficient alloca-
tion, as demonstrated by the destruction of capital when the bubble burst 
(Boyer 2004).

This observation is in keeping with the main conclusion of a review of the liter-
ature published in 2003: financial innovations can favor improvements in tech-
nologies and organizations, and therefore in growth, but they can equally well 
result in speculative movements that are unfavorable to the stability of long- term 
growth (see Table 8.1).
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 We can cite various examples of this ambivalence:

• The socialization of information about agents’ expectations is organized by 
the financial markets, for want of complete futures markets for all transac-
tions. Any new futures market therefore enriches the information available 
and, a priori, facilitates investment choices. On the other hand, the conven-
tion that emerges from the functioning of this market may provoke wide-
spread mimetic behavior, because the actors are dissuaded from carrying out 
their own analysis of the value of financial assets. Because of this, when 
there is a high level of uncertainty, the market is divided between two equi-
libriums, one pessimistic, the other optimistic, compared to what an estima-
tion of the fundamental value would give (Orléan 1990). Good dissemination 
of information does not necessarily entail, therefore, the efficient allocation 
of capital.

• The separation between financing and risk, which has made possible deriva-
tives and notably certain credit derivatives such as credit default swaps, 
should enable agents to cover themselves against a risk by transferring it to 
a third party more capable of assuming it. This opening up of bilateral credit 
relations to third parties encourages the two actors concerned to take greater 
risks, because they can transfer those risks and because they possess better 
information about their scale. There is therefore a strong probability that 

Table 8.1 Financial innovations: sources of growth or of crisis

Function Impact on:

Growth Crises

1  Transfer of wealth 
over time

Favors investment by 
eliminating the irreversibility 
of choice

Makes possible the creation of 
rights in excess of future wealth

2 Risk management Allows investment through the 
separation of financing and 
risk

Accentuates risk, because of 
poor evaluation resulting from 
the division of labor among 
financial actors

3 Pooling wealth Better allocation of capital Favors the emergence of 
bubbles and poor allocation of 
capital because of liquidity

4  Creation and 
dissemination of 
information

Socializes views of the future Nurtures mimicry, however 
rational it may be

5  Organization of 
payments

An efficient banking system 
favors growth

Constitutes a resonance 
chamber, amplifying the 
financial disorders at the heart 
of systemic crises

Source: after Rajan and Zingales (2003).
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once established, this mechanism will incite excessive risk- taking that 
increases the probability of entering a zone of financial fragility. The devel-
opment of derivatives in the mortgage market of the United States provides 
a good example of such a process.

• The liquidity of the economy increases when deep, liquid markets develop, 
quite independently of money creation, giving financial actors the illusion 
that they can in fact do without banks and money creation. Many actors 
have used very high leverage to obtain exceptional levels of profitability. If 
they lose the corresponding gamble, they resort to bank credit. If the com-
mercial banks are themselves the victims of mistaken expectations, the 
liquidity of the financial markets suddenly dries up. This is the mechanism 
that triggered the collapse of the subprime mortgage market and precipitated 
a systemic crisis. Financial agents cannot rely on either the market or their 
models to evaluate their assets and liabilities.

Private innovations, crises and then regulations in finance
On the financial markets, some agents seek to evaluate future returns by analyz-
ing the information provided by the most recent data on company results, the 
movement of short- term interest rates, exchange rate trends, prospects of techni-
cal change, tax policy, etc. The mechanism is organized according to expecta-
tions and analysis that projects into the future. Other agents on the financial 
markets content themselves with retrospective analysis, as the chartists do with 
stock market prices. A number of models have shown that the behavior of char-
tists and “followers” amplifies the upward movement initiated by those agents 
who are best- informed and equipped to analyze the impact of an innovation 
capable of raising the rate of return on capital in a company, in a sector or even 
in the economy as a whole (Tadjeddine 2006).
 The problems of uncertainty that weigh on the use of all financial instruments 
are heightened by the launch of a new financial product. The actors must form 
an opinion based on beliefs, for want of past observations. Just to take one 
example, the financial community believed in the new economy, although 
there were few elements to justify the almost doubling of rates of return on 
capital. The very novelty of the financial technique, product, or instrument may 
suggest the dawn of an unprecedented period in which past regularities will fade 
away. Financial history, on the contrary, provides hypotheses for the trajectory 
of technical and financial innovations that have been supposed to herald a 
new era.
 The horizon of the actors involved does not exceed a few years, while the 
effort of information search and analysis focuses on the most recent develop-
ments. Thus, through the formation of the market price, a belief emerges in the 
dawning of a new epoch marked by returns without precedent in terms of their 
magnitude and/or stability. Financial history has the great merit of detecting the 
repetition of the same sequence of speculative fervor. Such works are numerous: 
isolated to begin with (Kindleberger 1978), they have increased with the growing 
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frequency of crises since the mid- 1980s (Garber 2000; Eichengreen 2003; 
Roubini 2008). The novelty is that macroeconomic and financial theorists them-
selves refer to the series of phases of runaway speculation when constructing 
models to explain the inefficiency of markets, by means of more or less substan-
tial modifications to either the hypothesis of rationality (Shiller 2000), or the 
organization of markets.
 Adopting this perspective helps to shed light on the current situation: it is not 
the first time that a technical innovation has been considered radical and capable 
of permanently raising profit levels. So, for instance, the restructuring of firms 
and changes in the frontiers between sectors under the impact of information and 
communication technologies in the 1990s were compared to advances in the sci-
entific organization of labor in the United States in the 1920s. The fast rise in 
liquidity on the stock market itself provoked a rash of mergers and acquisitions 
that corresponded in its own way to the increase in liquidity observed during the 
1960s in the United States (Shleifer 2002: 170–171).

A chain of events leading to the return of public control
At the origin of such a chain of events lies an impetus given by a new technique 
(new methods of producing tulips . . . mass production methods), by finance (cre-
ation of shares in a navigation company), a political discontinuity (the railway 
boom after the American Civil War), consumption (the emergence of customers 
for new services, such as holidays in Florida thanks to their rental or purchase of 
apartments there), or by an unprecedented new financial situation (a rush of 
liquidity to the stock market allowing a rise in the number of takeover bids). The 
adoption by informed economic agents of a selective strategy guarantees them 
the reality of expected returns. They carry out purchases justified by their techni-
cal expertise (how to grow the new tulips? what real estate to build in Florida?) 
or by the privileged information they possess (which is generally the case for 
financial innovations). Their behavior is rational in the economic sense of the 
term, and does not in itself lead to a speculative boom.
 The rise in the price of products and consequently in the financial assets of 
the companies that produce them endorses the strategy of these informed agents. 
In reaction to these price signals, other agents enter the market, unaware of the 
nature of the innovation and trusting simply on an extrapolation of the rising 
prices. A new shareholder unacquainted with the functioning of the stock market 
transfers a large part of his portfolio into this financial instrument. In this third 
step, “followers” and credit play a decisive role in the speculative surge.
 The endorsement of expectations by an indisputable authority accentuates the 
boom. In the Mississippi Bubble, the French government gave John Law its offi-
cial support. In the United States in the 1920s, Irving Fisher declared that share 
prices had reached a “permanently high plateau,” a diagnosis that he maintained 
up until the eve of the stock market crash. In the modern period, the position of 
Alan Greenspan, who had originally warned against irrational exuberance, 
marked a watershed in the Internet bubble when he came over to the opinion of 
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the markets (“private agents know better than the central banker what share 
prices ought to be”).
 The appearance of a gap between returns obtained and returns expected marks 
the climax of the sequence and the imminence of the forthcoming downturn. 
This occurs either as a result of the endogenous erosion of returns because of 
over- accumulation or in response to a piece of apparently minor bad news, 
which triggers a change in opinions about future prospects. In other cases, the 
best informed agent judges that, given the height attained by asset prices, now 
would be the best time to get out by selling them.
 Lastly, intervention by the political authorities, faced with the gravity of the 
social and political consequences of the crash, signals the search for blame and 
the reintroduction of rules and reforms both to avoid repetition of such episodes 
and to re- establish confidence, without which the markets cannot operate. In 
most cases, these measures are successful in getting the crisis forgotten. A new 
cycle can then begin (see Figure 8.1). This diagram sheds fresh light on the 
history of the last decade in terms of financial innovations.

The subprime crisis in perspective
The movement of financial liberalization, both internal and external, made it 
much easier to experiment with new financial products. As they have grown 
in number, we now possess a sufficiently large sample of innovations and crises 
to be able to make an overall judgement: in the absence of adequate public 

Start of a
new cycle

Innovation
New

expectations of
demand/profit

Financial
accelerator
via credit

Explosion
in asset
prices

Rational/
strategic
mimicry

Growing
fragility

Crash
Poor

learning

State
intervention

Recovery of
confidence

Figure 8.1  The cycle from major innovation to crash.
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regulation and control, there is a great risk that financial innovations will lead to 
a local, sector level, financial and, in certain cases, macroeconomic crisis. The 
last decade can be likened to the race between the tortoise and the hare: financial 
agents, in the role of the hare, launch the process, and it is up to the public 
authorities, in the role of the tortoise, to absorb the costs of the resulting finan-
cial crises and to try to prevent their repetition by adopting a new strategy and, 
perhaps, new regulations. The financial markets that were supposed to be self- 
regulating are in fact the source of crises that often have dramatic consequences 
for the economy and society as a whole.

The stock market crash of October 19th, 1987: the ghost of October 
24, 1929 soon forgotten

The sequence of events started with the collapse of the Dow Jones in the New 
York stock market, on a scale equivalent to that which marked the beginning of 
the 1929 crisis. Analysts asked themselves the question that provided the title of 
Hyman Minsky’s book: Can it happen again? According to a view of the 
economy affirming the concept of the long- term equilibrium and invariance of 
the fundamental economic mechanisms, this heralded a depression comparable 
to that of the 1930s. This forecast turned out to be mistaken, for two main 
reasons (see Table 8.2).

• The two crises had different origins. In one case, stock market speculation 
simply amplified an imbalance in the regime of accumulation, which 
explains the scale of the economic and social costs of the 1930s in the 
United States. In the crisis of 1987, there was sustained growth, although it 
took place in an international context troubled by the uncertainty of 
exchange rates and their evolution. The imbalance was essentially within 
the financial sphere.

• The U.S. central bankers learnt from the errors their predecessors had com-
mitted in the 1930s. Instead of allowing a chain reaction of bankruptcies to 
develop among the financial actors, Alan Greenspan supplied abundant 
liquidity to the endangered financial operators. After the event, continued 
growth and slight inflation were observed, instead of depression and 
deflation.

Thus, stock market crises follow but do not resemble each other. It was the con-
junction of financial products that emerged at the beginning of the 1980s that lay 
at the origin of the crisis. At that time, a new method of portfolio management 
started to develop, in which each transaction was associated with the writing of 
options with the aim of guarding against errors of anticipation. Simultaneously, 
all the actors in the market equipped themselves with software allowing them to 
directly place the orders entailed by this program of optimization. A sharp down-
turn in stock market prices sparks off a depression spiral: nearly everyone wants 
to sell and no one wants to buy.
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• The widespread adoption of the strategy of risk coverage precipitated the 
event against which the agents had sought to protect themselves on a micro-
economic level: the conjunction of rational microeconomic strategies 
blocked the market. This feature can be found in most other crises, includ-
ing that of subprime mortgages.

• The central role of the Fed was confirmed by this episode: faced with a 
liquidity crisis, and whatever the responsibilities of the other actors or the 
risks of moral hazard, the central bank is the lender of last resort with the 
task of restoring continuity in the system of payments. This characteristic is 
present in most of the crises mentioned in this text.

• The institution of circuit breakers, by request of the political authorities – but 
not by the professionals, who think that the mechanisms of the market should 
be allowed to operate freely – suspends trading in the event of prices moving 
too far, too fast. Thus, the financial markets record the sedimentation of rules 
instituted to prevent the repetition of past crises. When the political authorities 
go back on some of these rules, such as the separation between commercial 
banks and investment banks, a return to old forms of crisis becomes possible, 
as certain of the developments in the 2008 crisis have shown.

The first of these lessons, though not the other two, was demonstrated in the 
United States in the following crisis.

A first crisis forewarning of the danger of derivatives: the collapse of 
LTCM in 1998

The theories of market finance have seen many developments since the begin-
ning of liberalization. Statistical and mathematical techniques have become more 
sophisticated and theorists have proposed new methods for evaluating risk and 
setting a price on derivatives. The contributions of Black and Scholes (1973) and 
Merton (1973) opened up a wide domain for the invention of new derivatives. 
Far from observing the regularities resulting from the functioning of the markets, 
they invented a method of evaluation. They proposed this to the financial com-
munity, which adopted it to the point of making the regularities postulated by the 
theoretical model appear in the market prices. The “performative” nature of the 
financial theory is a novelty for standard theories, both micro- and macroeco-
nomic (MacKenzie and Millo 2003).
 This mastery of the measurement of risk led many to believe that all possibil-
ity of a major financial crisis had been eliminated. The collapse of Long Term 
Capital Management (LTCM) is interesting precisely because it shows that finan-
cial crises do not necessarily derive from irrationality on the part of ill- informed 
agents or from the mimetic behaviour of crowds (Kindleberger 1978, 1994; 
Shefrin 2000). They may stem from the implementation of a new rationale for the 
optimization of financial return, so vigorous that it destabilizes the macro-
economic regularities, all the more so when an event occurs that is supposed to 
happen only once a century, in the light of retrospective analysis (see Figure 8.2).
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 The substantial losses incurred by one financial institution, initially of modest 
size, raised two areas of concern for the public authorities responsible for finan-
cial stability.

• Derivatives, supposed to cover the risk of certain agents, expose others to a 
risk that is all the greater as they become the regular, if not exclusive suppli-
ers of this type of product. This result, drawn from observation of the LTCM 
crisis, is also confirmed by modeling that takes into account the specificities 
of the current organization of the financial market. The creation of a futures 
market and a derivative can push the economy into a zone of financial fra-
gility, under conditions characteristic of existing markets (Artus 1990; Li 
and Barkley 2001; Brock et al. 2006).

• This contradicts the intuition that can be drawn from the last chapter of La 
Théorie de la valeur [Theory of Value] by Gérard Debreu (1959): if all the 
futures markets are open, an equilibrium can exist under the usual con-
ditions. As we draw closer to this ideal, we should therefore move towards 
financial stabilization. The recent financial literature belies this fairly 
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Figure 8.2  The collapse of long term capital management: an ad hoc solution brokered 
by the Fed, with no review of public control.
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essential conjecture, as it forms the basis for strategies of creation and mul-
tiplication of derivatives.

• The sudden appearance of losses on the order of billions of dollars is the 
direct consequence of the use of extremely high leverage, with factors of 30 
to 50. Then it only takes a fall of 3.3 or even 2 percent for the losses to 
exceed the equity capital. This is the entire problem with hedge funds or 
even the management of an experienced firm like Lehman Brothers: it only 
had one billion dollars in equity to cover derivative positions of more than 
30 billion dollars.

The various regulatory authorities were not worried by these risks, and imposed 
no rules on the most dynamic managers of Wall Street. Self- organization by 
market players was the solution favored by the governor of the Fed, who organ-
ized the taking over of LTCM by other, healthier investment banks. This elegant 
and economical solution helped to conceal the dangers of derivatives and of 
hedge fund strategies.

The Enron episode: a second lost opportunity (December 2001)

Setting aside the exact characteristics of the derivative, the same sequence can 
be observed, mutatis mutandis, for the energy derivatives proposed by Enron. 
This was the epoch of the “new economy,” and of hopes for a dematerialization 
of economic activity: why invest irreversibly in facilities to produce and trans-
port energy when one can organize the futures market of the corresponding con-
tracts to make substantial profits, from a modest capital investment, guaranteeing 
greater flexibility in its allocation? Just as with LTCM, Enron was so successful, 
the returns it posed so exceptional, that it became the flagship to which many 
others aspired.
 In 2000, it turned out that these results were obtained essentially through legal 
accounting practices, consisting of discounting its existing contracts to present 
value(s). The corresponding costs were hidden away in satellite accounts that 
were not consolidated with those of the parent company (Mistral et al. 2003). 
Essentially, this was therefore a problem of the information available to the 
financial market. It was followed by calls for greater transparency and for the 
accountability, including penal, of CEOs and financial directors, which gave rise 
to the Sarbanes–Oxley Act (see Figure 8.3).
 Other problems remain, despite the new legislation:

• Enron used its political connections to dissuade the financial supervisory 
authorities from establishing any control or regulation of derivatives, under 
the two pretexts of a complexity that only they could master, and the prin-
ciple of freedom of enterprise. An equivalent mechanism can be observed in 
the subprime case during the second half of the 2000s.

• Accounting practices oriented towards the financial community, implement-
ing the principle of fair value, imposed serious risks on the stability of finance. 
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It introduced strong procyclicity in the results posted, which remained virtual 
(Boyer 2007). As much as the actors involved were satisfied during periods of 
speculative boom, they also suffered through the sudden risk of bankruptcy 
during periods of adjustment. We need look no further for the reason behind 
the bankruptcy of Lehman Brothers, or the absorption of Merrill Lynch by 
Bank of America. As the products became ever more sophisticated and the 
volumes concerned continued to grow, the sums involved became enormous 
during the second half of the 2000s, to the point of threatening the financial 
stability of the United States and world financial system as a whole.

• Finally, as a last paradox, securitization also led to the specialization of 
certain investment banks or insurance companies in certain segments of the 
market; and whereas securitization is meant to spread the risk, this was only 
partly accomplished via this specialization. The resulting concentration of 
risks increased the probability and violence of financial crises when private 
firms were forced to reveal to the market the extent of their losses, informa-
tion that was kept private as long as possible. The disarray of the public 
authorities became apparent when they were obliged to ask other private 
financial bodies to verify the accounting situation of those firms that they 
were thinking of taking over, as was the case for Bear Stearns.

The mortgage derivatives crisis: silence from the regulatory 
authorities followed by massive intervention

The role played by the central bank in fixing low interest rates is another factor 
in the genesis of bubbles associated with financial innovations. One illustration 
can be found in the United States after the bursting of the Internet bubble, when 
the Fed kept interest rates down to relieve financial institutions and indebted 
households, and to accompany a program of fiscal stimulus. The Republican 
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No reform of
accounting

Structural
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Figure 8.3  The fall of Enron: increase in accountability of senior managers, without 
reform of accounting practices or supervision of new derivatives.
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administration also announced a program of access to home ownership for 
minorities and disadvantaged groups. Mortgage establishments leapt at the new 
opportunities for profit that this opened up: they offered loans without bothering 
to make any request for collateral or for information about income, in the hope 
that the continuing surge in real estate prices would be the best guarantee. 
Thanks to particularly active lobbying of public authorities by the financial com-
panies, the corresponding financial products and their securitization were not 
covered by any regulation. Thus, all the ingredients were brought together for 
the typical development of a high- risk financial innovation (see Figure 8.4).
 There was a sharp downturn in the market. The classification of tranches of 
credit proved to be hopelessly over- optimistic when the rate of defaults started to 
rise and the price of real estate started to fall in 2007. The subprime market dis-
appeared. As it figured prominently in the books of a number of banks, this trig-
gered a liquidity crisis, to which the Fed responded initially by providing easier 
access to liquidity, at modest levels. Given the scale of the assets involved – a 
sum in the order of 3,000 billion dollars – it soon became apparent that defaults 
were still rising and that the banks were incapable of evaluating a growing 
number of assets. Since the subprime market was closed, and since the ad hoc 
models drawn up by each bank assumed constant access to liquidity and low 
correlations among risks, no longer provided any relevant information. The sys-
temic crisis had started, and it was the very principle of the valuation of assets 
that was the root of discord. Interbank credit, in particular, dried up completely.
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Figure 8.4  An innovation that was a priori dangerous but in line with policy of widening 
access to home ownership.
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 A new stage in the crisis was reached in 2008, when the Fed guaranteed 
unlimited access to liquidity, encouraged mergers between financial establish-
ments, and accepted recapitalization by sovereign funds, which, not long before, 
had been denounced for their lack of transparency and the threat they posed to 
the stability of the world financial system! The most remarkable phenomenon 
was surely the fumbling nature of United States policy. The Treasury Secretary 
minimized the scale of the crisis, the Fed granted facilities of access to credit, 
and both called for responsible action from Wall Street . . . without really taking 
full measure of the origins and depth of the crisis: the whole system of valuation 
of assets and liabilities had seized up. Monetary policy is an indirect and crude 
tool, under these conditions, for resolving a crisis of a largely new nature.
 In fact, the process triggered by the subprime crisis combined the con-
sequences of most of the innovations that had accumulated during financial lib-
eralization: the massive transfer of uncontrollable risks to third parties, 
confidence in models estimated over a relatively short time, certainty of perma-
nent access to liquidity, the race for leverage to obtain higher returns on equity, 
lobbying to prevent the intrusion of supervisory authorities into particularly prof-
itable markets. The crisis is of an unprecedented scale, because it condenses all 
the problems and imbalances that have been denied or postponed throughout the 
last decade (see Figure 8.5).

For public control of financial innovation

Prevent the outsourcing of risks to agents incapable of assuming them

The scale of the current crisis caught the directors of Lehman Brothers and 
Merrill Lynch unawares, as it did the former Wall Street CEO who was then 
U.S. Treasury secretary. It was not so much of a surprise to researchers, includ-
ing Ben Bernanke, specialist in the 1929 crisis, or to international organizations 
such as the Bank for International Settlements (BIS).

• From the beginning of the 2000s, the BIS expressed concerns about the 
explosion in derivatives, more and more differentiated and held by agents 
not covered by the usual prudential regulations, who exploited this fact to 
use huge leverage (BIS 2000, 2003). In the United States, for example, the 
total volume of securitization rose from 685 billion dollars in 1996 to 1,355 
billion dollars in 1999, and then 3,187 billion dollars in 2006. Furtherance 
of this phenomenon was, of course, problematic (Erturk et al. 2008).

• From the start, some experts had stressed the danger of selling risky assets 
to agents or individuals incapable of evaluating their risks and taking pre-
cautions against them. Symmetrically, mortgage banks took advantage of 
the fact that they could palm off the risk of default to increase their activity 
by writing ever more risky loans. The process reached the point where 
financial organizations made loans to families who they knew would be 
unable to pay them off.
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Figure 8.5  The subprime crisis results from conjunction of financial innovations since 
the 1980s: widespread underestimation and transfer of risk.

It is the conjunction of these two mechanisms that explains the scale and gravity 
of the subprime crisis. It only needed an increase in late payments and defaults 
and a downturn in the housing market for the virtuous circle to turn into a spiral 
destroying the value of assets (Figure 8.6).
 Among the many different derivatives, becoming ever more varied, deriva-
tives of derivatives appeared, the risk evaluation of which was extremely diffi-
cult, even for the issuers. What can we say about the people who bought them 
without understanding the risk? This outsourcing of risk was particularly danger-
ous and could not result in a viable system, because of the combination of two 
effects.



168  R. Boyer

Insert finance into the theory of innovations

In fact, financial innovations occupy a singular place in the dynamic of growth: 
they have the property of destabilizing the existing growth regime before facili-
tating the emergence of a new one (Table 8.3). That is not the case for innova-
tions resulting from scientific progress or technological know- how. Nor should 
we overlook organizational innovations, since some of them – e.g., manufactur-
ing, assembly chains, clusters – end up shaping the institutional configuration 
and the implementation of technological advances, as was the case in the Fordist 
model of growth. The institutional innovation of the collective agreement linking 
wages to productivity, for example, played a decisive role in the viability of that 
macroeconomic regime. At the end of the 1930s depression and after World War 
II, moreover, finance was strictly regulated by state intervention and yet the allo-
cation of capital was relatively efficient and favorable to growth.
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Figure 8.6  Chronicle of a crisis foretold: the subprime episode.
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In every other domain, innovation is subject to collective rules

Under the pretext that the origin of innovations lies essentially in the private 
sector and that they must therefore be favored, is it reasonable to exclude all 
public control over the conditions and consequences of these innovations? 
A brief comparison of different types of innovation refutes this hypothesis 
(Table 8.4).
 In every domain, there are rules to regulate innovation. Scientists share the 
methods that are common to their discipline, and in certain cases they must 
respect a deontology imposed by society. Technical innovation is vigorous and 
multiform, but the corresponding product or process cannot be brought onto the 
market or into practice unless it satisfies safety standards defined at the society 
level. We do not wait for a growing number of accidents to occur before impos-
ing these standards from the design process on. This is no obstacle to economic 
dynamism.
 Likewise, the law forbids certain contracts (which could, however, be 
mutually beneficial) and transactions involving goods that are considered to 
be of a non- commercial nature. Organizational inventiveness is reduced, in 
favor of greater social acceptability of innovations that satisfy the rules of law 
or, more generally, of the prevailing ethics of the society involved. The domain 
of health is exemplary of the multiplicity of state interventions governing access 
to the medical profession, the conditions of approval for drugs, daily medical 
practice, etc. The transition from innovation to market is slowed down and made 
more expensive, and yet the dynamism of the biotech industries cannot be 
denied.

Table 8.4 Most innovations are regulated collectively

Innovation Type of control

Scientific •  Methodology specific to each discipline
•  Deontology

Technical •  Multiple safety standards, prior to marketing
•  Quality certification by agencies

Organizational •  Banning of certain forms of organization (forced labour)
•  . . . and transactions (organs)

Institutional •  Political control
•  Control by law, citizenship

Finance
•  Traditional products

•  New products

•  Rules governing issuing, disclosure of information, 
prevention of insider trading, accounting

•  None, to begin with

Health •  Ex ante on the effects of drugs
•  Ex ante via professional specialization
•  Deontology
•  Public approval of care establishments
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Conclusion: some steps toward more resilient financial 
systems
The above developments have tested a core hypothesis, largely confirmed by the 
comparative historical analysis, that financial crises are not inevitable, and 
that governments could take measures to reduce their frequency and/or gravity 
(Table 8.5).
 Among a multiplicity of possible strategies in order to prevent the repetition 
of major financial crises, the present analysis puts a strong emphasis upon the 
following measures.

1 It is important to draw lessons from the history of past crises so as to antici-
pate the next one.

2 To avoid repetition of the subprime crisis, we must implement integrated 
supervision of commercial banks, investment banks, and insurance companies.

3 It is not enough to make the risk associated with derivatives more transparent, 
we must maintain the link of responsibility between borrowers and lenders.

4 Prohibit new financial products involving the transfer of risk from the better 
informed to the less well informed.

5 Institute procedures of approval for new financial products incorporating 
clauses guaranteeing the absence of major negative macroeconomic 
externalities.

6 Recruit the best financiers for financial supervisory agencies, to reduce the 
asymmetry between private and public sectors in terms of market finance 
skills.

Table 8.5 Reducing gravity of financial crises, instead of simply surmounting them

Approach Ex post Ex ante

Advantages •  Legitimacy due to need to 
restore financial stability

•  No interference during the 
boom period

•  Reduction in the cost of a 
possible residual crisis

•  Less volatility favorable to 
growth and the reduction of 
inequalities

Disadvantages •  Gravity of the crisis 
proportional to prior inaction

•  Cost in terms of growth and 
living standards

•  Moral hazard

•  Interference with private 
initiative

•  Possible errors of diagnosis
•  Lack of instruments

Methods •  Lender of last resort
•  Defeasance structure using 

public funds
•  Nationalizations
•  Restructuring on the initiative 

of the profession

•  Monetary policy taking into 
account the objective of 
financial stability

•  Uniform regulations, limitation 
of leverage

•  Banning of certain innovations 
that are dangerous for stability
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7 Reaffirm, following Károly Polanyi (1944), that the role of finance is not to 
control and organize society to its own benefit; instead, it is up to collective 
processes, essentially of a political nature, to align the direction and intens-
ity of innovation, including financial innovation, with the pursuit of soci-
ety’s well- being.

Note
1 The inventors of new financial products act solely with a view to the profits they can 

capture, without taking into account the unfavorable consequences for macroeconomic 
stability – in this case, the outbreak of a financial crisis directly linked to the very 
success these new instruments.
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9 The crisis of 2008 and the 
dynamics of capitalism in time 
and space

Toshio Yamada

A “once- in-a century” crisis?
The global financial crisis of 2008, partially triggered by the unexpected bank-
ruptcy of Lehman Brothers, soon developed into a global economic crisis involv-
ing the manufacturing sector, and also brought about a social crisis that affected 
employment and all other aspects of life. Nearly four years after the initial shock, 
we may believe that the days of panic have gone. However, the pace of eco-
nomic recovery is very slow, especially in the advanced capitalist economies. In 
addition, not only in European countries but also in the U.S., the economic crisis 
has morphed into another crisis: a sovereign crisis.
 In the midst of the crisis, we saw a breakdown of the American model of 
financial capitalism headed by the investment banks. However, what type of 
capitalism was the collapsed financial capitalism or the finance- led growth 
model? Before the U.S. became a finance- led model, what type of capitalism 
prevailed there? In the near future, what type of socio- economic system will 
replace the finance- led one? These questions presuppose historical changes of 
American capitalism itself. Thus, we are faced with a question of historical 
change or dynamics in time of capitalism.
 What about other countries? Japan and Germany, for example, have also suf-
fered from changes brought about by the financial crisis. These two countries, 
however, did not adopt the finance- led model à l’américain; rather, they followed 
an export- led or industry- led capitalism model. They were not on the market- led 
trajectory but on the state- led or firm- led one. What about the Nordic, Mediterra-
nean, East Asian, and emerging countries such as BRICs? We can never identify 
these countries with the American model, no matter how much one cries regard-
ing “globalization” and “convergence across the world” of growth models. This is 
a problem of national diversity or dynamics in space of capitalism.
 Capitalism is variable and various both in time and space. The 2008 crisis has 
posed anew a question of “variability of economic and social dynamics in time 
and space” (Boyer 1990). Capitalism historically varies its growth models 
through structural crises; at the same time, capitalist economies coexist and con-
front each other as various growth models in a contemporary world, leading to 
new dynamics. Capitalism always proceeds in the dynamics of time and space.
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 From this point of view, we must express criticism of the opinion that the 
2008 crisis was an exceptional event, as was stated by Alan Greenspan: “a once- 
in-a- century credit tsunami” (CNN Money 2008). Great crises are not at all 
exceptional for capitalism: over the past 100 years, there have been at least three. 
Capitalism has transformed itself through those great structural crises, giving 
rise to new configurations in time and space. The world financial and economic 
crisis of this era will also mark an important moment for a new configuration in 
the time and space of capitalism. This chapter aims at providing an outline of 
this new configuration through the lens of the French régulation approach.

World history of structural crises

Concept of structural crisis

In order to properly contextualize the crisis of 2008 in the history of capitalism, 
the concept of “structural crisis” must be understood.
 When we use the word “crisis” to indicate all sorts of difficult phases in the 
capitalist economy, we can identify at least two types of crisis according to their 
degree and character. One is the cyclical crisis, which corresponds to the troughs 
of Kitchin cycles or Juglar cycles. This type of crisis is a temporary downswing 
phase where tensions and disequilibria accumulated during periods of expansion 
are wiped out. After a period of reckoning, the economy will recover quasi- 
automatically, and soon re- enter the prosperity phase.
 Another type is the structural crisis. In contrast with the cyclical crisis, this 
type of crisis imposes structural changes on the conventional economy. It is a 
crisis in which an economy encounters difficulties in its fundamental structure 
and cannot re- establish a stable growth trajectory unless the old socio- economic 
structure is transformed into a new one. The crisis emerges as a dysfunction of 
the preceding macroeconomic framework (growth regime) and/or the ensemble 
of complementary institutions (mode of régulation). The economy cannot heal 
itself or recover by the so- called logic of the market, and it requires a radical ref-
ormation of existing institutions and policies. In the history of capitalism, we 
typically observe structural crises of 10–20 years after sustainable growth of 
20–30 years.
 Thus, we can identify two types of crisis: cyclical and structural. The latter is 
far more important for the comprehension of historical dynamics of capitalism. 
In fact, capitalism has changed its growth regime and mode of régulation repeat-
edly through structural crises; it could be posited that structural crises determine 
the historical changes of capitalism. Unfortunately, traditional economics does 
not address the structural crisis at all, even if it does address the cyclical crisis.

World history of growth and crisis

The Great Depression of the 1930s is often juxtaposed with the financial crisis of 
2008. Taking these two events into account, one may say that major crises 
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occurred twice in the past 100 years. This account, however, would not be com-
plete, in that modern capitalism also suffered from another major crisis: the 
Stagflation Crisis in the 1970s. Capitalism has thus experienced three major 
crises in a century. Major and structural crises are never exceptional. We must 
therefore properly situate the contemporary crisis in the historical context of the 
succession of structural crises. Or, we must grasp the world history of capitalism 
as the alternation of growth and crisis, which will lead to a clear schematization 
of the historical dynamics of capitalism.
 Figure 9.1 focuses on “hegemonic powers” in the history of capitalism during 
the most recent 150–200 years, divided into four periods (Yamada 2011). Hege-
monic power refers to the UK in the nineteenth century and the U.S. since the 
second half of the twentieth century. The first half of the twentieth century 
reflects a period of hegemonic transition from the UK to the U.S. (represented 
by U.S. in Figure 9.1). If we mention Kondratieff ’s long waves, each period has 
an upswing wave (period of durable growth) followed by a downswing wave 
(period of structural crisis). There are four periods of durable growth: the Victo-
rian Prosperity (UK, in the middle of the nineteenth century), the Roaring Twen-
ties (U.S., in the 1920s), the Golden Age of Capitalism (U.S., after World War 
II), and the New Economy (U.S., since the 1990s). In turn, the four periods of 
structural crisis are called the Great Depression fin de siècle, the Great Depres-
sion in the 1930s, the Stagflation Crisis in the 1970s, and the World Financial 
Crisis of 2008.
 Interpreting history through the lens of régulation theory, the four periods 
represent four development models (growth regimes and modes of régulation), 
upswing and downswing waves corresponding to the rising and declining periods 
of each development model. The four development models can be labeled in 
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chronological order: the English, Transitory, Fordist, and Finance- led Type. In 
short, capitalism has developed by changing its growth regime and mode of 
régulation almost every half a century. This forms the essence of the historical 
dynamics of capitalism.
 In this chapter, we focus only on the periods after World War II; discussions 
about the English Type and Transitory Period are skipped (cf. Boyer 1979, 
2004). As shown in Figure 9.1, during the postwar period in the U.S., an 
economy called Fordism with mass production–mass consumption was estab-
lished under a wage (and consumption)-led growth regime and a mode of régu-
lation based on the capital- labor compromise. Under the new growth regime, 
high productivity gains in the manufacturing sector were the driving force of the 
economy (Figure 9.2). Productivity gains were distributed not only as profits but 
also in the form of real wage hikes. Real wage hikes, in turn, stimulate indi-
vidual consumption demand for products such as electrical appliances, cars, and 
houses. Increased levels of consumption also lead to more investment. The 
increased level of investment, coupled with consumption, leads to an increase in 
aggregate demand, that is, to economic growth on the one hand and productivity 
gains on the other. The resulting growth of GDP leads to further productivity 
gains via improved economies of scale. This chain of events, often referred to as 
a macroeconomic virtuous causation circle (productivity–wages–consumption–
investment–demand–productivity), codified a growth regime characterized by 
mass production–mass consumption. A growth regime that is led not by profit 
and investment but by wages and consumption was established for the first time 
in the history of capitalism. This growth model not only continued for nearly 30 
years in the U.S. but also spread, more or less, to other advanced capitalist coun-
tries. This macroeconomic configuration of postwar durable growth is often 
referred to as “Fordism” (Aglietta 1979) or the “Golden Age of Capitalism” 
(Marglin and Schor 1990).
 This growth regime could continue by setting up new institutions and a 
new mode of régulation. In the postwar era, many new institutions were set up: 
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collective bargaining system, minimum wage system, social security system, 
managed currency system, consumer loan system, and stable international eco-
nomic system like the IMF and GATT. Among these institutions, the most deci-
sive moment was the establishment of a capital- labor compromise through 
collective bargaining: a compromise between the acceptance of Taylorist simple 
labor by workers and the provision of productivity- indexed wages by managers. 
Capital and labor, even if traditionally antagonistic in nature, became allies on 
this crucial point. Workers accepted Taylorism to embrace the Fordist mass pro-
duction system; in exchange, managers did not monopolize productivity gains 
but allocated them to wage hikes. Thus, the capital- labor alliance consisted of 
the acceptance of Taylorism in exchange for the provision of productivity- 
indexed wages coordinated and navigated an economy led by wages and con-
sumption. This “grand bargain” between labor and management piloted a new 
development model called Fordism.
 Fordism, however, soon found itself embroiled in a structural crisis. After the 
onset of numerous events – the Nixon Shock (Nixon’s decision to take the U.S. 
off the gold standard), oil shocks, and Stagflation in the 1970s – governments 
began to adopt neo- liberal policies in the 1980s. Behind those events, there was 
a falling down of the Fordist growth regime and mode of régulation. First, the 
workers no longer accepted the Taylorist production method that imposed on 
them an increased intensification and fragmentation of labor. Workers, having 
gained access to mass production goods, demanded more diversified consump-
tion goods and services. These are impossible to produce under the Fordist tech-
nology that focuses on a single kind of product. This resulted in a dysfunction of 
the productivity gain mechanism. Second, the success of Fordist industries cata-
lyzed higher levels of urbanization; that, in turn, drove higher demand for serv-
ices and benefits in education, medical care, retirement, etc., that were 
impossible to cope with via Fordist wages indexed to productivity. This repre-
sented a dysfunction of the productivity distribution mechanism. The mode of 
régulation based on the capital- labor alliance collapsed, as did the growth regime 
led by wages and consumption.

Growth and crisis of the finance- led model

In the midst of the Fordist crisis since the 1970s, the U.S. initially adopted a 
strategy of internationalization, giving priority to a firm’s level of competit-
iveness. On the one hand, this led to wage austerity and a degradation of employ-
ment in lieu of the Fordist capital- labor compromise. On the other hand, 
American consumers enjoyed access to low- price imported goods. The U.S. also 
proceeded to liberalize the finance sector, giving the sector an elevated position 
of importance in the economy. The superiority of finance even spread among 
workers as, for instance, pension funds became more common. In addition, 
under the neo- liberal project, finance has effectively been transformed into a 
magic wand that would substitute for the social security system, increase access 
to educational opportunities, medical care, and housing, ultimately wiping out 
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poverty (Boyer 2011). The U.S. had intended to survive the crisis through two 
strategies: internationalization and, perhaps more pronounced, financialization. 
In the 1990s, the revived U.S. was no longer an industry- led economy but trans-
formed into a finance- led one.
 Figure 9.3 shows a stylized schematization of the finance- led development 
model (Aglietta 1998; Boyer 2000; Yamada 2008). As a growth regime, the 
model’s driving force is the increase of asset prices (stock and housing prices) 
that leads to an increase of financial returns (income and capital gains). Increased 
financial returns, through the asset effect and facilitated with easy accessibility 
to credit by households (e.g., subprime loans), stimulate consumption. Firm 
investment is driven by decreased financing costs that follow from high stock 
prices. At the same time, it must be noted that the high return requirements of 
financial circles may lead to limited investment. If aggregate demand consists of 
only two components, consumption and investment, the increase of consumption 
and investment means that of aggregate demand (i.e., economic growth), and it 
leads to higher profits for firms. Higher profit levels bring a self- fulfilling expec-
tation of further profits that drives higher asset prices.
 By thus establishing a virtuous loop (asset prices – financial returns/invest-
ment – consumption – demand – profits – asset prices), the American economy 
experienced a revival for about 20 years centered on the year 2000. In this 
finance- led model, compared with the previous Fordist one, higher asset prices 
served as the main driving force rather than productivity gains. The growth 
regime is no longer led by wages, but by financial returns.
 A new macroeconomic loop requires an original mode of régulation that has 
to navigate and coordinate the loop. In Figures 9.1 and 9.3, the new mode of 
régulation is marked as “stockholder sovereignty type.” It is equivalent to so- 
called corporate governance, particularly by stockholders. Under this keyword 
“corporate governance,” one has established an institutional apparatus that con-
nects the increase of asset prices to the increase of financial returns, leading to a 
domination of management by finance. Moreover, the formation of a stock 
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option system shows an establishment of compromise between management and 
finance; this new compromise occupies a superior position among all the institu-
tions. The stockholder sovereignty type of régulation in place of the capital- 
labor alliance one, and the finance- management compromise in place of the 
Fordist capital- labor one, have assumed a central position in the social economy 
(Yamada 2008).
 Unlike the case of Fordism, the finance- led model is characterized by non- 
universality and non- stability. Regarding non- universality, we can point out that 
this model could be adopted only in the U.S. and UK. In other countries such as 
Japan, Germany, and Sweden, the driving force of the economy does not reside 
in the finance sector. Although these countries have been more or less obliged to 
adopt the financial liberalization policies and “global standards” under strong 
pressure by the finance- led model, they have not adopted the finance- led model. 
Concerning the aspect of non- stability, the formation and bursting of “asset 
bubbles” is part and parcel of the model, primarily because increasing asset 
prices drives the model. In this era of global finance, asset bubbles have suc-
ceeded one after the other all over the world and even in the U.S. (that country, 
for example, experienced the IT bubble of the 1990s and early 2000s and then 
the housing bubble). The finance- led type of capitalism is thus closely tied with 
the bubble economy and destined to non- stability as a growth regime (Orléan 
1999).
 The finance- led model of capitalism, having developed in spite of its intrinsic 
non- stability, fell into a structural crisis with the bankruptcy of Lehman Broth-
ers; note the downswing wave after 2008 in Figure 9.1. The finance- led model, 
after roughly 20 years of sustainable growth, entered a period of structural crisis. 
Sketching the broad mechanism of crisis by using Figure 9.3, one can observe 
that previous virtuous circles have broken and reversed in the other direction, 
transforming into vicious circles. That is, falling asset prices now serve as a 
driver to destroy the previous stability built upon its rise: financial returns 
decrease, and this leads to substantial financial losses that result in the bank-
ruptcy of various financial institutions and the overall paralysis of the financial 
system. Excess leverage and consumption, sustained by increasing asset prices, 
also slows down. This breakdown induces a contraction of investment (de- 
leveraging), which, together with that of consumption, dents aggregate demand, 
and consequently profits and expectations for profitability. All these factors rein-
force a decline in asset prices.
 To sum up, all macroeconomic variables, which formerly drove higher levels 
of wealth performance in a positive chain reaction, now destroy that very wealth 
in a negative chain reaction. There is no likelihood that the economy will auto-
matically recover from this crisis, and it barely escaped from total collapse by 
“exceptional” and “non- conventional” economic measures. Only a new growth 
regime and a new mode of régulation based on radical structural changes will 
lead to a way out of the crisis. We are now in this sort of structural crisis. This is 
the historical topology of the crisis of 2008.
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Diversity, confrontation, and complementarity of the world 
economy

Methodology of the comparative approach

At this point, an inquiry will be made into the spatial configuration of capitalism 
in the era of world financial crisis and finance- led growth. Countries other than 
the U.S. and UK, even if greatly affected by the financial and hegemonic power 
of these countries, did not fully adopt the Anglo- Saxon model. Conversely, some 
countries successfully developed an alternative, original model of capitalism. 
Not only in advanced countries but also in the middle and less developed coun-
tries, capitalism is now developing in various and diversified forms. These new 
forms are influencing one another. We must examine the spatial dynamics of 
capitalism.
 Political economists typically have examined the spatial configuration of 
capitalism at a point in time; the discipline has repeatedly attempted, since the 
time of Adam Smith, a comparative study or typology of national economies. 
However, compared with the eighteenth and nineteenth centuries, or even with 
the mid- twentieth century, the number of capitalist countries has increased 
remarkably, enlarging the capitalist zone. Compared with the 1950s and 1960s, 
when capitalist countries were generally limited to North America, Europe, and 
Japan, there has been a capitalist explosion, which now includes the NIES, 
ASEAN, and ex- socialist countries, as well as Latin America and Oceania, and a 
part of the African countries. Much attention is paid to the BRICs countries as 
promising new market economies or as emerging capitalist countries. With an 
increasing number of countries adopting various types of capitalism, the varie-
ties of capitalism have become more and more remarkable.
 Faced with a number of different variations of capitalism, it is not sufficient 
to adopt a typical country approach for the analysis of the capitalist world. The 
typical country approach, conventionally adopted in political economy, is an 
analytical method in which one analyzes the most advanced and dominant 
country in the contemporary world, stylizing it as an ideal type of capitalism. 
The analytical framework posits that an archetype of capitalism can be instruc-
tive, even though the analysis is not comparative in nature. Behind this approach, 
one may find a notion of stage theory or convergence theory: These theories hold 
that differences between capitalist economies stem from their being at different 
developmental stages; thus, middle and less developed economies will sooner or 
later converge to the archetype. The UK served as the main capitalist archetype 
in the nineteenth century; the U.S. served as the main archetype in the twentieth 
century.
 The typical country approach, despite its failings, was useful in understanding 
elements of capitalism. In the current environment of capitalist diversity, 
however, simply analyzing the American economy will not confer much insight 
into how other countries are likely to develop. Indeed, to understand a more 
diversified capitalist milieu, another approach must be adopted: the comparative 
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approach. New disciplines like comparative institutional analysis and compara-
tive analysis of capitalism have been recently explored for this purpose.
 Diversified capitalist countries not only confront, but also complement each 
other, creating a quasi- hierarchical structure of the world. It is very difficult to 
clarify thoroughly complicated dynamics in space as a whole. However, the first 
step for this clarification is to classify various forms of capitalism in a typology 
and compare them. Only through rigorous comparison can one delineate and 
understand some essences of capitalist dynamics. This is why the comparative 
approach is a necessary analytical tool to understand the new era of capitalism. 
We will create a brief sketch below regarding the dynamics in space of the con-
temporary world economy, after surveying the main results of the comparative 
analysis of advanced capitalism in recent years.

The diversity of advanced capitalist countries

The Varieties of Capitalism (VOC) is a well- known comparative analytical 
approach of the main OECD countries at the end of the twentieth century. Hall 
and Soskice (2001) expressed criticism of the convergence view of the Amer ican 
model and classified the advanced capitalist countries into two types: Liberal 
Market Economies (LMEs) and Coordinated Market Economies (CMEs). The 
Anglo- Saxon countries (headed by the U.S.) belong to the LMEs; the CMEs are 
composed of Continental European countries (headed by Germany), Nordic 
countries, and Japan. This approach finds that both types of capitalism have not 
only recorded nearly equivalent economic performance, but also have their 
proper raison d’être because their respective industries’ comparative advantage 
is completely different. These findings challenge the prevailing opinion that 
insists on the efficiency of, and therefore the necessary convergence of advanced 
capitalist economies to, the American model.
 The VOC approach had a strong impact in that it proposed, based on the com-
parative approach, a spatial configuration of advanced capitalist countries in a 
simple two- type classification. This is why the approach has wielded sharp criti-
cism against the convergence view. However, this analytical framework also has 
numerous problems. First, do Germany, Sweden, and Japan, which were grouped 
in the same category, really have identical economic systems? Second, given 
that France and Italy are classified as neither LMEs nor CMEs, is the typology 
that regards these two powers as exceptions or intermediate cases sound and 
valid? To respond to these questions, Amable (2003) presented a full analysis 
from a point of view of the régulation approach.
 Here, we summarize only his core conclusions. Concerning the main OECD 
countries at the end of the 1990s, he distinguishes five types of capitalism: the 
Market- based, Asian, Continental European, Social- democratic and Mediterra-
nean models. After qualitative analyses of each model’s institutional character-
istics and the institutional complementarity between five institutional areas – product 
market, labor market, finance, welfare, and education – he proceeds to a quanti-
tative analyses, represented in Figure 9.4. This figure shows that countries that 
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are situated at the same level on the horizontal axis nevertheless differ greatly on 
the vertical axis and vice versa. This figure permits us to make the following 
critical or complementary points about the VOC’s two type classification:

1 The LME countries defined by the VOC approach are in fact very homogen-
eous compared with one another. This is also verified by Amable as shown 
by the Market- based cluster in Figure 9.4.

2 In contrast, the CME countries are extremely different on the vertical axis 
(i.e., on their level of welfare state) or, more generally, on the extent of 
social solidarity, even if they share an intermediate degree of market liberal-
ization. We see in the CMEs various variations from the Nordic countries 
with a high level of welfare to the Asian ones with a low level of welfare. 
CMEs are not homogeneous at all; we can never identify Germany with 
Japan, Japan with Sweden, and Sweden with Germany.

3 The VOC approach often contrasts Germany with the U.S. However, the 
two countries are not archetypally different. The polar opposite of the U.S. 
is represented by the Mediterranean countries that are characterized by 
robust regulatory markets. The Continental European model, including 
Germany, is situated near the origin in Figure 9.4. This means that the Con-
tinental European model occupies a relatively intermediate and moderate 
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position, with a middle level of market liberalization and a middle (and 
high) level of public welfare.

4 France and Italy, which had no right place in the VOC’s framework, are 
now situated properly in the Continental European and Mediterranean 
models respectively.

According to Amable, these five types of capitalism did not substantially change 
in the last ten years at the end of the twentieth century, and other than the 
Market- based model, there may be an institutional complementarity that will 
result in their good economic performance. In short, he indicates that the Amer-
ican model is not necessarily the only efficient and superior type of capitalism.

Spatial dynamics of the world economy

We have hitherto analyzed typologies focusing on advanced capitalist economies 
as well as the configurations of economic diversity previous to the world finan-
cial crisis of 2008. The crisis spread from the LMEs to the CMEs, if we use the 
VOC’s concepts; or from the Market- based capitalism to the Asian, Continental 
European, Social- democratic, and Mediterranean ones in Amable’s terminology, 
thus developing into a literal socio- economic crisis. The crisis spread not only to 
almost all advanced countries, but also to the middle and less developed ones, 
that is, all over the world.
 Through the crisis, one can discern not a little sign of the changes in the con-
figuration of the world economy. First, U.S. President Barack Obama, with the 
help of Congress, eschewed financial liberalization in favor of a more robust 
regulatory framework by signing the Dodd–Frank Wall Street Reform and Con-
sumer Protection Act of 2010. Second, the sovereign debt crisis of Greece, and 
of other southern European countries in recent years, brings into focus the fragile 
nature of the Mediterranean type of capitalism, while Ireland, Iceland, and some 
central- east European countries that have a great deal of debt in foreign currency 
have acceded to crisis. All these have resulted in the difficulties of the Eurozone 
economy. Third, the relative position of the advanced capitalist countries has 
declined; none can cope alone with economic crises any more without coopera-
tion from the emerging and main petroleum exporting countries (e.g., of the 
BRICs). This new dynamic was seen in the expansion of global economic organ-
izations to include emerging economies, as well as the traditional industrialized 
economies to include emerging economies, as in the case where the G7 was 
expanded to the G20.
 With these challenges, the world economy is now seemingly more and more 
diversified. One can easily grasp the remarkable diversity of each country’s 
growth strategy by simply glancing over METI (2010). From Table 9.1, espe-
cially in the right- hand column, we can easily identify the leading sector or the 
strategic factor of demand. Finance is the main driver of the UK economy (and, 
needless to say, the U.S. economy). Exports are the main driver of Germany, 
Sweden, Korea, and Singapore (not to mention Japan). France and the U.S. are 
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Table 9.1 Economic growth models in major countries

Country Economic growth model Leading factor

UK It grows while gathering enterprise, money, and 
people from around the world. It has a background in 
the additional value of a financial system that grows 
high-level investment.

Finance

USA The US economy has developed and activated 
innovation by bringing in people and money from 
around the world, because its economy is led by 
domestic demand and personal consumption. This is 
supported in order to continue to grow the US 
population.

(Finance) 
Consumption

France It achieves growth through a balanced industrial 
structure that it is supported by reliable domestic 
demand based mainly on personal consumption.

Consumption

Germany It grows as a part of the EU market because of the 
stimulus to export through decreases in labor cost and 
productivity enhancement.

Export

Sweden This is society of high welfare and high load that 
achieves high-level education and political 
transparency, a flexible labor market, technological 
innovations and growth by foreign capital.

Export

South Korea Export-led growth by concentrating technological 
development and marketing aimed at the overseas 
market, mainly in IT, vehicles and the steel industry.

Export

Singapore The connection with the world economy is widely 
secured by a multi-directional free trade system, and it 
grows through external demand for its added-profit 
trade.

Export

China It has stimulated growth and investment through high 
savings and the expansion of technology transfer and 
trade, and the introduction of foreign capital by a 
policy of gradually opening up to foreign business.

Investment
Export

India Steady domestic demand through a huge population, 
and growth through the export of the IT service 
industry that it is supported by high-level education.

Domestic demand
Export

Brazil Good domestic demand through the control of 
inflation and rising disposable income, and it grows 
with a diverse industrial structure through investment 
in a wide field, including export and service industries, 
resources, and industrial goods.

Domestic demand
Export

Source: Extracted from METI (2010); right-hand column added by author.
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led by individual consumption, China by investment and export, India by 
domestic demand and software export, and finally, Brazil by domestic demand 
and primary commodities export.
 However, Table 9.1 shows only the variety in each country’s growth strategy. 
It does not show the opposition and correlation among strategies, or the spatial 
structure of the world economy. In this respect, Boyer (2011) proposes seven 
types of economic model as the main components of the world economic space: 
dominant financier, industrialist, developmentalist, rentier, hybrid/disarticulated, 
dependent financier, and pre- industrial economies (Figure 9.5). From Figure 9.5, 
one can conceive the spatial configuration of today’s world economy as confron-
tation and complementarity between the seven types of growth model through 
finance, investment, trade, migration, and geopolitics. Each economic model has 
its proper policy targets and concerns, and thus has different and opposing inter-
ests. For example, the dominant financier type, providing global financial inter-
mediation, promotes its interests through greater financial liberalization/
innovation and the least- possible level of regulation. The industrialist type relies 
on technological innovation and exports, supplying high quality manufactured 
products to the world. The industrialist demands a more open economy and 
greater financial stability. The rentier type also exports raw materials (such as 
petroleum) and invests the rent (savings) in other countries; financial stability is 
also a concern. The developmentalist type of continental economies exports 
commodities and invests savings in foreign countries; this type attaches the most 
importance to national growth and industrial specialization. The hybrid/disartic-
ulated, dependent financier, and pre- industrial types are sub- players; they are 
more or less subordinated to the other four types.
 As suggested by Figure 9.5, the contemporary world economic space is not 
merely characterized by relations of confrontation and complementarity between 
and among different types of growth models; it is also subsumed in a hierarchi-
cal structure or a world domination–subordination structure. Concerning these 
differentiated structures, one has often understood them as being synonymous 
with the concepts of “core–semiperiphery–periphery” (Wallerstein 2004). 
However, these concepts may ultimately lead to a static and fixed picture of 
world history, which fails to grasp an underlying geopolitical dynamism from 
periphery to semiperiphery, from semiperiphery to core, and vice versa. To over-
come this defect and understand the dynamics in space of the world economy, 
the concept of “strategic area” (Mistral 1986), once proposed by the régulation 
school, should be used in place of the concept of “semiperiphery.”
 According to Mistral, for a particular “international regime” to prevail, a 
strong, hegemonic power is needed so that many countries adhere to the regime 
and will be incorporated complementarily into “differentiated economic spaces.” 
The dominant economy, then, does not simply subordinate other countries to it, 
but provides opportunities to the rest of the world for dynamism in capital accu-
mulation. The question is whether the rest of the world can make better use of 
the possibility of dynamic accumulation or not; it also depends on the historical 
conditions unique to each country. Mistral refers to the “strategic area” as an 
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area that transforms this possibility into actuality and extracts substantial profit 
from the development of the core economy. For classical examples of the stra-
tegic area, he cites Germany in the age of Bismarck and Meiji Japan. Strategic 
area countries often emerge on the scene during the era of structural crisis of the 
development model of hegemonic power.
 It will be convenient to insert this concept of strategic area into the core–
periphery framework to understand the spatial dynamics of capitalism. In current 
parlance, the strategic area is sometimes referred to as “newly industrializing 
economies” or “emerging market economies.” It may become a “challenging 
country” in respect to (or against) the hegemonic country. As countries that con-
stitute the core change throughout history, countries constituting the strategic 
area also change. In this sense, strategic area countries obey not only the “logic 
of adhesion” to the map of the international division of labor, but also the “logic 
of eviction” from it. Though this is only a preliminary hypothesis, we can obtain 
Table 9.2 if we sketch the spatial configuration of each period of capitalism from 
this point of view.
 As shown in Table 9.2, capitalism has changed over the past 150–200 years, 
with the alternation of development models, constituent strategic area countries, 
and the dynamics in space of the world economy. At the beginning of the 
twenty- first century, the “core” of the world economic space is occupied by 
North America, Western Europe, and Japan. The development models of many 
of these countries are finance- led and/or export- led. Or, if we use Boyer’s terms, 
these are dominant financier and industrialist types. Countries that constitute the 

Developmentalist
China, India, Brazil

Industrialist
Germany, Japan

Rentier
Russia, Venezuela,

Saudi Arabia

Pre-industrial
Africa

Dependent financier
Estonia, Latvia, Lithuania

Iceland, Ireland

Dominant financier
USA, UK

Hybrid/disarticulated by
international insertion

Argentina, Mexico

Figure 9.5  Seven types of economic models in the contemporary world (source: Boyer 
(2011), modified by Yamada).
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“strategic area” are now the BRIC countries, of which China is usually the first 
mentioned. Many of these countries’ economies are driven by exports and by the 
potential of robust domestic demand. They belong to the developmentalist and 
rentier types in Figure 9.5. The G20 is mainly composed of the core countries 
and those in strategic areas; all these countries play a key role in the world 
economy. Many other countries, including most of AALA ones, are allowed to 
exist in the chinks as “periphery.” The world economic space today is consti-
tuted by a differentiated hierarchical structure and by the dynamics of confronta-
tion and complementarity between economic models.

Structural change, diversity and trend
We have examined above the dynamic of capitalism from the perspective of the 
dimensions of time and space. This dynamic was understood via a synthesis of 
two angles: the structural change of the socio- economy that is made up of an 
epoch by the structural crisis, and the diversity of the world economy that is elu-
cidated by the comparative approach. As mentioned at the beginning of this 

Table 9.2 Differentiated world economic space in historical changes

Emblematic year
Peak

 1873 1929 1973 2008

Historical
period

commonly 
called

Growth
regime

Mode of
régulation

Develop-
ment
mode

Victorian
Prosperity

Great Depression
fin de siècle

Profit-and
investment-led type

Market-competition
type

English type

Roaring
Twenties

Great Depression
in the 1930s

Intensive without
mass-consumption
type

Market-competition
type

(Transitory type)

Golden Age of
Capitalism

Stagflation
Crisis

Wage- and
consumption-led type

Capital–labor
alliance type

Fordist type

New Economy

World Financial
Crisis

Finance-led type

Stockholder 
sovereignty type

Finance-led type

1873

1896

1929

1939

1973

1991

2008

 1896 1939 1991

Hegemon  
and its 
development 
model

UK  
English type

UK→USA 
(Transitory 
type)

USA  
Fordist type

USA  
Finance-led type

Core UK, France, 
USA

UK, USA, 
France, 
Germany

North America, 
Western 
Europe, Japan

North America, 
EU15, Japan

Strategic area Germany, 
Japan

NIES, ASEAN BRICs (esp. 
China)

Periphery Asia, Africa, 
Latin America

Asia, Africa, 
LA (except 
Argentina)

Asia (except 
NIES and 
ASEAN), 
Africa, LA

Asia (except 
NIES, ASEAN, 
India and China), 
Africa (except 
South Africa), 
LA (except 
Brazil), CIS 
(except Russia)

Note
Emblematic years and development models correspond to those of Figure 9.1.
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chapter, the régulation school has established the core question to be solved as 
the “variability of economic and social dynamics in time and space” (Boyer 
1990). This question is answered first by the above analysis of the socio- 
economy from the viewpoint of its structural change and diversity.
 However, these two angles alone are not sufficient to understand the basic 
movement of world history. In fact, the analysis of structural change is apt to 
end in a depiction of only one country, insofar as it is an analysis of growth 
regimes and development models. On the other hand, the analysis of diversity, 
insofar as it remains an attempt at typology and the comparison of types of 
growth, does not address the dynamics between numerous different economic 
types: relationships between hegemonic and challenging countries, core– 
periphery relationships and their changes, and relationships of confrontation and 
complementarity among economic types.
 Here, we must note that the ensemble of structural change and dynamics 
among different economic types gives a particular rhythmic movement to each 
epoch of world history. That is, through the intermediation of structural change, 
dynamics among economic types, and also economic policy thought – including 
the ideological current of the times – there emerges in world history a sort of 
trend (and its swing) of a preferred economic model (Yamada 2008). Not to 
mention the classical pattern observed by Pirenne (1914), that in historical capit-
alism since the twelfth century, a surprising regularity has occurred, in which 
“the phases of economic freedom and of economic regulation have succeeded 
each other.” Arrighi (1994) also pointed out the trend alternation of epochs of 
material expansion with those of financial rebirth and expansion. Thus, the trend 
and its historical swing are a widely acknowledged phenomenon.
 Taking the most recent 150–200 years of capitalism into consideration, a 
trend of marketization under economic liberalization prevailed from the nine-
teenth century to the 1920s: the age of free competition or the “self- regulating 
market” (Polanyi 1944). From the 1930s to 1960s, socialization or institutionali-
zation that attempted to control the market succeeded this age. This trend was 
called the “self- protection of society” (ibid.), and was symbolically represented 
by the New Deal in the 1930s and Keynesianism after World War II. Since the 
1970s, after the collapse of Keynesian economic policies, the trend of marketiza-
tion was revived under the banner of neo- liberalism; globalization and financial 
liberalization were its symbolic expression. The final destination of this marketi-
zation trend was none other than the world financial crisis of 2008. Today, nearly 
four years after the financial crisis, is the trend of our times again turning into 
one of social institutionalization? If Polanyi called the historical turn from eco-
nomic liberalization to the self- protection of society in the 1930s “the great 
transformation,” are we currently witnessing the “second great transformation”?
 To fully understand capitalist dynamics, a new conceptual apparatus of trend 
(and its turn) is needed in addition to those of structural change and diversity. 
The dynamics of capitalism in time and space should be grasped from the angle 
of trend turns that incorporate structural changes and diversities.
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10 Neoliberalism and its crisis

Gérard Duménil and Dominique Lévy

Introduction
The term “neoliberalism” is now commonly used to refer to the phase of capital-
ism that began in the transition between the 1970s and 1980s. The functioning of 
capitalism was thoroughly transformed. Nearly 30 years later, as of 2007, many 
had already heralded the “end of history.” But the first symptoms of the “crisis 
of neoliberalism” were observed in August 2007.1
 After the meltdown in September and October 2008, most economists came 
to acknowledge its serious character, a major crisis in the history of capitalism 
reminiscent of the Great Depression. The lessons of the Depression had been 
learned, and the corresponding policies were used to dampen the shock, an all- 
out support to ailing financial institutions and huge deficits of government 
accounts, the come- back of Keynesian policies. In the second quarter of 2009, 
the trough of the recession had been reached and the same economists began to 
use the past tense when speaking of the crisis.
 As of the fall of 2011, the atmosphere is distinctive. The macroeconomies in 
the United States and Europe did not recover an autonomous capability to grow 
independently of deficits (despite the return to comparatively elevated growth 
rates in the peripheries). The analysis of the determinants of the crisis points to 
structural mechanisms that have not been reversed, basic features of neoliberal-
ism and the disequilibria of the U.S. economy. Will neoliberalism survive the 
crisis? What new social configurations could, instead, be established? What will 
be the position of the United States within international hierarchies?
 The present study addresses these various issues: the overall periodization of 
capitalism, in which neoliberalism defines a specific phase (section 2); the nature 
and methods of neoliberalism (section 3); the two episodes of the crisis, respec-
tively, around 2008, and the crisis of sovereign debts in the United States and 
Europe in 2011 (section 4); the prospects for the forthcoming decades (section 
5). The United States and Europe are central stage in the analysis of the two epi-
sodes of the current crisis. But in the discussion of scenarios for the future, par-
ticular attention must be paid to emerging countries, first of all, China.
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Periodizing capitalism
The following subsections make explicit our general historical framework of 
analysis: (1) modes of production, the establishment of “modern capitalism” at 
the turn of the twentieth century; (2) the structural crises that marked the emer-
gence of modern capitalism and punctuated its history; (3) the social orders sep-
arating these crises and their relationship to the transformations of capitalism.

Capitalism, the revolutions in the ownership of the means of 
production, and modern capitalism

Central to Marx’s interpretation of history is the distinction between various 
modes of production. Underlying this periodization is the broad historical 
dynamic of productive forces and relations of production. This dynamic is per-
manent, that is, not interrupted during the course of a specific mode of produc-
tion, here capitalism. Marx elaborates on the broad notion of the increasing 
social character of production. This transformation is expressed in the growing 
sophistication of production and the complexification of the network of interrela-
tions. These relationships are manifest within enterprises (where they reached a 
high degree of development), as well as at the level of the society as a whole and 
gradually more, around the globe.
 The transformations of enterprises – concerning technology and organization, 
and correspondingly the size of units of production – and the extension of 
markets during the nineteenth century in the United States were preparing radical 
institutional changes. The institutions in which the ownership of the means of 
production is expressed were transformed, marking a major break in the history 
of capitalism, which we denote as the entrance into “modern capitalism.” The 
sudden wave of incorporation around 1900 is known as the corporate revolution. 
The revolution of financial institutions refers to the emergence of a new banking 
system (of the Morgans, Rockefellers, and the like) directly involved in the 
financing of the emerging large corporations, backing the wave of incorporation. 
The phrase “managerial revolution” is used to denote the third aspect, the trans-
fer of the traditional tasks of the active capitalist to salaried staffs of managerial 
and clerical/commercial personnel.
 Class patterns were correspondingly transformed. An important outcome was 
the emergence of a new bourgeoisie at a distance from production, whose own-
ership of the means of production was supported by the holding of securities, 
such as stock shares and bonds, giving to this ownership a financial character. In 
the managerial revolution, a strongly hierarchical division of tasks (a “polariza-
tion”) occurred, with a concentration of initiative, power, and income among 
managers, and execution among lower ranking employees. The emergence of 
these new intermediate classes – managers and other employees – defined the 
class pattern typical of modern capitalism to the present. We denote capitalist 
and managerial classes as “upper classes,” and clerical/commercial employees 
and production workers, as “popular classes.”
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 One of our theses concerning the course of history is that the progress of 
coordination involved in the three revolutions above commanded the rise of 
managerial classes. The relationship between capitalist owners and managers, 
thus, became a central political issue. We even contend that the continuation of 
the same dynamic could determine the transition to a new managerial mode of 
production, beyond the rule of capitalist owners.

Structural crises

The emergence of modern capitalism was the result of continuous underlying 
trends, but the changes were precipitated by the major crisis that occurred in the 
United States during the 1890s. This crisis was the first of four successive struc-
tural crises. The second, the Great Depression, is better known. The third was 
the crisis of the 1970s, with the slowing down of accumulation and the wave of 
inflation. The fourth one is the current crisis of neoliberalism. One can note the 
periodic character of such breaks, about every 30 or 40 years, although it is diffi-
cult to tell the origins of this regular pattern.
 Both the crises of the 1890s and 1970s followed periods of declining profit 
rates. They can be denoted as “profitability crises,” manifest, respectively, in a 
competitive war and a wave of inflation. The Great Depression and the current 
crisis are not profitability crises. Capitalist classes dramatically pushed forward 
basic economic mechanisms – as in financialization and globalization (in both of 
which deregulation is involved) – in directions supportive of the rise of their 
income and wealth. They were very successful in this endeavor within a time 
frame of two or three decades. But, as Marx and Engels had described in the 
Manifesto, they behaved as apprentice “sorcerers,” at some point, losing control 
of their own magic. We denote such crises as “crises of financial hegemony” (in 
reference to Finance, defined as capitalist classes and financial institutions).

Social orders

We call “social orders” (or power configurations) a phase of capitalism charac-
terized by the prevailing specific hierarchies of power among classes or fractions 
of classes, including the compromises among these groups. Social orders can 
only be defined in reference to a given pattern of class relationships, as prior or 
after the establishment of modern capitalism. They delineate shorter periods in 
the history of the mode of production. Only the three social orders in modern 
capitalism are relevant to the present investigation.

1 The first financial hegemony. Beginning with the three revolutions to the 
Great Depression, capitalist classes enjoyed a situation of hegemony within 
social relations. The worker movement (with major strikes) was finally 
curbed under the circumstances created by World War I. A form of social 
compromise was established with the emerging class of managers, despite 
the emotion within capitalist classes created by their rising power. Although 
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the Federal Reserve was created in 1913, resistance remained strong against 
the central control of the macroeconomy. Liberalism was the doctrine, 
domestically as well as internationally.

2 The postwar compromise. The Great Depression, the New Deal, World War 
II, and the strength of the worker movement worldwide led to the establish-
ment of a new social compromise after the war. Many of the rules enacted 
during the New Deal were prolonged, but a milder social compromise was 
found. Keynesianism was substituted for liberalism, with a major role of the 
government (given the dramatic rise of government revenue), monetary and 
fiscal policies, while the initiative concerning production and investment was 
left to enterprises. (A more detailed analysis would be required to account for 
the differences between national policies and the continuing weakness of 
international coordination, as envisioned in Bretton Woods.) These years 
were those of the Welfare State. The compromise was to the Left, between 
managers and popular classes, while the power and income of the upper 
classes were diminished, with a sharp reduction of inequalities. Important 
differences were observed among countries, for example, between the United 
States and Europe (with, notably, the nationalization of important segments 
of the economy in Europe) and, to an even larger extent, Japan.
 The postwar compromise died of its lack of political prospects in combi-
nation with: (1) its internal weaknesses (the almost exclusive concern about 
the prolongation of the progress of purchasing power); (2) the exhaustion of 
the favorable features of technical- organizational change inherent in the new 
efficiency proper to modern capitalism; and (3) the struggle of the capitalist 
classes.

3 The second financial hegemony. The crisis of the 1970s and the weakening 
of the worker movement allowed capitalist classes to recover their earlier 
hegemony around 1980, the outcome of a class struggle in which popular 
classes were defeated. Capitalist classes imposed a new discipline on 
popular and managerial classes. Gradually, however, an alliance was formed 
among upper classes, between capitalists and managers – that is, to the 
Right. The overall rearrangement of the economy and society in general was 
dramatic.

The relationship between the mode of production (given the revolutions intro-
duced into modern capitalism) and social orders is not only that the latter defines 
a shorter term periodization. The link is dynamic. The social actors active within 
social orders are determined by the metamorphosis of class patterns associated 
with the transformation of relations of production – specifically, over the decades 
considered, the rise of managers that echo the overall process of socialization. 
The postwar compromise, although it was finally reversed, can be interpreted as 
a first rehearsal of a great historical scenario in which capitalist classes would be 
set aside. In neoliberalism, capitalist classes attempted to orient the social trends 
inherent in the dynamics of productive forces and relations of production in 
directions compatible with the survival of their own hegemony. In some respects, 
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they pushed forward the process of socialization of production, as in neoliberal 
globalization; in other respects, they worked hard in favor of the limitation of the 
consequences susceptible of damaging their own hegemony, as in financial 
deregulation. Overall, they failed to establish or bolster the mechanisms aiming 
at the stabilization of the course of the economy, nationally or internationally, as 
manifest in the current crisis, thus jeopardizing their own privileges.

A second hegemony of finance
Neoliberalism is a class phenomenon.2 The power and income of Finance, capi-
talist classes and financial institutions, was restored in a new “social order,” in 
the wake of the social compromise after World War II. The present section also 
discusses the expansion of neoliberalism around the globe and its limits, notably 
in reference to China.

Finance at the helm

The imposition of neoliberalism meant a thorough redirection of the economy, 
both nationally and internationally. To this one must add the class offensive con-
cerning politics and ideology.
 It is, first, important to recall that from the early 1980s to the current crisis, 
the neoliberal endeavor was very successful when assessed according to its own 
objectives, the income and wealth of upper classes. In other works,3 we have 
presented data testifying to the sharp rise of upper incomes (notably the upper 
99–100 income fractile). An additional finding is the unexpected importance of 
the increase of upper wages. In the progress of income inequality, these played a 
role approximately equivalent to that of capital income (interest, dividends, and 
capital gains). These high wages are clearly those of managers, notably their 
upper fractions, while the wages of the bulk of the working population were 
stagnating or diminishing. To this, one must add that unknown further incomes 
are garnered and capitalized within tax havens.
 An expression of these trends is shown in Figure 10.1. The variables are the 
New York Stock Exchange indices, corrected for inflation by the deflator of 
GDP. Clearly apparent are the downturn leading into the crisis of the 1970s, the 
sharp trends upward in neoliberalism, and the declines into the crisis of 2000/01 
and the current crisis. In constant dollars, an investment in 1980 was worth about 
five times its value during the 2000s.
 Besides the new discipline imposed on management and workers to the 
benefit of capitalist owners (gradually more to the benefit of, jointly, capitalists 
and managers), one can mention the new policies aimed at maintaining price 
stability, which worked to the benefit of lenders. But two major components 
were financialization and globalization. The intersect, financial globalization, 
played a central role. Financial mechanisms exploded, with a significant acceler-
ation after 2000. On derivative markets, for example, the gross market value of 
over- the-counter (OTC) interest rates contracts reached $20 trillion in 2008, 
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compared with $14 trillion for U.S. GDP; the loans by all banks worldwide to 
foreigners were multiplied by about three between 2000 and 2008. The imposi-
tion of free trade and movements of capitals around the globe opened all regions 
of the world to the investment of transnational corporations, be they nonfinancial 
or financial. Between 1970 and 2008, the total exports of goods in the world 
were multiplied by almost seven; during the 2000s, the flows of direct invest-
ment abroad were 48 times larger than during the 1970s. As is also well known, 
globalization placed all workers of the world in a situation of competition. The 
impact was devastating on the purchasing power of popular classes and on their 
access to health care, retirement, and education.
 Political life was also thoroughly transformed. As long as the values of the 
Left were supported by the most educated fractions of the population – linked to 
what we denote as “managerial classes,” including their intellectual components 
– capitalist classes had to battle (mostly indirectly) with individual and groups 
well equipped to resist their contentions. Concerning ideology, in close relation-
ship to the above, the two financial hegemonies replayed the old tune of the “lib-
eralism” of the nineteenth century, as implicit in the notion of a “neoliberalism.” 
In this context, “liberalism” denotes the freedom of capitalist classes to act – 
possibly including progressive features within earlier social structures (in the 
phase of establishment or maturation of capitalism), though the circumstances 
created by the maturation of relations of production in the twentieth century (not 
to mention the twenty- first) made such features outdated. In its early formula-
tions, as in von Hayek’s Road to Serfdom in 1944, neoliberalism was defined in 
reaction to the so- called “totalitarian” regimes in Nazism and Sovietism, and 
also in reaction to social democracy, which he supposed would lead, sooner or 
later, to totalitarian regimes. Following von Hayek, social- democracy was born 
to lead, in the short or longer run, to totalitarianism.4 This program is directly 
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aiming at the imposition of a class “democracy,” that is, structured to the benefit 
of upper classes, as in both financial hegemonies.

A neoliberal globe?

It is important to distinguish between the expansion of neoliberalism to all coun-
tries around the globe and neoliberal globalization (free trade and the free inter-
national movements of capitals). Several countries in Latin America refused 
George Bush Junior’s offer concerning the broad Free Trade Area for the Ameri-
cas (FTAA). If the three well- known Andean countries were indeed part of the 
neoliberal international “division of labor,” they broke domestically with a 
number of the rules of neoliberalism. But the major and more important case for 
the coming decade is China.
 The official phrase “Socialism with Chinese characteristics” is certainly mis-
leading.5 The Chinese economy and, more generally, society can be described as 
the combination of a managerialism, under the leadership of officials and 
(usually simultaneously) the members of the Communist party, and a mush-
rooming capitalist sector.
 During the 2000s, China followed a very efficient trajectory concerning 
growth and exports, in which its position within neoliberal globalization was 
crucial. But this does not mean that the domestic trajectory of the Chinese 
economy is neoliberal. The intervention of the government remains very strong 
and at odds with the rules of neoliberalism: (1) the exchange rate of the renminbi 
is controlled centrally; (2) the same is true of capital movements, in and out of 
China (given the role played by Hong Kong); (3) and this central control also 
extends to financial markets, which are under close scrutiny; (4) the banking 
system is still basically owned by the government and its action targeted toward 
development, with a lax credit policy; (5) the key sectors of the economy are still 
owned by the government, with a very active industrial policy in favor of 
development.
 In this context, it is difficult to determine the pattern of class alliances in 
Chinese society. The government and, first of all, the Communist party tradition-
ally claim to directly represent the interest of the people, but everybody knows 
that the social situation is more complex.
 The recent developments are worth a careful consideration. From the early 
2000s, the Hu- Wen course (the period encompassing Hu Jintao and Wen Jiabao) 
marks a significant alteration of the trajectory followed during the 1990s (the 
Jiang Zemin era). The new course strengthened the grasp of central authorities 
and manifests increased concern about social unrest. Thus, it tends to extend a 
number of social benefits (health, retirement) for certain categories of workers. 
Any reference to a “social democracy” would, however, be misleading. Although 
the purchasing power of managers is increasing rapidly, the conditions of life 
and work of the bulk of urban and countryside workers (given the flows of 
migrants) remain very hard, while the inclusion of capitalist classes in the struc-
tures of power at the top are progressing. These latter features suggest social 
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alliances at the top of social hierarchies, similar to those prevailing within finan-
cial hegemonies in capitalist countries, with the major difference that the leader-
ship is in the hand of officials and members of the Communist party. The case of 
the managers of enterprises is more ambiguous, given the often unclear patterns 
of ownership of non- state enterprises.

Two first steps in the crisis of neoliberalism
As of the fall of 2011, the current crisis clearly entered into a second episode. 
One can, equivalently, refer to two crises, in 2008 and 2011, but they are tightly 
connected. The second episode is the crisis in the treatment of the first crisis. 
The following two subsections are successively devoted to each of them.

Neoliberalism under U.S. hegemony: the crisis of 2008

The determinants of the crisis of 2008 are summarized in Figure 10.2.6 Neoliber-
alism, in the left brackets, is at the origin of everything, but in combination with 
U.S. hegemony, as in the phrase “neoliberalism under U.S. hegemony.” This 
second aspect emphasizes the importance of the trajectory of the U.S. macr-
oeconomy, only made possible by the towering international position of the 
country. The two arrows A and C distinguish between two sets of factors, in the 
upper and lower brackets. The former refers to general features of neoliberalism 
shared by all neoliberal countries, although the United States was leading most 
of these trends. Prior to 2007, with few exceptions, the factors listed in the lower 
brackets were typical only of the U.S. economy:

1 Neoliberalism in general. These factors are all expressions of the endeavor 
of Finance to remove all barriers to its power and wealth, as in the Quest for 
high income, along the lines already introduced (capital incomes, wages, con-
ditions of labor, policies, etc.). The diagram makes explicit Financialization 
and Globalization, including financial globalization, aiming at the same 
objective. Deregulation was a crucial tool. A huge and unwieldy financial- 

Neoliberalism
U.S. hegemony

Quest for high income
Financialization
Globalization

Crisis

Slow accumulation
Trade deficit

Indebtedness

E

A

C

F

B

D

Figure 10.2   Neoliberalism under U.S. hegemony.
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global structure was created, within each country and internationally. Other 
countries, such as the United Kingdom, were thoroughly transformed in the 
directions opened by neoliberal financialization and globalization.
 A crucial factor of the crisis was deregulation and the reluctance to rereg-
ulate financial mechanisms, given threatening trends on the part of monetary 
authorities, notably the Federal Reserve. To this one can add the difficulties 
encountered in the conduct of monetary policy in the context of neoliberal 
globalization, as the Federal Reserve lost control of long- term interest rates. 
The blind faith in the self- discipline of financial- global market mechanisms, 
not a “mistake” in the conduct of monetary policy, was the root of the 
meltdown.

2 The trajectory of the U.S. macroeconomy. The first factor in the lower 
brackets is slow accumulation. The United States were not the only 
economy among advanced countries in which the rates of accumulation 
were lower than before the neoliberal decades; but in that nation, the down-
ward trend of accumulation (with the exception of the high- tech boom 
during second half of the 1990s) was part of the quite specific combination 
of three trends: (1) the slowing down of accumulation; (2) the increasing 
deficit of foreign trade; (3) growing indebtedness.

Concerning the latter aspect, indebtedness, one must distinguish between 
domestic debt and foreign financing:

1 In the present investigation, domestic debt is defined as the sum of the debts 
of households and the government. Each can borrow and make financial 
investment. Depending on the issue considered, either the gross amount of 
debt (as in the study of financial stability), or the net debt – gross debt minus 
financial assets (as in the study of the formation of demand) – is relevant. 
Enterprises also borrow but they make financial investments for approxi-
mately the same amount; so it is possible to abstract from their net debt in 
analyzing demand mechanisms.

2 The rest of the world makes financial investments in the U.S. economy and, 
reciprocally, U.S. economic agents make financial investments in the rest of 
the world. Foreign financial investment (or foreign financing) refers to the 
U.S. assets held by foreigners, securities, loans, and deposits.7 The net exter-
nal debt of the U.S. economy is an important variable in the analysis of the 
crisis. It is the difference between the U.S. assets held by the rest of the 
world and the foreign assets held by U.S. agents.
 A basic relationship links the net debts (in terms of variations, Δ):

Δ Net external debt = Δ Net debt of households + Δ Net debt of government

 This relationship is illustrated for credit market instruments (exclusively) 
in Figure 10.3. The variables depicted in this figure represent amounts 
outstanding instead of variations; thus, the joint variation of the two 
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variables is manifest in the parallelism of the two lines. Two periods are 
clearly apparent: one from the 1950s to the early 1980s, and the second from 
the neoliberal decades which followed, when the trajectory of disequilibria 
in the U.S. economy was initiated.
 These patterns of variation are the product of the reciprocal causal link 
between: (1) free trade (at the origin of the deficit of foreign trade in a world 
of unequal labor cost and technical capabilities, and exchange rates often 
divorced from purchasing power parities); and (2) the growth of the 
domestic debt. The direction of an increasing fraction of demand toward the 
rest of the world must be compensated by the stimulation of domestic 
demand to ensure a normal use of productive capacities on the domestic 
territory. In addition, part of this stimulation is derived toward the rest of 
the world, adding to the requirement to stimulate. The increase in the gross 
debt of households in the United States was all the more dramatic because 
households were also making financial investments.

3 Relationships between the two sets of factors. They are represented by the 
vertical arrow E. An important aspect is that both financialization and glo-
balization made possible the growth of the debt of households. Financial 
deregulation paved the way to subprime mortgages and other junk bonds, to 
the proliferation of Mortgage Backed Securities (MBSs) supported by 
private label securitization, and to the multiplication of vehicles such as 
Collateralized Debt Obligations (CDOs) and Credit Default Swaps (CDSs). 
Financial globalization allowed for the sale of about half of the products of 
securitization to the rest of the world.

90
80
70
60
50
40
30
20
10

–10

120
110
100

130

0

1955 1965 1975 1985 1995 2005

Households plus government net debt
U.S. net debt toward the rest of the world

Figure 10.3  Net debts: U.S. households and government considered jointly, and U.S. 
economy toward rest of world (percentage of U.S. GDP, quarterly).

Note
The variables are debts in credit market instruments. The rest of the world also purchases stock 
shares of U.S. corporations (and reciprocally) but these amounts are much smaller.
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The collapse of the fragile financial- global structure inherent in neoliberalism 
was triggered by the wave of defaults on household mortgages that began in 
2006 in the United States, and then spread to the rest of the world.
 Europe was well advanced along the neoliberal trajectory, and also subject to 
the perilous developements listed in the upper brackets in the diagram. It was 
part of the overall fragile financial structure, which was also destabilized when 
the original shock came from the United States. (When considered globally, 
Europe was not affected by the same disequilibria as the U.S. economy; these 
disequilibria involved specific countries within Europe.)

Crisis in the treatment of the crisis: the U.S. and European 
economies in 2011

The present section focuses on the U.S. and European economies as of 2011. In 
both regions of the world, the treatment of the crisis of 2008 combined loans to 
the financial sector and very large deficits of governments’ accounts.8 To this, 
one can add the provision of dollars by the Federal Reserve to foreign central 
banks. These actions were successful in a given time frame, though with signi-
ficant limitations.

1 Despite major failures, the loans to financial institutions allowed for the sur-
vival of many of those hurt by the crisis. It is important to emphasize, 
however, that this support did not stop the so- called “credit crunch,” notably 
in the United States. As of the second quarter of 2011, the new loans to 
households by financial institutions are still inferior to the sums paid back 
by households. Only the loans to enterprises have been significantly 
revived.

2 As of 2011, in the United States, the only economic agent at the origin of 
final demand still financing part of its expenses by new borrowing is the 
government. The deficits of the budgets in all countries successfully sup-
ported the macroeconomy, though with important limitations. First, despite 
government deficits larger than 10 percent of GDP, the recovery is weak 
within major countries of the center. In the second quarter of 2011, the U.S. 
GDP in constant dollars almost reached its pre- crisis level (in the fourth 
quarter of 2007), but new symptoms of a downturn are apparent. Both in the 
U.S. and Europe, industrial production indices remain inferior to their peak 
prior to the crisis (10 percent below in the United States). Second, and most 
importantly, four years after the first symptoms of the crisis were observed, 
this stimulation never reignited the two economies’ autonomous capability 
to grow.

The roots of the sovereign- debt crisis, as of 2011, lie in this latter feature of the 
macroeconomy. The support of the general level of activity of the U.S. economy 
requires the stimulation of domestic demand by rising indebtedness. Given 
the levels reached by the debt of households, it is hard to imagine that this 
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supplement could come from households. (Actually, the gross debt of house-
holds diminished to a small extent.) Only the government deficit can uphold the 
macroeconomy.
 Prior to the crisis, a considerable fraction of the Treasury securities issued to 
finance the deficit was purchased by foreigners, an average of 78 percent 
between 2002 and 2007. The increase of deficits during the crisis posed a major 
threat to the exchange rate of the dollar. In the last months of 2010, the Federal 
Reserve began to buy amounts of Treasury securities even larger than the 
increase of the government’s debt, in the procedure known as “quantitative 
easing.” During the first two quarters of 2011, the Federal Reserve thus pur-
chased the equivalent of 160 percent of the new securities issued. Correspond-
ingly, during the same period, the share of securities purchased by the rest of the 
world diminished to 17 percent. Households were simultaneously selling a frac-
tion of the securities they held.
 The trade- off is clearly established. Either the deficient demand to producers 
based on U.S. territory is compensated by government spending, or the macr-
oeconomy plunges. The situation has reached such a degree that the contraction 
of output, if it occurred, would be spectacular. The further destruction of a large 
fraction of productive capacities within industry is implied. The resistance would 
be sharp. The U.S. manufacturing sector presently accounts for only about 10 
percent of GDP (this still represents 25 percent of manufacturing worldwide), 
but its role is crucial concerning foreign trade. The political agenda in the United 
States, with the forthcoming elections, is such that the Republicans play the dan-
gerous game of pushing the U.S. economy toward a new recession.
 In Europe (either the 27, or the 17 of the euro area), either no deficit of 
foreign trade, or only a small one, is observed for the entire zone; and the debt of 
households did not reach levels similar to U.S. households, a situation substan-
tially distinct from that prevailing in the United States. However, a pattern 
similar to that in the U.S. economy prevails within a number of European coun-
tries. In those countries, the same determination to reduce deficits on the part of 
governments is observed as is seen in the U.S. This is where the problems lie.
 The combination of the two deficits – foreign trade and government as in the 
U.S. economy – defines the worst possible configuration for a small European 
economy, in particular if these trends have been established years prior to the 
crisis, as in Greece. Under such circumstances, the so- called “markets” (financial 
institutions, notably outside of the European Union) react aggressively to the 
prevalence of these twin deficits. One can contrast this configuration with the 
one prevailing in Japan, with a skyrocketing government deficit but a large 
surplus of foreign trade. Since the surplus of foreign trade creates a flow of 
financing from the country to the rest of the world, the financing of government 
debt is less dramatically dependent on foreign financing, and the exchange rate 
of the currency is not threatened.
 One important feature of the debt problem in Europe is, however, that the 
foreign financing is, to a large extent, provided by European banks. For example, 
in Greece at the end of 2010, the total claim of foreign banks amounted to 
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45 percent of the Greek GDP, of which 9 percent is due to banks outside of the 
eurozone and the remaining 36 percent to banks within the zone. For Portugal, 
the total debt to foreign banks is equal to 93 percent of GDP; this can be broken 
down, respectively, into 16 percent held outside of the eurozone and 77 percent 
held inside it. Thus, the problem is mostly European. This does not, however, 
change the fact that the banks which lent to these countries, in particular to their 
governments, are now facing a difficult situation. The European Central Bank is 
confronted with circumstances similar to those that followed the first major 
shock in late 2008, and is compelled to either refinance these banks for consider-
able amounts, or to elaborate new mechanisms (such as “eurobonds”). But the 
problem is not simply liquidity, but also solvency. The banks’ own funds must 
be increased (and devalued to the extent of incoming losses). Who will recapital-
ize the banks confronting these pressures? Governments already fighting to curb 
deficits?
 In the case of the eurozone, the crisis revealed the weaknesses inherent in the 
construction of the European Union and the euro area within neoliberal patterns. 
There was no “financial European Union,” as Europe was immediately inserted 
within financial globalization, with the free international mobility of capital. 
Consequently, “markets” were supposed to discipline countries, not strong 
central governance, as governance should be restricted only to blind rules (such 
as the rule that sets a maximum level of government deficit at 3 percent of 
GDP).9 The solidarity among countries remained weak. The deterioration of the 
macroeconomic situation in a number of countries is not a recent development, 
and nothing was done. Ireland was allowed to practice fiscal dumping, in a pure 
neoliberal fashion, with considerable advantages in the medium run, creating a 
situation whose unsustainable character was revealed by the crisis, again without 
collective preventive action.
 Though under distinct circumstances, the ways out are difficult to imagine 
both in the United States and Europe. It is, therefore, unlikely that this second 
episode will be the last in this list, as these countries’ currencies remain under 
threat. The resistance to change on the part of upper classes is still very strong 
and the Right is orchestrating alternatives which, if they were actually pursued, 
would likely lead to chaos.

Beyond neoliberalism: classes in a new social order
In the analysis of historical trends, it is important to distinguish between various 
time frames, notably between medium- term and longer- term prospects. This is 
the lesson taught by, respectively, the interwar period and the war, on the one 
hand, and the postwar decades, on the other hand. Concerning historical pros-
pects, we distinguish between three alternative social orders: (1) a third financial 
hegemony, in continuation of the second but with the required adjustments; (2) 
neomanagerialism, the continuation of the alliance at the top of social hierar-
chies, but under the leadership of managerial classes; and (3) a scenario similar 
to the postwar compromise. In these respects, the present situations in the United 
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States and China appear symmetrical. Concerning political orientations, class 
struggle will have the last say.

Preliminary crisis episodes – forthcoming social orders

In the discussion of possible options for the coming decades, the comparison 
with the situation that prevailed during the 1930s, 1940s, and after World War II 
is telling. The Great Depression led to the establishment of social configurations 
as divergent as Nazi Germany and the New Deal in the United States (or the 
Popular Front in France). Political circumstances, including the preparation for 
the war, played a central role. Both Nazism and the New Deal, however, shared 
a common feature: the strong intervention of the government. After World War 
II, a new social order was found in the postwar compromise, with more moder-
ate traits. Despite remaining differences, convergence was observed within, at 
least, the United States, Europe, and Japan.
 Concerning the current crisis, a possible scenario is that a similar course of 
events be reproduced. A first period would be marked by strong perturbations 
and potentially diverging configurations (to the extreme right, the right, or the 
left). Only later would a new more stable social order be found. It would match 
some of the features of the underlying transformation of relations of production, 
in line with the new degrees and forms of the socialization of production, nation-
ally and internationally. For example, new coordination would be established 
globally. This would have to be capable of imposing a degree of coherence in 
the previous wild neoliberal globalization, a combination of limitations to free 
trade and the free movements of capital internationally; and this in turn would 
require advances in the enhancement of global governance, for example, con-
trols imposed worldwide on the expansion of financial mechanisms. Class strug-
gle would, as after World War II, determine political orientations. When we refer 
to the establishment of new social orders, we point to this type of longer- term 
development. It is difficult, however, to imagine what type of events, similar to 
World War II, could command the transition from the preliminary disorderly 
configurations to these more coherent and stable paths.
 As already stated, the postwar compromise was established in the context 
created by the Depression and the war, given the political conditions resulting 
from a strong workers’ movement worldwide. A few decades later, this social 
order died of the metamorphosis of these circumstances. Despite the violence of 
the crisis, the present situation is thoroughly distinct. A new social compromise 
to the Left, grounded in the alliance between popular and managerial classes, is 
unlikely, although, simultaneously, the present crisis demonstrated that the 
trends inherent in the second financial hegemony are unsustainable.

A third financial hegemony – neomanagerialism

Considering post- neoliberal social orders at a general level of analysis, two 
options open up. Due to the political situation recalled above, the alliance at the 
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top of social hierarchies between capitalists and managers is the most likely sce-
nario. The alternative is between the exercise of leadership by capitalist or mana-
gerial classes. Though to different degrees, a significant break with the rules of 
the second financial hegemony is implied in both instances.

1 A third financial hegemony. Capitalist classes find a way out of the present 
crisis and show a capability to adjust the power configuration to the advance 
of productive forces and relations of production, both nationally and interna-
tionally. A degree of regulation and collective governance is involved. The 
freedom to act of capitalist classes is subjected to self- discipline. Manifesta-
tions of such concerns are already apparent in the contemporary second finan-
cial hegemony. The action of the Federal Reserve intending to stabilize the 
economy, nationally and internationally, testifies to the prevalence of such 
trends. Evidence of this pattern is also seen in the so- called “Basel Accords” 
concerning the balance sheets of banks, and in the concern that an important 
fraction of financial transactions is performed within exchanges, instead of via 
direct OTC procedures. International institutions such as the World Trade 
Organization (WTO) or International Monetary Fund (IMF ) already play 
important roles. A new social- global arrangement would require the extension 
of such mechanisms. The role of managers would increase technically; but the 
leadership and the income of capitalist classes would not be questioned.

2 Neomanagerialism. This term obviously involves some wordplay with 
respect to neoliberalism. Just as the latter notion called for the restoration of 
some of the features of the liberalism of the nineteenth century, neomanage-
rialism points to aspects of managerial capitalism during the postwar 
decades, basically the leading role of managers and their larger degree of 
autonomy vis- à-vis capitalist classes. In neomanagerialism, the alliance at the 
top is also preserved, but the leadership is transferred to managerial classes.

In a potential third financial hegemony, the adjustment to the advance of rela-
tions of production would be subjected to the leadership of capitalist classes. 
This might take the form of the control of the stability of trajectories (involving 
both the macroeconomy and financial mechanisms, given the tight relationship 
between the two), the control of national growth performance, or even industrial 
policies or forms of protectionism. In neomanagerialism, even more importantly, 
these trends would be pushed to further degrees: fundamental aspects of social 
relations would also be involved, notably concerning comparative powers in 
decision making and income channels (for example, in wages and bonuses rela-
tive to capital income). A degree of “financial repression” would be imposed, 
but with some moderation, since the new social alliance would still be to the 
right. This would open a path to capitalist families in their gradual transition to 
the new configuration (a movement whose preliminary forms are already appar-
ent in the second financial hegemony.)10

 In the distinction between the two social orders, one can observe the tight link 
to the historical progress of productive forces, the transformation of relations of 
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production, and the corresponding class patterns. A third financial hegemony can 
be viewed as an adjustment of the power of capitalist classes to the progress of 
relations of production. This is what neoliberalism failed to do and what provoked 
its crisis. Like the second financial hegemony, the third such hegemony would 
manifest a resistance to adjustments of a similar historical import, along a road 
leading to its own structural crisis. In neomanageralism, the adaptation would be 
much stronger, opening a much more stable historical trajectory. Obviously, the 
outcome would be distinct from the one – a “social- managerialism” – to which 
the alliance to the Left would lead, and which we judge unlikely under the present 
conditions of class struggle. But the two trajectories would share common 
aspects, those conveyed by the transformation of relations of production.
 In the definition of the whole range of outcomes – third financial hegemony, 
neomanagerialism with the compromise to the right, and social- managerialism 
with the compromise to the left – there is obviously a matter of degree (how 
much government intervention, autonomy of managers, financial repression, 
social protection, etc.) Our interpretation, concerning the past as well as the 
future of societies, is that such degrees are superficial expressions of specific his-
torical configurations of relations of production and class hierarchies of power 
and compromise, to be distinguished in their nature.

The United States and China: mirror images?

The present situation in the United States is much more serious than is usually 
thought. A central thesis in The Crisis of Neoliberalism11 is that the changes to 
be undertaken are so dramatic that a third financial hegemony would not measure 
up to the task and a transition to neomanagerialism is required if U.S. upper 
classes want to preserve their power and income. This is due to the joint require-
ment of remedying the unsustainable trends toward financialization and globali-
zation and, simultaneously, correcting the trajectory of disequilibrium of the U.S. 
macroeconomy. Concerning this latter aspect, it is even difficult to imagine ways 
out. This is all the more true if one takes account of the requirement to signifi-
cantly slow down the decline of the international hegemony of the country. 
Thus, consciousness of the country’s interest, notably on the part of upper 
classes – what we denote as the “national factor” – could provide the stimulus in 
the direction of a new course in neomanagerialism.
 Despite obvious differences, the situation in China is in many respects sym-
metrical. The development of the country is based on the combination of a strong 
managerial leadership, notably on the part of officials/members of the Commu-
nist Party, and an exploding capitalist sector, a combination directly evocative of 
neomanagerialism. One difference is, however, that the managerial aspect is not 
“new” with respect to an earlier managerial capitalism, but to the rule of a 
managerial class in China prior to the reforms (with its bureaucratic aspects). 
The symmetry with the U.S. society lies in the observation that Chinese society 
is now confronted with the continuation of its neomanagerial traits or the trans-
ition to financial hegemony.
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 Overall, the United States must now confront the bifurcation between a third 
financial hegemony and neomanagerialism, while China faces the same altern-
ative, but coming from the other branch. The situation in Europe is significantly 
distinct as, in the short run, the main issue seems to be the preservation of the 
European Union and the eurozone.
 Within the dynamics governing such historical bifurcations, the seriousness 
of the contemporary crisis, its duration and depth, will play a central role. The 
features of the crisis also command the possible reignition of new bouts of more 
radical class struggle on the part of popular classes. But one must keep in mind 
the likely divergences within various regions of the world and, in the medium 
run, the uncertainties surrounding what has been denoted earlier as “crisis epi-
sodes,” including far- right endeavors. Crucial will also be the agility of upper 
classes, in their two components, to react to historical circumstances instead of 
defending narrowly defined short- term interests.

Notes
 1 Broad use is made of our recent book (Duménil and Lévy, 2011).
 2 An interpretation that we introduced in the mid- 1990s, first published in English in 

Duménil and Lévy (2001).
 3 Most recently in Duménil and Lévy (2011). See also Duménil and Lévy (2004).
 4 Von Hayek (1944). See also Mirowski and Plehwe (2009).
 5 A recent summary of these official theses can be found in Cheng and Xin (2011).
 6 Duménil and Lévy (2011), p. 34.
 7 Stock shares are part of securities, and should not be referred to as “debts,” but it is 

convenient to denote foreign financing as a “foreign debt.” Note that direct invest-
ments abroad are counted as “financial investment.”

 8 Duménil and Lévy (2011), Part VII.
 9 Such rules are reminiscent of the short- lived attempt at the implementation of mone-

tarist procedures in the early 1980s in the United States in place of Keynesian feed-
back policies.

10 Duménil and Lévy (2011), Ch. 5.
11 Duménil and Lévy (2011), Part IX.
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11 Fiat money and how to combat 
debt deflation

Thomas Sekine

1
Uno’s brief memorandum entitled “The Development of Capitalism after the 
First World War,” appended to the revised edition of his Keizai- Seisakuron (now 
translated into English as The Types of Economic Policies under Capitalism), 
1971, has always been a source of great inspiration as well as of embarrassing 
mystification to Japanese Unoists.1 For many years, Tsutomu Ôuchi’s influential 
book, A Study of State- Monopoly Capitalism (in Japanese), 1971, was believed 
to be the standard guide to a correct apprehension of Uno’s intention in that 
essay. I believe, however, that the book was on the wrong track. For Ôuchi and 
his followers interpret the 1929 crisis to have been just another capitalist crisis. 
The reason why capitalism was subsequently mired in a decade of depression 
instead of automatically recovering from it as would have been expected from 
the theory was that, according to them, the bourgeois states, then under the 
imminent “general crisis” of capitalism, had to intervene politically, unable to 
wait long enough for the lengthy process of its self recovery from crisis, which 
involved a reorganization of industry with a set of new technical innovations, to 
work its way through. Most of them actually believe that the post- 1914 world 
economy continued to belong to the stage of imperialism, though under the novel 
threat of “the general crisis.” Yet, this, in effect, ignores Uno’s fundamental 
thesis that the post- 1914 world economy could no longer mark a new stage of 
capitalist development, and so must be studied directly as the economic history 
of the present.
 I would rather follow Mitsuhiko Takumi’s short but insightful book, Eco-
nomic Recessions that Hearken Back to the Great Depression (in Japanese), 
1998, since its argument is far more persuasive. In it the author states that, after 
the crisis of 1929, the prices of the products of key industries did not fall; 
instead, the physical scale of production and employment shrank. This suggests 
that the capitalists in key industries did not seek innovations that would have 
enabled them to subsequently produce their products at lower production- prices. 
In the absence of innovations occurring “in a cluster” during the depression 
phase that follows a periodic crisis, capitalism could in no way reset its own 
reproduction process in the key industrial sector, at a higher level of the organic 



Fiat money and how to combat debt deflation  209

composition of capital. The law of relative surplus population would then cease 
to function, as would the law of value. Of course, the prices in question are those 
of the products of key industries, as, indeed, the prices of primary goods and of 
the products of light industry fell quite dramatically even during the crisis of 
1929.
 After the war of 1914, the world economy underwent profound structural 
changes, of which the most significant was the fact that the centre of commodity-
 production shifted from Europe to the United States, where, since prewar 
years, the “production of durable goods by means of durable goods” had been a 
salient and dominant feature, as was illustrated by the automobile industry in 
particular. That trend became even more general and decisive after the war. Pro-
ductive plants and equipment consisted then of expensive and complex “capital- 
assets,” i.e., durable capital- goods, which rendered the price of the products rigid 
downward. Although such commodities as “coal, iron and steel,” which were 
abundantly produced by prewar “monopoly capitals” in Europe and elsewhere, 
could easily be “dumped” in external markets at very low prices, even while 
being sold at high monopoly prices inside the border, elaborate and expensive 
commodities such as the automobiles produced (by assembling parts and 
components) in American factories, could not so easily adapt to the volatility 
of prices. These commodities could not be produced, unless sold for a supply- 
determined price, such as could be represented by the formula p = (1 + m)u, 
that  is to say, at a level equal to unit labour costs, u > 0, appropriately marked up 
with (1 + m)  > 1. The price of the commodity could not be reduced flexibly, since 
both the unit costs (mainly labour costs) and the mark- up rate tended to be quite 
rigid.

2
These considerations lead me to a belief that Takumi’s theory, in effect, presup-
poses an oligopolistic economy with an industrial structure of the Minskyan 
type, that is to say, one in which “complex and costly capital- assets are exten-
sively used.” This type of industrial structure, which I would call here “Fordist” 
for short, had been firmly established in the United States after World War II, 
and was propagated from there to all the developed economies in the world. For 
a firm to invest in plants and equipment in such an economy (apart from the 
exceptional cases in which it finances all its investment with its own money) 
means entering into a debt contract to be paid off by instalments over time. In 
other words, it commits itself to a series of regular payments of given sums of 
money in the future, as stipulated in the contract. The sources of the money 
which will be needed for that purpose on successive due dates are primarily the 
quasi- rents (or gross profits) it expects to earn, while using the plants and equip-
ment productively; but the firm’s future receipts (incomes) involve uncertainty. 
In order not to fail to meet its commitments, even when the expected receipts in 
future turn out to be below expectation, the firm must have on hand sufficient 
liquidity (money or some readily cashable assets to dispose of ) and, if need be, 
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a line of credit where its own debt will be accepted. This means that the firm 
cannot totally concentrate on its production alone, but must always keep in touch 
with financial markets so as to be on the alert to changes therein. In response to 
this trend, sophisticated financial markets develop, in which not only banks but 
also many specialized, non- bank financial intermediaries operate by coordinating 
lenders and borrowers. An enormous quantity of money or funds saved out of 
incomes and “lying idle” – i.e., not yet committed to any definite investment 
project, but seeking temporary returns in the meantime – flows into and out of 
such markets. Both lenders and borrowers run risks on their account in dealing 
with such money.
 The development of money and capital markets of this nature is a specific 
phenomenon to the age of Fordist commodity- production. In the pure theory of 
capitalism (the dialectic of capital or Uno’s genriron), there is no theory that 
directly accounts for such a phenomenon. The bank credit that is expounded 
there is essentially a development of commercial credit (i.e., credit that industrial 
capitals give to one another among themselves); it consists mainly of discount-
ing trade bills and offering short- term loans to expedite the circulation of com-
modities. It has the effect of “capitalist- socially” economizing idle money, 
including “idle money to be,” with a view to maximizing the production of 
surplus value (or creation of disposable money incomes). Banking, in particular, 
consists of activating “idle money to be” into credit money or readily usable 
means of purchase. The social reproduction- process of a capitalist economy 
automatically generates idle money, either in its latent form (as “idle money to 
be”) or in the form of savings out of already earned surplus value (or disposable 
money incomes). Idle money in its latent form means money that, if received 
now as proceeds of the commodities sold, would be saved rather than spent. It is 
commodity- economically rational to minimize the period during which money 
must stay “idle,” without contributing to the production of surplus value, so that 
the pure theory of capitalism (dialectic of capital or Uno’s genriron) must 
explain the whole system of credit logically from the point of view of “how to 
capitalist- socially economize idle money.”2

 It is quite otherwise with the system of finance that develops in the age of 
Fordist commodity- production. First, the money already saved, but not yet con-
verted into capital (i.e., not yet invested in real capital formation) and so lying 
idle, far from being scarce as in olden times, abounds everywhere in the 
economy, reflecting the fact that the opportunities for their healthy investment in 
real terms (conversion into real capital) tend to be insufficient in today’s world 
economy. However, money staying idle without being converted yet into capital, 
but merely held to satisfy the “speculative motive” while seeking temporary 
returns, will congregate in the money market as casino capital, which is a form 
(specifically adapted to the present- day phase of the disintegration of capitalism) 
of “money- lending capital.” The latter is characterized as an “irrational form of 
capital” in theory, and is associated with the Hegelian concept of “the measure-
less,” meaning that it can contribute even towards the undoing of the logic of 
capital.3 The presence of such capital is, by itself, deflationary. Moreover, by the 
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time the return on its speculation exceeds that on real investment, a Wicksellian 
cumulative process will work downward, until the shrinkage of the real economy 
becomes catastrophic.

3
In the interwar period, when the American economy was not yet equipped with 
Minsky’s “Big Government and Big Bank,” the speculative boom of the 1920s 
could quite easily turn into the depression of the 1930s. After World War II, 
however, the government sector became enormous compared with its prewar 
size, and the Federal Reserve Bank along with its associated institutions estab-
lished its position as “the lender of last resort” in national finance. To what 
extent then did the postwar U.S. economy become effective in warding off a 
Great Depression of the type experienced in the 1930s, which Minsky called 
“It”? This was the question that he posed to himself. Through the analysis of “a 
deep recession but not a depression of 1975” and others, he then developed his 
unique thesis of the “financial instability hypothesis.”4 The postwar American 
economy, according to him, enjoyed an exceptional period (a brief one of 20 
years or so) of “tranquility with robust finance,” but thereafter proved itself to be 
inherently unstable both on the upside and the downside. Although it has so far 
been contained successfully without sliding into “It” thanks to the stabilizing 
effect of Big Government and Big Bank, the degree of instability increases every 
time the Fed intervenes, validating, in the process, the existing structure of 
indebtedness in the private sector, by supplying more liquidity.
 There is undoubtedly a great deal for we Unoists to learn from Minsky’s 
exceptionally penetrating analysis of the nature of the Fordist commodity- 
production. However, we must be alert to the fact that he does not use the term 
“capitalism” in the same sense as we do. To Minsky “capitalism” simply means 
“a mode of commodity- production in which increasingly more capital- assets are 
used;” he does not seem to be interested in an “objective definition of capitalism 
by capital itself ” in the form of the dialectic of capital, or Uno’s genriron. Not 
that Minsky was wrong in not having been aware of the Unoist procedure, but it 
is important for us to be able to learn from his insight in the right context, one 
that is consistent with Uno’s overall approach. That context is “capitalism in its 
process of disintegration” after the war of 1914–17. At the purely theoretical 
level we know, for instance, that the actual process of capital accumulation 
occurs through the alternation of the “widening phase” (in which accumulation 
occurs with a constant organic composition of capital) and the “deepening 
phase” (in which a switch occurs from a lower to a higher organic composition), 
the two phases being divided by a periodic crisis, which entails a complete dis-
ruption of the social reproduction- process. This alternation of the two phases 
appears, on the surface of the capitalist market, as the prosperity and depression 
phases of the business cycle.5 At the more concrete- historical (or empirical) 
level, however, we must be aware that loan- capital, which formerly pursued 
capitalist- rational banking, has been sidetracked in recent years, and tends to be 
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overwhelmed by non- bank financial intermediaries, which act as a special form 
of “money- lending capital” in the newly developed financial markets, with all its 
irrational rapacity and pre- capitalist “measurelessness.” I believe that it is 
important to distinguish the level of abstraction at which these two types of 
problems should be discussed. In particular, it is not my view that capitalism per 
se (i.e., as conceptualized at the purely theoretical level) is inherently unstable or 
self- destructive, as Minsky remarks frequently, just because it undergoes busi-
ness cycles punctuated by periodic crises of increasing severity,6 even though I 
can readily agree with him (at the more concrete- empirical level) that con-
temporary “capitalism” (i.e., capitalism in the process of disintegration) is char-
acterized by increasingly suicidal instability (because “money- lending capital,” 
which had long been “tamed” as “loan- capital” under capitalism proper, came 
back with a vengeance in the form of “casino capital” in the disintegrating phase 
of capitalism), and that, unless controlled in a rather extra- capitalist fashion, it 
may end by terminating not only capitalism itself but also human society with it.
 The evolution of the world economy since the war of 1914–18 has often been 
segmented into three periods: (1) the interwar period; (2) the period from 1945 
to 1979; and (3) that from 1980 to the present. The first represents the period of 
Great Transformation, in which the “centre of commodity- production” shifted 
from Europe to the United States. The second period consists of the 35 postwar 
years, in the first 20 of which Keynesian social- democracy and the welfare state 
appeared to work rather well, and in the remaining 15 of which the economy 
performed haphazardly, as it was caught in the throes of “stagflation.” The third 
period may be viewed as the years of the neo- conservative counter- revolution, 
which has substituted rabid allegiance to neoliberal “market fundamentalism” 
for the previously accepted Keynesian social- democracy. I will adopt this con-
venient tripartite segmentation of the world economic history since the end of 
World War I to the present, in the course of which “capitalism,” in the proper 
sense of the term, has been in the “process of disintegration,” and will focus 
especially on the alarming phenomenon of “financial instability” that became 
manifest, particularly from the second to the third period.

4
As Minsky acknowledges, the American economy, legally and institutionally 
shaped by New Deal legislations and reforms, worked with relative “tranquility” 
during the first two decades following World War II. Perhaps this was due to the 
fact that with the presence of Big Government, the balance of outstanding 
federal debts held by the private sector far exceeded that of outstanding private 
debts, which rendered finance relatively “robust.” At the same time, however, 
the overwhelming superiority of the American economy relative to the others in 
productivity and political impact, as well as the unchallenged credibility of the 
U.S. dollar, must have contributed to this stability. Yet, as time passed under the 
cloud of the Cold War, and as the burden of the military expenses which had to 
be borne mainly by the Americans began to weigh heavily on the U.S. balance 
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of payments, the latter turned foul, until it eventually undermined the credibility 
of the dollar. In addition to this, the Fordist production of commodities, which 
depended more and more heavily on “elaborate, complex and expensive capital- 
assets,” was then even more firmly and extensively established than before at the 
core of the American economy. Finance turned from robust to turbulent, as its 
instability became manifest. As the balance of private debts held by the public 
increased more rapidly than that of government debts, the Fed had to validate the 
private sector’s overindebtedness, every time it approached a crisis with injec-
tions of more liquidity (in the effort to prevent the economy from tumbling into 
a real depression). A strong inflationary bias was thus built into the American 
economy. Since, moreover, during the 1970s, external trade grew more speedily 
than domestic production in the United States, as in many other countries, a 
sudden rise of international commodity prices (such as those for wheat and 
petroleum) for contingent reasons added to the inflationary bias already inherent 
in the Fordist production of commodities, leading to the outburst of universal 
price inflation, which became difficult to control. It was at this point that the 
second period of the post- 1918 history of the “ex- capitalist transition” came to 
an end.
 The decade of the 1980s opened with the resurgence of neo- conservative ide-
ology which defied the social- democratic trend of the previous era that had been 
largely inspired by the New Deal and Keynes. The institutional framework 
designed by the New Dealers and the Keynesians, which had led the American 
economy to stagflation, was now thought to be outdated, as “supply- side rigidit-
ies” had to be removed and the private sector activated by means of “deregula-
tion and small government.” The idea that the American economy then required 
a structural reform was not unwarranted; but the fact that the reform had to be 
inspired and undertaken by neo- conservative forces, and in particular by the 
financial interest nestled in Wall Street, though perhaps unavoidable, gave that 
reform a pernicious twist, with a pathological effect that eventually completed 
the disintegration of capitalism. First, a radical monetarism was used to control 
inflation, which did indeed stop the persistent rise in prices, though at the cost of 
skyrocketing interest rates and the ensuing overvaluation of the dollar. Then, 
President Reagan’s anti- union policies effectively reversed the rising trend of 
unit labour- costs; yet, by destroying the long- nurtured industrial peace in labour- 
management relations, they only fomented social tension and unrest, mistrust, 
and anxiety, which undermined the foundation of the American dream. Further-
more, although the pursuit of small government by means of deregulation and 
tax cuts aimed at a radically reduced scale of the federal budget, this particular 
policy did not immediately achieve the intended result, since it was offset by the 
president’s enhanced military spending. However, this component in the menu 
of conservative economic policies was not forgotten; indeed, it was to be pursued 
all the more vigorously later to achieve a dramatic impoverishment of Big 
Government.
 During the decade of the1980s, the Cold War was winding down; yet it was 
not yet over. The reorganization of the economy was thus also intended as part 
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of the U.S. strategy to win that war. The perceived threat from the USSR, 
however, disappeared by the end of the decade, and the United States emerged 
as the only superpower in the world. At this point, Washington adopted for its 
international strategy the theme of “globalization,” which connoted America’s 
intention to use “finance rather than industry” to stay at the helm of the world 
economy. This it could do by maintaining the U.S. dollar as the key international 
currency, and by further promoting Minsky’s “money- manager capitalism” cen-
tered round Wall Street.

5
As pointed out above, the monetarist policy to stifle inflation from the late 1970s 
to the early 1980s resulted in an extravagant elevation of the rates of interest, 
which had two wholly unanticipated results. First, many developing countries 
which had borrowed petro- dollars for the development of their national resources 
were caught in a “debt crisis,” on the scourges of which I need not dwell here. 
Second, the commercial banks in the United States, which were prohibited by 
Regulation- Q of the Glass–Steagall Act from paying adequate interest rates on 
time deposits, began losing them at an alarming speed to other more reasonable 
borrowers of funds. When, in 1983, the interest rates payable by banks on time 
deposits were liberalized, that gave a fillip to a more general liberalization of 
finance, which included, among others, the de- compartmentalization of busi-
nesses in banking, securities, and insurance. Thus, in the latter half of the 1980s 
a mergers- and-acquisition (M&A) boom occurred, which quickly reorganized 
and refurbished the management of American industry, signalling the advent of 
what Minsky termed “money manager capitalism.” This, however, sounded the 
death knell of traditional, capitalist banking as well. Indeed, the proper function 
of “relationship banking” reserved for commercial banks – i.e., of originating 
loans by face- to-face screenings of the most creditworthy clients – was a costly 
business with modest reward, compared with charging fees on the business of 
massive financial intermediation.7 Therefore, with the liberalization of finance, 
commercial banks shifted their operation away from relationship banking in 
favour of fee- earning non- bank, financial intermediation. Since banks, too, are 
profit- seeking private enterprises, this shift from commercial to investment (or 
securities) banking could hardly be avoided.
 When, on top of this, banks were allowed to take recourse to the novel device 
of “securitization,” it became possible as well as rewarding for commercial 
banks to “securitize” their loan contracts, and sell them off in financial markets, 
disconnecting them from the banks’ own balance- sheets. The securitized loans 
were then chopped up in pieces, to be skillfully combined with other financial 
assets of different types in CDOs (collateral debt obligations) or some such 
dubious packages, invented by the geniuses of financial engineering. The asset 
quality of these packages was then “actuarially” calculated in an esoteric manner 
to be “graded” by so- called credit- rating companies. Indeed, subprime mortgage 
loans were mostly sold off to financial markets in this way, thus dispersing the 
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germs of systemic risk throughout the latter, which turned into a gamblers’ para-
dise. Thus, in the trend towards “financialization,” which is often talked about, 
and which is meant to characterize the overall feature of the present- day 
economy, we must distinguish two distinct elements. One comes from the nature 
of Fordist commodity- production as such, which, as Minsky explained, involves 
the financing of investment in plants and equipment, and which tends to generate 
increasingly heavy indebtedness in the private sector. This breeds instability due 
to the “uncertainty” that necessarily accompanies any exchange of money- today 
for money- tomorrow. The second element comes from “financial liberalization,” 
which erodes traditional “relationship banking,” by making it less lucrative than 
massive financial intermediation.
 I would like to call attention particularly to this second feature of “financiali-
zation,” the atrophy of traditional commercial banking. This follows from the 
fact that there exist abundant idle funds, convertible but not yet converted into 
capital, seeking returns in the meantime in money markets. It is, of course, not 
the main purpose of traditional banking to serve financial intermediation, i.e., to 
deal with idle money which is saved from out of money incomes already earned. 
It is rather to activate “idle money to be” so as to maximize the creation of dis-
posable incomes (i.e., the production of surplus value). In the aggregate- social 
reproduction- process of capital, there are always traders who can sell their com-
modities on credit (i.e., in exchange for a bill of exchange) because, were they 
paid in cash now, it would be saved instead of spent. However, trade bills are 
specific each time to the use- values of the commodities traded, the persons who 
actually took part in the trade, and the date on which the deferred payment falls 
due. Banks, in this perspective, invented a special type of trade bill, called ban-
knotes or credit money, in which all such specifications that accompany ordinary 
trade bills are blotted out, so that it could be used by any traders in any use- 
values and convertible at any time into cash (formerly into gold, now into legal 
tender of the state, called fiat money). Credit money (or non- cash means of pur-
chase) originally took the form of banknotes issued independently by each com-
mercial bank on its own responsibility, that is to say, to the extent that the bank 
stood ready to convert its banknotes into cash on demand, or to the extent that it 
had enough reserve of cash on hand to meet such demand.

6
For small country- banks to issue their own banknotes for circulation, while 
keeping safe some specie money (such as gold) in their own vault, was a costly 
business; thus, soon these functions were delegated to a somewhat larger bank in 
a city, which both issued common banknotes for itself and the group of corre-
spondent small country- banks, and kept safe the specie money of its own and of 
the country- banks belonging to the group held in a common pool of reserve. By 
that time, a country- bank issued demand deposits instead of banknotes to its cus-
tomers, and itself held a demand deposit with the city- bank, in which it kept its 
reserve money to back up the demand- deposit accounts that it had itself opened 
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for its own customers against withdrawals. To such a group of banks, this was of 
course a much more economical way of operating traditional banking. Soon the 
same relationship developed between the larger city- banks and the main bank of 
the nation, which became its central bank, so that today the note- issuing function 
is usually monopolized by the central bank of the nation, and all commercial 
banks create demand deposits (DDC), where, formerly, they used to issue their 
own banknotes. Under the present system, therefore, commercial banks retain 
the right to create demand deposits (called credit money as opposed to fiat 
money), when they discount trade bills for, or extend short- term loans to, their 
clients. Thus, apart from the state which always possesses the sovereign right to 
issue fiat money, the commercial banks which may issue credit money in the 
form of demand deposits are the only private firms empowered to issue money, 
convertible into the legal tender of the nation.
 Minsky, in connection with his criticism of monetarism, affirms that the 
“money supply” is not a definitive quantity of money inasmuch as “any unit can 
create money, and the problem is how to make it accepted.”8 It is quite true that 
special- purpose, private, near monies can always be created and accepted, when 
need be, in appropriate contexts, and that these include not only the money sub-
stitutes used in financial markets that he has in mind, but also local monies, like 
green dollars issued by LETS (local employment and trading systems), that are 
introduced to activate the local economy. However, insofar as the legal- tender 
money is concerned, which has the power of compulsory circulation and so must 
always be “accepted,” the only entities empowered to issue it are, as he himself 
admits, the nation- state that issues fiat money, and the commercial banks that 
create credit money. There has been a proposal to abolish the creation of credit 
money by private banks, on the ground that it privileges banking against 
other members of the private sector by granting them a special subsidy in the 
form of seigniorage income.9 It, however, does not appear that even such a large 
subsidy sufficiently protects the “relationship banking,” which the commercial 
banks operate, from the more lucrative business of massive financial 
intermediation.
 I believe that, so long as commodity- production continues, the need for credit 
money issued by commercial banks, whether for discounting trade- bills or for 
granting short- term loans to expedite the circulation of commodities, will not 
disappear. Even if it does for larger firms, it surely will not for the overwhelm-
ingly many more small and medium- sized firms that support them from below. 
Unless commodities move by being purchased more easily at this level by means 
of bank credit, which activates “idle money to be,” arising necessarily and auto-
matically in society’s reproduction- process, the latter system will remain insuffi-
ciently “lubricated” and will eventually begin squeaking due to the grating and 
abrading of parts at its very foundation or bottom layer. If private banks cannot 
respond to this need with their traditional “relationship banking,” a state- backed, 
public body may even have to be created to fill in the gap. The much touted “lib-
eralization of finance” has demonstrated its diabolic feature in thus rewarding 
big and untrustworthy gamblers at the expense of small and diligent producers, 
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thereby sapping the basic health of finance and the capitalist economy. If there is 
need for a “re- regulation of finance,” it will have to begin by redressing this 
problem.

7
After the subprime crisis, the world economy seems to be gradually sliding into 
a deflationary mode, whereas the Japanese economy has unmistakably suffered 
from a protracted deflation in the past 20 years or so. When deflation really sets 
in, the so- called policies of zero interest rate (zirp) and of quantitative easing 
(QE) have never worked to curb it as expected; they often make things worse. 
These are the policies that Ben Bernanke recommended to Japan in 2000,10 and 
he himself tried more recently in the United State with equally disappointing 
effect, which is only to be expected. If the rates of interest are held at unusually 
low levels and every one expects that situation to last, those loaded with idle bal-
ances will simply stick to them, without investing either in securities or in real 
terms, so that the economy will be stuck in the state of a “liquidity trap.” If the 
central bank resorts to open market operations with a view to building base 
money in the hands of banks, the latter will not respond by making loans, but 
will simply compete with the central bank in the buying operation, which will 
only confirm the downward pressure on interest rates. The capital market will 
then be suffused with idle cash as the bank multiplier fails to offset the effect of 
additional liquidity, while the real economy remains hopelessly starved for 
“active” cash. Bernanke, being a good student of Milton Friedman, seems to 
believe in the effectiveness of “helicopter money,” which the state (in concert 
with the Fed or the Bank of Japan) can nowadays print, if they so wish, in any 
desired amount. But the effect of helicopter money depends on where it is 
dropped.
 Fables apart, there are only two places where helicopter money (i.e., newly 
issued fiat money) can descend: either into the demand- deposit account which 
the commercial banks hold at the central bank (DDB), or into the demand- 
deposit account which the national government holds at the same bank (DDA). 
In the first case, it will become “base money” upon which to create credit money, 
if the commercial banks so wish, in the demand deposits that the public holds at 
a commercial bank (DDC); however, in a deflationary condition with zirp or QE, 
banks refuse to “create credit” and lend to the public, simply because it is not 
rewarding and, with their equity tending to be already precarious under debt 
deflation, banks may only be asking for trouble by stepping up lending. Only in 
the second case can the national government fiscally spend the helicopter money 
as “active” cash, i.e., as money to buy commodities. In this case, it will create 
incomes more than itself (with a multiplier effect that is greater than one). Many 
years ago, commenting on the rabid inflation that plagued Japan immediately 
after World War II, Uno described the situation as one in which there was abun-
dance of currency (meaning active money) and a shortage of funds (meaning idle 
money) simultaneously. The shortage of funds then prevented capital from being 
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formed, with which more goods could have been produced; on the other hand, 
there were no good ways to soak up active money already flooding the market. 
That was what made the control of inflation difficult. He did not repeat the mere 
banality that “too much money was chasing too few goods.” Uno’s students 
should realize at once that the deflation that confronts us today is due to the 
shortage of active money, even though (or because) an enormous quantity of idle 
money (held to satisfy the speculative motive) is rampant. The reason why 
neither zirp nor QE, with the compliments of Mr. Bernanke, worked to stop 
deflation is that he failed to distinguish between the two sorts of money.
 Helicopter money may be a useful metaphor to focus our mind on what “fiat 
money and the managed currency system” mean as opposed to “gold money and 
the gold standard system.” Now that gold is officially “de- monetized,” no 
country operates a gold standard system, even though the economist’s thinking 
may still not be fully liberated from the illusion of specie money. In a genuine 
capitalist economy, commodity- money, such as gold, was automatically gener-
ated from out of commodity exchanges. But, today, no such commodity- money 
is present; it is the monetary authorities of each sovereign nation that issue fiat 
money (F ), which is the legal tender of the nation. The idea that a decree (or a 
fiat) of the nation- state “creates money” may, however, be too offensive for the 
American conservatives; thus, the more innocuous fable of an unidentified “heli-
copter” suddenly appearing in the sky to benevolently disperse greenbacks (“like 
manna from heaven”) may be a less upsetting first approximation. Milton Fried-
man who first used this metaphor,11 being a radical monetarist, however, took it 
for granted that all these greenbacks would be used as “active” money, i.e., 
money to purchase commodities. Yet, money can also be held as a store of value 
or “idle” balances. Therefore, fiat money issued by the state (F ) should also be 
divided into the two components,12 the part of it that will be directly spent (F1) 
and the other part which will be held in reserve by the commercial banks (F2). If 
F = F1 + F2 is helicopter money, we may imagine that the F1-part is dropped into 
the demand- deposit account that the Government holds with the central bank 
(DDA), and will be spent fiscally through the national budget as approved by 
Parliament, whereas the F2-part will be dropped into the demand- deposit account 
that the commercial banks hold with the central bank (DDB), and will not be 
spent until credit money is created for the public on that basis, as C = kF2 (DDC), 
where k is a bank- multiplier, which must not exceed the legal cash- reserve ratio 
(k* ≥ k). This “bank multiplier,” the reciprocal of which is the “velocity of mon-
etary circulation,” must not be confused with the Keynesian multiplier, which is 
the reciprocal of the propensity to save. In this way, one can readily see that the 
bank multiplier acts as a converter of idle fiat money (held in reserve) into active 
credit money (ready to be spent). Yet the “activation” of F2 into C (or DDC) is 
left to the discretion of the commercial banks, which may not always choose to 
be “fully loaned- up,” contrary to the wishes of the monetarists. Under the 
commodity- money standard system, an “optimum supply of money” for the 
economy is supposed to be achieved automatically. Under a managed currency 
system it must be approximated policy- wise.
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8
There is an important message in the last statement. Fiat money (F ) comes in 
two forms (F1 and F2). The literature referred to above in section 6 recommends 
the abolition of commercial banking, with its function of activating F2 into C, on 
the ground that it receives an unwarranted subsidy from the state in the form of 
seignorage income. From what has been stated above, it should be clear that I 
have doubts about the pertinence of that recommendation. However, that docu-
ment has the signal merit of highlighting the important role that F1 plays under 
the managed currency system, by going so far as to say that F1 alone is sufficient 
to determine the money supply of the nation. The currently orthodox view is that 
the question of the “money supply” should be left entirely to the banking com-
munity (the central bank and the banking system under its control), and that the 
politics of the state (or government) must not interfere with it. This view also 
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DDA � Demand deposit account that the State holds at the Central Bank;
DDB � Demand deposit account that the commercial banks hold at the Central Bank;
DDC � Demand deposit account that the public holds at commercial banks;
G � specie money such as gold;
F � fiat money (or helicopter money);
F1 � fiat money that the state can withdraw from DDA to spend fiscally;
F2 � fiat money held in DDB as reserve money of the commercial banks;
C � kF2 � credit money that the commercial banks create in DDC:
k* � k � bank multiplier which must not exceed the official cash reserve ratio (k*).

Figure 11.1  Comparison of managed currency system and gold standard system.
Notes
DDA = Demand deposit account that the State holds at the Central Bank; DDB = Demand deposit 
account that the commercial banks hold at the Central Bank; DDC = Demand deposit account that the 
public holds at commercial banks; G = specie money such as gold; F = fiat money (or helicopter 
money); F1 = fiat money that the state can withdraw from DDA to spend fiscally; F2 = fiat money held 
in DDB as reserve money of the commercial banks; C = kF2 = credit money that the commercial banks 
create in DDC: k* ≥ k = bank multiplier which must not exceed the official cash reserve ratio (k*).
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implies that the fiscal and monetary authorities are, and must remain, separate 
from each other. It seems to me that such a stance carries over an old pre- 
conception from the age of the gold standard. When gold was the “money of the 
world” and moved freely across national borders, there was, in principle, no 
need for the state to intervene in monetary affairs; for “money and banking” 
managed themselves, and provided the capitalist economy with a near “optimum 
supply of money” in the long run, if not always.13 However, “commodity- 
money” whether gold or otherwise, has long been replaced by fiat money, 
meaning that an “optimum money supply” does not obtain automatically. It 
must, instead, be sought by policy, if in a rough and ready fashion; and, to that 
end, we need to learn how best to handle both F1 and F2 appropriately.
 First, I would like to clear up some ambiguity surrounding the question of F2 
as helicopter money. As is well known, it is today called “base money” or “high- 
powered money,” and its amount is regulated mainly by the central bank’s “open 
market operations.” In other words, “base money” is increased, when the central 
bank purchases some high- grade debts, such as treasury bills, from the market in 
return for its own liabilities (be they in the form of banknotes or of demand 
deposits). Thus, it appears as though the amount of F2 is entirely determined by 
the discretion of the central bank and by it alone, with no involvement of the 
state in the process. It is true that, under the gold standard, the central bank could 
safely issue its liabilities only to the extent that it could honour their convertibil-
ity into specie on demand, and the amount of specie in its vault did not depend 
on the state’s will. Normally, the central bank rediscounted highly accredited 
bills through its window, and made sure that it could meet demand for cash at 
any moment. When specie money disappears, however, the central bank is freed 
from the gold constraint. Under a managed currency system, central banknotes 
are legal tenders, and so are all demand deposits (DDA, DDB, and DDC) from 
which the owner of the account can withdraw at any time any amount of money 
in the form of central banknotes. Yet this can make sense only if central ban-
knotes are equivalent to the paper money issued by the state, which further 
means that there is an implicit accord between the state and the central bank to 
the effect that the former delegates to the latter the power of determining the 
amount of F2 on behalf of the latter. This is the reason why we can legitimately 
regard F2 to be fiat or helicopter money dropped into DDB.
 As for F1 as helicopter money dropped into DDA, there is less mystery. But 
this important instrument of policy is often ignored, since under the gold stand-
ard it was entirely absent. But, as already mentioned above, the process of 
C = kF2, given F2, may not generate enough active money, C, that the economy 
requires, since the “creation of credit” in the form of DDC is entirely left to the 
free choice of profit- seeking private enterprises. If this sort of situation occurs 
under the gold standard, there is, in principle, no way out, short of easy (or auto-
matic) expansion of the gold producing sector within the country. The economy 
must bear stringent deflation and let prices fall sufficiently until gold, lured by 
lower prices or higher interest rates than elsewhere, automatically flows back in 
sufficient amounts to the vault of the central bank. Indeed, it was precisely for 
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that reason that the gold standard collapsed and gave way to a managed currency 
system. Yet this unfamiliar instrument, F1, has been tenaciously resisted because 
it introduces state- power too blatantly; and, to many, the idea of the state “print-
ing money” sounds tawdry and somehow repugnant! However, it is not neces-
sary for the government to actually turn to its odious printing machine; for the 
central bank has already printed (and is ready to print) enough of its notes, into 
which all existing demand deposits (DDA, DDB, and DDC) are convertible, and 
these notes circulate already as the legal tender of the nation. It is not necessary 
to print another set of government paper money and let it circulate side by side 
with the central banknotes already in circulation. What matters, in this system, is 
that all fiat money issued by the state takes the form of “liabilities of the central 
bank,” and so F1, created in DDA and convertible at will into central bank liabili-
ties, must also be backed up by an equal value of credibly high- grade assets, just 
as F2 was. That, however, can easily be arranged by handing to the central bank 
an official certificate signed and stamped by the state, granting it the right to 
create fiat money F1 in DDA in the amount that the state specifies in the certifi-
cate. That should be an asset of a sufficiently high- grade that the central bank 
can use it to back up its liability. If that is unappealing, the preferred alternative 
might be that the central bank “purchases” from the state (or underwrites) its 
“perpetual bonds (like consols) bearing no interest,”14 instead of ordinary 
national bonds, corresponding to the value of F1. In any case, if specie money 
must be replaced by fiat money (and the gold standard by a managed currency 
system), it is necessary that this new instrument of monetary policy, F1, must be 
explicitly recognized. This raises, however, the new question as to whether this 
new instrument is one of monetary policy or is it rather that of fiscal policy?

9
For example, another anti- deflationary measure that Bernanke recommended to 
the BOJ in 2000 was a depreciation of the yen.15 He quite rightly thought that the 
BOJ, if willing, could supply as much yen as would be necessary with which to 
buy dollars and other foreign currencies and to bring down the yen’s value to a 
desired level. However, that would have been an “unsterilized” intervention, 
which, by that time, the Japanese authorities had somehow learned to regard as a 
taboo (perhaps to avoid being accused of “dirty floating” of the yen). On the 
other hand, with regard to undertaking a “sterilized” intervention, i.e., inter-
vention in foreign exchange markets, while keeping the existing level of the 
money supply unchanged in Japan, the fiscal authorities decided that they did 
not have enough resources available for the purpose. At the present time, 
however, as the climate of deflation deepens worldwide, the yen is once again 
appreciating and, this time, to a level that practically dooms existing Japanese 
industry. To bring its value down to a more reasonable level, an “unsterilized 
intervention” may still be a credible option; and that will involve dropping the 
necessary amount of helicopter money (F1) into DDA for fiscal use. The ques-
tion then is whether or not “buying foreign exchange in the market” with the 
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newly created fiat money is a top fiscal priority. It may not be, especially if those 
to whom F1 is paid eventually will save it and hold it idle (or use it simply to pay 
off their past debts) rather than spending it on commodities. I also believe that 
there are many more crying needs at present, especially in the regions of the 
country devastated in March 2011 by the severe earthquake, tsunami, and the 
nuclear disaster, for fiscal money to be urgently spent, be it for rescue, recon-
struction, rehabilitation or a new departure. If, for instance, an F1 of about 
50–100 trillion yen is spent fiscally without delay, that will immediately gener-
ate incomes and employment to compensate for and enhance the ones destroyed, 
either over the past two decades or more recently, so as to reflate the national 
economy vigorously with no inflation,16 and will also have the by- effect of 
depreciating the yen considerably (without the monetary authority being accused 
of intervening in the foreign exchange market).
 Yet, to finance any part of the national budget by “printing money,” which the 
creation of fiat money F1 essentially is, has been condemned as something so 
“underhanded” or “depraved” that no civilized government should even think of. It 
is universally thought of as a pathetic lack of sound fiscal discipline which only 
foretells an uncontrollable hyperinflation as due punishment. This completely 
groundless superstition, as already mentioned, is a mere vestige of the now 
demised gold standard system. Japan’s deflationary gap today is estimated to go up 
to 400 trillion yen,17 which, for its GDP of roughly 500 trillion yen, may, at first 
sight, strike one as unbelievable. Yet, in the past 20 years or so, the Japanese GDP 
stagnated and hardly grew, while the average performance of other economies in 
the world roughly doubled their scale. It follows then that, if the Japanese economy 
performed only as well as the average, its GDP would now be in the range of 
900–1,000 trillion yen. In that light, the deflationary gap of 400 trillion yen cannot 
easily be dismissed as a fantasy. It must rather be a fairly accurate measure of the 
national income needlessly lost to the Japanese people, because of the misguided 
economic policy relentlessly pursued by the powers that be in this country, 
obsessed by anachronistic teachings and riddled by fear of the unknown.
 Japan has been paralyzed in the stalemate of “budgetary crisis” for a long 
time, unable to resort to any effective macro policy action, and thus to extricate 
itself from deflationary spiral and debt deflation, supposedly for want of fiscal 
revenues. Once caught in this quagmire, no one can break away from it by means 
other than the recourse to the method of “helicopter money F1” as outlined 
above, whether the authorities and the public in their conventionally bound 
thinking realize it or not. More recently, both Europe and the United States also 
seem to be on the verge of being trapped in a similar bind of “no fiscal revenue, 
no fiscal action.” It is all the more urgent, therefore, for us to surmount the mes-
merizing spell of neoliberal economics, and to wake up to the need to firmly 
grasp what fiat money and the managed currency system, which have supplanted 
gold and the gold standard, mean to us. For otherwise, the chance of us 
repeating the tragedies of the twentieth century will be imminent. Recall that, 
after the end of the World War I, by far the greatest majority of political, busi-
ness, and intellectual leaders were firmly convinced that the first priority for the 
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reconstruction of the war- devastated world economy was the restoration of the 
international gold standard system as it had operated in prewar days, completely 
unaware of the fact that the war had demolished all the material conditions that 
would make such a pious dream come true. The result was the Great Depression 
and then the World War II. If, under the grip of the neoliberal pundits, we still 
cannot wake up from the smug dream of “capitalism forever,” allowing our-
selves to be misguided by the will- o’-the- wisp of the gold standard, we are cer-
tainly heading for a disaster of untold magnitude. However, if capitalism is in 
disintegration, human society need not be. We only have to make the right 
choice, which requires that we begin to envisage and to develop a thriving 
human society beyond capitalism, capitalism here meaning the self- conclusive 
and self- governing commodity- economy. To overcome the impending peril of 
the deflationary spiral and debt deflation, by aggressively applying the method of 
“helicopter money F1” so as to pump “active money” into circulation, may well 
be the first decisive step in transition towards “another historical society” which 
will replace capitalism.18,19

Notes
 1 An example of “mystification” appears already in the title. I have considerable diffi-

culty in translating his wording shihon- shugi no hatten (literally into “the develop-
ment of capitalism”), since his main claim in the memorandum is that capitalism fails 
to mark a new “developmental stage” after World War I. What he must really have 
meant by hatten here was more like the “transformation, transfiguration, even aging 
or decline” of capitalism.

 2 The emphasis here was on the economizing of “idle money to be” rather than on “idle 
money saved from already earned cash income.” The latter arose mostly in the form 
of “depreciation funds” or “accumulation funds,” biding time until they grew into a 
sufficient size appropriate for spending on capital goods. However, under capitalism 
proper, idle funds saved out of already earned surplus- value income were scarce, and 
did not linger long before being converted into real capital. Even the savings of the 
landowning class mainly funded wars and social capital, such that Malthusian under- 
consumption did not really threaten the capitalism of the mid nineteenth century with 
significant deflationary pressure. The problem of unproductive “rentier incomes” 
which led to more savings than could be effectively invested (even abroad) arose only 
after World War I, that is, in the disintegrating phase of capitalism. On the other 
hand, the economizing of “idle money to be” by means of banks’ “credit creation” 
was an essential feature of capitalism proper, facilitating the smooth circulation of 
commodities within the reproduction- process of society. In it there arose habitually a 
number of traders who, in selling their commodities, did not need to insist on receiv-
ing cash immediately because, had they done so, they would have saved rather than 
spent it. They may be deemed to have been in possession of “idle money to be.” Not 
to take advantage of such existing slack or latitude that arose automatically in the 
social reproduction- process, and thus to fail to sell commodities which could other-
wise have been sold, would be contrary to commodity- economic rationality. The 
purpose of bank- credit was to find the most creditworthy traders and to provide them 
with active (credit) money to expedite the circulation of commodities.

 3 On the nature of “money lending capital,” see Sekine (1997), Vol. I, pp. 96–104.
 4 Hyman P. Minsky (2008).
 5 Sekine (1997), Vol. I, pp. 217–220.
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 6 Interestingly, Minsky (2008, p. 222) himself writes:

Capitalism may very well work best when capital assets are cheap and simple. 
Instability may very well be exacerbated as production becomes more capital- 
intensive and as the relative cost and gestation periods of investment goods 
increase, for in such a capitalist economy financing arrangements are likely to 
appear in which debtors pay debts not with cash derived from income production, 
but with cash obtained by issuing debt.

 This completely agrees with our (Unoist) view that capitalism worked best (and was 
closest to its theoretical image) in its liberal stage of development, when leading use- 
values (such as cotton goods) were readily commodifiable and representative capital- 
goods (like spinning machines) were both cheap and simple. “Complex and elaborate” 
durable goods which are at the core of the present- day world economy in both pro-
duction and consumption are surely much less easily commodifiable than the predom-
inant use- values in the nineteenth century. This bears on the fact that even very simple 
fixed capital of the prime age of British cotton industry could cause the accumulation- 
process of capital to become cyclical, and thus constituted the limit of the theory of 
the circular flow of the capitalist economy (that of the reproduction- schemes). See 
Sekine (1997), Vol. I, pp. 206–215.

 7 My argument in this and following several sections closely echoes points made by 
Professor Jan Kregel in another context (Kregel 2009).

 8 Minsky 2008, pp. 78–79.
 9 Huber and Robertson (2000, p. 89) estimate the seigniorage income earned by the 

banks at $37.3 billion for the United States, and 1.85 trillion yen for Japan in 1998.
10 Bernanke 2000.
11 Friedman 1969, p. 4.
12 See the left- hand panel of Figure 11.1.
13 See the right- hand panel of Figure 11.1.
14 The perpetual bonds bearing no interest issued by the state exempt the latter from 

repayment and interest payment, so it is equivalent to a decree (or fiat) of the state 
simply bidding the central bank to create fiat money on its behalf (though in the form 
of the liability of the central bank). They can, however, be marketed with some sweet-
ener, such as the exemption of their holder from inheritance tax up to their value, 
which may have the advantage of absorbing some idle funds and thus relieving some 
deflationary pressure.

15 Bernanke 2000, pp. 160–162.
16 The current level of the money supply in Japan is about M2 = 820 trillion yen, and 

M3 = 1,105 trillion yen, so that, although F1 = 100 trillion yen is quite substantial in 
comparison with the normal size of the general- account budget of the Japanese govern-
ment, it is not an unrealistic way to deal with the national disaster of the current magni-
tude. If inflation occurs subsequent to this move, which is always possible for any 
number of contingent reasons, its cause cannot be ascribed to this particular action.

17 See Niwa (2000, 2003, 2006). More recently, Professor Niwa applied the same 
method to estimate that the potential GDP in the 1990 [2000]-price for the year 2008 
[2010] amounted to about 979 [1020] trillion yen, which, in comparison to the actu-
ally recorded figure of GDP, in the same 1990 [2000]-price, of 537 [545] trillion yen, 
shows the gap equal to 442 [575] trillion yen, again in terms of the 1990 [2000] price. 
The figures in the square brackets have been made available to me more recently by 
Professor Niwa.

18 This is like administering a blood transfusion when the patient is about to die of 
intense anemia. Just as the religious fundamentalist refuses to save lives that could be 
saved, the market fundamentalist prohibits the fiscal supply of active money to save 
the economy because it smacks of socialism!
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19 There are two important themes that could not be treated in this chapter. One has to 

do with the international dimension of the managed currency system, which amounts 
to how to institute and manage an SDR- like cocktail of major currencies as the key 
international currency. The other has to do with how to institute and manage a 
national body which wisely determines and oversees the fiscal- monetary priorities of 
the nation. These are both questions of administration rather than of knowledge. If the 
former is beyond human wisdom even though the latter is not, human society will be 
destined to perish with capitalism, and that will be soon.
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12 Can the U.S. economy escape the 
law of gravity?
A Minsky– Kalecki approach to the 
crisis of neoliberalism

Gary A. Dymski

[European] capital markets cannot equal that of the US in breadth, liquidity, and 
competitiveness in the foreseeable future.

Emile Despres, Charles P. Kindleberger, and Walter Salant (1966, p. 528)

It is tempting to look at the market as an impartial arbiter . . . But balancing the 
requirements of a stable international system against the desirability of retaining 
freedom of action for national policy, a number of countries, including the US, 
opted for the latter.

Paul Volcker (1979, p. 4)

Introduction
Steady U.S. macroeconomic growth was the one constant during the tumultuous 
1990s, a decade that saw Japan’s momentum- less stagnation, the Mexican finan-
cial crisis of 1994–95, the investment boom and financial crisis in East Asia, and 
the Brazilian and Russian devaluations and Long- Term Investment meltdown of 
1998–99. In the early 2000s, the U.S. experienced a recession. Interest rate cuts 
– later labelled the Greenspan “put” – followed. These reversed the drop- off in 
housing starts and resale prices, and led to renewed growth. In the early 2000s, it 
seemed that the U.S. economy had completely evaded any law of economic 
gravity. Explaining this situation was the challenge I took on in my address 
before the 49th annual meeting of the Japanese Society of Political Economy 
(JSPE) in October 2001. This chapter extends the argument I advanced in the 
JSPE conference.
 So why did the U.S. economy avoid the law of economic gravity in the 1990s 
and early 2000s, before crashing to earth? This paper argues that the U.S. 
avoided the law of economic gravity, as long as it did, because the dynamics of 
the U.S. business cycle have changed: from the 1980s and until the 2008 crisis, 
U.S. business- cycle expansions have been longer than in the past, and have 
resulted in less cumulative growth.1 This essay uses ideas developed by two 
giants of twentieth- century economics, Hyman Minsky and Michael Kalecki, to 
answer this question. These two figures had well developed ideas about the 
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sources of cyclical fluctuations, emphasizing respectively financial instability 
and labor and capital militancy. Both focused on the sources of growth and stag-
nation in advanced capitalist economies. Both highlight crucial elements in con-
temporary dynamics. At the same time, the ideas of both are intentionally 
incomplete. Kalecki was acutely aware of the importance of monetary factors in 
cyclical fluctuations, but deemphasized these in his formal work (Dymski, 
1996a). Conversely, Minsky was aware of the importance of labor- market 
dynamics, but emphasized financial factors in his theoretical work.2
 Thus, the silence of one is the focal point of the other. Many economists have 
taken up the challenge of combining these two authors’ insights in theoretical 
models incorporating financial and labor dynamics.3 This chapter takes a largely 
empirical approach, exploring the postwar behavior of the U.S. macroeconomy. 
These two authors’ ideas about how U.S. business cycles have evolved are 
shown to be accurate for the postwar period up until the 1980s; beyond that, 
their ideas about macroeconomic dynamics, which implicitly focus on a national 
economy perspective, must be adjusted to take into account the impact of sus-
tained global imbalances.
 In most cases, a nation’s cross- border imbalances are typically contained, and 
net out over time. The situation of the U.S. economy in the last 30 years is dif-
ferent. During this period, the U.S. built up a trade deficit – and corresponding 
capital- account surplus – of unprecedented size. This huge flow asymmetry 
became a fundamental feature of the global economic structure. This large and 
sustained cross- border imbalance cannot be explained in purely economic terms. 
The persistence of this imbalance rests on something deeper – and as it happens, 
another imbalance.
 This further imbalance is the U.S.’s hegemony in the global political- 
economic system. The U.S. has held global economic hegemony since the estab-
lishment of the Bretton Woods system. However, the character of this hegemonic 
power has changed: until 1973, it was rooted in the underwriting of a fixed- 
exchange rate currency system; thereafter, it has been linked to the size and 
capacity of the U.S.’s economy, military establishment and financial markets. 
The period from 1973 until the 2008 crash, in turn, was an era of great instability 
and recurrent crashes. The U.S.’s “safe harbor” role gained unprecedented 
importance; for in those years, financial deregulation and relaxed controls on 
cross- border movements made it feasible for those with wealth to reallocate their 
wealth portfolios globally.4 The period during which the U.S. was a “safe 
harbor” magnet for global wealth largely corresponded with a period in which 
the trading capacity of many of the United States’ national partners expanded 
(while the restructuring – that is, “hollowing out” – of American manufacturing 
and agriculture has been completed). So a global macroeconomic imbalance, 
paralleling the deeper global power imbalance, arose on the basis of a sustained 
exchange of competitively priced goods for the promise of economic security.
 This global imbalance was the root cause of the change in the character and 
timing of U.S. cyclical fluctuations. When confidence in the “safe harbor” char-
acter of U.S. financial and asset markets was shaken by emerging problems in 
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subprime lending in 2006, then further hurt by the 2007 collapse of subprime 
financing markets and then the 2008 failure of major investment banks due to 
their subprime exposures, the long period of defying economic gravity came to 
an end for the U.S.: lost lending capacity, equity losses, and the collapse of the 
housing bubble punctured both consumption and investment spending, and a 
new period of U.S. macroeconomic stagnation was at hand. In sum, understand-
ing the current situation requires both using these theorists’ ideas and also adapt-
ing them to these new circumstances.

The cyclical models of Minsky and Kalecki
The “Keynesian Revolution” in economics shifted the focus of national eco-
nomic policy away from microeconomic market regulation and toward the 
control of aggregate behavior. Keynes argued that modern capitalist societies 
can block the cyclical dynamics that generate recurrent high unemployment and 
asset price collapses. In very different ways, Minsky and Kalecki challenged 
Keynes’ (willfully) optimistic view that the business cycle is a thing of the past. 
Minsky considers the cyclical implications of capital- market and financial struc-
tures; Kalecki, in his “full employment” article, focuses on labor extraction.

The Minsky Financial- Instability Model 

Hyman Minsky argues in a series of papers and books published primarily in the 
1970s and 1980s that advanced capitalist economies are subject to cyclical vari-
ability due to financial instability.5 The precondition for financial instability is a 
set of financing relationships between surplus units with excess resources and 
deficit units which seek to spend beyond their available means. These arrange-
ments are fragile in a dual sense: borrowers’ expectations about future income 
may be disappointed; and lenders may encounter difficulties in supporting their 
financing commitments. So spending supported by financing gives rise, respec-
tively, to default and liquidity risk. Intermediaries may ameliorate these risks for 
lenders or borrowers, but only by bearing them or passing them on to third 
parties. The level of these risks, and hence the degree of financial fragility 
depends on three factors: the terms and conditions of financing; the riskiness of 
the projects being financed; and the balance- sheet obligations of the borrower 
units.
 Financing expenditures with debt increases the demand for aggregate output, 
but comes at a cost: the economy becomes more fragile as financial commitments 
rise relative to income flows. The range of income outcomes that permits deficit 
units to meet repayment commitments shrinks as leverage (the ratio of debt to 
income) grows – both for individual units and for the economy as a whole. Finan-
cial instability tends to rise when an increasing number of households spend 
beyond their means. When borrowers cannot meet repayment demands, cash- flow 
disruptions spread to other units’ balance sheets, and portions of the economy’s 
asset- liability structure is jeopardized. Resale markets for assets – both financial 
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and housing markets – can worsen mismatches between cash- flow obligations 
and debt levels: anticipations of rising asset prices encourage the financing of 
more asset purchases and expenditures, increasing financial risk.
 Minsky argued that expectations, debt- financed expenditures, and financial 
fragility evolve systematically over the business cycle. Initially, balance sheets 
are robust because assets are conservatively priced and debt commitments 
modest. The rapid pace of output growth eventually exhausts industrial capacity 
and forces firms to take on debt to expand production. Meanwhile, expectations 
turn euphoric and asset prices rise. The combination of euphoric expectations 
and competitive pressure drives up debt/income ratios and asset prices simultan-
eously; leverage is rewarded. Asset prices rise and debt burdens grow until 
finally liability commitments outpace asset returns. So an economy becomes 
more financially fragile as expansion proceeds; finally a downturn is induced. If 
debt loads grow too much or euphoric expectations break down, a period of 
financial instability can begin. If asset values fall and deficit units are unable to 
service their debt loads, sales of assets in markets with few buyers may be trig-
gered, leading to a debt- deflation cycle. The possibility of a systemic crash is the 
Minsky crisis.

Kalecki’s “Political Business Cycle” Model

The central concern in Kalecki’s writings – including his early Polish- language 
essays anticipating Keynes’ principle of aggregate demand – was the problem of 
investment and employment fluctuations in capitalist economies. Kalecki’s 
formal models (Kalecki 1954) identified several sources of fluctuation, including 
variable price- markup ratios and accelerator effects.
 It was, however, in one of his non- technical papers, “The Political Economy 
of Full Employment,” that Kalecki developed the argument that sustained full 
employment is impossible in advanced capitalist societies. His pessimism stems, 
in effect, from the dependence of capitalist accumulation on Marxian exploita-
tion. He argues first that if unemployment falls too low, workers’ effort in pro-
duction will decline, reducing the profit rate. So as unemployment falls, worker 
effort may diminish, and capitalists may feel coerced into providing jobs under 
terms and conditions that compromise profitability. In effect, profit levels are 
subject to a labor- effort/output tradeoff. This danger can be averted only if the 
economy is operated at sub- full-employment levels; but a low- output state – 
stagnation – also diminishes profits. Continued capitalist accumulation is espe-
cially threatened if workers unite in social democratic parties that demand full 
employment as a political outcome. For then the very legitimacy of the powers 
and rights of the owners of the means of production can be subjected to funda-
mental challenges. Capitalists’ loss of control leads them to capital strike and/or 
reduced investment, initiating the downturn. In effect, there is an upper limit to 
capital accumulation.
 There is also effectively a lower limit on growth. High unemployment levels 
are beneficial in some respects for capitalists: high labor effort is assured, wages 



Can U.S. economy escape law of gravity?  233

are low, and their control over the production process is guaranteed. Low rates 
of capacity utilization may be problematic, especially for firms that have signi-
ficant financial leverage. Another problem arises because of the influence of 
labor in the political sphere. If unemployment rises beyond some point, political 
agitation by the working class might trigger government counter- cyclical 
action.6
 This leads to the idea of a political business cycle, wherein macroeconomic 
growth fluctuates between these upper and lower limit points. As unemployment 
falls during the expansion, capitalists will use their power to withhold invest-
ment to regain control over government policies. In turn, downturn is checked 
when unemployment leads to government counter- cyclical action and low wages 
lead capitalists to reinitiate investment expenditures.

From the big- government era to neoliberal capitalism
Minsky argues that there was a fundamental transformation in the dynamics of 
capitalism because of governmental policy reforms made during the Depression. 
He calls the period before the Depression “small- government capitalism.” In that 
era, financial instability was resolved through massive job loss and business 
failure: what Marx called the “slaughter of capital” also served as a labor- 
disciplining device. The best known instance of this instability was the stock 
market crash that preceded the Great Depression. But the Depression led to 
extensive new financial regulation and to the Federal Reserve’s consolidation of 
its “lender of last resort” role. Government spending programs that spread fiscal 
benefits broadly (though not comprehensively) across the nation stabilized 
aggregate demand; the subsequent mobilization for World War II had a similar 
effect.
 These changes brought on the big government era. Cyclical dynamics 
changed dramatically. Price deflation was checked by the interventions of the 
Federal Reserve and by counter- cyclical government expenditures. Instead, an 
inflationary bias was built into the cyclical dynamic (as a consequence of federal 
monetary and fiscal policy interventions). The cyclical occurrence of excessive 
levels of business failure, bank failure, and unemployment rates was eliminated. 
In effect, a tendency toward price inflation was the price of an interventionist 
state that “stabilized the unstable economy” (as Minsky’s 1986 book put it).
 Minsky’s fundamental policy point was that big- government capitalism could 
transform the dynamics of financial instability. The collapse of asset prices is 
blocked before it turns negative. Investment too is stabilized at a low but positive 
level. Debt/income levels rise both cyclically and secularly. Balance sheets are 
not thoroughly “cleaned” through widespread business failures in the downturn, 
as in the small- government period; so debt/income ratios build up over time.
 Dymski and Pollin (1994) conducted an empirical investigation of Minsky’s 
notion that the “small” and “big” government eras had different cyclical dynam-
ics.7 Dymski (2002, 2009) then extended this original study. Dymski and Pollin 
(1994) established that cyclical trajectories in the “small government” era (the 
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years prior to the 1930s) differed systematically from those in the “big govern-
ment” era (the 1930s through the end of the 1970s), in the ways dramatized by 
Minsky: debt- deflation occurred systematically in the “small government” era, 
with deep and prolonged downturns in economic growth and employment; but 
the “big government” era was characterized by shorter and more moderate 
downturns, and a shift from deflationary to inflationary bias. The “big govern-
ment” era also saw higher average real GDP growth, a lower real interest rate, 
and vastly reduced bank and business failure rates. Dymski and Pollin (1994) 
found that 1980s’ business cycle behavior reverted to the “small government” 
era in some ways – high real interest rate and high rates of business and bank 
failure; but not in others – price inflation was high. It wasn’t clear whether cycli-
cal trajectories were returning to their earlier pattern or whether, a new pattern 
was emerging. Dymski (2002) added 1990s’ cyclical data, and found that their 
trajectory closely resembled that of the 1980s, suggesting that the U.S. economy 
had entered a new phase in the 1980s.8 Dymski (2009) found that 2000s’ cycli-
cal data (through the end of 2007) also fit into a “neoliberal era” pattern.
 The defining characteristics of this era are the systematic deregulation of 
financial intermediation and financial flows, relatively open trade flows, and a 
shift in government’s role. To borrow Kregel’s (1998) terminology, the “big 
government” role of counter- cyclical spending has largely disappeared; replac-
ing it are government’s “big bank” mechanisms for stabilizing the economy (the 
central bank’s lender of last resort function and its use of interest rates to moder-
ate inflationary and deflationary tendencies). The “capital- labor accord” that was 
implicitly struck during the Golden Age period is abrogated. Labor’s right to 
organize, to protect its real wages from erosion, and to negotiate directly with 
firm owners and managers is challenged; similarly, the use of government expen-
ditures to support the unemployed, the infirm, and the elderly is increasingly 
restricted.
 Government is no longer envisioned as a guarantor or provider of security for 
individuals; instead, its more modest role is to police market relations, to insure 
that the rules of the game are fair.9 Indeed, authors that discuss the new global 
regime usually take as their theme the surrender of government control to market 
forces. The possibility of capital flight or disinvestment (or both) serves as a 
check on any government’s capacity to protect its citizens’ living standards or its 
firms’ cash flows.
 The shift from the “big government” to “neoliberal” era can be seen in the 
shifting cyclical dynamics over these years. In these pages, we do not reproduce 
the empirical cyclical data shown in Dymski and Pollin (1994), Dymski (2002), 
or Dymski (2009), which used annual data. Instead we examine quarterly data 
that explores this growing rift in cyclical behaviour.
 Minsky’s guiding notions – that big- government interventions would stabilize 
the economy, at the price of higher price inflation – can be evaluated for the 
period from the 1950s forward with the help of Figures 12.1A–12.1B and 
12.2A–12.2B. The behavior of real GDP in longer postwar cyclical expansions 
is shown in Figure 12.1A. The most rapid growth from trough to peak occurred 
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in the 1950s. The pace of real GDP growth was more moderate in the long 
1960s’ expansion and in the two 1970s’ expansions. The latter two were rela-
tively short, truncated by supply- side shocks and other pressures. The first long 
expansion of the 1980s closely follows the growth trajectories of the 1970s. 
Thereafter, however, GDP growth moderates substantially. The long 1990s’ and 
2000s’ expansions unfolded at just over half the pace of earlier expansion 
periods. Table 12.1B examines the cyclical behavior of real GDP during reces-
sionary periods. Here it can be seen that the cyclical downturns in the 1950s and 
in the neoliberal years were sharper; in the 1960s and 1970s, GDP shrinkage in 
periods of contraction was relatively moderate, not sharp.
 The behavior of prices is, in turn, explored in Figures 12.2A and 12.2B. In 
postwar cyclical expansions, Figure 12.2A shows that 1950s’ inflationary pres-
sure was relatively strong. This was followed by a decade of moderate price 
inflation (assisted by the effects of an increasingly overvalued U.S. dollar). 
However, in the three 1970s’ and early 1980s’ expansions, inflationary pressure 
was unleashed; among these three expansions, the explosive growth of prices 
in the later 1970s stands out. The 1990s’, 2000s’, and current (2009-) 
expansions, by contrast, show that price inflation has again been tamed. GDP- 
deflator shifts in cyclical contractions resemble the broad pattern observed for 

Figure 12.1A  Quarterly U.S. real GDP growth in longer post-war expansions, trough to 
peak (truncated at 25 quarters) (source: Bureau of Economic Analysis, U.S. 
Department of Commerce).

Note
The level of real GDP at the beginning of the expansion is taken as the base, then the percentage 
growth in each subsequent quarter’s level of real GDP is shown through the end of that period of 
cyclical expansion.
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postwar expansions: a pattern of very moderate (if persistent) price inflation in 
the 1950s and 1960s is replaced by increasing rates of price inflation which reach 
a peak in the mid- 1970s and begin to moderate somewhat in the early 1980s 
before settling back into much slower rates of price inflation in the 1990s and 
2000s.
 Taking GDP growth and price inflation together, Minsky’s vision of a tamed 
“big government” capitalism was clearly more a hope than a reality. What Minsky 
intended was a solution that would rescue the sort of benevolent, predictable macr-
oeconomic performance that Okun (1975) had hoped would operate with law- like 
regularity. Minsky put forth this vision in his 1986 book, even though by then the 
pre- conditions for the “big- government”/“big- bank” stability policies he advocated 
were slipping away. As Figure 12.3 shows, discretionary non- military federal 
expenditures began declining significantly (as a share of U.S. GDP) by the early 
1980s, slightly lagging an increase in mandatory (non- military) federal spending. 
The early 1980s were also a period in which a series of banking and financial 
deregulation acts were launched, with profound implications for macro- 
stabilization policy. The seeds were being planted for financial strategies that 
would compromise the economic functionality of financial intermediation and 
open the way to untethered (and system- endangering) speculation and risk- taking. 

Figure 12.1B  Quarterly U.S. real GDP change in longer post-war contractions, peak to 
trough (source: Bureau of Economic Analysis, U.S. Department of 
Commerce).

Note
The level of real GDP at the beginning of the expansion is taken as the base, then the percentage 
growth in each subsequent quarter’s level of real GDP is shown through the end of that period of 
cyclical contraction.
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In effect, accompanying the changed patterns of GDP growth and price inflation – 
which suggested to many economists that appropriate macro policies had led to a 
“great moderation” in global- North cyclical fluctuations – were behavioral shifts 
undercutting the policy tools needed to bound fluctuations.10

 This “great moderation” did not mean that the U.S. economy became a pain- 
free zone during the neoliberal era. To the contrary, business and bank failure 
rates climbed much higher than in the big- government era. In the 1990s, numer-
ous forms of predatory lending, which preyed on working- class people, espe-
cially racial minorities, were invented and marketed. Further, employment/
unemployment balances were becoming much more disadvantageous to workers 
than in the pre- 1980 (“big government”) period. In effect, Kalecki’s political 
cycle was also evolving in this period.

Shifts in Kalecki’s political business cycle
Kalecki’s political business- cycle model suggests that unemployment behavior 
should change once workers have political representation. Specifically, the 
unemployment rate should not fall as low in expansions, due to problems with 
labor- extraction under welfare- state full employment, nor should it rise as high 

Figure 12.2A  Quarterly U.S. price-deflator growth in longer post-war expansions, trough 
to peak (truncated at 25 quarters) (source: Bureau of Economic Analysis, 
U.S. Department of Commerce).

Note
The level of the GDP price deflator at the beginning of the expansion is taken as the base, then the 
percentage growth in the GDP price deflator is shown through the end of that period of cyclical 
expansion.

35 

40

 

30 

25 

20 

15 

10 

5 

0 

-5 

Source: Bureau of Economic Analysis, US D e p a r t m e n t of Commerce . 
NOTE: The level o f t h e GDP pr i ce de f la to r a t t h e beg inn ing o f t he 
expansion is taken as t he base, t h e n t h e percen tage g r o w t h in t h e 
GDP pr ice de f la to r i s s h o w n t h r o u g h t h e e n d o f t h a t pe r i od o f 
cycl ical expans ion . 

1950Q1 

1961Q1 

1971Q1 

1975Q2 

1982Q4 

1991Q2 

2001Q4 

2009Q3 

1 2 3 4 5  6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 



Figure 12.2B  Quarterly U.S. price-deflator growth in longer post-war contractions, peak 
to trough (source: Bureau of Economic Analysis, U.S. Department of 
Commerce).

Note
The level of the GDP price deflator at the beginning of the contraction is taken as the base, then the per-
centage growth in the GDP price deflator is shown through the end of that period of cyclical expansion.

Figure 12.3  Mandatory and discretionary U.S. Federal-Government expenditures 
(excluding military sector), 1962–2010 (in 2005 $) (source: Federal Reserve 
Bank; Historical Tables, US Office of Management and Budget).
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in downturns, due to the political power of labor. In effect, the two force vectors 
on either side of the unemployment/labor- extraction nexus should create the con-
ditions for what David Schulman of Salomon Brothers termed, in 1992, the 
“Goldilocks” economy (not too hot, not too cold). An analysis of employment 
statistics in the “small” and “big government” eras supports this conjecture: from 
the pre- to the postwar economy, U.S. business- cycle trends showed more mod-
erate lows and highs than in the past.
 However, in the neoliberal era, the hot- cold balance in Kalecki’s political 
business- cycle has been upset: capital increasingly secured higher growth rates 
for profits not by extracting labor from labor- power in domestic markets, but via 
aggressive globe- spanning investments in production and assembly facilities in 
lower- wage hubs. This eased the lower- bound constraint on the unemployment 
rate, even while the growth in redundant workers – and the competition among 
regional governments for manufacturing or service employment – reduced the 
political penalties associated with high unemployment rates.
 This “boundary shift” can be seen in the drift of U.S. unemployment rates 
over time. Figure 12.4A shows the movements in the unemployment rate for 
full- time 25–54-year- old workers during postwar cyclical expansions. The 
expansions that began in 1950, 1960, and 1971 are bunched at the bottom of this 
unemployment- rate landscape. Unemployment rates begin at higher ranges in 
the mid- 1970s and early- 1980s expansions; but they do drop into significantly 

Figure 12.4A  Quarterly U.S. unemployment rate (adults 24–54 years old) in longer post-
war expansions, trough to peak (truncated at 25 quarters) (source: Bureau 
of Labor Statistics, U.S. Department of Labor).

Note
The unemployment rate for adults aged 25–54 is charted from the trough through the end of each 
period of cyclical expansion.
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lower ranges during these expansions (as in past expansions). The 1991 and 
2001 expansions are different: they start in moderate ranges, but drop very little 
during the run of the cycle. This pattern has thus far been repeated in the expan-
sion that began in 2009: it started at a very high level (as did the 1982 expan-
sion), but has dropped less than a percentage point during the seven- quarter 
expansion shown here. Figure 12.4B shows trends in unemployment rates during 
cyclical contractions. Note that through 1981, contractions persisted for 4–7 
quarters, with the unemployment rate arcing upward throughout that time- period. 
The 1990 and 2001 downturns in GDP growth were remarkably short – just two 
quarters – allowing no time for significant unemployment- rate adjustment. This 
pattern shifted dramatically with the 2008 recession, however; it lasted a long 
time and saw the unemployment rate double.
 Figure 12.5, which contains data on labor- force participation rates during 
cyclical expansions, presents another perspective on the drifting boundaries of 
Kalecki’s accumulation cycle. The data starkly illustrate that the base- level of 
labor- force participation rose consistently from cycle to cycle from 1950 to 
2001: it started at 60 percent and climbed to 67 percent. Working from this shift-
ing base- level, labor- force participation rose notably in every expansion through 
1981. In the 1991 and 2001 expansions, it was flat. In the 2009, labor- force par-
ticipation started from a lower base (just over 65 percent) and has drifted down. 
Figures 12.6A and 12.6B, in turn, shows evidence of drifting boundaries as well. 

Figure 12.4B  Quarterly U.S. unemployment rate (adults 24–54 years old) in longer post-
war contractions, peak to trough (source: Bureau of Labor Statistics, U.S. 
Department of Labor).

Note
The unemployment rate for adults aged 25–54 is shown from the peak to the end of each period of 
cyclical contraction.
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These figures display data on the average duration of unemployment for all 
unemployed workers for periods of cyclical expansion and contraction, respec-
tively. Generally, this average duration has a downward slope in expansions, and 
drifts slightly upward in contractions. Both Figures 12.6A and 12.6B provide 
weak evidence that unemployment duration has been rising through time; but 
they provide strong evidence that the 2008 recession and 2009 expansion are 
unusually harsh, with durations far above those experienced before.
 Figure 12.7 provides another angle on the evolution of the forces shaping the 
Kaleckian business cycle in the postwar era. This figure’s columns summarize a 
decomposition of the sources of real GDP growth on a decade- by-decade basis, 
using annual data, from 1950 to 2010. Since business cycle troughs occurred in 
1950, 1961, 1971, 1982, 1991, and 2001, these years are used to demarcate time-
 periods. Then GDP in any year is decomposed as follows.
 The change in GDP from one year to the next can be interpreted as approxi-
mately equal to the sum of the changes in these terms (using a time- derivative 
approach and ignoring cross- effects). Then for every year in a given decade 
(or quasi- decade), the percentage contribution of each component to the overall 
change of real GDP in that series is weighted by that year’s contribution to the 
overall decade- long shift in GDP. Summing up these weighted percentage 

Figure 12.5  Quarterly U.S. labor-force participation rates in longer post-war expansions, 
trough to peak (truncated at 25 quarters) (source: Bureau of Labor Statistics, 
U.S. Department of Labor).

Note
The labor force participation rate (the percentage of adults aged 16–64 who are employed or unem-
ployed and actively seeking work) is shown from the first quarter following the trough through the 
end of each period of cyclical expansion.
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contributions by each of the terms in this decomposition permits us to evaluate 
the sources of real GDP growth. Figure 12.7 shows a remarkable transformation. 
In the 1950s and 1960s, productivity growth (real GDP/employed worker) 
accounted for most of real GDP growth; almost all the remaining growth in GDP 
can be attributed to a growing working- age population. The 1970s marked a 
break in pattern: population growth itself drove GDP growth, as productivity 
growth fell to less than 30 percent and there was substantial labor- force entry by 
working- age adults. This labor- force entry effect continued into the 1980s, as 
productivity growth strengthened somewhat while the working- age population 
effect weakened substantially. The 1990s brought a virtual repeat of the 1960s: 
more than half of GDP growth was driven by productivity growth, and one- third 
by labor- force growth. In the 2000s, however, both productivity growth and 
population growth slowed in influence; these factors were heavily offset by a 
shrinkage in the ratios of labor- force to working- age population and of employed 
workers to labor force. Only in the 1970s was this decade- long decline in the 
employed- worker/labor- force ratio duplicated.
 From a Kaleckian perspective, maintaining labor peace involves generating 
sufficient productivity growth to spread income gains between workers and capi-
talists. The growth of the working- age population spreads income across house-
holds as long as these households’ members enter into the labor- force and then 

Figure 12.6A  Quarterly U.S. average duration of unemployment in longer post-war 
expansions, trough to peak (truncated at 25 quarters) (source: Bureau of 
Labor Statistics, U.S. Department of Labor).

Note
Duration of unemployment for all unemployed workers is charted from the trough through the end of 
each cyclical expansion.
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into paid employment at steady rates. If these rates of labor- force participation 
and/or of paid employment are reversed, then the spread of income across house-
holds is made more difficult; it requires transfer mechanisms outside of the 
capital- labor relation in the private sector. An increasing pace of labor- force par-
ticipation, as in the 1970s and 1980s, puts pressure on the upward bound: the 
number of unwaged adults shrinks and the economy must run hotter to satisfy 
heightened income/employment demands. A reduced level of labor- force partici-
pation, on the other hand, relaxes the lower- bound constraint on the business 
cycle: the economy can perform worse without triggering political demands 
from labor/popular coalitions for public- welfare expenditures.
 In sum, the data for the U.S. suggest that while the 1990s brought a return to 
1960s-type growth patterns, trends in the 2000s permitted a U.S. political busi-
ness cycle which involved less pressure from labor on capital than had been the 
case in the previous four decades.11 As productivity growth fell below its Golden 
Age peak, there were fewer gains to share; but labor- force participation trends 
meant that labor made weaker demands on capital to share its gains.

Figure 12.6B  Quarterly U.S. average duration of unemployment in longer post-war con-
tractions, peak to trough (source: Bureau of Labor Statistics, U.S. Depart-
ment of Labor).

Note
Duration of unemployment for all unemployed workers is charted from the trough through the end of 
each cyclical expansion.
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Global hegemony and the U.S. business cycle
How can the transformation of Minskian financial cycles and the “softening” of 
Kaleckian political business- cycle constraints be explained? The shifting level of 
U.S. global hegemony may hold the key to these trends. Until the late- 2000s, the 
U.S. economy was viewed as having unassailable global power; see, for 
example, Cumings (1999). This global power emanated from the political sphere 
and extended to the economic sphere due to the pre- eminence of Wall Street and 
the “New Economy.” U.S. global dominance was paralleled by weaknesses else-
where: Latin America had its Lost Decade in the 1980s, while Japan’s economy 
was mired in its own Lost Decades; and during the 1990s, Europe was stagnant 
due to problems of transition in Eastern Europe and to policies implemented to 
meet the European Monetary Union criteria.
 The two bases of U.S. economic strength were badly shaken in the early 
2000s. The New Economy was hit with an equity- market collapse, the manufac-
turing sector experienced severe layoffs, the trade deficit grew to unprecedented 
levels, and household saving rates fell to historical lows. The layoffs, trade 
deficit, and low saving rate were all linked to the strong dollar: the dollar 
attracted foreign savings, drew in foreign savings, and undermined exports.

Figure 12.7  Sources of U.S. GDP growth, by decade, 1950–2010 (source: Bureau of 
Labor Statistics, U.S. Department of Labor).

Note
Positive % changes sum to 100% for every time period.
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1991-2000 

2001-10 

Working-Age Population 27.319709 37.43680276 58.95148099 35.32779853 34.34252552 44.63035662 
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 In the early 2000s, Krugman (2001) recommended policy steps to reduce the 
value of the dollar and restore U.S. exports. He argued that the U.S. should learn 
from the post- peso crisis experience of Mexico, citing the devaluation of the 
dollar under the 1985 Plaza Accord as a precedent. Krugman’s argument rested 
on an apparent paradox: the U.S. had a weak trade position, but could strengthen 
its trade balance by making its currency weaker. Underlying Krugman’s argu-
ment is this premise: the strategic position of the U.S. economy rests on its pro-
prietorship of the world’s reserve currency of choice. The dollar has indeed been 
the ultimate positional asset in the neoliberal order.
 As a fiat currency, the dollar’s strength has rested ultimately on the strength 
of the U.S. itself. This strength rests on several distinct bases: U.S. military 
power and the geographic isolation of the U.S. from most global upheaval; the 
size of the U.S. economy and the sophistication and relative openness of its 
financial markets; the U.S.’s willingness to absorb immigrants, and its capacity 
to generate jobs; and the shrinking list of prosperous, secure alternatives.
 The links between political and economic instability, capital movements, and 
currency balances and values have been examined by economists over the course 
of many years. Kindleberger’s well known 1937 volume, for example, described 
capital movements as destabilizing: “capitalists seek to avoid the country of 
business of depression and avoid the possibility of national bankruptcy,” a 
process that can end only with drastic action, such as an overnight devaluation, 
banking system collapse, a debt moratorium, foreign exchange controls, or the 
“accession of a ‘strong man’ to power” (Kindleberger, 1937: 170–172).
 This argument leads directly to Kindleberger’s oft-cited argument that the 
international financial system functions well only when one nation is willing and 
able to function hegemonically as the international lender of last resort – as the 
guarantor of global financial stability (Kindleberger, 1973, 1974). This leads to 
the idea that a nation which functions as a hegemonic financial center is special, 
and its currency should enjoy special privileges. In the 1960s, the U.S. devel-
oped a trade deficit, at the same time that its leading companies were acquiring 
business assets abroad. This imbalance is sustainable only if the rest of the world 
is willing to hold the dollars thus released from their nation of origin. The idea 
of a dollar shortage had been suggested in the 1950s; in the 1960s a number of 
authors joined this argument to the idea of the U.S.’s superior financial and 
investment markets – see Kindleberger (1965) and the well- known essay by 
Despres et al. (1966) which is cited above. The Bretton Woods fixed exchange- 
rate system did not survive the stresses of this period; policy flexibility was 
needed, as Volcker (1979) later noted. During the 1970s, the dollar fell against 
all the currencies of its major trading companies. This was viewed by American 
economists as a means of “passively” accomplishing restoring balance- of-
payments equilibrium (Krause, 1970), and by Europeans as an effort by the U.S. 
to export the worst effects of 1970s stagflation to Europe (Parboni, 1979). U.S. 
military power reached a low in the 1970s with defeat in Vietnam.
 By the end of the 1970s, the U.S. economy was in disarray. This led to a shift 
in U.S. economic policies – away from a welfarist, regulationist state and toward 
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marketization and deregulation. The U.S. banking system was opened to market 
forces and consolidation. U.S. workers were exposed to new risks, pay cuts, and 
dislocation. Paul Volcker (1979) baldly described the agenda: “a controlled dis-
integration in the world economy is a legitimate objective for the 1980s.”
 The U.S. position on balance- of-payments management was transformed in 
this period of “controlled disintegration:” the idea of managing the exchange rate 
to permit passive balance- of-payments adjustment was replaced by the idea of a 
passive exchange- rate policy. This policy approach was captured in McKinnon’s 
suggestion that the U.S. is the “Nth country” in a world of “N- 1” managed cur-
rencies.12 The Reagan Administration used this philosophy to implement a macr-
oeconomic policy that imposed tight money and high interest rates as a means of 
attacking inflation, on the one hand, and expansionary fiscal policy as a means of 
stimulating demand, on the other. The result was a rapid rise in the value of the 
dollar and a rapid deterioration of the U.S. current account. Overseas wealth- 
owners (especially Japan) bought dollar- denominated assets. Coincidentally, the 
Reagan Administration reasserted U.S. military might. The high real interest 
rates, together with a collapse in commodity prices, destabilized heavily indebted 
Latin America and led to its “lost decade.”
 This episode demonstrated the willingness of the U.S. to seek its own posi-
tion of advantage even at the expense of allied nations’ distress. This was the 
apparent advantage of being the “Nth country.” By 1985, U.S. trade was so 
badly in deficit that the Plaza Accord was pushed through as a means of redu-
cing the competitive advantage of Japan. Net U.S. exports recovered substan-
tially. This agreement was subsequently modified in the 1987 Louvre G- 7 
meeting; according to McKinnon (1996), this subsequent session marked a com-
mitment by the U.S. and other nations to maintaining greater exchange- rate 
stability. This meant yet another shift in U.S. exchange- rate management. 
McKinnon (1996, page 498) describes it as follows:

Rather than “benign” neglect, the private markets came to believe that 
American monetary policy, and the policies of other countries, would even-
tually be adjusted if necessary to stop a run on the currency. . . . In particular, 
American monetary policy no longer perversely aggravated cycles in the 
dollar exchange rate and in world money.

 This period of stability came apart after 1995. Among the causes were the 
extended rise in U.S. financial- market prices, the major periodic financial crises 
of the late 1990s, and the “private market” beliefs cited by McKinnon. The rise 
of the dollar in this period, and the failure of the dollar to drop in response to 
interest- rate easing in 2000–01, can be attributed to the hegemonic role of the 
U.S., its status as a safe haven in a world of crumbling sanctuaries and 
alternatives.
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Minsky’s Model and Global Imbalances

The Neoliberal era saw the U.S. shift from the low dollar of the post- Bretton 
Woods 1970s to a “high dollar” regime from the 1980s onward. This trans-
formed the business cycle as Minsky sketched it out: no longer was cyclical 
downturn triggered by rising price inflation, and reversed through accommoda-
tive monetary policy. Instead, the high dollar disciplined prices; and monetary 
policy was aimed at the dollar as much as at domestic conditions. Similarly, U.S. 
lender- of-last- resort interventions and U.S. equity prices would henceforward 
reflect not simply domestic conditions but overseas wealth- holders’ assessment 
of the relative desirability of U.S. equities.
 The U.S. economy would stumble in the Neoliberal period, then, not when 
price inflation roared out of control, or when asset markets collapsed, but when 
U.S. corporations could no longer use financial leverage to enhance their rates of 
return on capital; and when U.S. households would no longer be able to meet the 
challenge of being simultaneously the world’s consumers of last resort and its 
borrowers of first resort.
 The shift from the low dollar of the 1970s to the high dollar of the Neoliberal 
regime had one further significant effect, working through equity- market prices. 
The U.S. corporate sector became more dominant due to its firms’ relatively high 
market value. This in turn was linked to the U.S. economy’s being a global 
liquidity sink due to its persistent current- account deficit. The market value of 
U.S. firms nearly doubled in the 1990s, for example, while that of British and 
Japanese firms shrank.

Kalecki’s Political Business Cycle and Global Imbalances

It follows from this argument that those with substantial amounts of dollar- 
denominated wealth hold a key global and national strategic position. In this 
context, the U.S. economy’s shift toward greater wealth inequality during the 
Neoliberal period (Wolff 1995, 1998) was a key factor in softening the Kaleck-
ian political constraint. The neoliberal period witnessed a weakening of trade 
unions in the U.S. and the relocation of many U.S.-based manufacturing off-
shore. Much U.S. manufacturing survived only with lower wages and reduced 
labor standards.
 Service industries, in the meantime, went in two different directions. One 
direction led to the “New Economy,” consisting of enclaves of workers with spe-
cialized skills commanding scarcity rents. Much of these workers’ compensation 
came in the form of shares and stock options. Thus, the accelerated growth of 
asset prices during much of the neoliberal era aligned these workers’ interests 
with wealth- owners’. The second direction led to service jobs demanding few 
skills. These became the reserve of economically insecure, heavily minority 
workers. These workers’ ranks include many undocumented laborers, whose 
presence reinforces high levels of labor effort in lower- skill occupations 
(Dymski, 1996b).
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 These two arms of the new service economy are structurally interlocked. 
Business and consumer services have been increasingly targeted toward upscale 
customers – the prosperous few whose fortunes are tied to the stock market – 
and supplied by low- wage and immigrant labor. This interlock, like the rise of 
the global factory and of immigrant labor, also affects the political dynamics of 
the business cycle that Kalecki identified. Gains in employment have very differ-
ent rewards for “average” workers – and hence political effects – than did 
employment gains in the Big Government era. And unemployment pressures 
may operate differently in these two ends of the new service economy; pain felt 
in the lower reaches of the wage and skill structure may be invisible in the privi-
leged reaches of the workforce (and vice versa). Some portions of the “working 
class” gain when new sources of low- wage labor are opened up; and other por-
tions lose. Class solidarity by workers dissolves in the face of the working 
class’s numerous skill- based, education- based, racial and gender divides 
(Dymski, 1996c).

Conclusion
This chapter has investigated the shifting behavior of the U.S. business cycle by 
reflecting on Minsky’s small- government/big- government framework and on 
Kalecki’s political business cycle. It has used selective empirical evidence to 
argue that the neoliberal era brought an end to the apparent stability of the big- 
government era that Minsky hoped would constitute the end of history – or at 
least of capitalist instability. It undermined the relatively narrow band within 
which Kalecki’s political- business cycle moved for two decades in the postwar 
period.
 The key problem was the ever- deepening asymmetry in the global role of the 
U.S. economy. The U.S. economy’s apparent strength, including its high- dollar 
policy, was linked to a persistent weakness – its deficit on current account. The 
aggressive deregulation of finance that accompanied the neoliberal years in the 
U.S. made it appear, for almost three decades, that the U.S.’s global imbalance 
was the result of its strength, not its weakness: its persistent surplus on capital 
account could be viewed as comparative advantage in being a global safe haven, 
or the home of the world’s dominant financial center. When they first emerged, 
the “twin deficits” of government and current- account deficits drew substantial 
attention from policymakers and the public. But the less- remarked on capital- 
account inflows that paralleled these deficits were a convenience; further, the sky 
did not fall, as Minsky once put it. For some time, these structural features 
became normal, apparently unremarkable features of the world economy.
 However, these structural imbalances undermined the vibrancy of U.S. 
business- cycle dynamics. Minsky’s formula for maintaining economic stability 
– “big government” and “big bank” – was neutralized. The Kaleckian political 
business cycle, wherein political pressures, exerted on one side by capital and on 
the other by labor, force the economy to maintain a reasonable – not excessive – 
pace of accumulation, was loosened and weakened. The undercutting of U.S. 
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labor eventually hollowed out the income flows needed to sustain vibrant accu-
mulation and creditor- borrower relations. Kalecki’s upper bound on unemploy-
ment was altered through structural shifts in the labor market, intimately linked 
to globalization.
 The answer to the question posed in this chapter’s title is self- evident: no 
economy rooted in capitalist accumulation can avoid the “law of gravity.” What 
goes up must come down when the underlying motives driving economic forces 
are insatiable desires to accumulate and to gain at the expense of the other. The 
U.S. did not reach the end of history in the neoliberal era; instead its cyclical 
dynamics gradually lost their forcefulness in restoring the conditions for further 
accumulation. Eventually, the pressure point was the inability of American 
households to maintain consumption expenditures and absorb debt while sustain-
ing real- wage losses and reduced labor- force participation. The balance between 
asset- price appreciation, debt buildup, and consumption crystallized into a knife- 
edge. The point on this knife edge sharpened as the boom in financial prices 
spread into housing. When the under- regulated U.S. financial sector made 
housing the new favourite object of its zero- sum speculation games and rent- 
seeking, the crash was a matter of time.
 For a time, the special position of the dollar as the ultimate safe haven in a 
world of stagnation and insecurity kept the game going. The high U.S. dollar 
maintained U.S. prosperity, via its effects on price inflation, interest rates, mort-
gage refinancings, etc., up to a point. The worse were conditions in the rest of 
the world, the higher the rental value of the dollar, and the more distorted the 
United States’ external position could become without adverse effects. But this 
was not a sustainable calculus for twenty- first century economics. Despres, 
Kindleberger, and Salant argued in the 1960s that a global dollar shortage justi-
fied a U.S. trade deficit together with a high dollar. What was on offer in the 
2000s was not so much a dollar shortage as a global security shortage. For a 
time, the good life was for sale; its rental price the cost of acquiring U.S. dollars. 
But the current situation rested on too many knife- edges to persist indefinitely. 
Even the protection of a nuclear missile shield could not alleviate unsustainable 
pressures on increasingly polarized U.S. households and businesses.
 Much of this concluding section was written as a speculation – a “what if ” – 
in the address I delivered a decade ago in Tokyo. For many sentences, adapting 
that essay for use today involved replacing the conditional tense (“what if ” 
phrases) with the declarative (phrases about what “was” or now “is”). The 
extended crisis seen as a distant, if dark, possibility ten years ago, continues to 
unfold as this essay is being written.
 The essay delivered before the Japanese Society for Political Economy in 
October 2001 ended with the suggestion that:

The globe’s leading nations might be forced to choose yet again between 
the military and the populist solutions to global capitalist instability and 
crisis. History has recorded how this choice was resolved in the last century; 
can we be wiser in this new one?
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The shadows now being cast by the Euro crisis – not to mention the shadows 
cast by a U.S. politics besieged by nativism and Know- Nothingism – give little 
reason to hope that human resources of wisdom have yet been rekindled. What 
hope we can find for transcending this crisis of capitalism resides in part in 
renewing the political economy traditions of Marx and Keynes, and in striving to 
communicate across national borders. The Japanese Society for Political 
Economy has already played a crucial role in this renewal of ideas and this sus-
taining of communication. The active participation of Society members in the 
debates triggered by the still- emerging global crisis can help to assure that paths 
of peace and not war are chosen in humanity’s renewed search for more prosper-
ous worlds for our children, and for our children’s children.

Notes
 1 Chauvet and Potter (2001) demonstrate these points using time- series techniques on 

aggregate data.
 2 Minsky mentioned in conversation during his 1994 visit to California that he made 

this decision in the early 1950s, at which time the labor movement was villainized by 
opportunistic politicians.

 3 See Crotty (1990), Itoh and Lapavitsas (1999), Jarsulic (1988), Sawyer (1985), Skott 
(1989).

 4 In the contemporary period, then, the U.S. is not hegemonic in the price sense of 
Kindleberger: the Federal Reserve is not pre- committed as a lender of last resort 
(LLR) in a fixed- exchange rate system.

 5 See especially Minsky 1975. Minsky’s ideas have several sources; but his main inspi-
ration is Keynes (1936). Keynes famously observed that economic agents will dis-
count liquidity in periods of growth and rising asset values, but run to liquidity in 
times of contraction and unstable markets.

 6 Another possibility is state- led recovery to increase the state’s military might and/or 
its colonial reach, as emphasized in Kalecki (1971).

 7 The details of this investigation are elaborated in the chapters cited here. Briefly, 
annual U.S. Economic data were collected (or in one case constructed) for the period 
1887–1988 for several aggregate variables. These variables were then grouped by 
cycle based on NBER business- cycle turning points, and cyclical “trajectories” were 
computed. These trajectories traced out the average behavior of each variable from 
the trough to the peak of every business cycle, discarding World- War periods. Several 
variance- based tests established that these trough- peak data were most efficiently 
grouped according to the “small government” (pre- 1930s), “big government” (1930s 
to 1970s), and “neoliberal era” (1980s–present) eras.

 8 These time series were recalculated to reflect some differences in measurement. In 
particular, chain- weighting replaced earlier methods of making real/nominal adjust-
ments, and some conventions about depreciation and other components of macroeco-
nomic aggregates have changed.

 9 This restricted vision of the role of government is set out forcefully and clearly by 
Guitián (1998).

10 The term “great moderation” was introduced by Stock and Watson (2002).
11 Robert Gordon, for one, has been quite suspicious about whether the 1990s marked a 

return to 1960s-like prosperity. At the beginning of the 1990s expansion, Gordon wrote 
an article investigating why the U.S. was apparently in a “jobless recovery” (1993). He 
was suspicious of claims about the resurgence of productivity; he argued in a famous 
unpublished paper (1999) that investment growth was linked to unsustainable 
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computer- system conversions. He examined the “new economy” more closely (2000). 
He remained skeptical that the U.S. economy’s high growth from 1995 to 2000 is 
based on “permanent” sources of economic advantage (2001). For a contrary view, 
see Stiroh (2001) and the references therein.

12 McKinnon (1979, pages 34–35) wrote:

N- 1 exchange- rate policies correspond approximately to N- 1 balance- of-payments 
targets. If the accounting is such that the sum of the world’s payment surpluses 
equals the sum of all deficits, the balance- of-payments position of the Nth is deter-
mined from the other N- 1. Again, to avoid conflict and insure consistent decen-
tralization of balance- of-payment policies, the natural counterpart of a passive 
foreign exchange rate policy is a passive balance- of-payments policy.
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13 The political economy of global 
imbalances and the global 
financial crisis

Kang- Kook Lee

Introduction
Starting from mid- 2007, the global financial crisis engulfed the global economy. 
The crisis occurred at the heart of the U.S., and spread to other countries very 
rapidly. After Lehman’s bankruptcy in September 2008, it hit almost all 
advanced countries and developing countries hard. Many explanations have 
already been presented about the cause of the crisis. Commonly presented causes 
of the crisis include problems of financial deregulation, too much risk- taking by 
financial institutions, lax monetary policy causing the real estate market bubble, 
and so on. The crisis was indeed a highly complex event and its full analysis is 
beyond the scope of this chapter. However, it is certain that the strong belief in 
the free market and the benefits of financial deregulation and globalization 
waned significantly after the crisis, while the Keynesian argument for the 
stronger role of the government became much more popular.
 Given the critique of neoliberal financial globalization, this chapter examines 
the so- called global imbalances as an important background element in the current 
financial crisis. We analyze how imbalances in the global economy grew serious 
and how they contributed to the global financial crisis. We review former debates 
on global imbalances and critically examine the current arguments about the rela-
tionship between the global financial crisis and imbalances. In our critical exami-
nation, we point to neoliberalism in both the U.S. and East Asia in the global 
neoliberal growth regime as an underlying cause that worsened global imbalances 
and finally resulted in the global financial crisis. Global imbalances appear to have 
been reduced after the crisis and the deep recession in the U.S. However, there 
should be more concerted efforts in the U.S. and East Asia to bring about a rebal-
ancing of the global economy. We present future prospects and underscore the 
change of the growth strategy in East Asia as well as in the U.S.
 This chapter is organized as follows. The next section investigates the current 
global financial crisis, focusing on a brief review of its causes in and effects on the 
global economy. The third section presents the problem of global imbalances, 
underscoring the political economy of global imbalances and the differential 
effects of neoliberalism on the U.S. and on East Asia. It also examines the complex 
relationship between global imbalances and the current global financial crisis 
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under the global neoliberal growth regime. The fourth section examines the current 
changes of global imbalances after the crisis and presents future prospects.

The global financial crisis after 2007
The financial crisis in the U.S. involved a collapse of the new financial architec-
ture that was established by financial deregulation based on dominant neoliberal-
ism after the 1980s (Crotty, 2009). For example, in 1999, the U.S. government 
repealed the Glass– Steagall Act that separated the operations of commercial 
banks and investment banks. Also, the Commodity Futures Modernization Act, 
which deregulated all financial transactions – including financial derivatives – 
was passed by the U.S. congress in 2000. Along with these deregulation meas-
ures, financial innovation encouraged the growth of securitization of debts and 
financial derivatives markets.
 Financial institutions’ business dealing with mortgage- backed securities (MBSs) 
grew extensively in the early 2000s against the backdrop of a bubble of the real 
estate market. Many institutions introduced aggressive business strategies based on 
the selling of mortgages and mortgage- related products. They developed complex 
securitization schemes, called collateralized debt obligations (CDOs), which divided 
debts into several tranches, which were then repackaged and sold in the financial 
markets. Credit rating companies gave these assets high valuations which did not 
reflect their systemic risk. The amount of CDOs issued in the U.S. rose from $157.4 
billion in 2004 to $520.6 billion in 2006; the size of the CDO market overall grew 
by a factor of four between 2002 and 2006, when it reached an estimated $2 trillion.
 The growth of the derivatives market made the mortgage- securitization 
process even more complicated. The size of the credit default swaps (CDSs) that 
provided insurance service for financial institutions dealing with CDOs skyrock-
eted from less than $1 trillion in 2001 to more than $60 trillion in 2007 in the 
whole world. Investment banks such as Lehman Brothers actively utilized 
special investment vehicles (SIVs) to conduct business in this sector on a huge 
scale. The large investment banks were known as a “shadow banking system,” 
which took large risks but was not regulated properly.
 Of course, the growth of the real estate market bubble lay behind these 
changes. In the U.S. the price of real estate in ten large cities soared by almost 
120 percent from 2000 to 2006, according to the Case–Shiller index. Lax mone-
tary policy by the Fed after the 2001 recession facilitated the bubble’s growth 
(though tighter monetary policy may not have halted this growth). Low interest 
rates also led to a “search for yield,” an increase in the demand for a wider class 
of riskier assets yielding higher returns. Financial institutions that dealt in 
mortgage- based CDO expected the real estate price to continue to rise and made 
efforts to increase their leverage fully to maximize their assets and returns. 
However, the real estate market bubble finally began to burst in 2006, bringing 
about a sudden financial collapse along with the default of CDOs and of related 
CDSs (Acharya et al., 2009). The fall in the value of mortgage- backed securities 
was amplified by a financial multiplier process, since financial institutions with 
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high leverage needed to sell their risky assets in reducing their leverage (Adrian 
and Shin, 2008). From mid- 2007 on, no financial institutions were willing to 
purchase sour mortgage- based securities; a severe credit crunch occurred in the 
U.S. financial markets. The financial crisis peaked in September 2008 when 
Lehman Brothers went bankrupt. After that peak, large financial institutions on 
the verge of bankruptcy, such as Merrill Lynch, AIG, and Citigroup, received 
bailout finance or were sold to other institutions.1
 This episode demonstrated a typical financial- crisis cycle in that it involved 
the growth of bubbles, overlending by financial institutions with irrational exu-
berance, and then a collapse (Reinhart and Rogoff, 2009). But because it was 
associated with extensive financial innovation linked to deregulation, and 
because of the incapacity of the government to monitor it, this crisis represented 
an institutional failure of the U.S. financial system and posed a more serious 
threat to the U.S. economy. This ushered in a period of serious reflection about 
the role of mainstream economic theory in reality. A new consensus emerged 
among most economists that financial markets are not inherently efficient and 
proper government regulation is crucial.
 The financial crisis in the U.S. hit other countries hard through several chan-
nels due to the globalization of world financial markets. First, foreign – and 
especially European – financial institutions that had exposure to problematic 
assets such as CDOs experienced huge losses. Second, the U.S. financial crisis 
resulted in a huge drop in asset- market prices, including real- estate and stocks, 
significantly shrinking financial institutions’ asset base and producing a credit 
crunch in other countries. Third, foreign investment in emerging- market coun-
tries, especially bank lending and portfolio investment, declined sharply due to 
deleveraging by advanced countries’ financial institutions. This dealt a hard blow 
to countries that relied highly on foreign capital, including Iceland, Ireland, and 
nations in Eastern Europe and elsewhere. Finally, the crisis resulted in a deep 
global recession and greatly reduced global export demand; world exports fell 
by about 10 percent in 2009. This severely damaged the economies of export- 
dependent countries, including those in East Asia. The overall losses triggered 
by this financial crisis were certainly larger than the original IMF estimates of 
$4.1 trillion in all advanced countries and $2.7 trillion in the U.S. (IMF, 2009).
 The policy response in many countries was to prop up the economy by way 
of a tremendous expansion of liquidity via the introduction of zero- percent inter-
est rate policy and large- scale fiscal spending. The enactment of the American 
Recovery and Reinvestment Act in early 2009 committed the U.S. government 
to spending as much as $787 billion to avert an economic collapse. The Fed also 
cut interest rates aggressively from 5.25 percent in early 2008 to 0.25 percent in 
mid- 2009, as well as providing credit directly to troubled financial institutions 
through many support programs. Other advanced countries quickly followed the 
U.S. All the G20 nations were in collaboration to boost the global economy. 
Thanks to these efforts, it is likely that the worst of the current crisis, the largest 
since the Great Depression, is over. However, economic recovery is expected to 
be painfully slow. The global growth rate fell from 5.4 percent in 2007 to 2.9 
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percent in 2008 and –0.5 percent in 2009; it recovered to 5 percent in 2010 but is 
expected to be about 4 percent or less in 2011 and after (IMF, 2011).
 The global economy has numerous problems, including growing fiscal defi-
cits and public debt levels in many advanced countries, and disorder in the global 
financial system. A double- dip recession remains a strong possibility. One thing 
this crisis made very evident is that the current financial crisis became truly 
global due to the progress of financial globalization. For now, the current crisis 
has slowed the march of the world economy toward complete financial integra-
tion via additional financial opening, liberalization, and deregulation. We should 
also pay attention to the other global aspect of the crisis, that is, the global imbal-
ances problem, which is discussed in the next section.

Global imbalances and the financial crisis

The development of global imbalances and debates

Among the contradictions brought about by globalization are serious financial 
instability and global economic imbalances. Because of the ongoing increase in 
the U.S. current account deficit and the continuing capital inflows into the U.S. 
in the 2000s, the global economy became highly unbalanced. This has generated 
hot debates about what structural global problems these imbalances reveal.
 As Figure 13.1 shows, the U.S. current account deficit kept rising from the 
early 2000s until the outbreak of the global financial crisis, as did foreign capital 
inflows into the U.S.
 The main reasons for imbalances in the U.S. are excessive consumption and 
the recent fiscal deficit under Bush administration – that is, overspending in both 
the private and the public sector. Figure 13.2 demonstrates the gap between 
domestic investment and domestic saving by the private and public sectors. In 
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the 1980s, the main cause of the current account deficit was the fiscal deficit, 
wheras after 2000, the main contributing factors were the decline of savings rela-
tive to investment and the large government deficit.2 These new U.S. twin defi-
cits lay at the heart of global imbalances.
 As Figure 13.3 shows, the surplus countries are mainly East Asian, including 
China, and oil producers. These countries have pursued export- dependent growth 

20

15

10

5

0

–5

–10

25

–15

19
88

19
87

19
86

19
85

19
84

19
83

19
82

19
81

19
80

19
89

19
98

19
97

19
96

19
95

19
94

19
93

19
92

19
91

19
90

19
99

20
08

20
07

20
06

20
05

20
04

20
03

20
02

20
01

20
00

20
09

Net personal saving/GDP
Gross private investment/GDP

Net government saving/GDP
Gross private saving/GDP

Figure 13.2  Investment and saving in U.S. (percent) (source: Bureau of Economic 
Analysis (BEA)).

CHN and EMA
DEU and JPN
OIL
U.S.
OCADE
ROW
Discrepancy

080604022000981996 09

3

2

1

0

–1

–2

4

–3

Figure 13.3  Global dimension of global imbalances (source: IMF, 2010).
Note
1) Current account balance, percent of world GDP.
2)  CHN: China, EMA: emerging Asian countries, DEU: Germany, JPN: Japan, OIL: Oil producers, 

US: United States, OCADE: Other-currrent-account-deficit countries,  ROW: rest of the world.

CHN and EMA 
DEU and JPN 
OIL 
U.S. 
OCADE 
ROW 
Discrepancy 

1996 98 2000 02 04 06 08 09 

4 

3 

2 

1 

0 

–1 

–2 

–3 

25 

20 

15 

10 

5 

0 

–5 

–10 

–15 

Net personal saving/GDP 
Gross private investment/GDP 

Net government saving/GDP 
Gross private saving/GDP 

20
09

 

19
96

 
19

97
 

19
98

 
19

99
 

20
00

 
20

01
 

20
02

 
20

03
 

20
04

 
20

05
 

20
06

 
20

07
 

20
08

 

19
80

 
19

81
 

19
82

 
19

83
 

19
84

 
19

85
 

19
86

 
19

87
 

19
88

 
19

89
 

19
90

 
19

91
 

19
92

 
19

93
 

19
94

 
19

95
 

258 K.-K. Lee 

the 1980s, the main cause of the current account defcit was the fscal defcit, 
wheras after 2000, the main contributing factors were the decline of savings rela
tive to investment and the large government defcit.2 These new U.S. twin def-
cits lay at the heart of global imbalances. 

As Figure 13.3 shows, the surplus countries are mainly East Asian, including 
China, and oil producers. These countries have pursued export- dependent growth 
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strategies rather than stimulating domestic demand after the 1997 East Asian 
crisis. They accumulated huge trade surpluses and foreign reserves, and recycled 
these dollars to the U.S. by purchasing U.S. Treasury bonds. For instance, the 
foreign reserves of China jumped from $212 billion in 2001 to over $1 trillion in 
2006, more than $2 trillion in 2009 and over $3 trillion in March 2011.
 Debates in the early 2000s about this global imbalances problem (Eichengreen, 
2008) involved disagreements between two broad positions. Optimistic views 
located the source of global imbalances in foreign countries, emphasizing the 
strength of the U.S. economy. For example, one view attributed global imbalances 
to the “global saving glut:” excessive saving in surplus countries was invested in 
the U.S. because of these countries’ underdeveloped financial systems (Bernanke, 
2005). Others argued that East Asian countries adopted an export- dependent growth 
strategy; they kept their currencies weak so as to increase exports to U.S. consum-
ers and earn surpluses. This is the argument of the Bretton Woods II system, in 
which both the U.S. and East Asia fared well (Dooley et al., 2004). Another view is 
that major imbalances were not in trade but in financial assets, and the attempt of 
emerging market countries to invest in safe assets in the U.S. generated global 
imbalances (Caballero and Krishnamurthy, 2009). These arguments posit that 
global imbalances reflect structural features and policy choices made within the 
global economy, and thus could be sustainable (Serven and Nguyen, 2010).
 However, these ideas are based on the unrealistic efficient market hypothesis, 
according to which global savers choose among global assets. Analysis of the 
real situation suggests this view is naïve: in particular, foreign investment flows 
into the U.S. were not just seeking safe assets; they were strongly induced by 
U.S. financial institutions striving to expand their leverage (Shin, 2009).
 Another, more pessimistic (and in this author’s opinion, more reasonable) view 
argued that the huge U.S. current account deficit was due primarily to domestic 
U.S. problems, including the decline of saving, the rising government deficit, and 
overconsumption related to the asset market bubble. This situation was not sustain-
able because the U.S. foreign debt burden grew too much and too fast, leading 
surplus countries to lose trust in U.S. assets which were at increasing risk of dollar 
depreciation (Roubini and Setser, 2004; Obstfeld and Rogoff, 2004). Many schol-
ars acknowledged that a sustained depreciation of U.S. dollars and a reduction of 
the U.S. saving- investment gap would be needed to correct imbalances. Without 
these measures, disorderly adjustment involving a sharp depreciation of the dollar 
– similar to financial crises in emerging market countries – might occur.
 It is important in unfolding this argument to investigate more extensively the 
other pillar of global imbalances, East Asia. That region has experienced an 
“investment drought,” and not just a “saving glut” (Lee and McKibbin, 2006). In 
fact, most East Asian countries including Korea and the ASEAN experienced a 
significant decline in the investment rate after the 1997 East Asian crisis, in part 
due to neoliberal economic restructuring. China experienced an increase in its 
investment rate. But its saving rate grew faster – in part because of its active pro-
motion of exports, but also because its domestic consumption was depressed and 
its social welfare and financial systems remain underdeveloped.
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 Another aspect of global imbalances is the “Lucas Paradox:” foreign capital 
has continuously moved to the U.S., contrary to the expectations of theoretical 
equilibrium growth models. Of course, many factors – including institutions, 
risk, and the level of financial development – may affect the level of returns and 
explain why capital may not move to poorer countries. But it is also true that 
countries that really need capital for development may not realize benefits from 
international capital inflows. This is unfair as well as inefficient from the per-
spective of balanced growth in the world economy. The more serious problem is 
that foreign capital flows into the U.S. had not been utilized productively. Con-
tinuous foreign capital inflows into the U.S. economy went hand in hand with 
asset- market bubbles in feeding an American spending binge well beyond what 
their income could sustain. This suggests the importance of understanding the 
current global crisis from the perspective of global imbalances.

Global imbalances and the global financial crisis

Following the global financial crisis, the second round of the debate on global 
imbalances began, focused on the role of the global imbalances in that crisis. A 
commonly expressed view, argued in particular by U.S. officials, was that global 
imbalances were one of the direct causes of the crisis. Foreign capital inflows to 
the U.S. stimulated the asset market bubble by lowering interest rates, thus prop-
ping up overspending (Portes, 2009). Lower interest rates also forced competi-
tion for higher yields among financial institutions, encouraging them to seek out 
the risky financial products generated by securitization process and to increase 
leverage (Bernanke, 2009). Others point out that the development of globaliza-
tion and global imbalances together brought about the financial crisis, since low- 
wage workers in China depressed the wages of U.S. workers, who relied more 
heavily on borrowing which was supported by capital inflows from China, 
aggravating the bubble (Jagannathan et al., 2009). Thus the financial crisis is 
thought to be not the cause of the economic problem but the syndrome of deeper 
problems of a globalized world economy.
 However, the direct causality from global imbalances to the financial crisis is 
not easily established. Some have observed that gross foreign capital inflows are 
more crucial in U.S. financial vulnerabilities; but these were not directly related 
to the U.S. trade deficit or to net capital inflows after the early 2000s (Whelan, 
2010; Serven and Nguyen, 2010). In particular, banks in EU countries were 
involved in making large investments in U.S. toxic assets; so there is no close 
relationship between global imbalances and the geography of the financial crisis 
(Acharya and Schnabel, 2010).
 The second extreme view posits that global imbalances had little to do with 
the financial crisis (Dooley et al., 2009; Whelan, 2010). The evidence for this 
view is that the crisis did not occur in the way that was expected by alarmists, 
that is, capital flight from the U.S. and the collapse of the dollar. In fact, interna-
tional capital flew into the U.S., seeking safe assets, and the dollar strengthened 
when the crisis broke out. In this view, the financial crisis was mainly due to 
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failures in financial regulation; the expectation is that global imbalances will 
continue after the crisis calms down. Thus, the role of the U.S. financial sector in 
producing safe assets should be encouraged so long as financial development in 
surplus countries remains still weak (Caballero, 2010). So the so- called Bretton 
Woods II system, which is essentially a stable and benign phenomenon, could be 
more intensified following the crisis (Dooley et al., 2009).
 This view, like the first, is problematic. These authors certainly go too far in 
arguing that current imbalances represent a sustainable equilibrium, because it is 
based on the untenable assumption that U.S. financial markets are perfect. The 
prospect of dollar instability remains because of rising external debts, and U.S. 
foreign borrowing is likely to become more difficult due to global reserve diversi-
fication and the worsening U.S. net external position (Obstfeld and Rogoff, 2009). 
Borio and Disyatat (2011) refute the connection between global imbalances and 
the financial crisis by underscoring that financing and saving are different dimen-
sions; consequently, gross capital inflows for financing are not directly related to 
trade imbalances. These authors also argue that because market interest rates are 
not determined by the saving- investment framework, global imbalances cannot 
affect them directly. We might note that while these points have some theoretical 
basis, it remains true that Chinese investment in Treasury bonds in the early 
2000s influenced prices and outcomes in financial markets.
 More nuanced arguments argue that failures in domestic distortions in macr-
oeconomic management led to both the financial crisis and to global imbalances 
(Obstfeld and Rogoff, 2009; Blanchard and Milessi- Ferreti, 2009). These macr-
oeconomic distortions include too- low interest rate policy, financial deregula-
tion, and U.S. asset- market bubbles, as well as the effort of emerging- market 
countries, especially China, to maintain favorable exchange rates. The U.S. net 
external deficit permitted interest rates conducive to housing- price appreciation 
and lax lending practices, credit expansion, and high leverage, and consistent 
with an apparently low rate of price inflation. A recent study examines foreign 
capital inflows and their effects on interest rates by extending the global saving 
glut argument (Bernanke et al., 2011). The authors find that global saving glut 
countries, including all emerging Asian countries and Middle East exporters, 
acquired a substantial share of the new issues of U.S. Treasuries, Agency debt, 
and Agency- sponsored mortgage- backed securities from 2003 to 2007. At the 
same time, European countries, without a large current account surplus, pur-
chased large volumes of private- label mortgage- backed securities and other 
fixed- income products.3 Thus, capital flows from surplus countries such as China 
went to the U.S., seeking safest securities issued by the U.S. government, while 
European investors made rather risky investment including equity, as Figure 
13.4 highlights.
 This study suggests that strong demand for apparently safe assets not only 
served to reduce yields on these assets, but also encouraged the U.S. financial 
industry to develop structured investment products that transformed risky loans 
into highly rated securities. However, the excess growth and increasingly capital-
 market structure of the U.S. financial system may have aggravated imbalances 
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(Shin, 2009). For example, foreign investors’ holding of asset- backed securities 
based on subprime mortgage loans soared after 2003, suggesting that the supply 
of unsafe assets by the U.S. financial sector may have driven foreign invest-
ment.4 This demonstrates some evidence for a “supply push” theory of global 
imbalances, not the “demand pull” argued by the excess saving theory. It should 
be noted that there were also important and complex two- way interactions 
between global and U.S. domestic macroeconomic imbalances – for instance, the 
current account deficit and housing appreciation (Smaghi, 2008).
 In sum, these studies suggest that the global imbalances in trade had a limited 
role in the global financial crisis, and the broader financial imbalances were 
indeed crucial. However, most of those arguments do not recognize the under-
lying institutional changes behind the U.S. macroeconomic imbalances and 
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global financial imbalances. A more complete understanding of global imbal-
ances vis- à-vis the current crisis requires understanding the role of globalization 
and neoliberal growth regime in both the U.S. and East Asia from the political 
economy perspective.

The political economy of global imbalances in the U.S. and East Asia

Institutional and political changes under the neoliberal growth regime in both the 
U.S. and East Asia played an essential role in worsening global imbalances. 
Neoliberalism became dominant in the U.S. after the 1980s and East Asia after 
the 1990s, but its effects on external balances were quite different. In the U.S., 
neoliberal economic policy after the Reagan administration resulted in more 
unequal income distribution on one hand and more financial deregulation on the 
other hand. Real wages growth had been depressed, remaining below productiv-
ity growth after the early 1970s (Kotz, 2009); and reductions in social welfare 
expenditures increased income inequality. Meanwhile, financialization of the 
economy also encouraged the asset market bubble and this enabled the debt- led 
overconsumption and economic boom. Recent financial innovations, such as 
securitization, along with financial deregulation, stimulated the excessive growth 
of market- based financial intermediation, including subprime lending in the 
mortgage market (Adrian and Shin, 2008). Consequently, increasingly poor 
Americans could continue excessive debt- financed spending, including the pur-
chase of homes after the early 2000s that required mortgage loans larger than 
their incomes could support. This enlarged the current account deficit as the 
saving rate fell steadily.5
 Furthermore, cheap imports from China were essential to the U.S. as these 
both checked the growth of real wages and allowed workers to sustain their 
living standards. International trade and foreign direct investment also contrib-
uted to weakening workers’ power and strengthening the neoliberal growth 
regime, causing more intensive competition and “threat effects.” This suggests 
that neoliberalism, globalization, and global imbalances interacted closely in the 
U.S. While neoliberal changes provided the background for the increase in U.S. 
macroeconomic imbalances (and hence global imbalances), globalization and 
global imbalances reinforced neoliberalism in the U.S. This neoliberal growth 
regime resulted in rising income inequality, financialization, and the asset- 
market bubble, leading to global imbalances in the early 2000s. Global imbal-
ances also worsened internal domestic imbalances and financial vulnerability 
before the crisis.
 Neoliberalism in East Asia went hand- in-hand with the export- dependent 
growth strategy as these countries strove to increase exports and capitalize on 
the opportunity provided by globalization for maximum growth. Most East 
Asian countries also observed that as in the U.S., income inequality became 
higher after the introduction of more economic liberalization, market opening, 
and neoliberal economic reforms. China saw the income gap between the rich 
and the poor widening, with the Gini coefficient rising from less than 0.3 in 1985 
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to 0.4 in 2000, and about 0.5 for now. The wage share out of GDP also fell from 
about 51 percent in 2000 to 40 percent in 2007 (Hung, 2009). Crisis- hit countries 
including Korea and Thailand experienced worsening distributions because of 
the neoliberal economic restructuring and further financial opening imposed by 
the IMF after the 1997 crisis. These countries struggled to globalize and export 
more, and their surpluses rose sharply after 1998 with currency depreciation and 
the investment decline. In China, the rise in the saving- investment gap and inter-
national competitiveness, supported by currency depreciation and low wages, 
increased the trade surplus tremendously after the early 2000s.
 Workers’ low wages in East Asia indeed were a prerequisite for an export- 
market competition that grew more and more intensive. Growing inequality and 
low wages have repressed consumption and domestic demand, thus contributing 
further to the large trade surpluses. Furthermore, financial restructuring in the 
direction of more liberalized and open financial markets reduced corporate 
investment considerably in crisis- hit countries. Therefore, neoliberalism and 
worse income distribution in East Asia led to a decline of investment and con-
sumption, and to the consequent increase in trade surpluses. This suggests that 
similar changes in the political economy, driven by different economic growth 
strategies, created diametrically opposite results in external balances on the two 
sides of the Pacific.
 In East Asia, holding a large amount of foreign reserves was both a policy 
goal and a tool associated with global imbalances. Many emerging market coun-
tries became concerned about instability of globalized financial markets (Aizen-
man and Lee, 2007). This precautionary motive led East Asian countries to keep 
exchange rates undervalued, so as to increase the trade surplus and reserves. But 
the accumulation of reserves by state intervention in exchange markets as such 
kept their currencies weak. This currency depreciation was functional for East 
Asian nations’ mercantilist motive as well, as it helped them achieve faster eco-
nomic growth based on increased exports, as per the Bretton Woods II system 
argument (Dooley et al., 2004). Finally, the portfolio choice of East Asian 
central banks regarding reserve holding was to invest in low- risk debt instru-
ments in the U.S. in search of safety. This was, as noted earlier, partly due to the 
underdevelopment of their financial systems (Mendoza et al., 2009).
 In sum, global imbalances are apparently an outcome of the asymmetric 
savings- investment gap; but it was the development of neoliberalism along with 
globalization that lay behind imbalances. In this neoliberal growth regime, global 
economic growth was led by overspending in the United States, which held a 
key currency, benefitting East Asian growth. But this was possible only with the 
rise of debts and serious financial vulnerability in the U.S., leading eventually to 
the financial collapse. Mainstream economists argue that global imbalances and 
the global financial crisis have common origins in economic policies and distor-
tions that influenced the transmission of these policies (Obstfeld and Rogoff, 
2009). However, our analysis emphasizes that the underlying causes of global 
imbalances and the global financial crisis were structural changes in institutions 
and political economy linked to the global neoliberal growth regime.
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Global rebalancing and future prospects

Changes and prospects of global imbalances

After the crisis broke out in late 2007, it appeared that the decrease in U.S. 
imports, due to the serious economic recession in that nation, would start the 
process of correcting global imbalances. Figure 13.5 portrays quarterly changes 
of the U.S. current account deficit. This started to shrink after reaching a peak of 
6 percent of GDP in 2006, and began a significant decline from late 2008 
onward. Its level in the second quarter in 2009, 2.4 percent of GDP, was the 
lowest in the 2000s (though it increased somewhat after that).
 These changes are related to the rise in saving and fall in investment in the U.S. 
after early 2008. The household net saving rate out of disposable income rose con-
tinuously from 2.7 percent in the first quarter of 2008 to 7.2 percent in the second 
quarter of 2009, recording some 6 percent in 2009. The domestic private saving 
rate rose to 17.6 percent, much higher than the domestic investment rate (11.3 
percent) in 2009. This contributed significantly to the reduction of the trade deficit, 
as did the sharp fall of net asset values due to the financial crisis. However, these 
factors were offset by the huge drop in government net saving, which fell from 
–1.7 percent in 2007 to –9 percent in 2009 due to the expansionary government 
spending in response to the financial crisis. The U.S. government announced a 
fiscal deficit of $1.4 trillion for the 2009 fiscal year (9.9 percent of GDP), three 
times larger than that in 2008. In 2009, the total domestic saving rate including the 
government sector was still about 2.7 percent point lower than the total investment 
rate. Thus, despite the surplus in its private balance, the U.S. relied on foreign 
saving in 2009 due to the increased deficit in its government balance.
 It is not very certain whether the reduction of the current account deficit in the 
U.S. will continue with the end of overspending. The decline in consumption, 
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which reflects the crisis- induced deleveraging of households and financial insti-
tutions, might be only temporary. Overall, the U.S. economy began to recover 
with 2.8 percent growth in the third quarter of 2009, after recording four consec-
utive negative growth rates.
 Foreign capital inflows have also changed to some extent. Net foreign lending 
to the U.S. fell sharply in the recent period due to the drop of the current account 
deficit after 2007. In 2007, the behavior of foreign central banks also changed: 
concerned about future dollar depreciation, they began to reduce dollar assets 
and increase the proportion of other currencies in their reserve holdings. 
However, the demand for safe assets such as U.S. government securities 
increased in the midst of the financial crisis; so foreign holding of these bonds 
rose significantly in 2008. This also kept the value of the dollar higher than had 
been expected. It was not until late 2009 that the dollar began to depreciate, 
reflecting the huge increase in the U.S. money supply due to the adoption of a 
quantitative easing policy. Dollar depreciation may help the U.S. further reduce 
its current account deficit, but if this occurs too abruptly global economic dis-
order may worsen.
 Thus, the period after 2008 has witnessed a partial correction of global imbal-
ances. Some critics have argued that this may only be temporary. U.S. economic 
recovery may deter further global rebalancing (Lee et al., 2010). Indeed, a recov-
ery in U.S. consumption and growth in post- crisis international trade, along with 
an increasing fiscal deficit and strong dollar, may aggravate imbalances again 
(de Mello and Padoan, 2010). Others disagree, arguing that the rebalancing will 
continue because of a fall in potential growth rates and a reduction in the U.S. 
saving- investment gap (Blanchard and Milesi- Ferretti, 2009). Also, declining 
trust in the dollar and a rising risk premium and cost of capital in the U.S. would 
make sustaining a large U.S. current account deficit more difficult (Obstfeld and 
Rogoff, 2009).
 For now, factors that will both reduce and enlarge global imbalances are at 
work. These imbalances will shrink due to changes in consumption in both in the 
U.S. and China. In the U.S., the rapid rise in private consumption in the 2000s, 
backed by rising housing prices, is not sustainable any more; and consumption 
will rise in the long run in China as that nation’s policies enhance social welfare 
and domestic demand. Further, efforts to correct global imbalances have recently 
emerged at several international meetings, such as G20. But at the same time, 
the financial crisis has strengthened emerging- market countries’ need to hold 
foreign reserves and seek safe U.S. assets (Serven and Nguyen, 2010). In 
general, global imbalances after the global financial crisis will continue, though 
at levels below those of the pre- crisis period (IMF, 2010).
 Correcting global imbalances systematically and without heightening global 
disorder will require establishing a new and more equal growth regime, since the 
current imbalances reflect the structural features of the neoliberal growth regime. 
What is called for is the end of the neoliberal debt- led growth regime in the U.S. 
and of the export- dependent growth strategy in emerging market countries, along 
with more equal income redistribution and effective financial regulation. Only if 
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these changes are made can global imbalances be reduced without a serious 
global recession. In the face of Wall Street’s strong opposition, the tight regula-
tion of financial institutions that is required could be especially hard, as the 
current experience of the Obama administration makes clear. The dominant role 
of finance in the operation of the U.S. economy is clearly indicated by the fact 
that financial institutions’ share of all U.S. firms’ profits rose from 21.1 percent 
in 1979 to 41.2 percent in 2003 (Kotz, 2009). Nonetheless, if these needed 
changes in the U.S. political economy are not made, U.S.-led financial capital 
may stimulate another bubble- led boom, induce a new round of U.S. overcon-
sumption, and delay global rebalancing for still more years.

The role of East Asia for balanced globalization

Economies such as China, which accumulated huge trade surpluses and recycled 
the dollars earned to the U.S., are partly responsible for global economic imbal-
ances. It is thus certain that structural changes in economies across the Pacific 
are also needed to resolve global imbalances. In 2008, amidst the financial crisis, 
China’s current account surplus as a share of its GDP fell slightly. Nonetheless, 
this ratio was still much higher than in the early 2000s: the export/GDP ratio in 
China rose from 22.6 percent in 2001 to 34 percent in 2004 and then 39.9 
percent in 2006, before declining slightly to 36.6 percent in 2008. Meanwhile, 
the share of household final consumption out of GDP in China stood at 34 
percent in 2008, lower than the 40–45 percent levels recorded between the late 
1990s and early 2000s (and much lower than in other countries).
 As we saw, most East Asian countries pursued the export- dependent growth 
strategy by keeping their currencies relatively depreciated and increasing exports 
to the U.S. For example, the Chinese government maintained the effective peg 
system between renminbi and dollars until mid- 2006, after which it introduced a 
more flexible exchange rate system which allowed some RMB appreciation. 
After mid- 2008, however, it again pegged the RMB exchange rate to the U.S. 
dollar so as to increase exports. While this strategy has been successful in the 
past, it is unlikely to remain feasible, given the U.S. economy’s collapse and 
increasing U.S. pressure on China.6
 The unsustainability of the current pattern of flows is why many call for the 
fundamental change of the growth strategy of East Asia. Countries in this region 
should do more to make domestic demand, not exports to the U.S., an engine of 
growth. They need to stimulate the purchasing power of people in their nations 
by enhancing social welfare and improving income distribution.7 A slow and 
orderly adjustment of exchange rates, especially between the Chinese RMB and 
the U.S. dollar, will also help resolve global imbalances. Also, South– South 
cooperation should be developed so that emerging countries reduce their depend-
ence on the U.S. Fundamentally, as in the U.S., changes in the political economy 
that support workers and restrain export companies are required if East Asia is to 
end neoliberalism and introduce a more progressive and Keynesian economic 
policy. The Chinese government appears to recognize the needs to improve 
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income distribution, and there is growing concern about it in Korea and Japan as 
well.
 A more balanced global economy can be realized only when the movement of 
international capital flows can help the stable growth of the global economy. 
International investment flows to the U.S. under the current global imbalances 
have certainly had the opposite effect. Reform of the global financial system in 
the direction of more desirable forms of financial globalization would direct 
international capital flows much more into poor countries in need of develop-
ment finance (Ocampo, 2009). East Asia can play a key part in this shift. Since 
this region holds the largest foreign reserves, it can devise a way to make more 
productive use of them. Countries with large reserve holdings should not only 
diversify them from dollars to other currencies, but also plan and establish insti-
tutions that help finance developing countries and stabilize the regional 
economy. Closer regional economic and financial cooperation in East Asia is 
necessary for this. East Asian countries have already agreed on a plan for a mul-
tilateral fund by developing the Chiang Mai Initiative. A changed course in East 
Asian countries’ economic growth strategies, and these nations’ assistance to 
developing countries, will make a huge contribution to a more balanced – as well 
as prosperous – global economy.

Conclusions
The global financial crisis that erupted after 2007 shed light on the problematic 
features of the global economy, and especially on global imbalances. Growing 
financial imbalances in the global economy along with worsened financial vul-
nerability in the U.S. became the defining backdrop for the global financial 
crisis. The crisis rapidly spread from the U.S. to other developed and emerging 
market countries and became truly global because financial globalization had 
created the preconditions for widespread financial instability in the world 
economy.
 This chapter has used a political economy perspective to examine the devel-
opment of the current global financial crisis, as well as the relationships between 
this crisis and global imbalances. After the 1980s, neoliberalism and financiali-
zation developed in the U.S.; more recently, a neoliberal growth model based on 
an export- dependent strategy was established in East Asia. These changes 
resulted in higher inequality in both regions and opposite trade outcomes for U.S. 
and East Asian trade balances, leading to imbalances in the global economy. 
Unsustainable finance- led growth in the U.S. was encouraged not only by finan-
cial deregulation and lax monetary policy but also by the ongoing capital inflows 
associated with these global imbalances. The bursting of the resulting bubble 
caused a collapse of the market- based financial system in the U.S. and the global 
financial crisis. This chapter underscores the fact that the underlying causes of 
global imbalances and the global financial crisis were structural changes in insti-
tutions and in the political economy, in both the U.S. and East Asia, which estab-
lished a neoliberal growth regime.
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 After the global financial crisis, global imbalances have been corrected to a 
limited extent: the U.S. current account deficit and capital inflows to the U.S. 
have fallen substantially. But without a structural transformation of both the U.S. 
and East Asian economies, it will be difficult to resolve the problem of global 
imbalances. The U.S. economy should curtail excessive debt- financed spending 
and reduce the deficit both of government and households. East Asian countries 
should change their export- dependent growth strategy in favor of a domestic- 
demand-based growth strategy with better income distribution and reduced U.S.-
dollar recycling. Many argue that more effective financial regulation in the 
national and global level is needed to prevent future financial crisis. However, 
what will stabilize the global economy and bring about global rebalancing funda-
mentally is to end the current neoliberal growth regime at the global level.

Notes
1 After the bankruptcy of Bear Sterns in March 2008, the fifth largest investment bank in 

the U.S., the third and fourth largest, Merrill Lynch and Lehman Brothers, effectively 
went bankrupt. The first and second largest ones, Goldman Sachs and Morgan Stanley, 
did not have so much exposure to problematic subprime assets.

2 The identity of GDP is C + S + T = C + I + G + (X – M). If we rephrase this equation, 
(X – M) = (S – I) + (T – G). Therefore, the current account deficit could be decomposed 
into two parts, the private balance and the government balance. Both balances recorded 
negative after the early 2000s and aggravated the current account deficit in the U.S.

3 Between year- end 2003 and year- end 2007, the value of total U.S. securities outstand-
ing rose about $10 trillion, of which roughly $4.5 trillion was absorbed by foreign 
investors. The supply of Treasuries and Agencies outstanding rose $1.6 trillion, and 
this was fully taken up by foreigners, of which $0.9 trillion was purchased by the GSG 
countries and less than $0.2 trillion by Europeans. The amount outstanding of AAA- 
rated asset- backed securities rose $1.7 trillion, of which U.S. residents took $1.1 tril-
lion and Europeans $0.4 trillion (Bernanke et al., 2011, pp. 12–13.). Also, see Figure 
13.5.

4 Foreign share of GSE- backed securities rose from about $0.6 trillion in 2002 to $1.6 
trillion in 2008. However, foreign holding of U.S. securities in private capital markets, 
in which asset- backed securities backed by subprime mortgage were important, sky-
rocketed from 2002 to 2007 by a factor of about 29 (Shin, 2009). The author also 
argues that the increased lending driven by growth of U.S. intermediary balance sheets 
“sucked in” funding from abroad. The increased funding has originated (at least in part) 
from abroad, so that in the final accounting relationship given by the current account, 
there is a surge in the current account deficit.

5 Some argue that this easy lending was encouraged by the government as a wrong solu-
tion to rising income inequality (Rajan, 2010).

6 The more countries join export markets, the harder to be successful this strategy is. 
Thus, there is a sort of fallacy of composition in the export- dependent growth strategy 
of individual countries when it comes to the whole world.

7 In this sense, the rise in infrastructure investment by means of government spending in 
China is not desirable because it will add more production and needs more demand in 
the future.



270  K.-K. Lee

Bibliography
Acharya, V. and Schnabel, P. (2010) “Do Global Banks Spread Global Imbalances? The 

Case of Asset- Backed Commercial Paper during the Financial Crisis of 2007–09,” Pre-
sented at the 10th Jacques Polak Annual Research Conference.

Acharya, V., Philippon, T., Richardson, M., and Roubini, N. (2009) “Prologue. A Bird’s 
Eye- View. The Financial Crisis of 2007–2009. Causes and Remedies,” in Acharya, 
V.V. and Richardson, M. (eds) Restoring Financial Stability: How to Repair a Failed 
System, John Wiley.

Adrian, T. and Shin, H.S. (2008) “Financial Intermediation, Financial Stability and Mon-
etary Policy,” Federal Reserve Bank of New York Staff Reports, 346.

Aizenman, J. and Lee, J. (2007) “International Reserves: Precautionary vs Mercantilist 
Views,” Open Economies Review, 18.

Bernanke, B.S. (2005) “The Global Saving Glut and the U.S. Current Account Deficit,” at 
the Sandridge Lecture, Virginia Association of Economics, Richmond, Virgina.

Bernanke, B.S. (2009) “Financial Reform to Address Systemic Risk,” Speech at the 
Council on Foreign Relations, Washington, D.C.

Bernanke, B.S., Bertaut, C., DeMarco, L.P., and Kamin, S. (2011) “International Capital 
Flows and the Returns to Safe Assets in the United States, 2003–2007,” Board of 
Governors of the Federal Reserve System, International Finance Discussion Papers, 
1014.

Borio, C. and Disyatat, P. (2011) “Global Imbalances and the Financial Crisis: Link or 
No Link?” BIS Working Papers, 346.

Blanchard, O. and Milesi- Ferretti, G.M. (2009) “Global Imbalances: In midstream?” IMF 
Staff Position Note 09/29.

Caballero, R. (2010) “The Other Imbalance and the Financial Crisis,” NBER Working 
Paper, 15636.

Caballero, R. and Krishnamurthy, K. (2009) “Global Imbalances and Financial Fragility,” 
NBER Working Paper, 14688.

Crotty, J. (2009) “Structural Causes of the Global Financial Crisis: A Critical Assessment 
of ‘New Financial Architecture’,” Cambridge Journal of Economics, 33(4).

De Mello, L. and Padoan, P.C. (2010) “Are Global Imbalances Sustainable? Post- Crisis 
Scenario,” OECD Economics Department Working Paper, 795.

Dooley, M., Folkerts- Landau, D., and Garber, P. (2004) “The Revived Bretton Woods 
System: The Effects of Periphery Intervention and Reserve Management on Interest 
Rates and Exchange Rates in Center Countries,” NBER Working Paper, 10332.

Dooley, M., Folkerts- Landau, D., and Garber, P. (2009) “Bretton Woods II Still Defines 
the International Monetary System,” NBER Working Paper, 14731.

Eichengreen, B. (2008) “Global Imbalances: The New Economy, the Dark Matter, the 
Savvy Investor and the Standard Analysis,” Journal of Policy Modeling, 28(6).

Greenspan, A. (2010) “The Crisis,” presented at Spring 2010 Conference of the Brook-
ings Papers on Economic Activity.

Hung, H- F. (2009) “America’s Head Servant? The PRC’s Dilemma in the Global Crisis,” 
New Left Review, November- December.

IMF (International Monetary Fund) (2009) World Economic Outlook, April 2009.
IMF (International Monetary Fund) (2010) World Economic Outlook, April 2010.
IMF (International Monetary Fund) (2011) World Economic Outlook, April 2011.
Jagganathan, R., Kapoor, M., and Schaumburg, E. (2009) “Why are We in a Recession? 

The Financial Crisis is the Symptom Not the Disease!” NBER Working Paper, 15404.



Political economy of global imbalances  271
Kotz, D. (2009) “The Financial and Economic Crisis in 2008: A Systemic Crisis of Neo-

liberal Capitalism,” Review of Radical Political Economics, 41(3): 305–317.
Lee, J.-W and McKibbin, W.J. (2006) “Domestic Investment and External Imbalances in 

East Asia,” Brookings Discussion Papers in International Economics, 172.
Lee, J.-W., Rabanal, P., and Sandri, D. (2010) “US Consumption after the 2008 Crisis,” 

IMF Staff Position Note.
Mendoza, E., Quadrini, V., and Rios- Rull, J. (2009) “Financial Integration, Financial 

Deepness and Global Imbalances,” Journal of Political Economy, 117.
Obstfeld, M. and Rogoff, K. (2004) “The Unsustainable US Current Account Position 

Revisited,” NBER Working Paper, 10869.
Obstfeld, M. and Rogoff, K. (2009) “Global Imbalances and the Financial Crisis: Prod-

ucts of Common Causes,” mimeo.
Ocampo, J. (2009) Reforming the Global Reserve System, Oxford University Press.
Portes, R. (2009) “Global Imbalances,” mimeo.
Rajan, R. (2010) Fault Lines: How Hidden Fractures Still Threaten the World Economy, 

Princeton: Princeton University Press.
Reinhart, C.M. and Rogoff, K. (2009) This Time is Different: Eight Centuries of Finan-

cial Folly, Princeton: Princeton University Press.
Roubini, N. and Setser, B. (2004) “The US as a Net Debtor: The Sustainability of the US 

External Imbalances,” mimeo.
Serven, L. and Nguyen, H. (2010) “Global Imbalances before and after the Global Crisis,” 

World Bank Policy Research Working Paper, 5354.
Shin, H.S. (2009) “Global Imbalances, Twin Crisis and The Financial Stability Role of 

Monetary Policy,” presented at the KIEP/CEPR conference.
Smaghi, B.L. (2008) “The Financial Crisis and Global Imbalances: Two Sides of the 

Same Coin,” Speech at Asia- Europe Economic Forum.
Whelan, K. (2010) “Global Imbalances and the Financial Crisis,” Briefing Papers for the 

European Parliament’s Committee on Economic and Monetary Affairs.



14 East Asia’s integration and 
structural shift
The shift from newly industrializing 
economies to potentially bigger market 
economies under the global economy1

Hitoshi Hirakawa

Introduction
The economic development of the Asian region, which has centered on East 
Asia for the past half century, illustrates a new stage in the history of capitalism. 
In 2010, China surpassed Japan in terms of GDP to take second place in the 
world behind the U.S. Changes in China’s foreign policy have attracted consid-
erable attention, and these have generated new responses from and created issues 
for neighboring countries as well as those further afield. However, economic 
development has not been limited to China alone. In forums monopolized by 
advanced countries to discuss international economic and financial matters, the 
influence of emerging countries has strengthened to the extent that global issues 
cannot be effectively addressed without including them as members.
 The way scholars look at developing regions has dramatically changed in the 
past half century. This is confirmed by the change in the theoretical issues of 
development economics. In development discourse until the 1970s, the “vicious 
cycle of poverty” of Ragnar Nurkse, the imbalance growth of Albert Hirschman, 
the population theory of Thomas Malthus, and the Marxist neocolonialism and 
center- periphery of the dependency school were among the pressing research 
issues.
 The poverty suffered by developing regions was often discussed by linking 
capital scarcity to population growth. Although this specific issue has not van-
ished from all developing regions, the attention paid to emerging countries has 
taken a 180-degree turn. Comparisons between advanced and developing econo-
mies now focus on the rate of gross capital formation, which shows a tendency 
to be higher in developing regions than in advanced countries. Furthermore, the 
alleged main culprit of poverty, namely population growth, is now viewed as a 
major factor in improving the competitiveness of the region.
 In explaining economic growth, the term “population bonus,” meaning the 
increase in the working- age population, is even often used nowadays. Partly 
because of the rapid expansion of BRICs, a term coined by Goldman Sachs, 
during the past decade or so, interest has intensified on population as one of the 
important standards for selecting promising developing countries. Even the 
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linkage in business cycles between advanced and developing economies has 
been considered to have shifted from previous coupling to decoupling/uncou-
pling (IMF 2007; ADB 2007). Incidentally, this author considers that the current 
mechanism of developing emerging economies based on such an international 
environment could be conceptualized as a “potentially bigger market economies” 
(PoBMEs)2 type of development.
 In this chapter, we aim to confirm the growth and structural change in East 
Asia based on the aforementioned problem. We also consider the background to 
these changes and explain the features of modern economics from the perspec-
tives of developing countries. We start by investigating the structural change 
accompanying the growth witnessed in East Asian countries and analyzing the 
background of such changes. Finally, we consider the stages in the history of 
capitalism.

East Asian economic development and regional integration
For almost the past half century, East Asia has been the center of global attention 
because of its levels of economic growth. As such, regional integration became a 
major point of discussion in the 1990s. Up to that time, East Asia’s mechanism 
for development was for the U.S. to be a major export destination, and low 
wages were the source of East Asia’s competitiveness in the world market. Even 
during Japan’s high growth that started in the 1960s, the U.S. market and low- 
wage mechanism was in effect. This development mechanism was strong even 
in newly industrializing economies (NIEs), consisting of Hong Kong, Singapore, 
South Korea, and Taiwan; Association of Southeast Asian Nations (ASEAN) 
countries; and China. Until now, the importance of the U.S. market had been 
overwhelmingly large. However, through such a development emerged the East 
Asian intraregional market, the independence and prospects of which came to be 
discussed in the second half of the 1990s. Figure 14.1 shows the movement of 
the intraregional export rate of the world’s major regions. This figure demon-
strates that the intraregional export rate of East Asia – consisting of Japan, NIEs, 
ASEAN4,3 and China – was below 30 percent in 1970 but rose to almost 50 
percent in the middle of the 1990s.
 Incidentally, from the second half of the 1980s to the 1990s, there was also 
accelerated movement in regional integration in Europe and America through 
the European Union (EU) and the North American Free Trade Agreement 
(NAFTA), respectively. Bereft of an institutional framework, the integration of 
East Asia was perhaps de facto or “market- led,” and from the second half of the 
1990s to the beginning of this century, a gap temporarily appeared in the degree 
of integration because of the implementation of NAFTA in 1992. However, 
since then, East Asia’s regional integration has been catching up to the point that 
its import- augmented intraregional trade rate has already exceeded that of 
NAFTA.
 At the same time, the resulting intraregional integration of East Asia that 
is currently shifting to a new stage of institutionalization through free trade 
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agreements is becoming more active. However, although the degree of intrare-
gional integration in East Asia seems to have reached a ceiling and dropped 
especially after the global financial crisis of 2008, East Asian regional integra-
tion continues to progress. Furthermore, such a development would bring about 
dramatic changes in the internal composition in the regional GDP of each 
country.
 Let us look at the GDP composition by country or region, including India 
within East Asia (Figure 14.2). Up to the 1990s, Japan possessed a dominant 
share of East Asia. Since 2000, this has started to drop dramatically and, by 
2009, it had declined 30 percentage points from 66 percent in 1990 to 36 percent. 
China has shown the opposite trend. From below 10 percent in 1990, it came 
neck and neck with Japan in 2009 at 35.1 percent and reached 35.3 percent in 
2010, exceeding the 34.7 percent of Japan. The size of China’s economy has 
gone from half to beyond that of Japan in a mere five years. Incidentally, one 
major feature of the change in the intraregional composition of GDP is the 
remarkable expansion of China. At the same time, NIEs, ASEAN countries, and 
India have been able to maintain their high levels of growth so that their shares 
have either steadied or slightly increased. This fact confirms that the region has 
developed together with the growth of China.
 Figures 14.3 and 14.4 show the movement in the GDP and per capita GDP of 
East Asian countries, using Japan as a reference. They confirm that the catching 
up of GDP and per capita GDP has displayed an inverse relationship on a 
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per- country basis. In terms of the size of the economy, during the past 20 years 
China has caught up with and passed Japan, while countries such as India, 
Korea, and Indonesia have also caught up, albeit more gradually. However, in 
terms of per capita GDP, the reverse is true. Singapore is at about the same level 
as Japan, followed by Hong Kong, Korea, and Taiwan (i.e., NIEs), and then by 
Malaysia, China, Thailand, and so forth.
 This structural change has given birth to a regional economic zone that has an 
enormous potential for growth in East Asia. NIEs and ASEAN countries seem to 
be catching up with Japan in terms of indicators of affluence, as do highly popu-
lated countries such as China and India in terms of scale indicators. This is a 
rough sketch of industrialization and market formation in Asia having an enorm-
ous population. Although how to overcome ongoing problems such as resources, 
energy, food, global warming, and environmental problems remain serious 
issues, East Asia is manifesting its potential for economic growth, and even 
though short- term business fluctuations are unavoidable, this could lead to the 
emergence of a potentially large market economic zone.
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Note
NIES consists of Hong Kong, Korea, Singapore, and Taiwan. ASEAN4 consists of Indonesia, 
Malaysia, Philippines, and Thailand.
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 Indeed, East Asia is already the world’s biggest manufacturing and exporting 
region of manufactured goods that have rapidly implemented high- level techno-
logy. According to trade statistics from the Institute of International Trade and 
Investment in Tokyo, East Asia’s global share of the export of merchandize 
goods accounted for 27.2 percent in 2007, and its share of machinery exports 
accounted for 37.1 percent, a rise of 10 percentage points. East Asia’s share of 
global IT- related exports has also reached 56.7 percent, implying that the East 
Asian region is becoming a manufacturing base for IT- related goods (ITI 2008).
 Moreover, according to the World Trade Organization (WTO 2007), Asia’s 
manufacturing goods export to total export ratio was 84 percent, and its shares of 
other goods were 10 percent for minerals and 4 percent for agricultural goods. 
However, the manufacturing goods export to total export ratio was 80 percent 
for Europe and 77 percent for North America, making Asia’s share the highest in 
the world. It is natural that East Asian countries are producing most of the manu-
facturing goods exported from Asia. Furthermore, it should be noted that inter-
mediate goods trade is increasing (WTO 2007). Indeed, the intermediate goods 
export ratio in East Asia has been higher than 60 percent, which contrasts with 
the EU and NAFTA, which are both less than 50 percent (Sekine 2009).
 Table 14.1 shows the distribution of IT- related goods trade consisting of total, 
parts, and final goods. The IT goods export of East Asia was worth $1.12 trillion 
in 2007, of which 58 percent was exported within the region. This shows a 
steady increase from the 50 percent intraregional exports in 2000. Looking at 
this in terms of the intraregional trade ratio of parts and final goods, in 2007 
parts accounted for 56 percent ($624 billion) and final goods accounted for 44 
percent ($496 billion). Looking at the intraregional shares, parts possessed 73 
percent, while final goods occupied only 40 percent. In short, final goods have a 
high extra- regional dependence and the intensification of intraregional trade 
activities depends on the large extra- regional trade of final goods. Nevertheless, 
even in the case of final goods exports, the intraregional export share was higher 
in 2007 compared to 2000, and it also surpassed the U.S. share in 2007, confirm-
ing the East Asian region’s increasing independence.
 Incidentally, such a development trend did not stagnate during the recent 
financial crisis; if anything, it accelerated. Based on the United Nations Confer-
ence on Trade and Development (UNCTAD) data, Asia’s export share of IT 
goods in 2009 (referred to as ICT goods in UNCTAD) increased from 63.8 
percent in the previous year to 66.3 percent, more than one- third of which was 
exports from China and Hong Kong. The financial crisis thus seemed to 
strengthen the concentration of the world’s IT exports in Asia (UNCTAD 2011).
 Through such a structural development, East Asia now provides the largest 
value- added in the world. The development of NIEs up to the 1980s placed 
much attention on the triangular trade structure, wherein NIEs imported capital 
goods and raw materials and then exported final products to advanced country 
markets, centering on the U.S., after taking advantage of the relatively low 
wages paid to assembly and production staff. However, an upgrading of this 
structure could be seen. The 2005 version of Japan’s METI White Paper 
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concluded that NIEs together with Japan now produce high value- added inter-
mediate goods that are exported to China and ASEAN countries; in turn, China 
and ASEAN countries use them in their final exported goods to the U.S. and EU 
(METI 2005: 166–167). According to the 2008 version of the same report, the 
gross value- added of Manufacturing industry in East Asia (ASEAN+6)4 was 
$2.55 trillion, exceeding the $1.83 trillion of NAFTA and the $2.05 trillion of 
the 27 countries of the EU (METI 2008: 143).
 Without doubt, East Asia is shifting from a low- wage-based labor- intensive 
manufacturing base to a region with production and trade structures that are 
rapidly delivering higher levels of value- added. According to the U.S. National 
Science Board (2010), the world’s total value- added in what is defined by the 
Organization for Economic Co- operation and Development (OECD) as the 
advanced manufacturing sector (i.e., communications and semiconductors, phar-
maceutics, scientific instruments, aviation and space, computers, and office 
instruments) grew from $720 billion to $1.2 trillion between 1995 and 2007. The 
share of the EU and U.S. remained constant through this period at 27 percent. 
By contrast, China, which included Hong Kong, rapidly increased its value- 
added share from 2.6 percent ($18.7 billion) to 13.7 percent ($167 billion). 
Moreover, the Asia 95 increased from 8.9 percent ($64 billion) to 10.3 percent 
($126 billion). In short, Japan was the only country rapidly decreasing its share 
(by 16 percentage points from 27 percent to 11 percent), which was taken up by 
China (including Hong Kong) and the Asia 9.
 Furthermore, according to the 2010 METI White Paper, middle- income 
households (i.e., those with disposable incomes of $5,000 to $35,000) in Asia’s 
emerging countries remarkably expanded from 220 million in 2000 to 940 
million in 2010. This exceeds the combined population of the U.S. and EU, and 
it is forecast to break through the two billion barrier by 2020. Moreover, the 
affluent class (households that have more than $35,000 in disposable incomes) 
will expand from 30 million in 2000 to 230 million in 2020 (METI 2010: 187). 
Thus, the internal conditions are being set for the intraregional integration of 
East Asia.

The emergence and limits of BRICs
Interest in highly populated countries started in the last decade of the twentieth 
century with China at the top of the list. Upon entering this century, this interest 
quickly spread after the term “BRICs” was coined by the U.S. investment bank 
Goldman Sachs. A 2001 report by the head of the bank’s global economic survey 
division, Jim O’Neill, first coined the term from the initials of Brazil, Russia, 
India, and China. This report stressed a number of points. BRICs had a real eco-
nomic growth rate in 2001–02 that surpassed that of the G7, reaching 23 percent 
in Purchasing Power Parity (PPP) terms or 8 percent in absolute value terms at 
the end of 2000. Over the ensuing decade, its importance has further increased, 
making it necessary to include these countries in international discussions 
based on their influence on world fiscal and financial policies (O’Neill 2001). 
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For example, G20 meetings of fiscal ministers and central bank governors, 
including those from BRICs, started in 1999. Since then, regular meetings have 
been held.
 In 2003, a simulation analysis predicted that China will overtake the U.S. by 
2050 and that the only advanced countries remaining in the G6 would be the U.S. 
and Japan (Wilson and Purushothaman 2003). By using the growth environment 
score (GES)6 of developing countries in 2005, the notion of the so- called Next 
Eleven (N- 11) that focuses on countries beyond BRICs was also introduced. In 
addition, the Goldman Sachs Global Economics Group published a book in 2007 
related to BRICs (GS Global Economics Group 2007).
 Amid the focus on the economic growth of China, there is acceptance in the 
U.S. of the importance of BRICs at a global level. The National Intelligence 
Council, in its 2004 report, mentioned the possibility of the growth of China and 
India rivaling the rise of an integrated Germany in the nineteenth century and the 
U.S. at the start of the twentieth century. In the council’s 2008 report, the struc-
ture of the world in 2025 was predicted. This report highlighted the three eco-
nomic areas of North America, Europe, and East Asia, but at the same time 
suggested that the world would go through a period of multipolarization and 
destabilization. It predicted that in the next 15 to 20 years, more and more devel-
oping countries would adopt Beijing’s state- centric model instead of the Western 
model based on markets and democracy (National Intelligence Council 2004, 
2008). China’s remarkable economic growth and increase in state power during 
the past several decades are huge concerns for the U.S. There has been strong 
interest in the development potential of a huge population, which in the past was 
taken as a negative indicator. This is perhaps an extreme feature of the current 
era.
 However, would a researcher be satisfied with putting countries in groups, 
such as BRICs and N- 11, from a selection of newly emerging economies that 
have growth potential by developing their GES? This approach would assign 
points to development potential based on various indicators, such as economic 
stability, technological capability, human capital, and political conditions. The 
terminologies coined by Goldman Sachs are naturally aimed at providing inves-
tors with investment opportunities, and these target particular countries. These 
terms are by themselves blunt and they do not necessarily include a concept. For 
example, because Thailand and Malaysia are not included in either BRICs or 
N- 11 does not necessarily mean that their growth potentials are not high. Even-
tually, it becomes necessary to create a conceptual vocabulary that refers to eco-
nomic groups that have growth potentials, with BRICs at the top of the list. This 
study proposes the term PoBMEs to describe an economy that shows such devel-
opment potential. The economic growth of developing countries is deeply related 
to the world economy and, consequently, to the capital and technology flows into 
this economy owing to the increasing interest in potential markets. This concept 
is applicable to many countries in East Asia.
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Changes in the growth mechanism of developing regions: 
from NIEs to PoBMEs
Emerging markets and economies are appearing in the developing world, and 
interest in highly populated countries is growing. How should we comprehend 
these events? This study uses PoBMEs as a qualitative concept to replace 
BRICs, as described below.
 We can confirm that the current features of PoBMEs are typical of those of 
BRICs through a comparison with the development of NIEs during the second 
half of the twentieth century. Table 14.2 compares the 1970s, during which NIEs 
grew, with the second half of the 1990s, which focused on BRICs, in terms of 
population, trade rate, share of export of manufactured goods, and share of 
export of services.
 First, it must be noted that the population scales are completely different. The 
largest for NIEs is in the order of tens of millions, while the smallest for BRICs 
is in the order of hundreds of millions. In terms of trade ratio, NIEs are 
extremely high, while BRICs are low. In terms of shares of manufactured 
exports, BRICs, with the exception of China, are relatively low. The importance 
of services is nowadays increasing. We see that India, in particular, has amassed 
a high share in the trade of services. As is well known, India has rapidly 
expanded its exports of software services under the recent wave of IT- ization 
and globalization. Almost three- quarters (72 percent) of India’s services exports 
in 2008 actually fell under computer- and ICT- related business activities (World 
Bank 2010).
 This comparison evidences the growth of NIEs developed through manufac-
tured exports. By contrast, the dependence of BRICs on trade was small, while 
domestic demand was relatively important. The diversity in the content of 
exports was also broad.
 How was the development of BRICs thus supported? In the development of 
today’s emerging regions, the role of capital and technology transfer through 
direct investment is without doubt considerable. Indeed, these two groups were 
the major destination regions for foreign direct investment during the analyzed 
periods. Simple computations of three- year moving averages of UNCTAD’s 
direct investment statistics reveal the following facts. Since the 1970s, four NIEs 
have received $1 billion of direct investment, which is on a par with the level of 
BRICs at that time. The received investment in the 1980s exceeded that received 
by BRICs. However, after the 1990s, BRICs received several millions of dollars, 
which greatly exceeded that received by NIEs. This investment helps developing 
countries expand, and NIEs continue to be investment destinations despite the 
focus on BRICs. Direct investment provides BRICs with the capital, technology, 
and managerial skills to support their growth.
 Since the start of the 1990s, the Japan Bank for International Cooperation 
(JBIC) has surveyed firms about their favorable investment destination countries 
and regions for the medium term. China has long been chosen as a preferred 
country by many firms. However, from 2003, other countries, such as India, 
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Vietnam, Thailand, Brazil, Indonesia, and Russia, have been increasing because 
they are considered to have “good future growth of domestic markets.” In the 2010 
survey, China was followed by the aforementioned six countries, whose inclusion 
was based primarily on their prospects for “good future growth of domestic 
markets” (JBIC 2010). These investment destination countries and preferred coun-
tries more or less match with the PoBMEs conceptualized in this study.

The different stages in the spatial relations between capital, 
labor, and markets
We tend to comprehend the economy of a country in terms of a conceptual 
framework of an autonomous national economy. However, we invite misunder-
standings when we simplify the economic development of emerging regions 
through such a framework. Capital, labor, and markets do not necessarily spa-
tially coincide with a national economy in developing regions such as East Asia.
 Figure 14.5 conceptualizes the changes in the spatial relationships of these 
three factors in advanced and in developing regions. The traditional relation was 
that the laborers of developing (poor) regions move to advanced regions in 
search of employment, and manufactured goods were supplied to the advanced 
region markets. This basic spatial relationship between capital and labor has 
been reversed since the second half of the 1960s. Firms now move to developing 
regions in search of low- cost labor. However, the markets remain in the 
advanced regions, meaning that produced goods are now exported. The export- 
oriented growth of NIEs materialized under such an international structure 
(termed the “NIEs stage”). However, from the end of the twentieth century 
until now, a new relationship has appeared, namely a shift toward a relationship 
that seeks new markets in developing regions because of the maturation of 
advanced economy markets and the existence of relatively excessive capital in 
the background. Even though the NIEs stage continues to be as effective as 

I. Traditional stage
(until the 1960s)

II. NIEs stage
(second half of the

1960s to the 1990s)
III. PoBMEs stage

(end of the 1990s to present)

Advanced economy with
market

Labor in developing regions
moves to advanced economy

Labor-to-capital

•

•

•

•

•

•

Advanced economy with
market

Capital moves in search of
labor of developing regions
Export-oriented production

Capital-to-labor

Advanced economy with matured market
and emerging market

Capital moves in search of new market in
developing regions

Shift of production from export-oriented
to domestic market-oriented type

Capital-to-Potential Market

•

•

•

•

Figure 14.5  Transition of spatial relationships of capital, labor, and markets: conceptual 
chart (source: author).

Note
To be more precise, between stages I and II could be found the traditional import-substituting stage, 
wherein capital enters the domestic market in mind.
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before, a more characteristic relationship is moving capital toward developing 
regions in search of markets. This is a change in the objective of the investment 
behavior of firms. If we were to summarize this change in relationship, it would 
be labor to capital, to capital to labor, and to capital to potential market.
 Therefore, why have highly populated countries such as BRICs attracted so 
much attention? Are there other reasons in addition to simply having a large 
population? This increasing attention might be the result of firms trying to avoid 
risk amid the instability that accompanies globalization. If developing regions 
were uniform economies without borders, such a phenomenon would most cer-
tainly not occur. However, the reality is different. Various factors such as foreign 
exchange movement risk and the possibility of procuring human capital strength-
ens the preferences of firms for relatively stable economies. When any kind of 
growth potential in such economies is found, capital moves, and the economies 
that receive such capital are able to achieve growth. As shown in the previous 
section, trade and exports are not characteristics that are shared by BRICs. Once 
the growth potential has in some way been recognized by the export of manufac-
tured goods, resources, business process outsourcing/offshoring (BPO) services, 
and others, capital would pour in from advanced regions. The existence of poten-
tially bigger markets attracts firms. Such a setup created BRICs. Excess capital 
and the intensification of market competition expanded the growth space to the 
next rank of developing economies beyond BRICs.
 Eventually, the above relationship could be called the PoBMEs mechanism of 
development. However, this mechanism is founded on external factors, namely 
capital, technology, and advanced economies, which might not allow the eternal 
perpetuation of dominant- dependent relationships. Even though self- reliance is a 
difficult path, it provides growth opportunities to developing economies, after 
which the possibility of industrialization and technology acquisition arises.
 However, the recent emergence of the PoBMEs market has generated the pos-
sibility of a new innovation that is different from those of advanced economies. 
PoBMEs, which support growth in potential markets, have raised their values as 
veritable markets and have intensified R&D activities that have taken root 
therein. The emergence of such markets might also increase the bargaining 
power of PoBMEs.

A new stage of capitalism?
East Asia was strongly affected by the currency crisis of 1997 and the global 
financial crisis of 2008. The discussions right before the occurrence of the global 
financial crisis on decoupling related to the linkage of business cycles between 
advanced and East Asia’s developing economies seems to have been rejected by 
the global financial crisis. However, the recovery of East Asia from both crises 
took the form of a V- curve recovery path that widely surpassed expectations. 
It was through these crises that East Asia instead displayed its toughness.
 In 2008, although East Asia had lower growth rates because of the crisis, 
since the second quarter of 2009, it once again headed for a recovery. 
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The English publication, The Economist, in August 2009 described the business 
recovery of East Asia as “an astonishing rebound” (The Economist, 2009). In 
particular, the number of automobiles sold in China dramatically increased. 
According to the China Association Automobile Manufacturers (www.caam.org.
cn/english), the number of units sold in 2009 greatly exceeded the initial forecast 
of 9.4 million units to 10.2 million units and broke through the 18 million barrier 
in 2010. This rapid expansion of the automotive market is often considered a 
result of government policies such as the four trillion yuan economic stimulus 
package that ironed out the country’s serious downturn in November 2008. 
However, this expansion in car ownership also seems to be supported by the rise 
in the purchasing power of Chinese individuals and the huge purchasing appetite 
of the Chinese middle class. Firms from all over the world are heading toward 
this market, which is also accelerating the growth of domestic firms (Seki 2011).
 Based on projections of global economic growth, advanced countries will be 
confined to low growth even after the crisis. According to the 2010 METI White 
Paper, the rate of contribution to world growth by emerging economies was 43 
percent between 2003 and 2008, and this will increase to 58 percent between 
2010 and 2015. “The newly emerging countries are considered as adequate 
drivers of the world economy. Expectations regarding its growth have been 
mounting” (METI 2010: 2–3).
 In the second half of the twentieth century, during the recovery of Japan and 
Europe after the war, the manufacturing sector of the U.S. was becoming more 
multinational and the advance in the international division of labor in new coun-
tries was started. This was the clue to the industrialization of developing regions, 
which brought about the development model of NIEs. This was the realization of 
the growth of an export- led industrialization that depended on low wages. Within 
this structural change, there was an upgrading of the industrial structures of 
advanced countries, which pushed IT- ization and globalization. Financial liber-
alization by the U.S. created the foundation for liberal activities with U.S. finan-
cial capital, but at the same time forced the transfer of the manufacturing sector 
to developing regions where the profit margins were relatively higher. However, 
the Asian currency crisis and the world financial crisis intensified competition in 
manufacturing and accelerated the production shift from mature and low- growth 
advanced economies to PoBMEs.
 Thus, together with the creation of new markets, the development process of 
PoBMEs may also be one wherein the energies of the people and governments 
of developing regions are embedded in capitalist world economies. In this way, 
such a development becomes the reinstatement of a society such as China and 
India that is highly populated. This poses a new issue in the form of the current 
economic and social structure of advanced economies as well as the framework 
for peace and affluence as a region. This must be considered a huge structural 
change in political economies, which are beginning to show a new stage.

www.caam.org.cn/english
www.caam.org.cn/english
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Notes
1 This chapter is a revision of the paper presented at the 15th conference of the Japan 

Society for Evolutionary Economics (March 19–20, 2011, Nagoya University, Nagoya, 
Japan). The original paper on which this article was based was published in Evolution-
ary and Institutional Economic Review, Vol. 8, No. 1, under the title, “Globalization 
and the Emerging Economies: East Asia’s Structural Shift from the NIEs to Potentially 
Bigger Market Economies (PoBMEs).” However, the focus of this chapter is different. 
In this connection, the figures and tables used in this chapter are the same as the afore-
mentioned paper (with the approval of the EIER editorial committee), although the 
main figures have been updated using the latest data.

2 The author, in a paper presented in October 2009 (Hirakawa 2009), considered this 
third stage to be the “BRICs Stage.” However, as discussed in this chapter, “PoBMEs 
Stage” is more appropriate.

3 ASEAN4 consists of Indonesia, Malaysia, the Philippines, and Thailand.
4 ASEAN+6 consists of ASEAN member- countries, China, South Korea, India, Aus-

tralia, New Zealand, and Japan.
5 The Asia 9 consists of India, Indonesia, Malaysia, the Philippines, Singapore, Korea, 

Thailand, Taiwan, and Vietnam.
6 GES is a score converting growth potential into reality introduced by Goldman Sachs. 

It is constructed based on 13 subindices, which can be divided into five basic areas: 
macroeconomic stability, macroeconomic conditions, technological capabilities, human 
capita, and political conditions (O’Neill et al. 2005, 10).
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15 Financialization, structural 
change, and employment in the 
U.S. and Japan

James Heintz

In the early 1990s, the bubble which had built up in Japan’s real estate and stock 
markets burst, ushering in a protracted period of economic malaise. The Japa-
nese economy, despite concerted efforts to revive it with fiscal and monetary 
stimuli, failed to recover its previous vibrancy. Its lackluster performance has 
persisted for nearly two decades. The collapse of Japan’s bubble economy had 
relatively few global ramifications; some considered the country’s prolonged 
economic slump to be a malady specific to Japan. This assumption that Japan 
represents an exception is no longer valid. The collapse of Lehman Brothers in 
September 2008 revealed the true extent of a global crisis whose epicenter lay in 
U.S. financial markets. Unlike the bursting of the Japanese bubble, the reverber-
ations of this collapse have been felt around the world, and the crisis has resulted 
in protracted downturns in a range of countries. At this point in time, it is diffi-
cult to assess the long- term consequences of the financial crisis; but if we are to 
draw lessons from Japan’s experience, the fallout from the crisis could be 
evident for years to come.
 In the case of both the U.S. and Japan, the collapse of the bubble economies 
and the ensuing economic crises had immediate and devastating effects on 
employment. In Japan, the unemployment rate, which had remained at very low 
levels for decades – and stood at 2 to 3 percent in the years immediately preced-
ing the bubble – has effectively doubled and has remained at its new higher level 
for years, averaging 5.1 percent in 2010. “Non- regular” employment, which 
includes temporary and part- time work, has grown and represented 32 percent of 
all jobs in 2010, compared to just 15 percent in 1985. In the U.S., the crisis has 
produced record levels of unemployment, with the unemployment rate averaging 
9.6 percent in 2010, compared to 4.6 percent in 2007 before the crisis. The 
number of individuals employed part- time for economic reasons grew from 4.4 
million in 2007 to 8.9 million in 2010.1 Clearly, financial crises can have signi-
ficant negative impacts on employment outcomes, and these outcomes may be 
long- lived.
 This chapter examines how processes of financialization in capitalist econo-
mies affects the structure of employment using Japan and the U.S. as specific 
examples. This exercise provides us with valuable insights into how these 
dynamics have played out in two important high- income economies. A central 
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thesis of the paper is that common factors emerging during the neoliberal era of 
globalization have affected the structure of employment. One feature of the 
recent period of globalization is the pronounced “financialization” of national 
economies and the periodic occurrence of economic crises. The dynamics of 
financialization also affect the structure of employment, but in ways that fail to 
come to grips with underlying structural changes and lead to policies which have 
not addressed serious employment problems.
 The chapter is organized as follows. The next section introduces the concept 
of the structure of employment, which will be used as an organizing framework 
throughout the paper.
 The chapter then discusses structural change, with a focus on the traditional 
view of structural transformation as a process of industrialization and how this 
standard scenario has shifted in recent years. Broad trends affecting labor 
demand and labor supply in the period of neoliberal globalization are examined. 
Aggregate shifts in the balance between labor demand and supply have a direct 
impact on the structure of employment. After having established this analytical 
foundation, the process of financialization, the formation of asset price bubbles, 
and the subsequent crises in Japan and the U.S. are discussed. The paper con-
cludes with a brief discussion of policy implications in “post- industrial” 
economies.

The structure of employment
The term “structure of employment,” as used here, describes the distribution and 
types of employment and employment arrangements in a particular country. The 
structure of employment is defined across three dimensions: (1) sector of 
employment; (2) status in employment; and (3) the degree of formality.
 The use of sectoral divisions to describe patterns of employment and relate 
these patterns to developmental dynamics has a long history – i.e., the process of 
“industrialization” is frequently described as the movement of labor out of agri-
culture and into industrial employment (Kaldor, 1967). Economies undergo 
changes in the structure of production due to shifts in the global economic envir-
onment and through the process of economic development at the national level. 
These structural changes have direct implications for the quality and quantity of 
employment opportunities. An evolving structure of production implies an 
evolving structure of employment.
 One structural dimension emphasized here is status in employment. The Inter-
national Classification of Status in Employment (ICSE- 93) provides a set of 
standard categories for classifying employment based on two criteria: (1) the 
type and degree of economic risk and (2) the type and degree of authority/auton-
omy that workers have in a particular employment situation. Five primary 
employment status categories are identified: employees, employers, own- account 
workers, members of producers’ cooperatives, and contributing family workers.
 Many forms of employment can easily be placed within these five main 
groups. However, the lines between these employment status categories is 
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blurred for many forms of nonstandard employment. Consider the following 
examples:

• Employees who are hired for short durations and who work for a variety of 
different employers;

• “On- call workers” who only come into work when called to do so;
• Day laborers hired for a single day and whose employer changes frequently;
• Employees whose earnings rely primarily on commissions;
• Self- employed workers who depend on others to supply key factors of pro-

duction (e.g., taxi drivers who must rent their vehicles);
• Self- employed individuals with only one client; and
• Forms of “disguised wage employment” in which employees are hired as 

independent contractors and are therefore classified as self- employed, allow-
ing employers to avoid regulations.

The concepts that underpin the idea of “employment status” – that is, the alloca-
tion of economic risk and the allocation of control – are particularly relevant for 
analyzing categories of nonstandard employment. The degree of authority refers 
to the amount of control individuals have over their own work activities, the 
enterprises in which they work, and other workers in that enterprise. For 
example, it is generally assumed that the self- employed enjoy greater authority 
than wage employees because they have control over their workplace activities 
and may hire employees over whom they exercise control. The degree of risk 
refers to various dimensions of uncertainty associated with the employment 
arrangement, including attachment to the job and volatility in earnings. For 
example, the earnings of paid employees are assumed not to directly depend on 
the revenues of the enterprise, but are rather specified by a contractual arrange-
ment. Therefore, paid employees face different risks than the self- employed. The 
emergence and growth of non- standard employment involves a reallocation of 
economic risk and authority in ways that do not correspond to the standard cat-
egories. For the purposes of this chapter, when we speak of “status in employ-
ment,” we mean a broader concept, one that includes various atypical 
employment arrangements but remains focused on the core issues of the alloca-
tion of economic risk and the allocation of authority and control.
 The third aspect of the structure of employment emphasized here is the dis-
tinction between formal and informal employment. The concept of informal 
employment is meant to capture employment relationships that are not governed 
by formal economic regulations or social protections. Because such employment 
falls, either wholly or partially, outside of the formal regulatory sphere, it tends 
to be more precarious, with lower earnings and higher poverty risk than employ-
ment which enjoys formal regulatory protections (Chen et al., 2005). Note that 
this definition of informal employment is related to, but distinct from, the other 
dimensions of the structure of employment. For example, non- standard work has 
a higher probability of being informal, but this does not imply that atypical 
employment arrangements must be informal.
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 The conceptual framework of the structure of employment can be applied to 
the U.S. and Japan. In both countries, the structure of employment has evolved 
dramatically over the years. The ways in which the structure of employment has 
changed are similar, although the precise timing and the details vary. Both the 
U.S. and Japan experienced what could be called a traditional Kaldorian path of 
industrialization. There was a movement of labor out of agriculture and into 
manufacturing, with rising standards of living. As incomes expanded, so did 
demand for services and service employment. Manufacturing employment 
peaked in the U.S. during the 1950s, at approximately 30 percent of total 
employment. The peak in Japan occurred two decades later, in the 1970s, when 
manufacturing accounted for up to 35 percent of the total number of paid 
employees (JILPT, 2010). In contrast, manufacturing employment comprised 
18.6 percent of Japanese employees in 2009 and 8.9 percent of U.S. employment 
in 2010.2
 The structure of employment continued to evolve in both countries from the 
1980s onwards. Status in employment changed with a decline of relatively per-
manent, full- time employment. We have already discussed the rise of “non- 
regular” employment in Japan. Statistics that describe detailed trends in 
non- regular employment, other than part- time employment, are not available for 
the U.S. over a long time period, although research suggests that non- regular 
employment was expanding, particularly in the 1980s (Kalleberg, 2000). With 
the growth of non- regular forms of employment, there were also signs of declin-
ing social protections (i.e., growing informality). In the U.S., for example, the 
proportion of workers covered by health insurance and receiving pension bene-
fits from their employers declined over this period (Schmitt, 2007). In both Japan 
and the U.S., union density rates fell significantly – altering the way in which 
many employment relationships were governed, compared with past practices.

Kaldorian and non- Kaldorian structural change
Sustained growth is associated with structural change, and countries with poor 
growth performance typically have not experienced transformative changes in 
their structures of employment (Rada and Taylor, 2007). The Kaldorian path of 
structural change has already been discussed: a shift away from agriculture 
towards manufacturing, other types of industrial production, and services. The 
scope for productivity improvements in manufacturing is assumed to be exten-
sive, largely due to the existence of economies of scale (Kaldor, 1967). As labor 
and capital move into industrial activities, average productivity in the economy 
climbs, leading to improvements in living standards.
 This sets off a virtuous cycle involving the expansion of markets and growth 
of average productivity. If demand for agricultural goods is relatively income 
inelastic and demand for industrial goods and services is more elastic, then we 
would expect consumption patterns to shift in favor of services and industrial 
goods as average incomes grow (Kuznets, 1971). The expanding markets for 
services and industrial goods generate profitable new investment opportunities 
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and growing demand for labor. Equally important, growing markets are essential 
for realizing economies of scale. Improvements in average productivity are 
driven by increased demand for output supported by rising living standards. Eco-
nomic growth is endogenous in this framework, since the changing structures of 
production and employment provide an impetus for productivity growth.
 In the simple Kaldorian scenario, growth in service employment often out-
strips the expansion of industrial employment. Three factors help explain the 
rapid growth of employment in services. First, marketed services tend to have 
reasonably high income elasticities. Second, employment tends to expand along 
with the demand for services, particularly in those activities in which the appli-
cation of labor- saving technologies is limited. Finally, many types of services 
are less tradable than manufactured goods – growth in domestic incomes will 
increase demand for domestic services.
 Open economies, globalized production and trade, and shifts in market dynam-
ics have altered this stylized model of endogenous structural change. The link 
between domestic demand and industrialization often fails to hold. Domestic 
demand for manufactured goods may also be met through greater imports. 
Balance of payments and foreign exchange become important constraints on the 
process of industrialization. With the expansion of global production, competitive 
pressures among producers of manufactured exports mean that prices matter as 
much, if not more, than incomes in determining demand for a specific country’s 
output. Access to export markets requires productivity improvements to keep unit 
labor costs low. However, high rates of productivity growth in industrial activities 
cause the growth of industrial employment to fall behind industrial production.
 As a result, contemporary movements out of agricultural may be associated 
with little or no growth in industrial employment and a large increase in service 
employment (Ghosh, 2008). Many countries appear to skip the step of industrial 
employment growth. The potential for a large scale allocation of labor to serv-
ices to support capital accumulation and aggregate demand is limited for many 
activities (e.g., retail sales). This affects the feedback loop in the traditional 
Kaldorian story of economic development through industrialization. Of course, 
there are service activities that are highly tradable and exhibit scale economies – 
e.g., the information/telecommunications sector (Singh, 2008). High levels of 
global demand have led to the rapid expansion of these activities in certain cir-
cumstances. However, it is unclear whether a general expansion of service 
employment can substitute for industrialization.
 The Kaldorian scenario of structural change also has little to say about “post- 
industrial” economies, economies like the U.S. and Japan in which the share of 
labor allocated to manufacturing activities has been declining. Will the share of 
low- productivity and precarious employment continue to grow in the absence 
of on- going industrial expansion? Or can an allocation of resources to non- 
industrial sectors serve as a basis for sustainable improvements in the quality of 
employment, just as the allocation of productive resources to industrial produc-
tion has done during periods of industrialization? I return to these questions later 
in the chapter.
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Pressures on the structure of employment: global trends in 
labor demand and supply
Traditional Kaldorian dynamics are deterministic in character, with the level of 
industrial development determining the structure of employment. However, not 
all changes in the structure of employment are caused by factors endogenous to 
national economies. Dynamics at the global level have implications for the struc-
ture of employment and social policies in individual countries. Various structural 
and institutional factors, common to countries at different stages of development 
and operating at an international level, have impacted the structure of employ-
ment in the period of neoliberal globalization. The following analysis identifies a 
number of these factors, framing them in terms of “labor demand” and “labor 
supply.”
 Specifically, I argue that changes associated with the recent period of globali-
zation have limited labor demand relative to labor supply. There are numerous 
implications of this imbalance: higher levels of open unemployment, growth of 
informal employment, reduced bargaining power of workers, downward pres-
sure on the returns to labor, and a redistribution of risk from capital to labor. 
When demand for labor grows slowly relative to labor supply, bargaining power 
shifts in favor of employers and the owners of firms. This change in the balance 
of power at the macro level allows employers to pursue specific strategies to 
maintain their competitive edge and protect profitability. For example, in a 
recent study of non- regular employment in Japan, the need to reduce labor costs 
(both wage and non- wage components) was one of the most common reasons 
given by firms for hiring part- time or agency workers (Keizer, 2008). In addi-
tion, greater volatility and uncertainty lead employers to increase the share of 
non- regular and flexible employment arrangements as a strategy for managing 
risks, i.e., risks are transferred from employers to workers. A study by Ono and 
Sullivan (2010) shows that manufacturing firms facing greater volatility tend to 
hire more temporary workers.

Labor demand
Neoliberal strategies have dominated the economic policy landscape since the 
late 1970s. These policies have tended to slow the growth of labor demand 
through a number of channels. Labor demand increases when production 
expands, which requires on- going investments in productive capital, such as 
plant, equipment, and machinery. However, the rate of private capital accumula-
tion declined significantly in many parts of the world during the years in which 
neoliberal policies were ascendant (Akyüz, 2006). Slower growth of productive 
investment translates into a slower growth of labor demand. There are excep-
tions to this trend. China has experienced rapid rates of capital accumulations 
during the past several decades, but China’s economic policies can hardly be 
described as neoliberal. Similarly, during the recent period, which involved both 
a boom in commodity prices and financial bubbles in the U.S. and parts of 
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Western Europe, the rate of investment in productive capital accelerated. 
However, as will be discussed in greater detail, these bubble dynamics proved to 
be unsustainable
 Neoliberal policies affect investment through a number of channels. Mone-
tary policies that target inflation often rely on high interest rates. High interest 
rates slow economic activity by making credit more expensive and less accessi-
ble. High interest rates also increase the return on financial assets, making finan-
cial investments more attractive than investments in productive activities. Higher 
real interest rates that raise the return on financial investments attract short- term 
inflows of finance from other countries. However, short- term financial flows 
pose risks, since they can leave as easily as they come. Sudden reversals of 
financial flows contribute to economic volatility, making long- term investments 
in productive capital riskier. Inflows of capital can also lead to an appreciation of 
the exchange rate, causing exports to become more expensive and imports 
cheaper. An exchange rate appreciation therefore reduces investment in export- 
oriented industries and in sectors that compete with imported products (Frenkel 
and Taylor, 2009).
 Trade liberalization is a cornerstone of neoliberal policies. However, a sudden 
freeing up of trade can have adverse consequences for employment. In many 
cases, rapid trade liberalization leads to a surge in imports, displacing domestic 
production and therefore lowering the demand for labor. If the growth of imports 
is not met with a similar upturn in exports, total productive activity in the 
economy will decline. Neoliberal policies also discourage the kind of targeted 
industrial policies that have supported productive investment and industrial 
development in other countries in the past. Industrial policies, including directed 
credit through financial institutions and development banks, were instrumental 
in supporting rapid capital accumulation in the newly industrialized countries of 
East Asia (Amsden, 2001; Chang, 2003, 1994).
 Neoliberal policies have led to the downsizing of public sectors and privatiza-
tion. This reduced the relative contribution of government institutions and agen-
cies as an important source of formal employment in many countries. Hammouya 
(1999) presents data showing that government employment either declined faster 
or grew more slowly than private employment in most countries during the 
1990s. The reduction in public sector employment has been particularly noticea-
ble in the transition economies of Eastern Europe and Central Asia.
 As discussed above, a central feature of the most recent period of globaliza-
tion is the expansion of international trade and the intensification of competitive 
pressures. Improvements in labor productivity will negatively impact employ-
ment when demand for output does not increase as fast as labor productivity, 
since this implies that fewer workers are needed to produce the products which 
will ultimately be purchased. Numerous researchers have documented a reduc-
tion in the number of new jobs generated when production expands in many, but 
not all, countries over time (Ghosh, 2008; Khan, 2006; Kapsos, 2005). One 
explanation for this change is that, in recent years, labor productivity has grown 
without a proportionate increase in demand for output. This imbalance is 
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reinforced by emphasis of many neoliberal policies on the supply- side of the 
macroeconomy, without support for aggregate demand.

Labor supply
There have also been far- reaching developments with regard to global labor 
supply. Here we highlight three labor supply issues that are of particular impor-
tance: greater integration of the global work force, women’s labor force partici-
pation, and labor migration (both within- country and between countries). The 
focus is deliberately on global labor supply: employment outcomes are shaped, 
not just by trends in the domestic labor supply, but also by changes happening 
globally.
 As the countries of the world re- orient their economies to produce for a more 
integrated, common global market, the labor forces of individual countries 
become increasingly consolidated into what could be considered a single global 
labor supply, albeit still deeply segmented. Freeman (2006) has made this point 
in terms of what he identifies as the doubling of the global labor pool. With the 
market reforms in Eastern Europe, Central Asia, and, perhaps most significantly, 
China, and with India’s adoption of more outward oriented economic policies, 
the number of workers engaged in production for the global market has increased 
enormously. The increase in the global pool of labor has outstripped the increase 
in the stock of capital, making labor relatively more abundant and capital rela-
tively scarcer (Freeman, 2006). An abundance of labor relative to capital places 
downward pressure on labor’s terms of trade, particularly if fixed capital accu-
mulation has been sluggish due to neoliberal policies.
 Whether the economic and geopolitical changes which Freeman discusses 
have produced an actual doubling of the global pool of labor is subject to debate 
and qualification (i.e., substitutability and mobility are highly imperfect), but his 
general point remains valid: global production for international markets has 
increased dramatically, effectively implying that the workforce which is integ-
rated, directly or indirectly, into global markets has expanded much more rapidly 
than the world’s population. Different countries and regions are integrated to 
varying extents. Those with sectors exporting manufactured goods and tradable 
services will have more integrated workforces.
 The growth in industrial production for global markets has transformed the 
relationship between labor demand and potential sources of labor supply. 
Demand for production is no longer associated with increased demand for labor 
among a small set of highly industrialized countries. Production can be sourced 
and labor services purchased from a wide range of competing countries. Labor 
in these countries can be said to be integrated, since one set of workers in one 
geographical location can substitute for an equivalent set of workers elsewhere, 
if we account for differences in labor costs and productivity. The increase in the 
global substitutability of labor implies that demand for labor is more responsive 
to differences in labor costs (Rodrik, 1997). This suggests that it will become 
more difficult to secure improvements in wages and working conditions without 
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risking job losses. Faced with higher costs, firms integrated into global supply 
chains can source production from another country with higher productivity, 
lower wages, or less regulated labor markets.
 Over the past several decades, one of the most significant transformations of 
the employment situation in a large number of countries has been a notable 
increase in women’s labor force participation (ILO, 2008). The impact of this 
shift on the total labor force varies considerably, because men’s labor force par-
ticipation rates have often fallen in countries where women’s rates have been 
increasing. Changing demographics and longer time spent in school affect the 
overall labor force participation rates. Nevertheless, if we focus on the popula-
tion of prime working age, 25 to 64 years old, estimates from the International 
Labor Organization suggest that world labor force participation rates have been 
increasing in recent decades, largely due to women’s increased participation.3 
Pressures on household incomes often encourage women to enter paid employ-
ment, since there is a need to increase the household’s total labor supply to gen-
erate the income needed for families to sustain themselves.
 Women typically spend significantly more time than men in unpaid house-
hold and care work. Their increased labor force participation means that women 
work a “double shift” – part of their day is spent in paid work and part perform-
ing unpaid caring labor. However, given a limited amount of time available in a 
day, women’s growing labor force participation will typically represent a reallo-
cation of labor away from non- market activities and to market activities. The 
impact of this reallocation on the well- being of households is ambiguous, since 
market work is not a perfect substitute for non- market work. In addition, women 
who enter the labor force do not have the same employment opportunities avail-
able to them as men, i.e., the structure of employment is highly segmented along 
gender lines. Responsibilities for care work limit women’s opportunities to jobs 
with flexible hours or activities in which care work can be combined with 
income generation.
 Two important global trends with regard to labor mobility are the on- going 
migration from rural to urban areas and the movement of workers across national 
borders. The most significant pattern of within- country migration is the rapid 
growth in urbanization. The U.N. reports that virtually all population growth in 
the next three decades will be concentrated in urban areas (UN- HABITAT, 
2010). As metropolitan areas around the globe have become increasingly inter-
connected, rapid urbanization contributes to the size of the potential global 
workforce. Movement across international borders also affects labor supply and 
the global distribution of human resources. The total number of international 
migrants has grown steadily in recent decades, reaching nearly 200 million by 
2005. Although the total population of international migrants has been expand-
ing, the relationship between the number of migrants and the world’s population 
has been relatively stable. Since 1990, the stock of international migrants as a 
percentage of the world’s population has remained around 3 percent. This 
implies that international migration has tended to increase with the size of the 
total population – at least since the beginning of the 1990s.4
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 The current level of international migration may seem modest – e.g., 3 percent 
of the total population – but it is important to bear in mind that the international 
migrant population is not distributed evenly across the countries of the world. In 
addition, countries experience uneven patterns of emigration. For countries with 
high levels of out- migration, remittances from employment can constitute a size-
able inflow of financial resources, e.g., Mexico, Ghana, and the Philippines, to 
name a few. In high- income countries, international migrants tend to be concen-
trated in low- paid, contingent, and unprotected forms of employment. For 
example, in the U.S., non- citizens account for a disproportionate share of 
employment as day laborers, part- time workers, and temporary hires – categories 
of work which tend to be significantly more precarious on average (Carré and 
Heintz, 2009).

Bubbles, crises, and the structure of employment: reflections 
on the U.S. and Japan
The trends in labor demand and labor supply discussed above are associated with 
the recent period of neoliberal globalization. The imbalances between global 
labor supply and labor demand pose particular challenges for high- income coun-
tries like the U.S. and Japan. In both cases, the structure of employment was 
shaped by a traditional Kaldorian development path. Manufacturing employ-
ment, as a share of total employment, had peaked in both countries and employ-
ment growth has increasingly occurred in services. Within the manufacturing 
sector, global integration intensified competitive pressures as manufacturing pro-
duction expanded in newly industrializing countries.
 These changes threatened the implicit social accord that existed in the U.S. 
and Japan up until the 1980s. Industrial capital was expected to maintain produc-
tive, employment- generating investment that would ensure a steady supply of 
good jobs. In exchange, profitability was assured by sustaining aggregate 
demand while raising the productivity of labor. In the U.S., improvements in 
wages and living standards, at least until the 1970s, helped maintain demand in 
the domestic market. During the rapid growth of industrial employment in Japan, 
aggregate demand was supported by strong export performance. In both coun-
tries, public investments in infrastructure and education provided important com-
plementary inputs into production which enhanced the productivity of private 
capital. At the heart of this social accord in Japan was the idea of life- time 
employment (shūshin kōyō). Similar social norms had evolved in the course of 
U.S. industrialization – the idea that the jobs created, at least for men, should 
earn a “family wage” and would provide permanent, full- time work.
 Restructuring of global production and deindustrialization undermined this 
earlier social bargain. In the U.S., with the rise of international production net-
works, the link between domestic incomes and the wages paid in production was 
weakened, since an increasing share of consumer goods was imported. Aggreg-
ate demand remained important for the expanding service sector, but aggregate 
demand could be maintained through other means. Women’s growing labor 
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force participation meant that two- income families increasingly became the 
norm. Household incomes increased, even when the average quality of employ-
ment was deteriorating, as long as the number of earners per household grew. 
Growth of consumer credit also helped support aggregate demand. Moreover, 
the flip side of the globalization of production was a reduction in the costs of 
imported consumer goods. Low prices helped protect the purchasing power of 
wages and thereby supported key service industries, such as domestic retailers.
 In Japan, the expansion of global production to a wider range of countries 
intensified competitive pressures and made it increasingly difficult to rely on 
exports as a primary source of aggregate demand. Moreover, the growth rate of 
manufacturing employment slowed noticeably in the 1970s, a sign that Japan’s 
period of sustained industrial expansion was drawing to a close. This raised 
the possibility of future deindustrialization and significant structural change, 
with far- reaching implications for the quantity and quality of employment 
opportunities.
 Given these developments, both Japan and the U.S. faced a political challenge 
of maintaining a core set of “good jobs” in the face of these pressures. The fact 
that the segments of society that had less power, e.g., women and marginalized 
populations (in the case of the U.S., for example, racial/ethnic minorities and non-
 citizens), were also the people disproportionately employed in non- regular and 
poor quality jobs reduced the likelihood that distributive conflicts would become 
a serious challenge to entrenched economic interests. Nevertheless, the old social 
accord based on an expansion of industrial employment was clearly not sustaina-
ble, given changing global dynamics and patterns of deindustrialization.
 As noted earlier, the Kaldorian framework provides little guidance for “post- 
industrial” economies, i.e., economies which have been through a process of 
industrialization but allocate a decreasing share of their labor resources to indus-
trial production. These economies face a critical question: does a new driver of 
post- industrial development exist, one that can replace the process of industriali-
zation as a contributor to capital accumulation, long- run productivity improve-
ments, and aggregate demand? One possible candidate is the financial sector – with 
financial innovation and deepening becoming the new driving forces for eco-
nomic development. After all, many post- industrial economies have experienced 
a rapid increase in the size of the financial sector in recent years. Can “financiali-
zation” replace “industrialization” as a foundation for providing quality employ-
ment opportunities in the future?
 In both Japan and the U.S., rapid expansion of the financial sector, through the 
growth of financial services, new financial innovations, and the appreciation of 
financial asset prices, reduced pressures on the structure of employment. For a 
limited time, it appeared as if a reallocation of resources to the financial sector sup-
ported the continued strong performance of the real economy. In Japan, such finan-
cialization was associated with the emergence of a bubble economy in the mid 
1980s and continued until the early 1990s. In the U.S., a similar bubble economy 
formed in the mid 1990s and finally ended in 2008, first focused on stock markets 
and then shifting to include real estate and complex derivatives. There was a brief 
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interruption of the bubble – around 2001 – accompanied by the September 11 
attacks in New York and Washington and a series of corporate accounting scan-
dals. However, the bubble re- formed shortly afterwards.
 In both cases, loose monetary policy and high levels of liquidity contributed 
to asset price inflation which, in turn, supported the domestic economy. In Japan, 
the appreciation of the yen after the Plaza Accord in 1985 kept consumer price 
inflation at low levels, as the cost of imported inputs fell. In response, the Bank 
of Japan lowered interest rates and expanded liquidity (Itoh, 2000). High levels 
of foreign reserves allowed the Bank of Japan to simultaneously maintain a 
strong yen and keep interest rates low without causing consumer price inflation 
to accelerate. In the U.S., the globalization of production meant that low cost 
imports from developing countries accounted for an increasing share of con-
sumer goods. This kept the prices of goods in tradable sectors low and contrib-
uted to low consumer price inflation. With low inflation and low unemployment, 
the Federal Reserve chose to reduce interest rates. In both countries, inflationary 
pressures manifested themselves, not in terms of consumer prices, but rather 
with regard to asset prices – specifically, real estate and financial assets.
 The increase in asset prices supported domestic fixed capital investment and 
domestic demand in both economies during the bubble years. Figure 15.1 shows 
the growth rate of real fixed investment in Japan from 1966 to 2010 – both actual 
growth rates and a five- year centered moving average, which mutes year- to-year 
fluctuations. The economic shocks of the 1970s reduced investment growth from 
the high rates which prevailed in the 1960s. Despite some fluctuation, average 
fixed investment growth remained at low levels until the bubble economy of the 
second half of the 1980s. After 1991, fixed investment growth fell to very low 
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Figure 15.1  Rate of growth of real gross fixed capital investment, Japan, 1966–2010 
(source: International Financial Statistics, IMF Database).
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levels, as a consequence of the collapse of the bubble economy. Chirinko and 
Schaller (2001) demonstrate more rigorously that the rise in stock market prices 
in Japan did constitute a bubble, and that the bubble directly affected fixed 
capital investment.
 The bubble economy in the U.S. also appears to have supported real fixed 
investment in the U.S. Figure 15.2 shows the growth of fixed capital investment 
from 1966 in terms of actual growth rates and a five- year centered moving 
average. The year- to-year growth rate for the U.S. fluctuates significantly; it is 
easier to discern trends from the five- year average. Investment grew moderately 
in the 1970s, but the growth rate fell in the early 1980s when the Federal Reserve 
raised interest rates in order to reduce consumer price inflation brought on by the 
oil shocks of the previous decade. This marked the shift towards neoliberal pol-
icies in the U.S. Investment recovered in the second half of the 1980s, only to 
decline again with the recession of the early 1990s. With the creation of a bubble 
economy in the 1990s, the growth rate of investment recovered significantly with 
a brief interruption, as mentioned above, around 2001. Beginning in 2008, with 
the bursting of the bubble, investment in the real economy collapsed.
 Asset price inflation in Japan and the U.S. kept unemployment low and 
helped to maintain a core of good quality, relatively permanent jobs. As dis-
cussed previously, unemployment rates in Japan were low prior to the financial 
bubble and remained low until the crisis unfolded. Moreover, during the bubble 
economy in Japan, the process of de- industrialization appears to have temporar-
ily reversed itself, at least in terms of manufacturing employment. According to 
the Statistics Bureau of Japan, the number of employees in the manufacturing 
sector peaked at 12 million in 1973/74. Manufacturing employment began to fall 
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Figure 15.2  Rate of growth of real gross fixed capital investment, United States, 
1966–2010 (source: International Financial Statistics, IMF Database).
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gradually after that, down to 11 million employees by the end of the 1970s. 
However, instead of continuing this decline, manufacturing employment stabi-
lized and began to grow again, particularly during the bubble economy, reaching 
a new high of 13.8 million in 1992. Since that time, manufacturing employment 
has been falling in Japan. In the U.S., there was no net gain in manufacturing 
jobs, but unemployment rates did reach low levels by historical standards during 
the bubble economy of the 1990s. With the bursting of the bubble, unemploy-
ment rose dramatically and prevalence of involuntary part- time employment 
expanded, as has already been documented.
 The patterns of financialization observed in the U.S. and Japan were prone to 
economic instability, as theorized by Hyman Minsky (1986). Minsky argued that 
the financial sector expands endogenously, in ways that are unsustainable and 
prone to financial bubbles. However, bubbles invariably burst, leading to eco-
nomic crises. Therefore, any solution to global pressures on the structure of 
employment based on speculative asset price inflation can only be temporary. 
The experiences of the U.S. and Japan bear this out.
 Given the positive effect the bubble economies had on employment outcomes, 
the process of financialization would have helped to hide any structural weak-
nesses in the U.S. and Japanese economies with regard to their ability to con-
tinue to generate quality employment opportunities and sustain relatively low 
rates of unemployment. By directing resources to the financial sector, both econ-
omies experienced asset price inflation which supported fixed capital investment 
and adequate levels of domestic demand (e.g., through wealth effects) and, as a 
result, temporarily improved employment outcomes. The collapse of the finan-
cial bubbles, in both cases, revealed the structural weaknesses of these econo-
mies in maintaining employment opportunities and standard employment 
arrangements. The earlier case of Japan bears this out. The changes in terms of 
unemployment and non- regular employment have persisted for years following 
the collapse. At the time of writing, it is too early to say whether 2008 will 
reveal similar long- term structural weaknesses in the U.S. economy. There has 
been some downward movement in unemployment rates from the peak levels 
experienced at the height of the crisis. Nevertheless, several years after the crisis 
unfolded, unemployment rates and the level of part- time employment remain far 
above their pre- crisis levels.

Imagining “post- industrial” policies to support better 
employment
The argument advanced in this chapter is that processes of financialization 
leading to asset price inflation helped to mask structural problems in the Japa-
nese and U.S. economies. This allowed policymakers to avoid addressing the 
challenges emerging in “post- industrial” economies, particularly with regard to 
employment. Political pressures were muted because distributive conflicts had 
been defused during the boom years, at least in part, due to rising asset prices, 
i.e., there was a sense that the middle class was benefiting through stronger 
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pensions, higher prices for homes, and low unemployment. However, the pattern 
of financialization proved to be unsustainable; when the bubbles burst, the 
underlying challenges were revealed.
 The role of industrial policies to support structural change, leading to a 
version of Kaldorian industrialization in countries like Korea and Taiwan, has 
been well documented (Chang, 2003, 1994; Amsden, 2001). Such policies 
required a strong role for the state, placing markets in a supportive, not dominant 
position. This raises the question of whether a similar set of “post- industrial” 
policies can be developed to support employment in countries in which indus-
trial expansion no longer provides the economy’s driving force. The challenge is 
to identify allocations of productive resources that can support the kind of virtu-
ous dynamic associated with industrialization, i.e., sustained productivity 
improvements, productive investments, and sufficient aggregate demand.
 One possible candidate is the range of activities lumped together under the 
broad “service sector” heading. Often service employment is assumed to be a 
passive by- product of a particular pattern of development, with little potential 
for productivity growth. However, services provide important inputs for other 
economic activities – raising the possibility that an expansion of services could 
raise productivity elsewhere (Tregenna, 2008). A recent empirical study of the 
U.S. economy found that productivity improvements in services supported 
broader economic growth (Triplett and Bosworth, 2004). In addition, services 
need not be intrinsically low- productivity activities. Information technologies 
frequently exhibit significant economies of scale, as does knowledge production 
through research and development. The sectors may be more accurately classi-
fied as “human capital intensive” rather than “labor intensive” sectors – suggest-
ing a shift in focus away from labor productivity towards the productivity of 
other factors of production, such as human capital.
 For countries that have already achieved high levels of labor productivity, 
like Japan and the U.S., a continued focus on improving labor productivity may 
be counter- productive when labor supply has become relatively abundant on a 
global scale. Instead, economies should emphasize raising the productivity of 
relatively scarce factors of production. One target for efficiency enhancements is 
in the use of energy and the capacity of the environment to assimilate the 
harmful by- products of economic activity. Capitalist development evolved on 
the basis of relatively unfettered access to non- renewable resources, particularly 
carbon- based energy. These factors of production will become increasingly 
scarce in the future, placing a constraint on traditional industrial development. 
Moreover, the desirability of alternatives, such as nuclear power, has been called 
into question after the devastating earthquake and subsequent crisis at the Fuku-
shima nuclear reactor in Japan in 2011. In these circumstances, investments in 
renewable energy and energy efficient technologies could result in structural 
changes that improve the productivity of the economy with regard to scarce, 
non- renewable resources and, at the same time, support employment.
 These thoughts on “post- industrial” policy interventions are far from compre-
hensive and are primarily meant to stimulate new thinking by asking relevant 
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questions about the future of employment in countries like the U.S. and Japan. 
This chapter has suggested that improving quality work opportunities globally 
requires a re- orientation of policies: away from the neoliberal approaches that 
have dominated the economic landscape, and toward policies of structural 
change focused on employment creation as a central means of reducing poverty, 
improving human development, and creating a foundation for more egalitarian 
outcomes.

Notes
1 Statistics for Japan are from the Statistics Bureau of Japan. Statistics for the U.S. are 

from the U.S. Bureau of Labor Statistics.
2 Statistics on manufacturing employment in 2010 come from the Statistics Bureau of 

Japan and the U.S. Bureau of Labor Statistics.
3 According to estimates from the International Labor Organization’s database, Econom-

ically Active Population Estimates and Projections, the worldwide labor force partici-
pation rate of the 25–64 year old population rose from 74.6 percent in 1980 to a 
projected 76.8 in 2010. This 2.2 percentage point difference represents 72 million 
workers, given the 25–64 year old population in 2010. Women’s (25–64) labor force 
participation rate increased from 55.6 percent to 62.0 percent during this period. Men’s 
labor force participation in the same age group and over the same period dropped from 
an estimated 93.3 percent to 91.4 percent.

4 World Migrant Stock 2005 Revision, UN Department of Economic and Social Affairs 
(UNDESA), New York.

References
Akyüz, Yilmaz (2006) “From liberalization to investment and jobs: lost in translation,” 

Working Paper No. 74. Policy Integration and Statistics Department, International 
Labour Office, Geneva.

Amsden, Alice (2001) The Rise of “The Rest:” Challenges to the West from late- 
industrializing economies, Oxford and New York: Oxford University Press.

Carré, Françoise and James Heintz (2009) “The United States: different sources of pre-
cariousness in a mosaic of employment arrangements,” in L. Vosko, M. MacDonald, 
and I. Campbell (eds) Gender and the Contours of Precarious Employment, London: 
Routledge.

Chang, Ha- Joon (1994) The Political Economy of Industrial Policy, New York: St. Mar-
tin’s Press.

Chang, Ha- Joon (2003) “The market, the state, and institutions in economic develop-
ment,” in Ha- Joon Chang (ed.) Rethinking Development Economics, London: Anthem 
Press, pp. 41–60.

Chen, M., J, Vanek, F. Lund, J. Heintz, R. Jhabvala, and C. Bonner, (2005) Progress of 
the World’s Women 2005: Women, Work, and Poverty, New York: UNIFEM.

Chirinko, Robert S. and Huntley Schaller (2001) “Business fixed investment and 
‘bubbles’: the Japanese case,” American Economic Review, vol. 91, no. 3, pp. 663–680.

Freeman, Richard (2006) “The great doubling: the challenge of the new global labor 
market,” Unpublished paper, August 2006.

Frenkel, Roberto and Lance Taylor (2009) “Real exchange rate, monetary policy, and 
employment: economic development in a garden of forking paths,” in G. Epstein and 



304  J. Heintz
E. Yeldan (eds) Beyond Inflation Targeting: Assessing the Impacts and Policy Altern-
atives, Cheltenham and Northampton, Mass.: Elgar, pp. 28–43.

Ghosh, Jayati (2008) “Growth, macroeconomic policies, and structural change,” Back-
ground Paper prepared for UNRISD flagship report on Poverty, Geneva: UNRISD.

Hammouya, Messaoud (1999) “Statistics on public sector employment: methodology, 
structures, and trends,” Working Paper, Sectoral Activities Program, ILO Bureau of 
Statistics, Geneva.

ILO (International Labour Office) (2008) Global Employment Trends for Women, 
Geneva.

Itoh, Makoto (2000) The Japanese Economy Reconsidered, New York: Palgrave.
JILPT (Japan Institute for Labor Policy and Training) (2010) Japanese Working Life 

Profile 2009/2010 – Labor Statistics, Tokyo.
Kaldor, Nicholas (1967) Strategic Factors in Economic Development, Ithaca, NY: 

Cornell University Press.
Kalleberg, Arne L. (2000) “Non- standard employment relations: part- time, temporary, 

and contract work,” Annual Review of Sociology, vol. 26, pp. 341–365.
Kapsos, Steven (2005) “The employment intensity of growth: trends and macroeconomic 

determinants,” Employment Strategy Papers, No. 2005/12, Employment Strategy 
Department, Geneva: ILO.

Keizer, Arjan B. (2008) “Non- regular employment in Japan,” Work, Employment, and 
Society, vol. 22, no. 3, pp. 407–425.

Khan, Azizur Rahman (2006) “Employment policies for poverty reduction,” in R. Islam 
(ed.) Fighting Poverty: the Employment- Development Link, London: Lynne Rienner, 
pp. 63–103.

Kuznets, Simon (1971) Economic Growth of Nations, Cambridge, MA: Harvard Univer-
sity Press.

Minksy, Hyman (1986) Stabilizing an Unstable Economy, New Haven, CT: Yale Univer-
sity Press.

Ono, Yukako and Daniel Sullivan (2010) “Manufacturing plants’ use of temporary 
workers: an analysis using census micro data,” Working Paper, Federal Reserve Bank 
of Chicago, WP2006–24, Revised.

Rada, Codrina and Lance Taylor (2007) “Productive structure and effective demand 
during the great divergence: regional contrasts,” in J.A. Ocampo, Jomo K.S., and R. 
Vos (eds) Growth Divergences: Explaining Differences in Economic Performance, Zed 
Books: London, pp. 67–97.

Rodrik, Dani (1997) Has Globalization Gone Too Far? Washington, D.C.: Institute for 
International Economics.

Schmitt, John (2007) “The good, the bad, and the ugly: job quality in the United States 
over the three most recent business cycles,” Research Report, Center for Economic and 
Policy Research, Washington, DC, 2007.

Singh, Nirvikar (2008). “Services- led industrialization in India: assessment and lessons,” 
in D. O’Connor and M. Kjöllerström (eds) Industrial Development for the 21st 
Century, New York: Zed Books.

Tregenna, Fiona (2008) “Sectoral engines of growth in South Africa,” UNU- WIDER 
Research Paper 2008/98, November.

Triplett, Jack E. and Barry Bosworth (2004) Productivity in the U.S. Services Sector: New 
sources of economic growth, Washington: Brookings Institution Press.

UN- HABITAT (2010) State of the World’s Cities 2010/2011, Cities for All: Bridging the 
Urban Divide, Nairobi.



16 Overconsumption, household 
debt, and dollar- privilege
The causes of the U.S. subprime crisis

Aki Aneha

Introduction
Today, as throughout the past decade, two of the risks confronting the U.S. 
economy are the spread of mortgage- backed securities (MBS), which leads to 
financial instability, and the vulnerability of U.S. households, which is linked to 
foundering mortgage loans and an increase in bankruptcies.
 As discussed below, several factors ultimately led to the outbreak of the 
crisis, including overproduction and the policy measures undertaken to evade 
depression. The focus in this chapter is another important root of the subprime 
crisis: household budgets and consumer spending, especially for those in the 
subprime income bracket.

Who are the subprime borrowers?
The core argument pursued here is that American consumption is partially 
responsible for the subprime crisis; consequently, this crisis is the responsibility 
not only of borrowers but of lenders. Lenders have attempted to avoid their share 
of responsibility: even before this financial crisis, they created the image of 
American consumers as overspending, unprincipled, and undisciplined. It is true 
that American consumers have practiced overspending; but this has been fuelled 
by consumer credit, mortgage loans, and auto loans. This characterization can be 
applied to the subprime issue as well. Subprime borrowers have been prone to 
delinquency in part because they have been operating without sufficient income.
 However, is it the practices of borrowers that caused the crisis? And even if it 
did, what made the Americans run to buy the loans they offered? In this chapter, 
we seek to clarify the reasons why the American people spend beyond their 
means as they accumulate debt. This will involve an exploration of the causes of 
American consumers’ overspending; and that exploration, in turn, will lead us to 
briefly identify the particularity of the United States’ global position.

The criteria for subprime borrowers
The general criteria for subprime borrowers that is typically used by the Office 
of the Comptroller of the Currency and the Federal Reserve Board is a FICO 
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score under 660.1 However, few subprime borrowers are drawn from the lowest 
income group, the members of which do not qualify for subprime business.2 
Consider the distribution of homeowners with mortgages by income quintile in 
the U.S. Between 1984 and 2006, the share of homeowners with mortgages 
increased among households in the second to the fifth quintiles, but declined 
in the first (lowest) income quintile from 17 percent in 1984 to 13 percent in 
2006.
 In the post- housing bubble period, the percentage of homeowners in all 
income quintiles declined (see Figure 16.1). The homeownership rate for the first 
(lowest) quintile remained at 13 percent in 2009 and fell slightly to 12 percent in 
2010. Compared to 1984, the post- bubble homeownership percentages are about 
the same or higher for the second to fifth quintiles; but that for the first quintile 
fell by 5 percent.
 When the IT bubble collapsed in 2000, the American government adopted a 
policy that promoted homeownership. But even with the rapid expansion of 
mortgage loans, homes have never been affordable for the lowest income house-
holds. So the term “subprime borrower” doesn’t refer, on average, to a person 
who is suffering from poverty or an unstable income; rather, it means someone 
from the second to fourth U.S. income quintiles – that is, from the middle class. 
Many of the borrowers who are facing foreclosure are statistically middle class – 
that is, ordinary people. This illustrates why the subprime crisis is such a serious 
matter in the U.S.

Overconsumption and the myth of waste
Before discussing the links between the subprime crisis and U.S. consumption, 
we must first describe what is meant by overconsumption. In Juliet Schor’s work 
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Figure 16.1  Percent homeowner with mortgage (quintiles of income before taxes) 
(source: Bureau of Labor Statistics, Consumer expenditure survey).
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on overconsumption, the American consumer’s overspending behaviour is 
summarized as follows:

Today a person is more likely to be making comparisons with, or choose as 
a “reference group,” people whose income are three, four, or five times his 
or her own. The result is that millions of us have become participants in a 
national culture of upscale spending. I call it the new consumerism.3

Schor describes American consumers as ordinary people who cannot restrict 
their spending in spite of a reduction in their income. Schor draws an image of 
people who envy the upper- middle-class lifestyle and therefore consume or 
waste. According to Schor, they consume under the pressure to catch up to the 
higher- income group, which has “a lot more money” than they do. She describes 
the upper- middle class as meaning “roughly the top 20 percent of households, 
with the exclusion of the top few percent. In 1994 the lower income cut off for 
this group was about $72,000 a year, and its midpoint $91,000.”4 Those below 
this income level who participate in this “competitive consumption” often lack 
adequate resources for it. So “the hopes of many to participate in the new con-
sumer economy were replaced by a daily struggle to survive.”5

 Schor puts her emphasis on consumers whose desires are controlled by com-
panies and their advertisements. Under this new consumerism, companies talk 
consumers into buying brand- name luxury items that are typically associated 
with higher income groups. Schor also identifies “downshifters,” who keep their 
distance from the new consumerism by being at the opposite end of the spectrum 
from the people who overspend. The downshifters are the ones who stop chasing 
competitive consumption and instead live a simple and minimal lifestyle, sup-
pressing their annual income by roughly $6,000 to $15,000 dollars.
 Elizabeth Warren, who has spent years researching the issue of bankruptcy, 
has taken a position opposing Schor’s analysis, terming her proposal the “over- 
consumption myth.” Warren has used a substantial body of statistical analysis 
and fieldwork to draw out a different vision of the reality of consumers in the 
middle class.
 Warren describes how, compared with the 1970s, today’s family of four is 
actually spending 22 percent less on food (combining at- home and restaurant 
eating) than a generation ago. She claims that food eaten at home is subsidized 
by “cereal in bulk from Costco” and “generic paper towels and canned veget-
ables.”6 Warren emphasizes that the ordinary middle class in the U.S. has not 
wasted, and that they have tried hard to survive because of limitations and 
mounting pressure on their households. They need more necessities for survival, 
but acquiring those necessities depresses their economic prospects.
 She takes the example of the second car, which is often depicted as a paradig-
matic example of waste. Yet a second car is necessary for a couple that lives far 
from their job sites; a second car is even a prerequisite for getting a job.7
 The consumer image drawn by Warren does not depict a class below the 
poverty line, but the middle class itself. Actually, neither Schor nor Warren gives 
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the exact criterion for “middle class,” a term which is often used in America to 
describe an ordinary household. However, Warren does provide an example, in 
which she describes the annual income of a middle- class household as lying in 
the range of $20,000 to $70,000.
 The bottom of the middle- class income range that Warren uses is 20 percent 
above the bottom layer, and its ceiling is 25 percent below the top. Schor, on the 
other hand, categorizes the middle class as under upper- middle but above down-
shifter; so it has the same lower bound, and a ceiling that is 20 percent below the 
top.
 Therefore, both the “overspent American” population and “the generation 
who are poorer than their parents’ generation” are categorized in the second to 
fourth quintiles. The middle class corresponds to the second through fourth quin-
tiles, which corresponds to those whose homeownership rate rose during the 
housing bubble.
 David Gordon describes the typical patterns of expenditure among the 
average working family in the U.S. as follows:

After paying for school lunches and lunches at work, they were probably 
able to afford about two dinners out for the whole family at McDonald’s 
each month. Assuming they drank only beer at home (no fancy imported 
brews), they could buy close to three six- packs of Bud every two weeks. . . . 
This is not an example aimed to illustrate extremes of poverty; it illustrates 
living standards for a family with two workers earning the average wage for 
private nonfarm production and nonsupervisory employees.8

Like Warren, Gordon analyzed not only extremely poor people but also the 
middle class, where most Americans are involved, often depressed and finding 
all they can do is just to support themselves in their daily lives. In addition, 
Gordon argues that the poverty of the average worker’s household is the result 
of wage cuts and shrinking social services, which are indispensable to life. We 
return to this topic below.

The background of overconsumption

The inevitability of debt due to wage repression

Let’s explore why consumers cannot stop themselves from accumulating debt 
that they cannot pay. In the approach taken here, overconsumption means that 
consumer spending on all categories of expenditure exceeds one’s income from 
all sources. So looking at the causes of overconsumption means examining how 
households meet all final consumption expenses, and specifically whether they 
must rely on debt – “consumer credit” – to do so. Here, consumer credit equals 
the total of both mortgage loans and all other categories of consumer debt, 
including auto and education loans and credit- card debt. In some analyses, mort-
gage loans are not considered in the same category as consumer credit, because 
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homeowner households are considering to be financing their investment in a 
durable asset (their homes). Here we work with the reality that mortgage debt 
payments must be met from the same income streams that are used to meet other 
forms of household debt, and so should included in that total.
 Capital accumulation processes under globalization have accelerated wage 
cutting, both by using low- cost labor from developing countries and by forcing 
workers in developed industrial countries to compete with low- cost developing- 
country labor. This process has become easier as the power of trade unions has 
diminished. So, the level of depressed wages for many workers has fallen below 
the reproduction cost of labor power, while their expenditures for necessities – 
including medical care – have been grown ever larger. The difference has to be 
met by consumer credit.
 As long as capital needs him, the worker can use consumer credit to compen-
sate for the shortfall in his (and his family’s) reproduction costs of labor power. 
This allows him to continue working. Even as the worker accrues debt, there is 
no problem as long as he can repay with his future income. Repayment capacity 
is, in turn, based on the stability both of his status as a worker and of his future 
income. Of course, there is the possibility that debt built into the cost of living in 
this way may eventually burst repayment boundaries. The U.S. credit system has 
minimized this possibility by creating the “minimum- payment system” which 
allows debtors to repay a minimum amount of their total debt each month and 
permits them to accumulate more outstanding debt. So workers who earn stable 
incomes can manage their lives with this “minimum payment system,” as long 
as they are regularly employed. In other words, as long as capital needs them, 
they can safely endure the expansion of debt.
 This dangerous balance will collapse when the workers face a detour in any 
life stage, e.g., sickness, layoff, and so on. When a personal crisis occurs, delin-
quency grows, and if the situation becomes aggravated, bankruptcy is inevitable. 
Note that this matters little for capital: for what the collapse of stable future 
income means for any worker is that he or she is no longer needed by capital.
 In sum, the worker can keep working with accumulating debt as long as 
capital needs him. Cutting wages below the level needed to reproduce labor 
power, while it endangers the worker household’s solvency, gives the companies 
doing the cutting a competitive advantage over their competitors.

Increases in social, fixed expense under neoliberalism

Private spending in GDP in the United States is extremely high compared with 
other countries, reaching 70 percent. But in 2005 the savings ratio, 72 years after 
the Great Depression, turned negative. And, as Figure 16.2 shows, between 1995 
and 2006, real wages rose approximately 10 percent, peaking in 2003; mean-
while, labor productivity increased just under 40 percent.
 The increase in income and poverty gaps is also remarkable. The population 
in poverty decreased from 1960 to 1970; but it has risen since the 1980s. In 
2007, the poverty rate stood at 12.3 percent, or 36.5 million people. According 
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to the United Nations Human Development Report, the U.S. poverty rate is 17th 
among the 19 developed OECD countries, higher only than those of Ireland and 
Italy. The income gap has also steadily expanded. Income has been rising con-
sistently only for those in the fifth (highest) quintile; the difference between the 
first and fifth quintiles is 19 times higher than in 2006.
 Mika Tsutsumi concludes that the cause of poverty for many can be linked to 
healthcare costs. The reason for falling into poverty for one electronic engineer 
who had received a bankruptcy adjudication in 2005 was his medical expenses. 
His bankruptcy was caused by the enforcement of a $12,000 bill that resulted 
from expenses related to his wife giving birth and from his requiring just one 
day in hospital for a vermiform appendix operation. Although he had health 
insurance through his company, his case was not covered. The number of people 
who cannot afford medical insurance increased from 43 million in 2005 to 
almost 50 million in 2010. According to a report, uninsured people constitute 
16.3 percent of all races, 15.4 percent of whites of both sexes, and 20.8 percent 
of blacks of both sexes. The rate for Hispanics of both sexes is even higher – 
more than 30 percent.9
 According to Warren’s 2001 research project, the three major factors account-
ing for 87 percent of all cases of bankruptcy, for those with children are: unem-
ployment, medical expenses, and divorce. For the other 13 percent, credit- card 
overspending is involved – a small amount in proportion – along with bad 
investments, being a crime victim, natural disaster, other explanation, and no 
explanation.10

 Moreover, according to this analysis, 62.1 percent of all bankruptcy cases in 
2007 were related to a medical cause. Furthermore, 77.9 percent of the people 
involved in the bankruptcies had insurance when illness onset. Also, those 

Figure 16.2  Output per hour, real hourly wage and real hourly compensation (1995 = 100) 
(source: Arindrajit Dube and Dave Graham-Squire (2006) “Where have all 
the wages gone? Jobs and wages in 2006,” Policy brief, UC Berkeley Center 
for Labor Research and Education).
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involved in the bankruptcies included in the study had a monthly mean income 
of $2,586 – that is, the average household in this study belonged to the second 
quintile.11 The point is that these debtors are ordinary people with morals who 
kept paying their debt just before falling into bankruptcy. This is evidence of the 
serious situation in the U.S., where the average person falls into serious debt and 
then into bankruptcy after facing sickness or unemployment. Relative to health- 
and medical- related expenditures as a share of GDP, public expenditures are the 
lowest among all developed countries. By contrast, private expenditure on 
health- and medical- related expenditures in the U.S. is 8.4 percent of GDP, a 
figure three to four times higher than in other developed countries.
 Expenditures for healthcare strain family budgets, and illustrate very clearly 
the critical situation among American households. The U.S. government has cut 
budgets for education, healthcare, and social welfare under neoliberalism, and 
this has a big influence on the household. Thus, it would be untrue to say that the 
reason the U.S. middle class has no savings is because Americans accumulate 
debt to expand wasteful consumption.
 Let’s examine this issue further by examining the “socialization of life” – that 
is, the “outsourcing of housework.” Some private and individual functions of 
family life, which form part of the reproduction of labor, are replaced either by 
commodities provided by capital, or by communal goods provided primarily by 
the public sector. In other words, it means that private work for consumption 
formerly done within the family is substituted by the public or for- profit provi-
sion of that work under the social division of labor. This socialization of life is 
accelerated as capitalist economies develop.
 Kenichi Miyamoto describes consumption expenses in this category of repro-
ducing labor power as involving “social, cooperative consumption means.” 
These expenses include outsourced housework activities and subsidies provided 
for cooperative consumption: traffic, the means of communication, popular 
culture and amusement equipment, educational institutions, hospital and other 
sanitary facilities, public health centers, vocational training institutions, council 
houses, water supply and drainage operations, cleaning equipment, gas, electric-
ity, and so on. These items are necessary and indispensable for the reproduction 
of labor power; consequently, they are free of charge or even supplied at low 
prices.12

 According to Setsu Ito, items in the category of socialized housework can be 
provided in one of three ways: by an official body, an enterprise, or a mutual aid 
organization. In our discussion, the first and third categories should be com-
bined.13 When enterprises are responsible for supplying goods or services repre-
senting outsourced housework, the quality and amount made available depends 
on household income. When official bodies offer these goods or services, by 
contrast, their broad availability can help to eliminate the wealth gap.
 There is controversy regarding what social consumption goods should be 
publicly provided, or subsidized. U.S. statistics suggest that that most Americans 
would accept the public provision or subsidy of the following social consump-
tion goods/services: childcare, medical care and medical insurance, education, 
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public service, and rent.14 This said, the expenditures that American households 
face on goods that might be eligible (and receive support) for public provision or 
subsidy are much higher than elsewhere. To see this, these expenditure items are 
analyzed here for the case of Japan. Using the items listed above, the share of 
social consumption goods/services in Japanese consumer spending is between 
20 and 28 percent. Further, this ratio increases with income: in Japan, expendi-
tures on these goods and services is less in the lower quintiles than in the higher 
quintiles. Figure 16.3 shows the proportion of expenses for necessary consump-
tion in all private spending for Japan, by income quintile.
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(source: Ministry of Internal Affairs and Communications, Statistics Bureau, 
Family Income and Expenditure Survey).
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*1 “School lunch” does not exist in U.S. Consumer expenditure survey.
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 But in the U.S., the proportion of all private spending on these social con-
sumption goods/services is about 53–57 percent in each income quintile; and it 
is highest in the lowest quintile. Figure 16.4 shows data for the U.S., which are 
taken from the 2007 Consumer Expenditure Survey. For instance, the social con-
sumption goods/services expenditures are 54 percent of all private spending in 
the fourth quintile, but 57.2 percent in the lowest quintile and 56.3 percent in the 
fifth quintile. These expenditures are both high and relatively fixed, putting pres-
sure on the remainder of the household’s disposable income. Consumers can 
only pay for urgent and unanticipated expenses from this remainder – as in 
the case of medical costs or the need to support the household after losing a job. 
The amount of this “remainder,” for the average household, comes to $20,879 
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(annually); this figure is only $8,191 in the first (lowest) quintile and $13,619 in 
the second quintile.
 This way of viewing the situation of U.S. family households makes it clear 
that they have little freedom in consumption; their “disposable” income is too 
small to be wasted. Of course, increases in the “fixed” portion of household 
expenditures squeezes discretion even more.
 The reality of overspending in the U.S. is, as Gordon and Warren point out, 
that it is caused by the absence of a comprehensive system of social welfare. 
Households operating under stringency are exposed to the fear of bankruptcy as 
they face the loss of a job or sickness. They will pay more to keep their job: for 
example, by taking health supplements or going to the gym as a means of staying 
healthy and avoiding employment loss. So fixed expenses on items of social con-
sumption goods/services can surpass selective expenses, even while the activ-
ities of consumers in lower- income levels increase the likelihood of precipitous 
unanticipated selective expenses.

Overproduction and the subprime crisis
We now turn to the subprime crisis and overproduction in the United States. We 
first explore the links between overproduction, credit creation, and household 
expenditures in the U.S. We then explore a second issue unique to the U.S. 
economy: the seigniorage that can postpone crisis, but only to eventually aggra-
vate the situation.

Overproduction, subprime lending, and household expenditures in 
the U.S.

In discussions of the subprime crisis, attention has often focused on the process 
of re- securitizing collateralized debt obligations (CDO). Moreover, the spread of 
MBS and ABS (mortgage- and asset- backed securities) throughout the world 
made this crisis seem quite different than others. But as in other crises, whether 
even a huge CDO goes bad depends in the end on the last consumer in the chain: 
that is, can that unit consistently make payments on the debt contracts that 
underlie that CDO?
 The bursting of the housing bubble and the huge amount of resulting bad debt 
provides evidence that too many houses were built during the period of rising 
effective demand in the housing boom. The resulting credit swelled to a gigantic 
sum that was separated from real capital accumulation; it is this credit that is 
rampant in world financial markets. Over- accumulation appears as a structural 
contradiction in capitalism, a situation that applies fully to the subprime crisis:

Credit creation has real fundamentals which are corresponding to the repro-
duction process in the future, and the creation of credit promotes the 
expanded reproduction furthermore by taking money in the future in 
advance compared with the case without the creation of credit, and pulls the 
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reproduction process to the utmost limit. At the same time, under capitalism, 
the future means that the reflux of capital is unclear, so credit creation 
originally contains credit shortages and risks, and is easy to tie with specu-
lation. A so- called bubble is just a product of an excessive creation of credit 
that corresponds to the overinvestment of the capital, including the invest-
ment on real estate.15

We are arguing here that the core of the subprime crisis is “overproduction,” a 
condition in a capitalist economy which results from an excessive creation of 
credit that corresponds to an overinvestment of capital. In capitalist countries, 
credit ballooned and fueled investment, leading to overproduction which was 
independent from real capital accumulation. This credit flowed through global 
financial markets; but it had to be fixed to the size of real capital sooner or later.

The expansion of consumer credit

Consumer credit was created in the 1920s. It was necessary to establish the mass 
production of durable consumable goods, most notably, the car. Mass production 
is inevitable in the capitalist economy, but the means for inventing mass con-
sumption do not arise naturally. The system that resolves this problem is the 
instalment payment plan intended for consumers. So the mass production of 
durable goods was accelerated by consumer credit. As Turner writes, “New con-
sumer goods such as radios, refrigerators and vacuum cleaners were unknown at 
the start of the 1920s, but were ubiquitous by 1929.”16

 Total outlays, including personal interest payments, were $294.6 billion more 
than disposable income in 2007.17 This overconsumption is supported by mort-
gage loans and consumer credit. The balance of mortgage loans in 2007 was 
$10.5 trillion, and outstanding consumer credit totalled more than $2.55 trillion. 
This total household debt balance equalled the GDP of the United States.
 Consumer credit has two methods of repayment: non- revolving and revolv-
ing. The revolving method, including the minimum payment system, requires the 
repayment of a specified amount every month, regardless of the total amount of 
the loan. When debtors use revolving credit, especially the minimum payment 
system, their repayment is held down, but their monthly interest is added to their 
debt total and then carried forward to the next month. Even if the amount of debt 
accumulates, this situation can persist as long as debtors can repay the minimal 
amount every month. But if debtors lose their jobs, they face the responsibility 
of repaying the total amount borrowed, including accumulated interest. The total 
sum of consumer revolving credit reached $883.4 million in 2007, compared to 
$217 million in 1990. Adopters of credit cards in the U.S. hold, on average, 3.5 
credit cards.18
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Home- equity loans and the implications of realizing value based on 
market expectations, not market transactions

The refinancing of mortgages added to the credit- fueled expansion of the U.S. 
economy, encouraged by the tax shelter provided for holders of mortgage 
loans.19 As the U.S. housing- finance system was originally designed, mortgages 
finance housing purchases, and households realized their houses’ value only 
when they were sold. However, the refinancing of mortgages has now become 
common, especially during housing bubbles. This permits debtors to take out 
new and larger mortgage loans which capitalize the value of increasing housing 
prices – with the difference in loan amount being freely available for any spend-
ing purpose. In effect, potential capital gains can be shifted to consumption and 
debt repayment purposes without selling the property generating those gains. 
This system worked as a driver for U.S. economic growth. The cash- out from 
refinancing was $152.7 billion from 2001 to 2005, up from $27.2 billion from 
1991 to 2000. Alan Greenspan and James Kennedy pointed out that the major 
uses of free cash from refinanced equity loans were home improvement and the 
repayment of “non- mortgage debt.”20 The proportion of refinancing loans used 
to purchase another property was only 22 percent, and the proportion used for 
repayment of non- mortgage debt and personal consumption expenditure (PCE) 
was 44 percent in total from 2001 to 2005.21

 This shows that many people now take on mortgage loans not only for their 
homes, but for their cars and their daily lives. In the subprime- fueled housing 
boom, not only mortgage loans but the repayment of consumer credit and the well- 
being of much of the working class was entrusted to the housing market as well.

A particularity of the United States: the dollar’s currency privilege

We next discuss a key reason that the subprime crisis arose and became so aggra-
vated in the U.S. It is an intrinsic practice of capitalism to expand credit and 
create policies to increase consumption so as avoid financial crisis. But the United 
States differs from other capitalist countries in that it can uniquely overcome the 
internal limits to its production because of privilege. When most other countries – 
especially developing countries – want to settle their accumulated debts, they 
must obtain dollars by exporting their products or borrowing more from other 
countries. Ultimately, their loans must be repaid in dollars. But the U.S. has no 
need to regulate its imports, even as its accumulated debt grows. The current 
balance deficit “is transferred to the deposit of the non- resident in the United 
States bank system, and the deposit moves from the resident account to a non- 
resident account in the United States bank system.”22 As long as the dollar retains 
its dominance in international markets, any deterrent to its current- account deficit 
is lost: the U.S. has access to limitless imports independent of its export volume.23

 The dollar’s privilege as an international currency thus lies behind many 
of the otherwise unsustainable trends that maintained U.S. and indeed global 
accumulation until the global crisis arrived. In particular, the U.S. could endure 
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the outsourcing of its skilled and unskilled jobs, because importing goods pro-
duced by low- wage workers depressed the value of the commodities that sus-
tained U.S. workers’ daily lives. This trend also helped households with 
abundant loans to compensate for constraints on their income.
 So the U.S.’s privilege – its ability to pay its debts in its own currency with 
no need to settle because dollar itself is debt – has enabled its overconsumption, 
and thus counts as another crucial cause of the subprime crisis. As long as con-
sumers could repay their debt, the crisis of overproduction was postponed. But 
sooner or later, rising debts and financial obligations would – and finally did – 
overwhelm the U.S. economy.24

 The resulting world crisis, in turn, reveals how much the world economy has 
depended on the unsustainable expansion of the U.S. market. For example, 
profits at Indian IT companies have depended on profits earned from contracts 
commissioned by U.S. companies. India’s IT companies TCS and Infosys, for 
example, had 50 to 60 percent of their sales in North America; these companies’ 
profits, which stood at 30 to 40 percent in the first quarter of 2007, fell to less 
than 10 percent in 2008.25

Conclusion
This chapter has argued that the root of the subprime problem lies in overpro-
duction. Consumption- boosting measures based on expanding credit were indis-
pensable in deferring the possibility of depression. This problem is intrinsic to 
all capitalist economies, not just the U.S. This chapter went on to show that the 
global position of the U.S. is unique because its dollar seigniorage has permitted 
it to defer depression and overcome limitations such as falling real wages – of 
course, at the expense of further aggravating its economy’s internal contradic-
tions. The central contradiction involved U.S. consumers’ need to increase 
household debt in the face of stagnant wages and rising fixed living costs. A 
detailed analysis of U.S. household budgets has shown that the habit of spending 
beyond one’s means is due more to stagnant wages, employment instability, and 
inadequate social support under neoliberalism, rather than to extravagance.
 Further, this chapter has shown that subprime loans were not made, in the 
main, to extremely low- income people; they were made primarily to people in 
the second- to-fourth income quintiles. So the subprime crisis cannot be viewed 
as a poverty issue specific to low- income people. Instead, it reveals the fragility 
of the basis of life of “ordinary Americans.”
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UFJ, No. 2007–13, October 3, 2007. Available only in Japanese.

www.occ.gov/news-issuances/bulletins/2001/billetin-2001-6a.pdf
www.occ.gov/news-issuances/bulletins/2001/billetin-2001-6a.pdf
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 4 Schor (1998), pp. 12–13.
 5 Schor (1998), p. 14.
 6 Warren and Warren Tyagi (2004), pp. 15–18.
 7 Warren and Warren Tyagi (2004), pp. 46–47.
 8 Gordon (1996), pp. 99–100.
 9 U.S. Census Bureau, Health Insurance Historical Tables, www.census.gov/hhes/

www/hlthins/data/historical/HIB_tables.html (accessed September 23, 2011).
10 Warren and Warren Tyagi (2004) p. 81.
11 Himmelstein et al. (2009).
12 Miyamoto describes the public housing system as the minimum necessary 

requirement for reproduction of the labor power, and this becomes socialized by the 
usage of the cooperative living style for urban laborers. The supply of such a public 
housing system is equivalent to the reproduction of labor power (Miyamoto, 1967, 
pp. 33–36).

13 Ito (1990) p. 256. The reasons why I combined the “mutual aid organization” into “an 
official body” as its function is from a consideration of the root of the idea of “sociali-
zation of life.” The meaning of “socialized life” comes from this definition based on 
Karl Marx, “Allgemeinen, Gemeinshaftlichen Bedingungen,” Grundrisse der Kritik 
der politischen Ökonomie, (Rohentwurf ) 1857–58, Dietz Verlag, Berlin, 1953, p. 432. 
Marx defined this is the general, communal conditions, not involved in Capital. The 
importance of Marx’s point is that this general, communal condition is the universal 
condition which is necessary for every historical stage. So the function of “an official 
body” and “mutual aid organization” are the same in this meaning.

14 “Rent” should be considered as the outcome of the stock of public housing. This is 
also an important factor for workers to reproduce their labor power.

15 Yamada (1999), pp. 46–47.
16 Turner (2008), p. 15.
17 U.S. Department of Commerce, Bureau of Economic Analysis, Table 2.1, Personal 

Income and its Disposition, www.bea.gov/national/nipaweb/TableView.asp?SelectedTa
ble=58&Freq=Qtr&FirstYear=2008&LastYear=2010 (accessed September 11, 2011).

18 Federal Reserve Bank of Boston, “The 2008 Survey of Consumer Payment Choice,” 
Public Policy Discussion Paper No. 09–10, January 2010, www.bos.frb.org/economic/
ppdp/2009/ppdp0910.htm (accessed December 12, 2010).

19 Aneha (2008), pp. 113–115.
20 Greenspan and Kennedy (2007), p. 9 and p. 17, Table 2, “Sources and Uses of Equity 

Extracted from Homes.”
21 Ibid., p. 23.
22 Yamada (1999), p. 142. Also see Yamada (2011), Chapters 1–3.
23 Ibid., pp. 37–62.
24 Aneha (1986).
25 Nikkei Newspaper, April 28, 2008.
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