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1.Large Numbers

This issue of Braudel Papers is sponsored by Philips.

From ancient times, even before formal mathematics 
arose in Egypt and Mesopotamia to regulate plantings, 
water resources, grain stocks and taxes in the development 
of civilizations, mankind has been engaged in a quest 
for regularity. In the glories of modern economics, this 
quest culminated in theories and practices that few of us 
understand: “rational expectations,” “efficient markets,” 
“risk management,” “portfolio theory.” The emphasis 
in financial markets was on prediction, using exotic 
mathematical tools in programming powerful computers 
to detect opportunities for profit in tiny variations 
in long-term patterns of regularity, without regard 
for possible disturbances of these patterns caused by 
collective recklessness and folly. According to Thomas J. 
Sargent, a leading theoretician of rational expectations, 
“in recurrent situations the way the future unfolds from 

the past tends to be stable, and people adjust their 
forecasts to conform to this stable pattern.” At the same 
time, we seem to have inherited from primitive peoples 
what Dirk Struik, a historian of mathematics, called “the 
love of very large numbers, a love perhaps stimulated 
by the all-too-human desire to exaggerate the extent of 
herds and enemies slain.”

The herds and enemies today are in financial 
enterprises. They adore large numbers. They borrowed 
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trillions to gain more trillions. But many 
of them now are struggling for survival 
on the altar of presumed regularity in 
their mathematical programs, which 
created monsters that lured them ever 
more deeply into the realm of the 
unreal. Yet the rule of large numbers 
continues today in the millions, billions, 
trillions being spent by governments and 
central banks to prevent a shrinking of 
the world economy that would undo 
the progress of recent decades. Andrew 
Sheng, a member of our Institute who 
ran the Hong Kong stock exchange 
and central bank before becoming 
adviser to China’s Banking Regulatory 
Commission, called the present 
difficulties “truly a wholesale banking 
crisis with huge derivative amplification 
effects,” adding that “the present crisis 
is likely to witness major changes in 
economic theory, philosophical outlook 
and institutional structure.” Institutional 
changes may be shaped by limitations 
in the capacity of the State to guarantee 
and sustain economic activity, especially 
in the management of global markets. 

The Wall Street Journal commented on 
news that the U.S. government would 
run a deficit of more than $1 trillion in 
2009, not counting more trillions to be 
spent on rescuing banks and insurance 
companies and stimulating the economy: 
“The human mind is not well-equipped 
to fathom a number that large. A check 
for $1 trillion –a million million dollars 
– would have 12 zeros to the left of the 
decimal point. Homo sapiens hadn’t 
evolved a trillion seconds ago: 31,546 
years in the past, Neanderthals were still 
trying to make fire.” In fact, the U.S. 
budget deficit grew to $1.8 trillion, or 
13.6% of the country’s gross domestic 
product (GDP), the biggest since the 
United States entered World War II in 
1942.

Losses: $50,000,000,000,000
Other numbers are no less impressive. 

A study published by the Asia 
Development Bank (ADB) estimated 
that worldwide losses in stocks and 
bonds and from currency devaluations 
may have reached $50 trillion, the 

financial equivalent of roughly four-
fifths of world GDP. In 2008 world 
stock markets lost roughly $27 trillion 
or 40% of their pre-crisis capitalization, 
while real estate markets shrank by 20%. 
The ADB study estimated financial losses 
in Asia at $9.6 trillion and in Latin 
America at $2.1 trillion. Private pension 
losses in rich countries amounted to $5 
trillion in the first 10 months of 2008. 
U.S. households lost $11 trillion in 
wealth in 2008, equivalent to 80% of 
GDP, an 18% shrinkage reflecting falls 
in share and house prices, with half of 
the losses concentrated in the fourth 
quarter. These losses follow a boom in 
which household wealth doubled in 
nominal terms between 1990 and 2000, 
then rose by another 50% by 2007.

All this has come suddenly. 
Governments throughout the world now 
are struggling to cushion and reverse 
these losses and to curb unemployment. 
According to the International Monetary 
Fund (IMF), the U.S. government 
has committed $11.2 trillion, equal to 
80% of its 2008 GDP, to contain the 
crisis in coming years. This number 
includes tax cuts and special spending to 
stimulate the economy as well as loans 
and guarantees issued by the Treasury 
and Federal Reserve to save the financial 
system. Taken together, total financial 
commitments by governments to deal 
with the crisis approaches one-third of 
the world GDP of $62 trillion for 2008.

There was lots of talk that we may be 
facing another Great Depression. The 
outcome of today’s difficulties may be 
better or worse than that of the 1930s, 
but it is sure to be different. Differences 
lie in the greater size and complexity of 
the world economy. World population 
has tripled since 1930 from 2.1 
billion to 6.8 billion. People are much 
more concentrated now in towns and 
cities, enjoying improved patterns 
of consumption. Interdependence is 
bred by better communications and 
transport technology that make for 
faster transmission of knowledge and 
new difficulties. Despite the differences 
between then and now, the minds 
of many governments and makers of 
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economic policy are imprisoned by 
mythologies of the Great Depression. 
More of that later in this essay.

Amid all the rhetoric and policy 
initiatives, discussion is lacking on 
how to extract the world economy 
from the syndrome of debt, from 
both household, government and 
international borrowing, that 
sustained the levels of consumption 
that in the United States came to 
be indentified with the “American 
Dream.” Other countries, notably 
Spain, Britain, France, Italy, 
Australia, Korea and Brazil, also are 
struggling to pay for consumption 
surges fueled by debt.

In 1987 I was working for Forbes 
magazine, reporting on the world 
economy out of São Paulo, when 
my editor, Jim Michaels, asked me 
to research the Great Depression in 
the context of the Wall Street boom 
that led to the stock market crash of 
October 1987. I spent four months 
at this task, producing a long essay 
that began with these words:

The Great Depression still haunts 
us as no other event in mankind’s 
economic experience. But the 
folklore of the 1929 Crash and 
the Depression has blurred the 
facts. What really happened? The 
credit expansion bred by World 
War I led to the Great Depression. 
Can something like the Wall Street 
Crash of 1929 happen again? Of 
course it can. Would such a crash 
trigger a worldwide depression like 
that of the 1930s? To deny this too 
confidently would be to repeat the 
overconfidence of 1929. But the 
world is different today. People say 
we have a safety net, composed of 
stronger institutions, more economic 
knowledge and greater government 
financial capacity. But mistakes are 
being made and the safety net is 
becoming overloaded.

“How could this happen?”, the 
Bank for International Settlements 
(BIS) of Basel, Switzerland, the 

consortium of the world’s central 
banks founded during the Great 
Depression, asked in the opening 
sentence of its 2009 annual report. 
“No one thought that the financial 
system could collapse. Sufficient 
safeguards were in place. There was a 
safety net: central banks that would 
lend when needed, deposit insurance 
and investor protections that freed 
individuals from worrying about the 
security of their wealth, regulators 
and supervisors to watch over 
individual institutions and keep their 
managers and owners from taking 
on too much risk.”

This essay weaves together three 
themes: (1) the financial earthquake 
shocking the world economy; (2) 
the historical experience of the 
Great Depression and what it means 
today; (3) the massive efforts by 
governments, central banks and 
international institutions to stabilize 
the world economy, with special 
attention to the measures taken 
by the new U.S. administration of 
President Barack Obama.

More and more
Numbers feed upon numbers. 

These numbers are embedded in the 
proliferation of financial assets over 
the past three decades, overwhelming 
institutional capacity to manage 
them, as we explained in our Braudel 
Papers, “Money, Greed, Technology” 
(No. 42/2008), published a few days 
before the bankruptcy of the Wall 
Street investment bank Lehman 
Brothers, which intensified the 
financial crisis. According to the 
McKinsey Global Institute (MGI), 
the world’s financial stock –the 
total of bank deposits, private debt 
securities, government debt and 
equity shares– multiplied from $10 
trillion in 1980, roughly equal to 
world GDP, to $241 trillion in 
2007, doubling since 2002 to more 
than four times global production 
of goods and services. Financial 
globalization surged as international 
capital flows grew by 19% in 2007 

to $11.2 trillion, an increase equal 
to one-fifth of world GDP. As a sign 
of global financial integration, one-
fourth of the world’s equities and 
private debt securities and one-third 
of all government bonds are held by 
foreign investors.

Financial deepening, expressed 
in the ratio of assets to GDP, 
spread to many countries. In 1990, 
only 33 countries had financial 
assets exceeding GDP. By 2007 
their number nearly tripled to 90 
countries. Brazil’s assets grew by 
27% yearly since 2002 to reach $3.3 
trillion in 2007, equal to twice GDP. 
They were swelled by inflows of 
foreign capital attracted by booming 
stock markets, the world’s highest 
real interest rates and trade surpluses 
from exports to a booming world 
economy. Trade surpluses from the 
major exporters –mainly China, 
Germany, Japan, Southeast Asia 
and oil-producing states– poured 
money into the United States to 
feed a swelling of credit. With 
negative interest rates, these assets 
became exotic aberrations, mainly a 
housing bubble and derivatives, that 
damaged financial institutions. Both 
the United States and Britain became 
dependent on financial and real 
estate activity, sustained by inflows 
of foreign capital. Debts of the U.S. 
financial sector jumped from 22% of 
GDP in 1981 to 117% late in 2008, 
while in Britain they rose to 250%. 
In the United States, finance, real 
estate and insurance generated 18% 
of GDP, against only 12% each for 
manufacturing and government.

McKinsey’s accounting of global 
financial assets excludes derivatives, 
which are agreements to shift risk 
among market participants in 
exchange for a fee. According to 
the BIS, global derivatives markets 
grew by 32% annually since 1990. 
Since 2000, private deals known as 
over-the-counter (OTC) derivatives, 
multiplied from nominal values 
of less than $100 trillion to $863 
trillion, nearly four times all 
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registered financial assets and 14 
times world GDP. The business grew 
so fast that by 2005 the paperwork 
for derivatives contracts swamped 
the back offices of big financial firms, 
with stacks of documents piling up 
unattended. Yet Federal Reserve 
Chairman Alan Greenspan reassured 
markets: “The development of credit 
derivatives has contributed to the 
stability of the banking system by 
allowing banks, especially the largest, 
systemically important banks, to 
measure and manage their credit 
risks more effectively.”

Between 1990 and 2007, total 
mortgage debts in the United States 
multiplied from $2.5 trillion to 
$10.5 trillion. From 
2000 to 2007, personal 
consumption grew by 
44%, as household debt 
surged from 101% to 
138% of disposable 
income. Over the past 
four years, $2.3 trillion, 
equal to nearly one-fifth 
of GDP, was borrowed as 
home equity loans and 
mortgage refinancing 
to sustain new levels of 
consumption. Much of 
this debt became the 
base for the pyramiding 
of financial assets into derivatives 
that were absorbed by financial 
institutions throughout the world, 
using borrowed money. Writing on 
“The Great Depression” in Foreign 
Affairs magazine in 1932, Edwin F. 
Gay, an economic historian who was 
the first dean of the Harvard Business 
School, remarked upon the credit 
surge that followed World War I in 
a way that could be applied to the 
subprime mortgage and derivatives 
bonanzas of our time:

The war fervor, aided and inflamed 
by energetic organization, placed 
government bonds in the hands of 
millions of people who never before 
had possessed instruments of credit. 
They were not thereby educated in 

the use of credit; they simply received 
a new vision of its possibilities. The 
basis was thus laid for the vast 
and credulous postwar market for 
credit which culminated in the 
portentous speculation of 1928 and 
1929. Credit on the great scale is a 
modern invention, an instrument 
of immense power, comparable with 
the prime movers in the physical 
field. But the engineers of credit 
know far less about the limitations 
and control of their new organ than 
the engineers of steam and electricity 
know about theirs.

Disaster myopia
The quest for regularity and the 

presumption that good times will 
stretch out toward the horizon 
bred what Jack Guttentag and 
Richard Herring of the Wharton 
School in 1986 called “disaster 
myopia,” defined as “a tendency to 
underestimate shock probabilities….
Disaster myopia leads decisionmakers 
to allow the shock exposure of 
their firms to rise and the ability 
of their firms to withstand shocks 
to decline.” Guttentag and Herring 
were focusing on the Latin American 
debt crisis of the 1980s, when 100% 
of the capital of the nine biggest U.S. 
banks was exposed to Mexico and 
Brazil. But the problem of disaster 
myopia became more generalized 
in the 21st Century, when financial 
firms relied more heavily on “Value 

at Risk” computer programs using 
past experience to anticipate possible 
losses. These methods provided 
reassurance to investors following 
the 1987 stock market crash and 
the rescue in 1998 of LongTerm 
Capital Management (LTCM), a big 
hedge fund guided by Nobel prize 
economists. In a pattern repeated 
in the 2007-08 subprime/derivatives 
crisis, LTCM employed portfolio 
theory in using $2.2 billion in 
investors’ funds as collateral to buy 
$125 billion in securities and then 
pyramid this paper as collateral in 
exotic transactions worth $1.25 
trillion. But the methodology gained 
prestige during the “Golden Decade” 

between October 1998 
and June 2007, when 
banks’ share prices rose 
by nearly 60% and their 
business volume tripled.

“Many risk 
management models 
developed within the 
private sector during the 
Golden Decade were, in 
effect, preprogrammed 
to induce disaster 
myopia,” observed 
Andrew Haldane of 
the Bank of England. 
“These models were 

often data hungry. Improvements 
in data and IT technology were 
able to feed these beasts with vast, 
high-frequency data sets.” The 
optimistic assumptions of regularity 
produced by these machines and 
their managers generated complex 
network effects among actors 
throughout the worldwide financial 
system, causing the price of risk 
being set too low and sowing the 
seeds of the credit boom. The 
failure of information involved the 
pricing of exotic financial assets, 
which are complex and rarely 
traded, in the panic that started 
in mid-2007. Information became 
more precarious as it moved further 
along the chain of investments from 
the original subprime mortgages 
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in the United States, lending 
mainly to home-buyers with poor 
credit records, to their bunching 
and securitization as mortgage-
backed assets into collateralized 
debt obligations (CDOs), sold to 
banks, hedge funds, pension funds, 
local governments and university 
endowments throughout the world.

The proliferation of financial 
assets was fueled with borrowed 
money in a credit boom built on 
a platform of global prosperity 
and stability. “Benign economic 
conditions helped anchor 
expectations of continued stability,” 
the Bank of England observed. 
“This, along with rising asset prices 
and low global real interest rates, 
boosted the demand for and supply 
of credit in a number of developed 
economies.” The sense of stability 
was nourished by the entry of three 
billion low-wage workers into the 
world economy, mainly from Asia, 
producing a flood of cheap exports 
that helped to keep inflation low. 
Global liquidity was fed by the 
nowfamous carry trade, perhaps 
amounting to $2>$3 trillion, by 
which speculators borrowed in 
low-interest countries like Japan 
to invest in high-interest countries 
like Brazil and Turkey and in the 
surge of financial engineering in 
hedge funds and derivatives on 
newly deregulated markets. Cheap 
money from the carry trade flowed 
into emerging markets to combine 
with big trade surpluses to feed 
stock market booms and stoke 
inflationary pressures in overvalued 
currencies. Then the money rushed 
back. Foreign investors, who had 
fed the emerging markets boom, 
cashed in their stocks and took 
their money to meet demands for 
collateral in New York and London, 
leaving behind sudden currency 
depreciations and big losses in stock 
market capitalizations in São Paulo, 
Mumbai, Shanghai and Moscow. 
On November 8, addressing a G-20 
meeting of finance ministers in São 

Paulo convoked hastily to propose 
international action to deal with the 
panic, President Luiz Inácio Lula 
da Silva, a former labor leader born 
in the poor back country of Brazil, 
voiced widespread indignation when 
he thundered:

The crisis was born in the 
advanced countries. It is the 
consequence of the blind belief 
in the capacity of markets for 
self-regulation and, in great 
measure, the lack of control over 
financial activities. For many years 
speculators had excessive profits, 
investing money that they didn’t 
have in unreal deals. All of us are 
paying for this adventure. This 
system collapsed like a house of 
cards and with it the dogmatic 
faith in the principle of non-
intervention of the State in the 
economy.

The initial shock reached deep 
into developing economies, even 
across the Mongolian steppe. 
Nomadic herders lost their goats, 
sheep and camels after borrowing 
too much, like U.S. subprime 
debtors. They spent the money 
on motorbikes and solar panels to 
provide electricity for their tents. 
They bet on more price rises for 
the soft hair sheared from their 
goats and were surprised by the 
fall in demand for cashmere coats, 
sweaters and scarves as recession 
struck shoppers in the West. The 
plunge began in the last quarter 
of 2008, with an unprecedented 
shrinkage of global GDP of 5% 
(annualized), led by contractions of 
6% in the United States and the 
Euro area and of 13% in Japan, 
while Brazil’s quarterly output fell 
by 3.6%. Output was falling at 
a 15% annualized rate in Hong 
Kong, Singapore and South Korea, 
as exports shrank by 50%. The 
World Trade Organization (WTO) 
predicted 9% shrinkage of world 
trade in 2009, the biggest peacetime 

fall in export volumes since 1931. 
But then some economies began 
to revive. Commodity prices 
started rising again in March 
2009 as central banks flooded the 
world economy with money and 
governments launched stimulus 
programs while providing assurances 
that they would support major 
banks to avoid their collapse. Bad 
news kept flowing from Europe and 
Japan, with steep falls in economic 
activity, but good news came from 
the major developing countries. 
India was maintaining a healthy 
rate of growth, as its 700 million 
voters enlarged the mandate of the 
ruling Congress party, in a critical 
national election, to provide massive 
support for political stability. China 
looked like meeting its growth 
target with a $586 billion stimulus 
program, which at nearly 15% of 
GDP proportionately dwarfs the 
efforts of the United States and the 
Euro area.

Good news from Brazil
Good news also came from 

Brazil, which may suffer less from 
this crisis if it joins other well-
managed emerging economies, 
such as Chile, Peru, India and 
China, in avoiding an exaggerated 
response to the current difficulties. 
Indeed, the world crisis may 
provide a historic opportunity for 
Brazil if it can get its political act 
together. Though it may suffer 
some damage, Brazil is well-
positioned to withstand a shrinking 
of the world economy and could 
do much better if it can overcome 
its institutional weaknesses, mainly 
in the public sector. Backwardness 
in improving infrastructure and 
education compromise Brazil’s 
future. Its political class is slow to 
accept responsibility and is prone 
to episodes of flagrant corruption. 
Nevertheless, Brazil is a leading 
food exporter and is self-sufficient 
in energy supplies, augmented by 
huge offshore oil and gas discoveries 
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over the past year. It has a large and 
well-developed home market with 
an efficient distribution system over 
its vast territory. It has a strong 
industrial base and energetic and 
creative entrepreneurs. While rich 
economies of Europe, Asia and 
North America incur huge fiscal 
burdens from the aging of their 
populations, Brazil has earned 
a “demographic bonus” from a 
decline in fertility over the past 
half-century. There is now a bulge 
in its workingage population (15-
64) and shrinkage of its dependency 
ratio –the proportion of those in 
the 0-14 and over 65 age groups 
to those of working age – a benefit 
expected to last through 2040. 
Brazil’s banking system is strong, 
having been cleaned up during the 
financial crisis of the mid-1990s. Its 
public debt has fallen from 85% of 
GDP in 2002 to 65% today and is 
expected by the IMF to fall further 
to 54% by 2014, while government 
debts of the rich countries, 
burdened by aging populations, 
would rise from 78% of GDP in 
2007 to 114% by 2014. After two 
centuries of chronic indebtedness, 
Brazil now is a creditor nation, with 
$207 billion in foreign currency 
reserves and its government able to 
borrow in its own currency.

“This week I lent $10 billion 
to the IMF,” Lula proudly 
announced while inaugurating a 
new federal university campus in 
the northeastern state of Sergipe. 
“Before, when Brazil spoke to 
Europe or the United States, it 
spoke as if it were a vira lata (stray 
dog). Brazil is stronger now and 
we live in economic stability.” In 
the first quarter of 2009, Brazil’s 
GDP shrank by 0.8% below the 
previous quarter, much less than the 
European Union (-2.4%), Germany 
(-3.8%), Japan (-4%), Russia 
(-9.5%) and Mexico (-5.9%). 
According to Armínio Fraga, 
former president of the Central 
Bank of Brazil (1999-2003) and a 

member of our Institute, “Brazil 
is experiencing a more normal 
recession, while other countries are 
going through an enormous crisis 
of deleveraging. We had no mega-
boom of credit. So we had no surge 
of leveraging as in the rest of the 
world. We were a little overheated 
and inflation was increasing, but the 
Central Bank responded well when 
we were affected in October and 
November by the world crisis.”

Overcapacity
The Paris-based Organization 

for Economic Cooperation and 
Development (OECD), a group 
of richer countries, expects the 
world economy to shrink in 2009 
by 2.7%, with a 4.3% contraction 
in its 30 member states, the worst 
global performance since World 
War II. The slump poses an urgent 
question: How could the rest of 
the world deal with overcapacity, 
a major issue in the 1930s, in 
response to the steep falls in 
demand from the United States and 
other high-consuming countries? A 
common answer is that highsaving 
Asian exporters, with big current 
account surpluses, could stimulate 
home consumption. But the size 
of these economies is too small 
to compensate for the big decline 
in U.S. goods consumption that 
rose to $4 trillion in recent years. 
Michael Pettis of Peking University 
estimated that, to make up for this 
fall in demand in the United States, 
China would have to increase its 
own consumption by 17% of GDP 
or by 40% of current consumption, 
which is highly unlikely.

While China announced 
the world’s biggest stimulus 
program to increase investment 
and consumption, smaller Asian 
economies are less capable of adding 
to world demand. Pettis argued that 
Asian countries are likely to embark 
on aggressive export drives, using 
subsidies, currency depreciation and 
import tariffs, rather than accept 

the political cost of eliminating 
overcapacity through factory 
bankruptcies and unemployment, 
as China is suffering today with 
falling exports. “The rest of the 
world will not tolerate this, which 
will lead to a trade war and a 
shrinking of world trade,” he adds. 
“It is interesting to compare this 
with the 1920s and 1930s because 
the same thing happened. Then the 
United States produced in excess 
and Europe consumed in excess.” 
The main risk today, according to 
the IMF, is that “the pernicious 
feedback loop between real activity 
and financial markets will intensify, 
leading to even more toxic effects 
on global growth.”

Today the buzzword is 
“deglobalization.” With the 
shrinking of world trade for the 
first time since 1982, the port 
of Singapore, until recently a 
hub for container ships and oil 
tankers at the crossroads between 
East and West, has become a vast 
parking lot for surplus freighters 
from Asia, Europe, United States, 
South America and the Middle 
East, anchored for miles along the 
coast as Singapore’s exports shrink 
by 35% and unemployed foreign 
workers and technicians go home.

“The necessary shrinking of the 
financial system is taking place in 
real time,” said Kenneth Rogoff of 
Harvard University, formerly the 
IMF’s chief economist. Rogoff and 
Carmen Reinhart of the University 
of Maryland recently produced a 
pair of historical studies that enable 
us to understand today’s difficulties 
in a broader context. They trace 
regularities in financial crises that 
go back eight centuries, starting 
with the default in 1340 of Edward 
III of England on debt to Italian 
bankers after a failed invasion of 
France began the Hundred Years 
War. They find that “countries 
experiencing sudden large capital 
inflows are at high risk of having 
a debt crisis,” as “serial default on 
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external debt –that is, repeated 
sovereign default – is the norm 
throughout every region of the 
world, even including Asia and 
Europe.”

Thus it is not unthinkable that 
the United States, the biggest 
receiver of capital inflows in our 
time, may default on or seek 
to modify its fast-growing debt 
obligations in the future, with 
major impacts on the structure of 
the world economy. Rogoff and 
Reinhart (R&R) reject distinctions 
between domestic and foreign debts 
of governments: “As payments on 
domestic debt must come from the 
same revenue stream as payments 
on foreign debt, the implication is 
that the extent of domestic debt can 
be quite important in assessing the 
sustainability of a country’s external 
debt payments.” R&R surveyed 
banking crises in 66 countries since 
1800, finding striking similarities 
between advanced and emerging 
markets in housing price cycles 
surrounding these crises, with falls 
averaging 36% from their peak. 
These crises also provoke sharp falls 
in government revenues and big 
increases in public debt (averaging 
86% for the sample) during three 
years following the outbreak of 
trouble. R&R observe that “while 
many now-advanced economies 
have graduated from a history of 
serial default on sovereign debt, or 
very high inflation (above 20%), 

graduation from banking crises has 
proven, so far, virtually impossible.” 
They find that banking crises 
became more frequent since the 
early 1970s, when international 
capital movements intensified, 
compared with the stability that 
prevailed in the early postwar 
decades, thanks to faster economic 
growth, closer regulation of 
domestic financial markets and 
capital controls inhibiting cross-
border activity.

The boom before the recent 
crash in the United States was 
sustained partially by a $6 trillion 
surge in capital inflows from foreign 
sources, both public and private. 
This involved “a classic channel 
of transmission or contagion” 
by which German and Japanese 
financial institutions (and others 
ranging as far as Kazakhstan) 
sought higher returns in the U.S. 
subprime market, perhaps owing to 
the fact that profit opportunities in 
domestic real estate were limited at 
best and dismal at worst [and that] 
many of the features of the run-up 
to the subprime crisis in the United 
States were present in many other 
advanced economies [that] were 
having their own home-grown real 
estate bubbles. This, in and of itself, 
makes these countries vulnerable 
to the usual nasty consequences of 
asset market crashes –irrespective 
of what may be happening in the 
United States.” Rogoff and Reinhart 

argue that the cost of these crashes 
ranges far beyond bank bailouts 
to embrace unemployment, loss 
of tax revenues and GDP and big 
increases in government spending 
and borrowing on a horizon of 
roughly three years.

“I don’t think the worst is over,” 
said Larry Summers, the former 
Treasury Secretary and Harvard 
professor who is Obama’s chief 
economic adviser. “It’s very likely 
that more jobs will be lost. It 
would not be surprising if GDP 
has not yet reached its low. What 
does appear true is that the sense 
of panic in the markets and freefall 
in the economy has subsided and 
one does not have the sense of a 
situation as out of control as a few 
months ago.”

Now the web of security, 
spawned in decades of prosperity, 
has been undermined by 
pyramiding of financial assets and 
commitments, built on a platform 
of private and public guarantees 
that have grown beyond the 
capacity of institutions to manage 
and sustain them. There is great 
perplexity and confusion now over 
what to do. Robert Samuelson of 
The Washington Post observed: “The 
great lesson of the past year is how 
little we understand and can control 
the economy. This ignorance has 
bred today’s insecurity, which in 
turn is now a governing reality of 
the crisis.”
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2. God Bless America

With the election of a new 
president in the United States, 
hopes flourished that Barack 
Obama would revive the 
salvation mystique of President 
Franklin Delano Roosevelt 
(1933-45) and the New Deal, 
venerated in American folklore 
for their efforts to overcome 
the Great Depression. “The 
road ahead will be long,” 
Obama said in his victory 
speech on the night of 
November 4. “Our climb will 
be steep.” After the election, 
the cover of Time magazine 
portrayed a double of Obama 
as a beaming FDR with his 
self-confident, almost insolent 
smile, the famous cigarette-
holder clenched in his teeth, 
beneath a floppy gray hat, with 
a headline announcing: “The 
New New Deal.” Obama raised 
so much hope that, even before his 
inauguration, a school on Long Island 
was renamed for him; city authorities 
in Missouri, Kansas and Florida were 
renaming streets and boulevards 
for him, and in my middle-class 
neighborhood of São Paulo a new 
beer bar opened, called the Barak (sic) 
Obama Chopperia. On inauguration 
day nearly two million people massed 
on the great mall in Washington that 
stretches from the Capitol to the 
Lincoln Memorial, and many millions 
more throughout the world watched 
on television, to see Obama swear 
the oath and hear him announce “a 
new era of responsibility”: “Today I 
say to you that the challenges we face 
are real. They are serious and they are 
many. They will not be met easily or 
in a short span of time. But know 
this, America, they will be met.”

He said these things because people 
are frightened in the first global 
economic crisis since the 1930s. 
“The United States has suffered a 
heart attack,” Rogoff told a business 

audience in São Paulo. “As in other 
heart attacks, the patient now must 
change his style of life.” The IMF 
found similarities between the Great 
Depression and today’s difficulties 
in that the United States “was the 
epicenter of both crises” and “in 
both episodes rapid credit expansion 
and financial innovation led to high 
leverage and created vulnerabilities 
to adverse shocks. However, while 
the credit boom in the 1920s was 
largely specific to the United States, 
the boom during 2004-07 was global, 
with increased leverage and risk-
taking in advanced economies and 
many emerging economies.”

Losing Jobs
Since April 2008 the fall in global 

industrial production has closely 
tracked the decline in the 14 months 
after June 1929, while world stock 
markets and trade until recently 
were following a deeper downward 
path. “World stock markets have 
rebounded a bit since March, and 
world trade has stabilized, but these 

are still following paths far 
below the ones they followed 
in the Great Depression,” 
observed Barry Eichengreen 
of the University of California 
(Berkeley), a member of our 
Institute, and Kevin O’Rourke 
of Trinity College Dublin, 
who are analyzing these trends. 
The 28% decline in house 
prices during the current 
difficulties already is more 
than twice the fall during the 
Great Depression. The greatest 
fear is for the loss of jobs. 
Unemployment in the United 
States rose sharply in recent 
months to 9.5%, still far below 
the joblessness recorded in 
the Depression of 25% in the 
United States, 21% in Britain 
and 34% in Germany. Yet 
fear is growing. The Economist 
warned of “a global jobs crisis” 

in which “the severity, breadth and 
likely length of the recession, together 
with changes in the structure of labor 
markets in both rich and emerging 
economies, suggest the world is 
about to undergo its biggest increase 
in unemployment for decades,” 
adding that “many of yesterday’s 
jobs, from Spanish bricklayer to Wall 
Street trader, are not coming back. 
People will have to shift out of old 
occupations and into new ones.”

The emergence of a promising 
new leader such as Obama at a 
time of economic crisis evokes 
folk memories of the New Deal. 
“Roosevelt’s reforms have become an 
unavoidable touchstone of American 
political argument, a talisman 
invoked by all parties to legitimate or 
condemn as the occasion requires, an 
emblem and barometer of American 
attitudes toward government itself,” 
the Stanford University historian 
David Kennedy observed in Freedom 
from Fear (1999), a history of the 
Depression years. Kennedy argued 
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that the institutional innovations of 
the New Deal “can be summarized in 
a single word: security….security for 
capitalists and consumers, for workers 
and employers, for corporations and 
farms and homeowners and bankers 
and builders as well. Job security, 
life-cycle security, financial security, 
market security….” Now this sense of 
security seems to be vanishing.

Barack Obama is the most talented 
politician to become President of 
the United States since Franklin 
Roosevelt. His communication 
skills, organizational capacity and 
selfdiscipline were proven in his 
campaign for the Presidency and 
in the early achievements of his 
administration. His foreign policy 
initiatives –toward Europe, Iran, 
Iraq, Cuba and the Israel-Palestine 
stalemate – won widespread support 
even though they were largely limited 
to statements of good intentions. 
More specifically, he took big risks in 
opposing the Taliban in Afghanistan 
and Pakistan as part of a political 
imperative to establish his credibility 
in national security. In domestic 
policy, his opening statements also 
were eloquent but lacking in detail. 
The detail was supplied by Congress 
which, under the influence of lobbies, 
mutilated and made more wasteful the 
large and porous spending programs 
–in health insurance, energy and 
environment policies-- for which his 
White House staff failed to present 
formal legislative proposals. Congress 
played its part by creating loopholes 
and exemptions that removed federal 
revenues and fees from the carbon 
emission trading scheme aimed at 
conserving energy and protecting the 
environment, giving away emissions 
permits to various industries instead 
of auctioning them off, which would 
have provided the government with 
needed revenue to reduce its deficit. 
Most expert opinion believes that 
carbon emissions could be curbed 
more directly and transparently by 
imposing a tax on carbon emissions. 
But this strategy was quickly discarded 

because of the national abhorrence of 
new taxes, even though the United 
States has one of the lowest tax 
burdens among rich countries.

Obama may find himself mired 
in intractable difficulties in dealing 
with the financial crisis he inherited. 
If the world emerges relatively soon 
from the recession of 2008-10, the 
United States still must deal with the 
consequences of a highly leveraged 
economy, burdened with a triple threat 
of big debts in households, public 
finance and international liabilities, 
with large fiscal commitments for new 
domestic programs in health, energy, 
education and the environment. If 
the world economy remains in the 
doldrums, the United States and 
other governments that spent huge 

sums in the first round of the crisis 
to support consumption and the 
financial system may lack the fiscal 
capacity to spend or borrow more. 
The only remaining options would be 
taxation or inflation.

In February, Congress passed 
Obama’s $787 billion program to 
stimulate the economy and provide 
support for those suffering hardship 
because of the crisis and for new 
investments in education, health care 
and infrastructure. Earlier that week, 
at his first televised press conference, 
Obama warned that failure of 
Congress to act “could turn a crisis 
into a catastrophe.” The business 
community generally supported 
the package, but the Republican 
minority in Congress opposed it 
almost unanimously on the grounds 
that it would be wasteful and create 

a huge burden of public debt for 
future generations, apparently 
expecting that the measures would 
be so ineffective that scandals bred by 
hasty government spending on such a 
large scale would create a platform for 
Republicans to recoup their big losses 
in the elections of 2006 and 2008.

In maneuvering through this 
uncharted territory, amid so much 
loose talk of a “New New Deal,” 
we may usefully compare the 
personalities and political postures of 
Barack Obama and Roosevelt.

While Roosevelt was a scion of 
the Dutch landed aristocracy of New 
York’s Hudson River Valley, Obama 
overcame the difficulties of irregular 
birth and childhood – as did other 
presidents before him – to gain 
distinction. While Obama had no 
executive experience before becoming 
president, FDR was assistant secretary 
of the navy during World War I and 
governor of New York State (1929- 
32), although some had rated him as 
being shallow and superficial. Walter 
Lippmann, the influential political 
columnist who had interviewed 
Roosevelt several times, called him 
“a kind of amiable boy scout…. 
a pleasant man who, without any 
important qualifications for the office, 
would very much like to be president.” 
But Justice Oliver Wendell Holmes 
found that Roosevelt compensated 
for his “second-class intellect” with 
his “first-class temperament.” While 
FDR dropped out of Columbia Law 
School after only one year of study, 
Obama was elected president of the 
Harvard Law Review by his fellows, 
the first black student to achieve that 
honor.

“Fireside chats”
While FDR had no intellectual 

pretensions beyond tending his stamp 
collection, model ships and occasional 
reading of naval history, Obama is 
a brilliant orator and writer, but is a 
novice at formulating and executing 
policy. Obama’s main vehicle of 
communication is the Big Speech, 

The Great Depression 
was a calamity but not a 

catastrophe.



10 BRAUDEL PAPERS

whereas FDR’s was his “fireside 
chats” on radio, then a new medium. 
Despite these differences in origin 
and character, both men showed 
formidable self-confidence, self-
discipline and willpower in meeting 
challenges. In his classic The American 
Political Tradition, the historian 
Richard Hofstadter observed: “At 
the heart of the New Deal there was 
not a philosophy but a temperament. 
The essence of this temperament 
was Roosevelt’s confidence that even 
when he was operating in unfamiliar 
territory he could do no wrong, 
commit no serious mistakes.” While 
Obama surrounded himself with the 
best and brightest economists from 
Harvard, Berkeley and Chicago, FDR 
dismissed the advice of economists. “I 
happen to know,” he said in a fireside 
chat, “that professional economists 
have changed their definition of 
economic laws every five or 10 years 
for a long time.” It was over the irate 
opposition of his main economic 
advisers that Roosevelt, craftier than 
Obama, took the United States off the 
gold standard two days after taking 
office. That proved to be his master 
stroke, enabling the government to 
expand the money supply and stop 
the downward spiral of deflation.

In response to economic crisis, 
both Roosevelt and Obama had to 
do something big upon taking office. 
FDR became president at the depths of 
the Depression, after unemployment 
idled 25% of the labor force and GDP 
fell by 40%, while Obama swore 
the oath in January 2009 when the 
scale of the crisis was still in doubt. 
In response to fears of another Great 
Depression, Obama launched big 
spending plans in contrast to FDR’s 
fiscal caution. Roosevelt fought the 
1932 election as a fiscal conservative, 
denouncing the federal deficits 
incurred by his opponent, President 
Herbert Hoover (1929-33), caused 
by falling tax revenues and emergency 
spending. FDR promised that, if 
elected, he would cut government 
spending by 25%, even though, even 

with those surges, federal spending in 
1932 was only 8% of GDP, against 
24% of GDP today. As president, 
Roosevelt pursued his vocation for 
fiscal orthodoxy, mixed incongruously 
with his creative and compassionate 
expansion of the role of government, 
until that orthodoxy triggered a major 
recession in 1937 that exhausted the 
political momentum of the New Deal.

Both the social and institutional 
reforms of the New Deal and 
those proposed by Obama’s new 
administration –in health, energy, 
education and environmental policy 
– were products of improvisation. 
FDR avoided populist appeals until 
he began to prepare for reelection 
in 1936. By then he had to deal 
with attacks at the New Deal’s 
failure to overcome the Depression. 
These attacks, undermining FDR’s 
reelection prospects, came from 
labor leaders disillusioned by 
Roosevelt’s pro-business policies and 
from demagogues such as Senator 
Huey “Kingfish” Long of Louisiana, 
whose “share the wealth” movement 
threatened to split the Democratic 
nominating convention, and Father 
Francis Coughlin, the Detroit radio 
priest, whose vitriolic national 
broadcasts were forerunners of the 
right-wing talk radio attacks on 
Obama today. Roosevelt responded 
with an avalanche of social legislation 
passed in 1935-36 by Congress. Ten 
months before the election, FDR 
switched to attack: “We have earned 
the hatred of entrenched greed. Give 
them their way and they will take the 
course of every autocracy of the past: 
power for themselves and enslavement 
for the public.” Expansive in rhetoric 
yet cautious in action, facing 
vociferous rightwing opposition, 
Obama has avoided statements like 
that so far in his Presidency. Also, 
Obama operates in a more complex 
political environment.

The analogies between Roosevelt 
and Obama, which Obama seemed 
to cultivate, are rich in both fact and 
folklore. We hear so much talk about 

another Great Depression and a “New 
New Deal” that we could reflect 
usefully on the differences between 
then and now: 

1. The United States in the 1930s 
was the leading creditor nation 
and repository of the world’s gold 
reserves, while today it is the world’s 
leading debtor. Large current account 
deficits have left the United States 
with $2.5 trillion in net international 
liabilities in 2007, doubling over the 
past decade. China and Japan hold 
more than half of all U.S. Treasury 
securities. With more borrowing 
needed to finance the stimulus and 
bank rescue packages now being 
enacted, the United States will be 
even more dependent on foreigners 
who already own 57% of Treasury 
securities and 24% of private debt.

2. In 1925-29 the United States 
produced almost half of the world’s 
industrial output and its imports 
absorbed 40% of world commodities 
trade. Today its role as a producer is 
greatly reduced, while it retains its key 
role as an importer. The globalization 
of finance is matched with the 
worldwide integration of complex 
supply chains for manufactured 
products, heavily dependent on the 
United States market.

3. In the 1930s China, India, 
Korea, Iran, Algeria, South Africa, 
Egypt and the Persian Gulf states 
were either colonies or semi-colonial 
dependencies, largely trapped in 
economic stagnation, while today 
they are, as a group, independent 
and important actors in the world 
economy. The main theaters of 
geopolitical tensions today –Pakistan, 
Iran, Iraq and North Korea – were 
colonies or protectorates of foreign 
powers in the 1930s.

4. The past decade was a time of 
progress and stability in most of the 
world, while the 1920s in Europe 
and Asia were theaters of military and 
political conflict, hyperinflations and 
hardship. By itself, the Depression 
was not a demographic catastrophe. 
The Great Depression was a calamity 
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but not a catastrophe. The Oxford 
English Dictionary says calamity is 
rooted in the idea of damage to crops 
and means “grievous affliction or 
adversity,” while catastrophe means 
“overturning, an event producing the 
subversion of the order or system of 
things, a sudden disaster, widespread, 
very fatal.” In other words, calamity is 
an experience that can be lived with 
and overcome, while catastrophe is 
final. In this sense, the world economy 
was badly shaken and damaged 
but remained intact. Despite great 
hardship of millions of people, death 
rates in the United States, as in the 
rest of the world, continued their 
decline through the Depression. 
Curiously, organized violence 
occurred only sporadically and on a 
small scale. But the Depression was 
a key bridging episode between the 
two World Wars of 1914-45, which 
together cost 100 million lives and 
which, as time passes, are seen as one 
historical experience. “In the large 
sense the primary cause of the Great 
Depression was the war of 1914-
18,” Hoover wrote in the opening 
paragraph of his memoir. “Without 
the war there would have been no 
depression of such dimensions. There 
might have been a normal cyclical 
recession; but, with the usual timing, 
even that readjustment probably 
would not have taken place at that 
particular period, nor would it have 
been a ‘Great Depression’.” The great 
political danger of a world economic 
crisis today would be the resurgence 
of the kind of radical nationalism and 
revanchism that gave rise to Nazism 
in Germany and could impact major 
polities such as China and the United 
States.

5. The epicenter of crisis in the 
1920s and in our time was Wall 
Street. Both episodes embraced 
globalization, but in those earlier 
times the metabolism of globalization 
was sluggish by our standards due to 
technological limitations that seem 
quaint today. Trans-Atlantic travel 
was by steamship, taking several days, 

instead of by jet aircraft in a few 
hours, providing new opportunities 
for international conferences. Thus 
presidents, prime ministers, finance 
ministers and central bankers can meet 
at a delirious frequency of summits, 
inconceivable in the 1920s. There 
were few international institutions, 
as opposed to their proliferation in 
our time, and little monitoring of 
the world economy. In the old days 
bankers mainly communicated by 
mail, when a letter from New York 
to London took a week to arrive. 
The telegraph used only in urgent 
situations. Use of trans-Atlantic 
telephone was rare and precarious. 
Letters and documents were sent via 
postal services, now falling into disuse 
thanks to instant and virtually costless 
transmission by email on the Internet, 
which provides access to enormous 
volumes of information on almost 
any subject from almost any place 
on Earth. The slowness by which 
information was communicated 
and processed in the past has been 
forgotten in our era of cheap and 
instant transmission of data amid vast 
arrays of computer screens scattered 
around the world, not to speak of 
cell phones now possessed by billions, 
even some of the world’s poorest.

6. Economic statistics were still in 
their infancy in the 1920s and 1930s, 
while today we are flooded with 
information, processed by hordes of 
analysts in international agencies, 
banks, governments, universities and 
private consultancies, without greatly 
enhancing our collective powers of 
judgment and prediction. Yet, in our 
tightly integrated world economy, 
some say that today’s financial crisis was 
triggered by a failure of information, 
a specific kind of information needed 
to set prices in the vast and flickering 
array of complex securities. However, 
the real failure was not technical, but 
in the lack of wisdom and restraint.

7. In the 1920s no natural resource 
constraints appeared of the kind 
widely perceived today, as nations 
compete vigorously for resources 

amid new concerns for environmental 
degradation.

8. In the years before the 1929 
Wall Street Crash, households were 
investing heavily in stocks. However, 
in 2005-07 households were net 
sellers of stocks totaling $2.2 trillion 
and were borrowing heavily, mainly 
to support consumer spending.

9. Commodity prices began falling 
in 1926, three years before the 1929 
crash, plunging by 70% from 1926 
to 1933 and remaining in that 
trough during most of the 1930s. In 
contrast, the 2007-08 financial crisis 
occurs with food, oil and minerals 
prices surging, provoked by capacity 
limitations in the face of rising 
consumption. After a fall in late 2008 
and early 2009, these prices started 
rising again.

10. No major economic crisis has 
ever afflicted a population as heavily 
urbanized as ours today. The world’s 
population was largely rural in 1930, 
while today there is an urban majority. 
At least 75% of the populations of 
33 countries, including the richer 
members of the OECD and the most 
important Latin American republics, 
now live in towns and cities, leaving 
urban residents more vulnerable 
to fluctuations in financial and 
commodity markets (mainly oil and 
food) than are people in rural areas. 
In our era there have been important 
gains in social justice. Middle-income 
countries in Asia and Latin America 
have been protagonists of a dramatic 
expansion of the world middle class. 
As one indicator of this expansion, 
the number of people in the world 
emerging from extreme poverty to 
live on between $2 and $13 a day 
nearly doubled to 2.6 billion between 
1990 and 2005.

11. Both the1920s and the period 
since 1990 in the United States 
were eras of cheap money, with low 
consumer price inflation and fast 
growth of financial assets. In the 
1920s, Treasury Secretary Andrew 
Mellon was as revered as was Alan 
Greenspan until recently. Mellon’s 
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claim to greatness in his 11 years as 
Treasury Secretary, serving longer 
than any other man, was that he ran 
budget surpluses and cut government 
spending and debt, seeing that interest 
rates would remain low and finding 
“no evidence of over speculation” 
in the stock market, which seemed 
“to be going along in a very orderly 
fashion.”

12. While the thousands of bank 
failures in the Great Depression largely 
involved small institutions, today’s 
crisis focuses on the 10 biggest banks 
holding two-thirds of the country’s 
deposits, complex businesses with 
worldwide commitments. During the 
1920s, many people said the country 
had too many banks. “No community 
can possibly provide adequate 
resources, competent officers and 
experienced directors for one bank 
for every 750 of its inhabitants, as in 
North Dakota, or to 1,400 as in Iowa,” 
said a report of the National Bureau 
for Economic Research (NBER) a 
few months before the 1929 Crash. 
The bulk of the bank failures were 
precisely in small towns in scantly 
populated states. In 1931, the worst 
year for bank failures before 1933, 
three-fourths of the 2,293 closings 
were small banks not belonging to the 
Federal Reserve System, involving less 
than 2% of all U.S. bank deposits. Of 

the failed banks, 80% had less than 
$25,000 in capital. According to 
Eugene White, a Rutgers University 
banking historian, the failures of the 
early depression years were basically 
an extension of the nearly 10,000 
closings, mergers and absorptions of 
banks in the 1920s, adding that “the 
importance of the bank crisis of l930 
in the history of the Great Depression 
appears to be somewhat inflated.” The 
surprising thing in all the panic and 
clamor is that the financial system 
held together. The damage would 
have been much greater if Hoover 
had not set aside his private enterprise 
credo to create the Reconstruction 
Finance Corporation (RFC), the 
most powerful instrument of state 
capitalism in U.S. history, to save the 
financial system from the effects of 
the 1931 debt and payments collapse 
in Europe. In less than eight months 
in 1932, the RFC lent $1.3 billion 
[$20 billion in today’s money] to 
5,520 financial institutions. By March 
1933 it lent another $365 million to 
62 railroads to prevent mass default 
on their bonds. Without these RFC 
loans, half of all railroad bonds might 
have gone into default. Innovations of 
this kind are being attempted today

13. What saved us this time 
from greater panic and depression 
was deposit insurance, which was 

pioneered by the New Deal. Today 
119 countries have adopted deposit 
insurance programs. Roosevelt 
is remembered as the father of 
deposit insurance, which since 
the 1930s saved the United States 
from successive banking panics. 
However, as a fiscal conservative, he 
opposed these guarantees. Though 
a pragmatic politician never too 
clear on economic policy, FDR felt 
strongly enough on this one to veto 
a deposit guarantee plank in the 1932 
Democratic platform and repeated 
his opposition in his first press 
conference as president, only to yield 
to overwhelming pressure and later 
claim credit for the idea after the 1933 
Glass-Steagall Act was passed. Since 
1886, there had been 150 bills in 
Congress to guarantee bank deposits, 
but all failed. Chances grew after 
Rep. Henry Steagall warned House 
Speaker John Nance Garner in April 
1932: “You know, this fellow Hoover 
is going to wake up one day and come 
in here with a message recommending 
guarantee of bank deposits and, sure 
as he does, he’ll be reelected.” FDR 
opposed the idea because so many 
states had tried it and failed: New 
York in 1819-37 and eight states after 
the panic of 1907. The funds were too 
small to survive when several banks 
failed at the same time.
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In The Banking Crisis of 1933, 
Susan Kennedy observed that 
the Federal Deposit Insurance 
Corporation (FDIC) “succeeded for 
exactly the reasons that its bitterest 
critics condemned it to failure: it 
made strong banks responsible for 
the losses of the weak.” In time, 
however, Freedom from Fear became 
so powerful that, more than a decade 
ago, the FDIC stopped charging 
banks insurance premiums on their 
deposits, leaving it with severely 
depleted reserves against bank failures 
and dependent on the Fed to print 
money to cover its commitments to 
depositors in today’s disruptions.

14. While Roosevelt failed to 
end the Great Depression, with 
unemployment remaining above 14% 
throughout the 1930s, his legacy was 
the preservation and strengthening of 
the nation’s institutions in the face of 
great adversity. Obama will be judged 
by the same standard.

Suffering
Suffering today still is small 

compared with the experience 
of the Great Depression. Then 
unemployment surged from 3% in 
1929 to 25% by 1933, while in our 
time it doubled from 4.4% early in 
2007 to 9.5% in June 2009, with 
loss of six million jobs, and may 
reach 10-12% by 2010. Then as now, 
unemployment was concentrated 
in the young and uneducated, most 
heavily on blacks and Hispanics, 
although it is rising fast among 
professionals today. The most 
shocking poverty was concentrated 
in the rural population, a long-term 
problem. At the time of the 1929 
Crash, an agricultural depression 
had been eating away at farm income 
for nearly a decade. Then, with 
agriculture providing 30% of all 
employment against just 4% today, 
farm income suddenly collapsed by 
two-thirds from 1929 to 1932.

In the winter of 1930-31 a reporter 
in Chicago observed: “You can ride 
across the lovely Michigan Avenue 

bridge at midnight with the lights 
all about making a dream city of 
incomparable beauty, while 20 feet 
below you, on the lower level of the 
same bridge, are 2,000 homeless, 
decrepit, shivering and starving 
men, wrapping themselves in old 
newspapers, to keep from freezing, 
and lying down in manure dust to 
sleep.” Chicago was reduced to paying 
its teachers in tax warrants and later, 
in the winter of 1932-33, to paying 
them nothing at all.

On the eve of the current financial 
crisis, Chicago was the American 
city with the most residents holding 
subprime mortgages and where many 
foreclosures and evictions now are 
taking place. Today the vulnerabilities 
of Americans are especially apparent 

in the declining industrial cities and 
in the backwash of the real estate 
boom in the sunbelt states of Florida, 
Nevada, Arizona and southern 
California. The problems of Chicago 
today are different from those during 
the Depression. They are far from the 
magnificent skyscrapers of The Loop, 
where Chicago has consolidated 
its role as a center of industrial 
management, law and finance. They 
are problems of social and economic 
cleavage and residual poverty.

Earlier this year, surveying school 
reform in big U.S. cities, our research 
team from the Fernand Braudel 
Institute of World Economics of São 
Paulo visited the William R. Harper 
High School in the sprawling black 
ghetto of Englewood on Chicago’s 
South Side. Englewood is a community 
blasted by social ills whose precarious 

survivors inhabit the decaying 
remnants of two-story private homes 
nearly a century old, which now are 
split into multiplefamily dwellings. 
The sparsely populated neighborhood 
is sprinkled with revivalist churches 
and liquor stores and pocked with 
boarded-up abandoned homes and 
vacant lots where derelict houses once 
stood. The principal of Harper High 
School, Kenyatta Stansberry, is a short, 
scrappy woman who has had some 
success in reducing school violence 
and motivating disorderly students 
and burned-out teachers in order 
to make Harper into a Turnaround 
School, trying to overcome the 
plagues of gang fights, drug traffic, 
dropouts, parental abandonment and 
academic failure.

“Three-fourths of our kids are 
being raised by their grandmothers,” 
she said. The Census Bureau reports 
that 4.7 million children in the 
United States, or 6.5% of those 
under age 18, are being raised by 
grandparents, a problem especially 
acute in communities like Englewood. 
Chicago Public Schools has formed a 
special unit to help grandparents raise 
children and to cope with widening 
economic distress. Riding the 
elevated Green Line train for the half-
hour journey to downtown Chicago, 
we see other ruined neighborhoods 
like Englewood spread out over 
the desolate urban landscape. The 
fate of Englewood is shared by 
neighborhoods in the northern swath 
of rust belt cities spreading eastward 
to Detroit, Cleveland, Akron, Toledo 
and Buffalo, and by East Coast cities 
such as Baltimore, Philadelphia and 
Providence, to name a few. If the 
present crisis deepens or lasts much 
longer, it will be hard to tell how, and 
in what form, these communities will 
survive.

Abandoned houses in Cleveland
Roughly one-tenth of Cleveland’s 

houses stands vacant, after some 
10,000 foreclosures in 2007-08. Once 
a leading industrial and cultural center, 

“Three-fourths of our 
kids are being raised by 

their grandmothers”
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Cleveland lost half its population since 
1960 and became one of the nation’s 
most dangerous cities. The U.S. 
Department of Housing and Urban 
Development (HUD) offered to sell 
its abandoned properties in Cleveland 
for $100 each to the city. Outside 
investors, known as “flippers,” 
descend on Cleveland to buy derelict 
properties for the price of a large flat-
screen TV for resale for three or four 
times more. One California couple, 
Sheila and Eric Tomasi, bought some 
200 houses in Cleveland, among 
the 2,000 homes in 22 states that 
they purchased in 2008 to resell at a 
profit, financed with mortgages that 
they would package and securitize 
for sale to investors. Banks and other 
lenders now own roughly one million 
foreclosed homes in the United 
States, which stand empty for an 
average of eight months, ample time 
for vandals to strip them of toilets, 
sinks, stoves, wood flooring, pipes and 
copper wiring. The city of Cleveland 
is suing 21 lenders for creating a 
public nuisance, arguing that the 
degradation of their vacant foreclosed 
houses, often invaded by squatters, 
is destroying neighborhoods. The 
costs of maintaining and repairing 
empty houses are so high that banks 
are refusing to take possession of 
foreclosed properties in cities such as 
Buffalo, Kansas City and Jacksonville. 
Demolition of each house costs 
roughly $8,000. Other cities –
Minneapolis, Detroit, Youngstown, 
Phoenix and Cincinnati – are using 
federal emergency funds to demolish 
vacant houses.

Baltimore’s municipal government 
is suing the Wells Fargo Bank of 
California for racial bias in pushing 
black borrowers into high-interest 
subprime mortgages, even though 
their credit records and incomes 
qualified them for lower-interest 
prime loans. “Wells Fargo mortgage 
had an emerging-markets unit that 
specifically targeted black churches, 
because it figured church leaders had 
a lot of influence and could convince 

congregants to take out subprime 
loans,” said a former Wells Fargo loan 
officer. Baltimore officials say that half 
the houses subject to foreclosure on 
Wells Fargo loans made from 2005 to 
2008 now stand vacant, with 71% of 
them in mainly black neighborhoods.

Until now, human suffering 
has been limited and subdued in 
today’s crash, despite rising home 
foreclosures, unemployment and 
bankruptcies. In September, a BBC 
television reporter interviewed 
middle-class women in the wealthy 
city of Santa Barbara, California, 
who were sleeping in their cars with 
their pets in a municipal parking lot 
after being evicted from their homes, 
being obliged to leave the parking lot 
at 6 a.m. every day. They were among 
the 7.3 million Americans expected 
to default on their mortgages between 
2008 and 2010, of whom 4.3 million 
were likely to lose their homes.

“Everything must go.”
A proliferation of yard sales took 

place in Manteca, California, called 
the epicenter of the foreclosure crisis, 
where median home values fell by 
half since 2006. “Everything must 
go,” the classified ads announced, 
as desperate residents spilled out 
the detritus of the consumer boom 
on their dry, neglected front lawns: 
Christmas ornaments, clothes, 
microwave ovens, toys, DVD players, 
refrigerators, washing machines. 
Three year-old Marita Duarte’s 
tricycle was sold by her mother for 
$3 even as the little girl was riding 
on it. Her mother lost her job as a 
floral designer two months before. 
An Australian radio reporter talked 
with a pawnbroker in Manassas, 
Virginia, near Washington, who 
spread out dozens of rings, necklaces, 
bracelets and earrings on his counter. 
“When they bought this, they had 
money; these items are not cheap,” 
the pawnbroker said. “When people 
start parting with items like Rolexes 
and expensive guitars, it is hitting 
everybody, not just people that are 

halfway down at the bottom already. 
It is hitting people who were on the 
top and that is when you know it is 
bad.”

Many formerly middle-class 
families, evicted from their homes, 
are living now in shabby motels, often 
at the expense of local authorities, on 
the outskirts of Denver, Chattanooga, 
Boston and many other cities. 
They have been called the “hidden 
homeless.” Greg Hayworth, a 44 year-
old graduate of Syracuse University, 
had been doing well in real estate and 
mortgage finance before the crash, 
but now his family of five sleeps 
on two beds, cooking pasta on hot 
plates, in a crowded motel room in 
Orange County, California, a wealthy 
area with a surplus of old motels that 
once housed Disneyland visitors. “I 
owe it to my kids to get out of here,” 
said Hayworth, who has trouble 
finding a steady job. “I promised my 
15 year-old daughter that we’d be 
out of here by her birthday. But that 
came last week and we’re still here.” 
The government of Fairfax County, 
Virginia pays $65 a night for Robert 
Polight, his wife and two children 
to stay at the Breezeway Motel 
while waiting for space to open in 
the county shelter, with the family’s 
belongings, packed in garbage bags, 
stored in a corner of the motel room. 
“But we’re together,” said Polight, 
44. “We’re together, and all of this 
moving around, stuff in storage and 
all, won’t be for long…we hope. All 
of this situation makes you see how 
close you can be to everything –
house, kids, toys, clothes – being 
gone.”

The average per capita income 
of the United States in 2007 was 
$45,000, measured in purchasing 
power parities (PPP) against $32,000 
for the Euro Area and Japan and 
$9,000 for Brazil. Yet this average 
hides the precariousness of large 
swaths of the U.S. population. 
Wal-Mart is distributing free food 
through more than 3,300 of its 
retail outlets nationwide as part of 
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a fast-growing network of “food 
banks” operated by charities and the 
private sector. One of them is at the 
Faith Lutheran Church in Lehigh 
Acres, Florida, where recently on a 
Friday morning 221 families, many 
of whom had lost their homes to 
foreclosure, were lining up for bread. 
A block away, laid-off construction 
workers were scavenging through 
black plastic trash bags on lawns 
overgrown with weeds, looking for 
CDs, machinery parts, copper wires, 
anything they could sell. “Lehigh 
Acres, like much of Florida and many 
suburbs nationwide, was born with 
speculation in its DNA,” observed 
The New York Times.

Speculation drove the 
feverish flipping of houses and 
condominiums in a hot real estate 
market. “Sometimes houses would 
sell three or four times in a few 
months, and no one would move 
in,” one dealer said. But now house 
prices in Lehigh Acres, a suburb of 
Fort Myers on Florida’s coast facing 
the Gulf of Mexico, have fallen 80% 
below their 2005 peak. Many analysts 
expect house prices to continue to 
fall nationally, with some 25 million 
families with mortgage debts greater 

than the value of their homes. The 
price declines are reinforced by 
the dumping of foreclosed homes 
on depressed markets by holders 
of CDOs of securitized mortgages 
trying to recover some value from 
their investments.

In the epidemic of foreclosures 
and abandonment of houses by 
debtors, either unable to meet 
monthly mortgage payments or 
because mortgage debt exceeded the 
value of their houses, half-emptied 
neighborhoods became crime scenes, 
where drug dealers moved in. Under 
lax regulation, 10,000 convicted 
criminals got jobs in the mortgage 
business, 4,000 of them as licensed 
real estate brokers. Sang-Min “Sonny” 
Kim, a tattoo-parlor owner, cleared $4 
million selling 90 properties, mostly 
in poor neighborhoods of Tampa 
with little or no down payment, with 
many of the buyers convicted drug 
dealers who quickly disappeared. 
Financing Sonny Kim’s fraudulent 
deals, with no questions asked, were 
the headline banks of the subprime 
crash --Wachovia, Wells Fargo, Bank 
of America, Lehman Brothers, Fannie 
Mae and Freddie Mac. Meeting at a 
motel, 50 of the remaining residents 

of Lehigh Acres drafted a letter to 
President Obama, asking for $270 
million to build roads and $62.5 
million to stop foreclosures. But 
Obama stuck to generalities when 
he visited the area a few days later: 
“I know Fort Myers had the highest 
foreclosure rate in the nation last 
year. I know entire neighborhoods are 
studded with foreclosure signs, and 
families across the city feel like they’re 
losing their foothold in the American 
Dream.” Under pressure from 
government to avoid foreclosures 
and evictions, mortgage servicing 
companies have eased the terms of 
many loans. But research by the 
ratings agency Fitch found that from 
65% to 75% of loans were in default 
again within a year after they were 
renegotiated. Pam Iorio, the mayor of 
Tampa, Florida more pointedly said: 
“If there can be any good from this 
economic calamity that is occurring, 
it is causing us to reassess ourselves 
as a country, as a state, as a city. We 
have to reassess the institutions that 
we trusted and can’t trust anymore. 
We have to reassess the role of 
government in the private sector. 
And locally, and as a state, we have to 
reassess the basis of our economy.”

3. What Have They Done?

The panic that erupted in 
September 2008 has been called 
a “meltdown,” by now a financial 
market cliché, alluding to a nuclear 
power plant accident in which the 
radioactive core melts and spews 
lethal contamination through the air 
over the surrounding region, as in the 
Chernobyl disaster in the Ukraine 
in 1986. The financier George Soros 
observed in November 2008 that “the 
inconceivable occurred: the financial 
system actually melted down….A 
deep recession is now inevitable and 
the possibility of a depression cannot 
be ruled out. When I predicted earlier 
this year that we were facing the worst 
financial crisis since the 1930s, I did 

not anticipate that conditions would 
deteriorate so badly.”

Much has changed in recent 
months to transform the structure 
of financial markets, after frenzied 
weekends of international meetings 
as well as negotiations and 
improvisations among officials of the 
U.S. Treasury, the Federal Reserve, 
bankers, politicians and governments 
and central banks of several countries. 
The undercapitalized expansion 
of financial activity, leveraged 
with borrowed money, suddenly 
reversed. Banks, hedge funds and 
insurance companies were trapped 
by commitments that they could not 
finance. “Deleveraging” ensued as 

panic spread. Derivative contracts, 
many of them inscrutable in their 
complexity even to professionals, 
made sudden and implacable demands 
on scarce capital. This impacted the 
“shadow financial system” of hedge 
funds, investment banks, private 
equity firms and brokers that played 
a key role in expanding the volume 
of credit worldwide. The IMF 
estimates that financial institutions 
in the United States and Europe face 
potential writedowns of loans and 
securities through 2010 valued at 
nearly $4 trillion on their books.

Before the Meltdown, there was 
The Great Moderation, the period 
since 1980 of increasing stability 
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in rates of growth, inflation and 
unemployment. Banking panics were 
rare between passage of the New Deal’s 
Glass-Steagall reform of 1933, which 
separated insured commercial banks 
from more risky investment banks, 
and outbreak of the current crisis 
in 2007. Not only were most bank 
liabilities insured, but bank charters 
were made more valuable because of 
government restrictions on creating 
banks, ceilings on interest rates and a 
ban on interstate banking that created 
local deposit monopolies. But the 
structure of financial markets changed 
in the deregulation of banking and 
the securities business that took place. 
After 1980, ceilings on interest rates 
gradually were lifted as financial assets 
proliferated in volume and variety. In 
1998 a climax was reached with the 
end of the division of labor between 
commercial and investment banks 
created by the Depression era Glass-
Steagall Act of 1933, which had 
curbed financial practices that exposed 
depositors’ money to greater risk. The 
repeal of these curbs enabled deposit-
taking institutions to compete for the 
traditional business of investment 
banks, taking on greater risk, while 
the Clinton Administration, led by 
Treasury Secretary Robert Rubin and 
Greenspan, ruled against regulation 
of derivatives. In 2004 the Securities 
and Exchange Commission yielded 
to pressure from the five big Wall 
Street investment banks to free 

them from capital requirements 
that impeded them from taking 
on more debt to finance more 
derivatives deals. “Regulation of 
derivatives transactions that are 
privately negotiated by professionals 
is unnecessary,” Greenspan said in 
1998. “Regulation that serves no 
useful purpose hinders the efficiency 
of markets to enlarge standards 
of living.” But during a four-hour 
grilling by a Congressional committee 
late in 2008, Greenspan confessed his 
mistake in assuming that markets 
could regulate themselves. “Those of 
us who have looked to the self-interest 
of lending institutions to protect 
shareholders’ equity, myself included, 
are in a state of shocked disbelief. This 
modern risk-management paradigm 
held sway for decades. The whole 
intellectual edifice, however, collapsed 
in the summer of last year.”

Writing on The Panic of 2007, 
Gary Gorton of Yale University 
observed that “the banking system 
was metamorphosing into an off-
balance sheet and derivatives world 
–the shadow banking system. The 
bank-like system of off-balance 
sheet vehicles is beyond the reach 
of regulators, but migrates back to 
regulated institutions when things 
go bad.” Since my childhood I have 
envisioned a bank as an impressive 
building with tellers, loan officers, 
guards and lots of money inside, but 
I am out of date. Gorton argues that 

“the shadow banking system is, in 
fact, real banking and that current 
events constitute a banking panic is 
vital to thinking about the future of 
the financial system.” Indeed, it is 
getting harder to distinguish between 
my childhood idea of a bank and 
what J.P. Morgan does as a leading 
survivor of the debacle, buying failed 
financial institutions (Bear Stearns 
and Washington Mutual) on the 
cheap and cutting its own risk profile 
while remaining the biggest bank in 
the shadow banking system. Its $81 
trillion in derivatives exposure, more 
than five times U.S. GDP, exceeds 
the combined volume of its two 
main rivals, Goldman Sachs ($40 
trillion) and Bank of America ($39 
trillion). Five banks controlled 96% 
of all derivatives business traced by 
U.S. authorities and act as funders, 
custodians, counterparties and 
facilitators of the shadow banking 
system.

Big Banks
In 2008-09, as the financial crisis 

deepened, Citigroup and other 
big banks in the United States and 
Europe became wards of the State. As 
its losses mushroomed to $36 billion 
over six quarters and with more 
losses in sight, Citigroup was saved 
by a series of bailouts by the federal 
government. First, along with cash 
injections to other major banks under 
the $700 billion TARP (Troubled 
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Assets Relief Program), it was lent 
$25 billion by federal authorities in 
October 2008. Then, in only one 
week in November, Citigroup lost 
60% of its stock market capitalization 
(26% of it in one day, November 
20) as panicked investors fled, again 
forcing the government’s hand. So 
just before midnight on Sunday 
November 23 at the end of another 
of those tumultuous weekends, the 
government agreed to inject another 
$20 billion into Citigroup and absorb 
90% of any losses on $306 billion 
of the bank’s troubled assets. In 
return, the government received $27 
billion in preferred shares paying an 
8% dividend and warrants to buy 
8% of Citi’s stock. In February, the 
government again relieved pressure on 
Citigroup by converting its preferred 
shares into common stack, thus taking 
36% ownership. Days before, a share 
in Citigroup, until recently an icon of 
global capitalism, cost less than a cup 
of coffee.

“Can Europe be far behind?” asked 
Daniel Gros and Stefano Micossi of 
the Center for European Policy Studies 
in Brussels shortly after Lehman’s 
failure. “The crucial problem on 
this side of the Atlantic is that the 
largest European banks have become 
not only too big to fail, but also too 
big to be saved.” Assets of European 
Union banks total $52 trillion, four 
times the EU’s GDP. A report by the 
European Commission to EU finance 
ministers warned: “For some member 
states, it may be the case that asset 
relief for banks is no longer an option, 
due to existing budgetary constraints 
and/or the size of their banks’ balance 
sheets relative to GDP.” The assets 
of Deutsche Bank total about $3 
trillion, equal to 85% of Germany’s 
GDP, with its high leverage (assets to 
shareholders’ equity) only one euro 
of tangible capital for every €55 of 
assets, nearly twice the gearing of Bear 
Stearns and Lehman Brothers before 
the two Wall Street investment banks 
failed. Barclay’s assets total $3 trillion, 
equaling Britain’s GDP, carrying a 

leverage ratio of 50>1. The 12 largest 
European banks were leveraged at 
35>1, compared with a 20>1 ratio 
for the 20 biggest U.S. banks, but 
declared a ratio of only 10>1 to meet 
capital adequacy regulations. As of 
October 2008, 40% of the $590 
billion in global writedowns of bank 
credits hit European institutions. The 
IMF more than doubled its estimate 
of worldwide losses and writedowns 
on $23 trillion in loans and securities, 
from $945 billion in April 2008 to 
$2.2 trillion in January 2009, adding: 
“The speed and size of the impact of 
the adverse feedback loop between 
the economy and the financial system 
has overwhelmed policy responses 
so far.” On March 5, BNP Paribas 
downgraded European senior bank 

debt, comprising some $2.1 trillion 
in bonds.

Cascading mergers and 
acquisitions

The troubles of banking 
conglomerates worldwide today 
come at the climax of a century 
of expansion and consolidation, 
aggressively accelerated over the past 
decade, through cascading mergers 
and acquisitions. The lineage of 
conglomerates such as the Royal Bank 
of Scotland (RBS) and Fortis of the 
Benelux countries, today being rescued 
by their respective governments, are 
rooted in the capitalist boom of the 
early 18th Century. RBS was a small 
Scottish bank that wanted to grow. 
It succeeded, briefly emerging as 
the world’s biggest bank by assets in 
2007 as a major financier of oil and 

gas extraction while buying more 
than 40 subsidiaries in a frenzied 
acquisitions campaign climaxed by 
the $101 billion purchase of the 
Dutch bank ABN-Amro. It was the 
biggest buyout in banking history, 
jointly engineered by RBS, Fortis and 
Banco Santander of Spain. The ABN-
Amro deal proved too much for RBS 
and Fortis, which fell into the arms of 
their respective governments. Fortis, 
a banking and insurance giant with 
operations in more than 50 countries 
and liabilities three times the size of 
Belgium’s GDP, was nationalized and 
parceled out among the three Benelux 
countries, amid furious shareholder 
disputes, after its stock market value 
fell by four-fifths. On January 19, 
2009, RBS announced a $45 billion 
loss for 2008, the biggest in British 
business history, feebly claiming some 
$3.2 trillion in assets, equal to 166% 
of Britain’s GDP, leveraged 291 times 
on market capitalization of only $11 
billion. Britain’s government was 
forced to nationalize RBS and pump 
in $47 billion in extra capital, while 
guaranteeing $605 billion of RBS’s 
toxic assets. “The UK government 
looks increasingly like a python that 
has swallowed a hippopotamus,” 
wrote Financial Times columnist 
Martin Wolf. The architect of the 
rise and fall of RBS, Fred Goodwin, 
resigned in disgrace as chairman at 
age 50 to receive a lifetime pension of 
$1.2 million a year.

This disarray has summoned 
extraordinary efforts by governments 
and central banks. The BIS urged that 
big banks become “smaller, simpler 
and safer” while voicing a certain 
pessimism over rescue efforts:

Rescue packages are building up 
financial sector concentration 
and systemic risk even as reforms 
in regulatory policy seek to make 
those risks more manageable. 
Fortunately, officials in many 
countries understand all of this and 
are looking for solutions. The truth 
is that as financial institutions grow 

As things went bad, 
banks and other 

financial institutions 
were decapitalized.
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more complex, the demands on 
risk management grow much more 
quickly. A large, integrated financial 
institution today has hundreds of 
subsidiaries, all operating quasi-
independently: it is impossible for 
any individual to understand what 
all the parts of such an organization 
are doing, much less how they will 
interact in response to a major event. 
Enterprise-wide risk management 
would seem to be an impossibility 
in such cases. Moreover, some banks 
are not only too big to fail but, in 
having important relationships with 
a large number of other institutions, 
are also too interconnected to fail. 
Officials must insist that institutions 
be comprehensible both to those who 
run them and to those who regulate 
and supervise them. And, in the 
future, a financial firm that is too big 
or too interconnected to fail must be 
too big to exist.

The fate of the shadow financial 
system and of several banking 
conglomerates was shaped by the 
pursuit of higher yields in markets 
flooded by liquidity, breeding reckless 
investments worldwide. Since 1990 
the number of hedge funds multiplied 
14-fold to 14,000, receiving $33 
billion globally in management fees 
in the boom year 2007, equal to the 
whole bonus pool of the Wall Street 
securities industry. The fast growth 
of hedge funds, from $29 billion in 
assets in 1990 to $1.9 trillion in 2007, 
meant that the amount of money to 
be managed overwhelmed both the 
limited number of skilled managers 
available and the range of market 
opportunities, reinforcing the trend 
of borrowing heavily to ride the bull 
markets and to invent new vehicles of 
speculation. The Commodity Futures 
Modernization Act of 2000 not 
only freed credit default swaps from 
regulation, but also exempted them 
from old laws that banned speculation 
by investors betting on default of 
bonds and other securities that they 
did not own. Exemption from these 

“bucket shop” laws activated waves 
of “default insurance” bets, costing 
almost nothing compared with 
potential gains, that drove speculation 
against the Wall Street firms that 
failed in 2008. The total volume of 
CDS bets in financial markets was 
four times the value of all underlying 
bonds and loans.

As things went bad, banks and 
other financial institutions were 
decapitalized, having borrowed 
heavily to trade in exotic assets that lost 
value. Gorton is the mathematician 
who, a decade earlier, had engineered 
the credit default swaps (CDS) that 
for a while produced big and easy 
profits for the American International 
Group (Freedom from Fear), the 
world’s biggest insurance company, 
leading to excesses later that ended 
with AIG’s collapse in September 
2008. By then, two-thirds of all 
credit in the United States was 
supplied by non-banks. “Bank charter 
values eroded under competition,” 
Gorton wrote later. “The growth 
of derivative securities caused an 
enormous demand for collateral.” The 
International Swaps and Derivatives 
Association (ISDA) reported that 
“the amount of collateral used in 
connection with over-the-counter 
derivatives (OTC) transactions grew 
from $2.1 to $4 trillion during 2008, 
a growth rate of 86%, following 
60% growth in 2007.” From 2003 
to 2008, CDS volume doubled each 
year to reach $16 trillion. Gorton 
added that “the shadow banking 
system is, in fact, banking. It serves an 
important function, which should be 
recognized and protected,” meaning 
government guarantees. Earlier, as the 
crisis escalated in June 2008, Timothy 
Geithner, then president of the 
Federal Reserve Bank of New York 
and now Obama’s Treasury Secretary, 
proposed asking Congress to give the 
president broad powers to guarantee 
all debt in the banking system.

Today’s shadow financial system 
suffered its first major trauma in 
March 2008 with the failure of Bear 

Stearns, which was counterparty 
in 750,000 outstanding derivatives 
contracts with a nominal value of 
$10 trillion in trading positions with 
some 5,000 other firms. In the first of 
those frantic weekends, bankruptcy 
of Bear was averted hours before the 
opening of Asian markets on Monday 
March 17 with an emergency buyout 
by J.P. Morgan Chase backed by $29 
billion in federal loan guarantees. The 
crisis drove the derivatives business 
of investment banks into the arms of 
commercial banks.

On the evening of Sunday 
September 7, after another weekend 
ordeal, an exhausted Henry Paulson, 
Secretary of the Treasury, announced 
that the government would take over 
and commit hundreds of billions 
of dollars to rescue Fannie Mae and 
Freddie Mac, the scandal-ridden pair 
of government-sponsored private 
enterprises absorbing nearly half of 
the $12 trillion of mortgage debt in 
the United States. The mortgages 
were bunched, repackaged (“sliced 
and diced”) and sold as vast amounts 
of complex derivatives by Wall Street’s 
five major investment banks, using 
much ingenuity and very little capital. 
These mortgage-backed securities 
(MBS) became part of the greater mass 
of derivatives that were bets on market 
fluctuations, including the notorious 
credit defaults swaps (CDSs), which 
had reached a nominal value of $62 
trillion, equivalent to the size of world 
GDP. For a fee, the seller of a CDS 
would promise payment of corporate 
debt in case of default. Previously 
a champion of lax regulation of 
financial markets, Christopher Cox, 
chairman of Securities and Exchange 
Commission (SEC), relented in 
October 2008, declaring:

The regulatory black hole for credit 
default swaps is one of the most 
significant issues we are confronting 
in the current credit crisis. The market 
for CDS is barely 10 years old. It has 
doubled in size since just two years 
ago. It has grown between the gaps 
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The profile of the shadow financial 
system grew with the arrest in New 
York of Bernard Madoff, a 70 year-
old former chairman of the Nasdaq 
electronic exchange for technology 
stocks and an adviser to the SEC, 
who ran the world’s biggest bucket 
shop. Madofff confessed to what he 
called “a giant Ponzi scheme” that 
ran for decades before collapsing in 
December 2008 with what he said 
were $50 billion in losses. Named for 
Charles Ponzi, an Italian immigrant 
who ran a famous scam in Boston 
in 1920 that promised a 50% return 
on 45-day deposits, a Ponzi scheme 
pyramids payments so new inflows 
enable the operator to pay high 
returns on older inflows as long as 
ever-greater sums are attracted by 
the euphoria.

Madoff’s operation was a Ponzi 
scheme directed at the wealthy, 
offering large but not spectacular 
returns (10%>20% yearly) with great 
regularity for long periods that drew 
upon the great surge of liquidity 
over the past two decades, without 
much inquiry into how Madoff was 
investing the money. It dramatized 
how carelessly huge flows of money 
moved around the world in a “search 
for yield.” Madoff was lionized by 
banks, hedge funds and in Jewish 
philanthropic circles. His most 
famous victims were Jewish notables 
such as the film-maker Steven 
Spielberg, the Nobel laureate Elie 
Wiesel, Senator Frank Lautenberg of 

New Jersey, the former baseball star 
Sandy Koufax and Henry Kaufman, 
one of Wall Street’s most respected 
economists.

Some observers found that Madoff’s 
strategy of trading options outside 
formal exchanges was implausible, 
since the volumes he reported were 
much greater than the capacity of 
markets to absorb, but inquiries by the 
Securities and Exchange Commission 
(SEC) revealed no irregularities, 
leading the SEC chairman, Christopher 
Cox, to admit to “apparent multiple 
failures” by his agency in investigating 
“credible and specific allegations” 
going back to 1999 against Madoff, 
who “kept several sets of books and 
false documents, and provided false 
information involving his advisory 
activities to investors and regulators.” 
The crash came with the paralysis of 
credit markets late in 2008 and the 
massive cash withdrawals by investors 
in hedge funds, a chain reaction of 
claims that left Madoff unable to meet 
$7 billion in redemption demands in 
early December.

“Mr. Madoff was not a hedge fund 
manager but managed accounts for 
clients inside his firm –an arrangement 
that would have facilitated any fraud,” 
the Financial Times observed. “But 
his uncannily steady returns attracted 
0.5%>1% of the total assets of the 
hedge fund industry. His performance 
flattered them; the alleged fraud now 
embarrasses them.” The biggest losers 
were European banks, several of 

which earlier suffered big losses on 
U.S. securitized mortgages; funds of 
funds (FOF), which distribute money 
to other hedge funds, and American 
Jewish charities.

Reaching beyond wealthy Jewish 
social circles, Madoff worked with 
a network of feeder funds on three 
continents, paying commissions for 
money transfers. Banco Santander of 
Spain had placed $2.8 billion with 
Madoff, mainly institutional investors’ 
funds. Other exposures were Bank 
Medici of Vienna ($2.1 billion); the 
Dutch bank Fortis ($1.35 billion); 
Union Bancaire Privée of Switzerland 
($1.25 billion); HSBC ($1 billion); BHP 
Paribas ($479 million); Royal Bank of 
Scotland ($612 million); the Spanish 
bank BBVA ($370 million); French 
insurance giant AXA ($137 million). 
The main hedge funds involved were 
Fairfield Greenwich Advisers ($7.5 
billion), Tremont ($3 billion); Ascot 
($1.8 billion).

In Brazil, investments in Madoff’s 
funds were made through Banco 
Santander and Banco Safra. On June 
29, Madoff was sentenced to 150 
years in prison for what the judge 
called an “extraordinarily evil” fraud 
that inflicted “a staggering toll” on 
rich and poor alike. In court after 
sentencing, he turned around to 
face his victims to say: “I’m sorry. I 
know that doesn’t help you.” Madoff 
steadfastly refused to tell prosecutors 
how he ran his business, insisting 
that he operated alone.

BERNARD MADOFF E O SISTEMA FINANCEIRO DAS SOMBRAS



20 BRAUDEL PAPERS

and seams of the current regulatory 
system, where neither the commission 
nor any other government agency 
can reach it. No one has regulatory 
authority over credit default swaps 
–not even to require basic reporting 
or disclosure. The over-the-counter 
credit default swaps has drawn the 
world’s major financial institutions 
and others into a tangled web of 
interconnections where the failure of 
any one institution might jeopardize 
the entire financial system.

The complexity of the processes 
and events that are still unfolding 
can be addressed by concentrating 
on the consequences of the failures of 
Lehman Brothers and AIG.

Lehman
On Monday September 15 

Lehman Brothers, a 158 year-old 
investment bank with 600,000 
accounts, lost its struggle to survive 
and filed for bankruptcy in what the 
Bank for International Settlements 
(BIS) called “one of the biggest credit 
events in history [and] one of the first 
truly global bankruptcies of a large 
and complex financial institution.” 
On the day of Lehman’s bankruptcy, 
Wall Street stocks fell by 500 points as 
panic spread.

Lehman and Goldman Sachs were 
the survivors of a cluster of Wall 
Street investment banks founded by 
German Jewish immigrants in the 
mid-19th Century. Marcus Goldman 
started as a peddler in Philadelphia 
in 1848 before moving to New York 
two decades later to start his own 
brokerage firm. Another peddler, 
Henry Lehman, the oldest of three 
Lehman Brothers, opened a dry goods 
store in Montgomery, Alabama, in 
1850, started trading in cotton and 
brought his commodities business to 
New York eight years later. Lehman 
Brothers and Goldman Sachs 
conducted many joint operations 
in 1906-24, obtaining European 
funding for small businesses that were 
shunned by traditional investment 

houses. Lehman had pioneered the 
financing of new industries –airlines, 
electronics, motion pictures, oil field 
services and television. Before and 
during the Great Depression, Lehman 
was cautious, keeping one-third of its 
portfolio liquid and paying dividends 
throughout, while Goldman, today’s 
Wall Street powerhouse, lost nearly 
all its capital after building a pyramid 
of holding companies in speculative 
flotations.

In the inherently unstable career that 
characterized most investment banks, 
Lehman bought other firms, then 
was absorbed in 1984 by American 
Express, which sold it a decade later 
in a stock flotation acquired by many 
employees, enabling Lehman to regain 
independence. Stephen Schwarzman, 

billionaire founder of the Blackstone 
private equity group, was a managing 
director of Lehman as a young man, 
observing later that “Lehman Brothers 
had an extremely competitive internal 
environment, which ultimately 
became dysfunctional.” In 2008, with 
$640 billion in debts, sunk by huge 
real estate losses and unable to meet 
mushrooming collateral claims on 
complex derivatives, Lehman became 
by far the biggest corporate failure in 
U.S. history.

Lehman’s chief executive, Richard 
Fuld Jr., was not only Wall Street’s 
longest-serving boss but also a director 
of the Federal Reserve Bank of New 
York. A proud, driven, irascible former 
trader, often called the “Gorilla” by 
employees, Fuld joined Lehman as a 
college student in 1967 and ran the 
firm since 1994. He dramatically 

expanded its business while being 
paid $480 million during those years. 
But Fuld was a lonely, desperate figure 
on the hectic weekend before Lehman 
filed for bankruptcy.

Amid suspicions that Lehman’s real 
estate portfolio was overvalued by as 
much as $10 billion, its bankruptcy 
was triggered by demands from J.P. 
Morgan Chase, which processed its 
trades, for $10 billion in additional 
collateral for Lehman’s positions, 
as $6.7 billion in losses mounted 
in the second and third quarter. Its 
assets included $10.2 billion in Alt-A 
mortgages, so-called “liar’s loans” 
to people not proving their income, 
and $11.5 billion in financing for 
leveraged buyouts. About 40% of 
the subprime mortgages packaged 
and sold to investors by Lehman 
were said to be delinquent. In June, 
Lehman executives secretly flew 
to Seoul In a frustrated attempt to 
persuade the state-owned Korea 
Development Bank to buy into 
the firm. The talks resumed in 
August, when the Koreans proposed 
investing $4>$6 billion for a large 
stake, which Fuld refused, holding 
out for a better offer. The overtures, 
increasingly frantic, ended in the 
week before Lehman’s bankruptcy, 
causing a 45% fall in Lehman’s stock 
price in one day, bringing to 90% 
its price decline for the year. By that 
Friday afternoon so many panicked 
customers were withdrawing money 
from their accounts that Lehman’s 
cash management system was 
overwhelmed.

That final weekend
“If you don’t do something, the 

outcome is going to be bad,” New 
York Fed President Timothy Geither, 
now Barack Obama’s Treasury 
Secretary, told the bankers, suggesting 
a private sector bailout of Lehman. 
But the bankers resisted. Through 
that final weekend, until a few hours 
before filing the bankruptcy petition, 
Fuld tried frantically to persuade 
Bank of America and the British bank 

Bets on failure of others 
in an orgy of speculative 

cannibalism.
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Barclay’s to buy Lehman. Attacked 
for rescuing rich and irresponsible 
bankers, U.S. authorities decided 
to let Lehman fail after other banks 
refused to join in a rescue without 
government support. On the day 
after the bankruptcy filing, Barclay’s, 
a British bank, announced that it 
would buy Lehman’s North American 
investment banking and trading 
divisions, stripped of their real 
estate commitments. A week later 
Nomura, a Japanese brokerage, said 
it was buying Lehman’s businesses 
in Europe, the Middle East and the 
Asia-Pacific region. Two months 
earlier, the Fed refused Fuld’s request 
to convert Lehman into a deposit-
taking commercial bank regulated by 
the Federal Reserve, a concession later 
granted as the crisis deepened to other 
investment banks and to the General 
Motors Acceptance Corporation 
(GMAC). The bankruptcy court’s 
restructuring advisor reported that 
$75 billion in Lehman’s value was 
destroyed by the chaotic form of its 
filing, with its trading and investment 
banking businesses that earned $4 
billion in annual profits sold for less 
than $500 million.

Lehman’s failure cut three swaths 
through financial markets.

First, with Lehman engaged 
in some 900,000 derivatives 
transactions, it sowed panic in the 
huge, fragile and opaque credit 
default swaps market. Counterparties 
in its CDS deals, estimated at $400 
billion, could not receive payment on 
their default insurance claims. This 
confusion left banks short of capital 
and ignorant of their own positions as 
creditors and debtors.

Second, Lehman was both a big 
borrower and an intermediary in 
the commercial paper market for 
shortterm loans on which many 
firms routinely depended for working 
capital. Much of this commercial 
paper was bought by money market 
mutual funds, reputedly ultra-safe 
vehicles used by companies and 
individuals to store cash. These 

funds grew fast after the subprime 
crisis erupted in August 2007, as the 
creditworthiness of banks on both 
sides of the Atlantic deteriorated and 
interbank markets dried up, with 
European banks becoming dependent 
on MMFs to fund their investments 
in U.S. mortgagebacked securities 
and other complex derivatives. Major 
U.S. financial institutions ran money 
market funds with assets of from 
$100 to $400 billion each. Among 
the lesser MMFs, with $84 billion in 
assets but the fastest growing among 
them, was Reserve Primary, which 
pioneered this line of business in the 
1970s. In 2006, at the peak of the 
credit surge, Reserve tried to increase 
its market share by plunging into 
higher-yielding assets, including $785 
million in Lehman commercial paper, 
valued at zero when Lehman failed. 
This bankrupted Reserve as it “broke 
the buck” (asset value falling below 
the amount deposited in units of one 
dollar), provoking panic and $200 
billion in withdrawals from money 
market funds within three days. 
According to the BIS, the Lehman 
failure also “stressed global interbank 
and foreign exchange markets because 
it led to a run on money market funds, 
the largest suppliers of dollar funding 
to non-U.S. banks.” International 
money markets were paralyzed by fear 
and distrust among banks. Among 
other funds impacted were that of 
Wachovia, a North Carolina bank 
with 3,400 branches nationwide 
that failed two weeks later under the 
weight of a $494 million exposure 
to Lehman on top of real estate and 
credit card defaults. The depositors’ 
panic forced the government to 
guarantee all $3.4 trillion in U.S. 
money market funds, but even 
these guarantees failed to prevent 
collapse of the commercial paper and 
interbank lending markets, on which 
normal business activity depended. 
Also, Lehman’s failure disrupted the 
$10 trillion repo market, in which 
financial institutions and hedge funds 
borrowed securities overnight to 

cheaply fund long-term, high-yield 
investments.

Third, Lehman was managed 
as a global firm, with hundreds of 
hedge funds placing investments 
with Lehman as a prime broker with 
subsidiaries in several countries. 
Lehman’s prime brokerage unit, 
which served hedge funds in complex 
deals, held more than $40 billion 
in client assets as collateral, much 
of which was relent to 97 firms in 
other deals. Recovery of customers’ 
assets held by Lehman as collateral 
has proven difficult. The bankruptcy 
left $40-$70 billion in cash frozen 
at Lehman’s European subsidiary. As 
bankruptcy approached, the market 
value of Lehman’s assets, a nominal 
$1.1 trillion, was shrinking fast amid 
great confusion as their prices fell and 
collateral claims mushroomed.

The financial crisis spread to many 
countries. Among Lehman’s far-flung 
creditors were hundreds of hedge 
funds; the Swiss banking giant UBS, 
with a $4 billion exposure to Lehman 
on top of $42 billion in earlier losses 
on complex securities, later to be 
bailed out by the Swiss government; 
the Norwegian public pension fund, 
with $800 million in Lehman stock 
and bonds; Reserve Primary, the 
money market fund holding $785 
million in Lehman debt mainly in 
short-term commercial paper loans; 
Venezuela’s government and private 
banks, with some $700 million in 
Lehman notes, and, not least, €8>€9 
billion in loans from the European 
Central Bank. Some 106,000 retail 
investors in Hong Kong, Singapore 
and Taiwan, mainly old people, lost 
more than $4 billion in fiendishly 
complex securities known as “Lehman 
minibonds,” which were CDOs that 
bunched together the debts of as 
many as 150 institutions. Japanese 
banks and insurers faced $2.4 billion 
in potential losses. The Royal Bank of 
Scotland (RBS), later rescued by the 
British government, admitted to $1.8 
billion in claims against Lehman. 
Freddie Mac said it lost $1.6 billion 
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on credits to Lehman. Unsecured 
creditors filed claims totaling $200 
billion in bankruptcy court.

In a market seized by fear, banks and 
hedge funds navigated a maelstrom of 
rumor by placing bets on the failure 
of others in an orgy of speculative 
cannibalism. On September 17, 
two days after Lehman collapsed, a 
false rumor spread among traders 
that Deutsche Bank had cancelled 
a $25 billion credit line to Morgan 
Stanley. Trading records reviewed by 
The Wall Street Journal showed that 
Merrill Lynch, Citigroup, Deutsche 
Bank, UBS, Royal Bank of Canada, 
Swiss Re and some hedge funds had 
made CDS bets on a Morgan Stanley 
default, setting off a wave of short 
selling of the investment bank’s stock. 
Default swaps are a way for investors 
to speculate on failure without 
owning the underlying debt, known 
as the “empty creditor” phenomenon. 
Another false rumor had $200 
billion of Morgan Stanley money at 
risk in trades with AIG, which was 
teetering at the edge of bankruptcy. 
Meanwhile, brokers at J.P. Morgan, 
UBS, Deutsche Bank and Credit 
Suisse sought the business of Morgan 
Stanley’s clients by suggesting that it 

was risky to keep their accounts at 
the firm. Within days, three-fourths 
of Morgan Stanley’s 1,100 hedge 
fund clients withdrew money from 
the firm. The fear-driven speculation 
revived the frenzied environment that 
orchestrated the Bear Stearns collapse 
in March and was to envelop the 
near-failure of Citigroup weeks later.

Shortly after Lehman’s bankruptcy, 
the three surviving investment banks 
sought institutional protection. Fear 
spread and failures multiplied. The 
five big investment banks --loosely 
regulated, careless of risk and lavishly 
rewarded-- ceased to exist as such, 
leading The Wall Street Journal to 
announce “the end of Wall Street,” 
which had symbolized the apogee of 
20th Century finance. The businesses 
of these investment banks, survivors 
until recently in a milieu of fabulous 
booms and colossal failures, had 
become so complex, massive and 
opaque that outsiders, while smelling 
trouble, had little precise idea of the 
difficulties.

Morgan Stanley and Goldman 
Sachs got permission to become 
regulated deposit-taking banks, 
subject to stricter capital requirements, 
the solution denied Lehman earlier 

by federal authorities. The Treasury 
injected $125 billion in new capital for 
the nine largest U.S. banks, including 
Goldman and Citigroup, as part of 
the Treasury’s $787 billion Troubled 
Asset Relief Program (TARP), 
reluctantly approved by Congress in 
a climate of fear and recrimination on 
October 3.

On the day of Lehman’s collapse, the 
giant brokerage firm Merrill Lynch, 
suffering losses of $52 billion on its 
real estate and derivatives portfolios, 
saved itself from failure by selling 
itself to Bank of America, which thus 
became the world’s biggest financial 
services firm, with $2.9 trillion 
in assets, culminating a history of 
mergers and acquisitions going back 
a century since its precursor, the Bank 
of Italy, was founded in San Francisco 
in 1904, catering to immigrants.

Bank of America’s boss, Kenneth 
Lewis, tried to pull out of the deal 
after bigger losses were revealed and 
after 11 top Merrill executives were 
paid $10 million each in bonuses 
before the rescue was to close. Lewis 
later said Treasury and Fed officials, 
citing risks to the financial system, 
threatened him with loss of his job 
if he refused to go through with the 

Economists disagree.
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Merrill deal. Earlier in 2008, Bank 
of America bought Countrywide, 
the nation’s largest mortgage lender, 
which was hemorrhaging losses on its 
$1.4 trillion in mortgages and whose 
boss later was sued by the government 
for fraud. Bank of America later 
received $45 billion in TARP funds 
as well as $118 billion in federal 
guarantees against future losses.

In the two weeks following the 
Lehman bankruptcy, the Fed created 
new liquidity by pumping $240 
billion in swaps into the central 
banks of Canada, Sweden, Australia, 
Denmark, Norway, New Zealand, 
Brazil, Mexico, Korea and Singapore. 
Meanwhile, borrowing by the U.S. 
government surged. With the United 
States more dependent on foreign 
financing because of low savings 
and government deficits swollen by 
the bailouts, The Wall Street Journal 
observed that “the U.S. now risks 
becoming the world’s largest subprime 
borrower,” although President George 
W. Bush, in a televised address, 
blamed the financial crisis on the 
“massive amount of money [that] 
flowed into the United States from 
investors abroad.”

AIG
On the day after Lehman declared 

bankruptcy, U.S. authorities 
virtually nationalized the American 
International Group (AIG), the 
world’s biggest insurance company 
founded in Shanghai in 1919, with 
116,000 employees in subsidiaries 
operating in 130 countries. The 
government initially made available 
$85 billion to AIG, at a punitive 14% 
annual interest, to pay its creditors in 
complex derivatives deals and took 
80% ownership of the company, the 
first stage of a federal commitment 
that since has grown to $182 billion. 
It was the price of terror. An even 
greater bankruptcy, only days after 
Lehman’s collapse, simply could not 
be absorbed by financial markets. 
Fortune magazine reported that “the 
government realized by Tuesday that 

it had erred grievously by letting 
Lehman go down and knew that it 
could not compound the error by 
allowing AIG to fail a day later.”

Terror arrived with the Black 
Swan. In the nowfashionable lingo 
of financial markets, a Black Swan 
is an event that was not supposed to 
happen. In his book, The Black Swan: 
The Impact of the Improbable (2007), 
Nassim Nicholas Taleb, a trader 
and professor of risk engineering at 
New York University, called it a rare 
event “nobody talks about, since they 
escape models – those that you would 
feel ashamed discussing in public 
because they do not seem plausible.” 
In this vein, some mathematicians at 
Financial Products, an AIG subsidiary, 
concocted a model that showed a 
99.85% probability that AIG never 
would have to pay anything on the 
debts it insured with CDSs. So AIG 
charged a tiny fraction of a penny 
($0.0002) annually for each dollar 
of credit protection on its first big 
CDS deal proposed by J.P. Morgan 
to insure some of the bank’s loans. If 
$0.0002 is multiplied by hundreds 
of billions of dollars, a CDS could 
produce a large yearly cash flow over 
several decades. Because AIG was 
an insurance company, not a bank, 
and enjoyed a AAA credit rating, its 
Financial Products subsidiary escaped 
government regulation and was not 
required to set aside capital reserves to 
support the CDS risk it was assuming. 
Tom Savage, former president of 
AIGFP, said that the U.S. economy 
would have to disintegrate into a 
major depression to trigger events 
requiring AIG to cover defaults. 
“The models suggested that that the 
risk was so remote that the fees were 
almost free money,” Savage said. “Just 
put it on your books and enjoy the 
money.” A decade after Financial 
Products started selling these swaps 
in 1998, AIG faced $500 billion in 
liabilities to financial institutions 
around the world. The credibility 
of these commitments by Financial 
Products was supported by AIG’s AAA 

credit rating, which was washed away 
by the unforeseen events. According 
to its annual report, AIG used its 
credit rating to sell $300 billion in 
CDS insurance to European banks 
“for the purpose of providing them 
with regulatory capital relief rather 
than risk mitigation in exchange for a 
minimum guaranteed fee.” In saving 
AIG, the U.S. Treasury thus saved 
highly leveraged European banks 
from losses on their credit ratings 
and market confidence after massive 
evasion of regulatory requirements 
for capital adequacy. AIG had sold 
$300 billion in credit insurance to 
European banks, in the words of 
its annual report, “for the purpose 
providing them with regulatory 
capital relief…in exchange for a 
minimum guaranteed fee.”

AIG’s conventional insurance 
business was profitable, but Financial 
Products had incurred huge losses on 
CDS and CDO deals that had been 
very lucrative before the collapse of 
the securitized mortgage market in 
2007. An examination of Financial 
Products’ books after the AIG 
collapse found that the subsidiary’s 
commitments included $2.7 trillion 
in swaps and other positions in 50,000 
pending trades involving 2,000 other 
firms. Some of these complex deals 
were multisector CDOs, bunching 
more than 100 securities, each 
backed by multiple mortgages, auto 
loans and credit-card receivables, 
so complex that they were hard to 
trade or value accurately. Selling these 
complex guarantees exposed AIG to 
three risks: (1) defaults on the insured 
bonds; (2) collateral owed to clients if 
the insured securities lose value or if 
AIG’s own debt rating is downgraded; 
(3) writedowns of AIG’s capital base 
as these contracts lost value. All three 
risks became reality.

AIG was wrecked by the 
interlocking, complex nature of these 
contracts as the housing market began 
to unravel in 2007, setting off a chain 
of events that proved disastrous. The 
mortgage-backed securities that AIG 
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had insured suffered downgrades 
in their credit ratings, provoking 
demands by counterparties in these 
deals for billions of dollars in more 
collateral, as stipulated in these 
agreements. Many creditors bought 
the CDS contracts as speculative bets 
without even owning the underlying 
debts. “Going short on bonds by 
buying a CDS contract carries 
limited risk but almost unlimited 
profit potential,” Soros argued. “By 
contrast, selling CDS offers limited 
profits but practically unlimited risks. 
AIG, Bear Stearns, Lehman Brothers 
and others were destroyed by bear 
raids in which the shorting of stocks 
and buying CDS mutually amplified 
and reinforced each other.” Gamblers’ 
paper gains were protected and losses 
nullified by federal intervention. 
Much of the government’s $182 
billion support for AIG was a pass-
through to pay collateral claims of 
AIG’s creditors on debt swaps, just 
as Bear Stearns’ creditors on complex 
derivatives were made whole by the 
federal bailout six months earlier. 
The Fed’s money also was used to 
cover losses on lending securities to 
other firms, for which AIG received 
collateral that it used to finance 
purchases of other complex securities 

that, in turn, had lost value. AIG’s 
new chief executive said that even 
this amount of government support 
may not save the giant multinational 
insurer.

Amid furious fights over collateral 
claims, the Federal Reserve Bank 
of New York created two special 
purpose vehicles, Maiden Lane II and 
Maiden Lane III, with $52.5 billion 
to buy CDOs and mortgage-backed 
securities from AIG subsidiaries 
to satisfy claims by major banks –
including Goldman Sachs, Deutsche 
Bank, Societé Genérale, Merrill 
Lynch and Crédit Agricole. AIG also 
owes $10 billion on speculative bets 
not covered by the federal bailout.

These troubles threatened losses for 
Goldman Sachs, AIG’s biggest trading 
partner, whose success as Wall Street’s 
premier investment bank inspired in 
rivals what is known as “Goldman 
envy.” In 2007 Goldman made $11.6 
billion in profits, unprecedented 
among investment banks, with 
its 30,522 employees, including 
secretaries, averaging $600,000 in 
pay, including $69 million for its 
boss, Lloyd Blankfein, the Bronx-
born son of a postal clerk who drove 
Goldman’s trading strategy. Despite 
its $20 billion exposure to AIG in 

derivatives, Goldman claimed “no 
material exposure to AIG” at the time 
of the federal bailout, having already 
received $7.5 billion from AIG in 
collateral against the declining value 
of securities that Goldman marked 
down as the crisis deepened. But 
early in 2009 the New York Fed’s 
Maiden Lane III vehicle, created to 
absorb AIG’s bad debts, bought $14 
billion of Goldman’s $20 billion in 
outstanding derivatives contracts 
with AIG at face value. “This was a 
sweet deal for Goldman and the other 
counterparties, a deal only available 
from the government,” The Wall Street 
Journal observed. Goldman acquired 
other privileges as the crisis developed. 
These included investment banks’ 
access to cheap money from the Fed’s 
discount window after Bear Stearns’ 
failure in March 2008 and to deposit 
insurance and federal guarantees 
as a result of their being granted 
commercial bank charters as part of 
their flight into protective custody 
during the convulsions that followed 
the collapse of Lehman and AIG in 
September. Without this protection, 
Goldman may not have survived 
instead of announcing $3 billion in 
profits for the first quarter of 2009.

Talent and success turned Goldman 
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into a political heavyweight. Two of its 
bosses, Robert Rubin and Henry M. 
Paulson, served as Treasury Secretary 
since 1995. Paulson was recruited for 
the job in July 2006, just as the credit 
boom was peaking, by President 
George W. Bush’s chief of staff, 
Joshua B. Bolten, a former Goldman 
executive. Several former Goldman 
executives occupy other key posts at 
Treasury. When AIG was bailed out 
in September 2008, Paulson chose a 
Goldman board member, Edward M. 
Liddy, to run it. Geithner was chosen 
as president of the New York Fed by 
a board headed by Stephen Friedman, 
a former Goldman chairman. The 
Wall Street Journal remarked: “Half 
of the financial world already thinks 
Goldman runs the U.S. Treasury and 
Fed, however unfairly. The American 
public is furious about the bailouts 
of AIG and the banks, engineered 
by the Fed and the Treasury, that 
have helped the likes of Goldman 
Sachs. And guess who Mr. Friedman’s 
search committee picked as Mr. 
Geithner’s successor when he left to 
run the Treasury? Another Goldman 
alum, William Dudley.” At Treasury, 
Geithner named a former Goldman 
lobbyist, Mark Patterson, as his chief 
of staff.

Regulatory capture
As the crisis developed, questions 

were raised as to whether the Fed and 
other Washington authorities were 
being subjected to regulatory capture 
by Wall Street. In August 2008, 
weeks before the failure of Lehman 
and AIG, Professor Willem Buiter 
of the London School of Economics, 
a former member of the Monetary 
Policy Committee of the Bank of 
England, warned of “regulatory 
capture” of the Fed in a speech to the 
annual conference of central bankers 
at Jackson Hole, Wyoming, sponsored 
by the Federal Reserve Bank of Kansas 
City:

Throughout the 12 months of the 
crisis, it is difficult to avoid the 

impression that the Fed is too close 
to the financial markets and leading 
financial institutions….I believe a 
key reason is that the Fed listens to 
Wall Street and believes what it 
hears; at any rate, the Fed acts as if 
it believes what Wall Street tells it. 
Wall Street wanted large rate cuts 
fast to assist it in its solvency repairs, 
not just to improve its liquidity, and 
Wall Street wanted the provision of 
ample liquidity against overvalued 
collateral. Why did Wall Street get 
what it wanted?

Part of Wall Street’s influence can 
be explained by its lobbying powers 
and the campaign contributions by 
banks to members of committees 
of Congress dealing with banking 
legislation. Since 1990, financial 
firms have made political 
contributions totaling $2.2 billion 
to legislators and spent $3.6 billion 
on lobbying, more than any other 
industry. Senator Richard Durbin, 
Democrat of Illinois, observed that 
banks are “still the most powerful 
lobby” in Congress and that “they 
frankly own the place.”

After a campaign that took 20 
years and $300 million in lobbying 
expenses, the banks persuaded 
Congress in 1999 to repeal the 1933 
Glass-Steagall Act, which had banned 
them from the securities business. 
Lobbying activity intensified during 
the drafting by the Treasury and then 
consideration by Congress of the 
Obama administration’s proposals 
to strengthen financial regulation, 
with the Fed responsible for warning 
against systemic failure. In his 
prophetic book, The Fed (2001), 
Martin Mayer, the dean of American 
financial journalists and a member of 
our Institute, gave his own warning:

Having won supervisory control of 
the entire financial services industry, 
the Fed must bring into the light…
the now hidden maneuverings 
of the private banking empires, 
the derivatives dealing, the over-

leveraging that accompanies 
overreliance on diversification 
and probability. And the Fed has 
never believed in sunshine as a 
disinfectant. The tragedy for all of us 
would be if the Fed’s, the Treasury’s 
and the Congress’s reverence for 
people who make a lot of money left 
us unprotected against some sudden 
revelation of the truth that becomes 
obvious only in hindsight, that a 
lot of them don’t know what they’re 
doing.

The technical issues in bank 
regulation, much more complex 
today than in the 1930s, are not easily 
understood by the general public. The 
Obama-Geithner proposals appear 
to have been weakened by bank 
lobbying and fall short of demands for 
a more secure financial system. “The 
financial system should be capable of 
absorbing shocks from the economy 
and from financial markets rather 
than generating them,” the Bank 
of England argued in its June 2009 
Financial Stability Report, urging 
a battery of new safety measures 
including: (1) more frequent and 
detailed data from banks on their 
risks and relationships in the financial 
network; (2) greater self-insurance by 
banks with more equity capital and 
liquidity protection with high-quality 
government bonds; (3) limiting 
the size and complexity of banks to 
avoid the “too big to fail” dilemmas 
now facing governments in dealing 
with crises; (4) detailed planning by 
banks for their dismantling in case of 
failure.

The Obama-Geithner proposals 
deal more with regulatory structures 
than with the functioning of the 
financial system. Moreover, the 
legislative wrangling over these 
proposals has just begun, with 
their outcome hard to predict. 
Earlier, Rahm Emanuel, the Illinois 
Congressman who became Obama’s 
White House chief of staff, saw “the 
political system looking over the 
abyss.”
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4. Fear of the Unknown

Historic experience teaches us 
that governments and central banks 
can ameliorate, but not overcome by 
themselves, the economic disruption 
and pain inflicted by the inevitable 
collapse of distortions on the scale of 
those accumulated before the Great 
Depression and in recent decades. 
Obama’s stimulus program seeks to 
return to a pre-crisis “normalcy” of 
full employment, which was sustained 
by a credit boom and deficits in 
international accounts. No other 
“normalcy” scenario has been given 
so far.

Financial expansion 
and innovation, before 
they escaped control 
and overwhelmed 
institutions, produced 
important benefits like 
improvement in living 
standards, opportunities 
and social justice in 
many countries and rapid 
growth of world trade, 
centered on demand 
fueled by the credit boom 
in the United States. The 
main question today 
is how many of these 
improvements can be 
sustained.

Every major downturn, such as 
this one, revives the idea of “The 
Long Waves in Economic Life,” 
a controversial theory pioneered 
by the Russian economist Nikolai 
Kondratiev that offended Soviet 
authorities who sentenced him in 
1928 to the Gulag where he later 
was executed. Kondratiev’s idea of 
business cycles averaging 50 years 
would seem to bear affinity with the 
argument of George Soros that “the 
current crisis marks the end of an era 
of credit expansion based on the dollar 
as the international reserve currency. 
The [earlier] periodic crises were part 
of a larger boom-bust process. The 
current crisis is the culmination of a 

super-boom that has lasted for more 
than 60 years.”

A view spread that we now face a 
prolonged crisis. In April 2009 the 
IMF observed that “the current global 
downturn could persist much longer 
than in a normal business cycle,” 
since “recoveries after financial crises 
are significantly slower than other 
recoveries….The current downturn is 
highly synchronized and is associated 
with a deep financial crisis, a rare 
combination in the postwar period. 
Accordingly, the downturn is likely 

to be unusually severe, and the 
recovery is likely to be sluggish. It is 
not surprising, therefore, that many 
commentators looking for historical 
parallels for the current episode focus 
on the Great Depression.”

Bailout bubble
Pessimism was moderated by a 

surge in commodity and stock market 
prices that began in March 2009. 
Some called it a “bailout bubble,” 
with trillions of dollars pouring into 
the world economy from emergency 
financing by central banks and from 
government stimulus programs. “It 
is quite easily the biggest combined 
fiscal stimulus the world has ever seen 

in modern times,” said Jim O’Neill, 
chief economist of Goldman Sachs. 
“That liquidity will impact anything 
that is sensitive to it, ranging from 
shortterm fixed-income securities 
through stock prices through property 
prices and into people’s personal 
wealth.”

Words of caution abounded. 
“Recessions are seldom straight-down 
affairs,” observed Gary Schilling, an 
economic consultant. He pointed 
out that in eight of the 11 postwar 
recessions in the United States, 

including the current 
one, there was at least 
one quarter of increase in 
real GDP. Armínio Fraga 
warned: “We must not 
forget the overstretched 
fiscal balances of several 
governments, pointing to 
more risk, or more taxes 
in the future of inflation, 
or a combination of the 
two. We can think of a 
scenario in which 2009 
will be better than we 
imagined a few months 
ago, but the following 
years, from 2010 to 
2012, turning out worse 
than we imagined. We 

face great uncertainty.”
In the Great Depression, there were 

stock market rallies in 1930, 1931 
and 1932, followed by sharp falls, as 
unemployment rose and production 
fell. A sustained rally did not come 
until after March 15, 1933, when 
the Dow gained 15%, the biggest 
one-day jump in its history, as the 
New York Stock Exchange reopened 
after being closed for 10 days after 
Roosevelt declared a bank holiday 
and banned exports of gold, followed 
by a devaluation of the dollar, which 
enabled the Fed to expand the money 
supply.

Then as now, the immediate task is 
to repair the financial system. Until 
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that is achieved, the BIS warned, 
“large-scale fiscal stimulus could 
easily come to naught, as it did in 
Japan a decade ago. The result would 
be a massive build-up of public debt 
without a return to robust growth.”

To escape from its debt trap, 
the United States needs a currency 
devaluation today to restore balance 
to its international accounts and to 
curtail dependence on foreign credit 
and cheap imports that has eroded 
its industrial capacity. Devaluation 
was Roosevelt’s first and most critical 
ploy in reviving the U.S. economy in 
1933. But the United States was the 
world’s biggest creditor then, while 
today it is the biggest debtor, needing 
to borrow much more today to fund 
both its trade deficits and trillions 
of dollars of spending to sustain 
production and consumption after 
failure of its financial system.

In an influential essay in 1992 
on “What Ended the Great 
Depression?”, Christina Romer, 
chairman of Obama’s Council of 
Economic Advisors wrote that fiscal 
policy “contributed almost nothing 
to the recovery before 1942.” Federal 
spending nearly tripled in the decade 
to 1939, but remained below 10% of 
GDP, less than half today’s level, not 
enough to greatly influence overall 
demand. Tax receipts fell by half in 
1930-32, covering less than half of 
federal spending as the public debt 
ballooned, leading to FDR’s merciless 
attacks on Hoover for fiscal laxity 

in the 1932 election campaign. Yet 
“Roosevelt had long flirted with 
inflation as a Depression remedy,” a 
historic cause of agricultural interests 
in the Democratic Party since the 
Depression of the 1870s, according 
to David Kennedy. “Inflation was 
necessary to virtually all parts of the 
president’s early New Deal agenda.” 
During his “chaotic” first Hundred 
Days in office, with farm prices at 
41% of their 1926 level, FDR wrote 
to a friend: “It is simply inevitable 
that we must inflate.” He devalued 
the dollar and then took the United 
States off the gold standard in April 
1933, launching a government gold-
buying program. Each morning for 
the next several weeks Roosevelt set 
the official price of gold while eating 
his breakfast eggs as hard-money men 
quit the administration in disgust.

Romer wrote that real economic 
growth in the United States 
accelerated to eight percent annually 
in 1933-37 and to 10% in 1938-41, 
explaining that monetary expansion 
drove the revival with huge gold 
inflows after Roosevelt took office, 
much of it capital flight provoked by 
political trouble in Europe. The U.S. 
monetary gold stock doubled from 
1933 to 1935, then doubled again by 
1940. Real interest rates remained low 
or negative and encouraged purchases 
of consumer goods. The United 
States was among the last countries 
to devalue, but similar economic 
revivals took place in other countries 

that left the gold standard early in the 
Depression.

How much, and in what way, can 
economic policy modify the impact 
of the distortions we face today? The 
debates are confusing. Experts are 
running out of ideas. “Unfortunately, 
there is no consensus about a 
preferable alternative,” wrote Russell 
Roberts of George Mason University 
in an article entitled, “Don’t Just Do 
Something, Stand There,” alluding 
to Hoover’s frantic efforts in 1932 
to extract the United States from the 
Great Depression. “The economists 
are almost as clueless as the politicians. 
Just as in the 1930s, they need to 
make way for the natural forces of 
repair. They need to let housing 
prices fall. They need to let firms go 
bankrupt. They need to let firms that 
are healthy thrive. They need to let 
healthy firms buy the sick firms. It 
is time to let the imprudent fail and 
the prudent pick up the bargains. A 
recession is coming (or has already 
arrived) no matter what happens in 
Washington. The question is whether 
the attempt to forestall it is going to 
make it worse and turn it into another 
Great Depression.”

These recommendations resemble 
the “liquidationism” of the 1920s 
and 1930s, by which prices and 
wages should be allowed to collapse 
along with excess stocks of labor and 
production. The Federal Reserve 
pursued a liquidationist policy, linked 
to supporting the gold standard even 
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as the U.S. money stock shrank by 
one-third between 1929 and 1933. In 
that vein Treasury Secretary Andrew 
Mellon, the third-richest man in the 
United States, famously told Hoover 
after the 1929 stock market crash: 
“Liquidate labor, liquidate stocks, 
liquidate the farmers, liquidate real 
estate. It will purge the rottenness 
from the system. High costs of living 
and high living will come down. 
People will work harder, live a more 
moral life. Values will be adjusted, 
and enterprising people will pick up 
the pieces.” Mellon told Hoover of 
his boyhood memories of the 1873 
depression, when tens of thousands 
of farms had been foreclosed; when 
railroads fell into receivership; when 
banks failed; when men went jobless 
and mobs roamed the streets. The 
1873 depression was deep and 
painful, Mellon said, but within a 
year the economy started recovering 
on its own.

“Rendezvous with Destiny”
Since ancient times, the moral 

justification for the existence of 
the State has been protection of 
its citizens. So Hoover replied to 
Mellon that in the 1870s “an untold 
amount of suffering might have been 
prevented; that our economy had 
been far simpler 60 years ago, when 
we were 75% an agricultural people 
contrasted with 30% now; that 
unemployment during the earlier 
crisis had been mitigated by the return 
of large numbers of the unemployed 
to relatives on the farms….” In 
his “Rendezvous with Destiny” 
speech in Philadelphia, accepting 
the Democratic nomination for 
reelection in 1936, FDR proclaimed: 
“Better the occasional faults of a 
Government that lives in a spirit of 
charity than the consistent omissions 
of a Government frozen in the ice of 
its own indifference.”

During the Great Depression, 
provoked by financial distortions 
smaller and less complex than in our 
time, the New Deal failed to stabilize 

per capita incomes at pre-crisis levels 
until 1939-40, despite all its policy 
innovations. Unemployment did not 
fall to the levels of the late 1920s until 
1942, by which time the United States 
had entered World War II. Elsewhere, 
and at other times, government efforts 
to overcome economic shrinkage 
by applying stimulus programs have 
been uneven at best. The genius of 
Roosevelt and the New Deal lay in 
the preservation and modernization 
of institutions.

A clamorous debate is taking place 
over how much more government 
spending is needed to stimulate the 
world economy. There are many 
experiences in this vein of policy 
that, alas, provide few lessons. The 
Americans want more fiscal stimulus 

from the Europeans who refuse. 
Larry Summers calls it “the universal 
demand agenda.” But Europe rejects 
this agenda. With German Chancellor 
Angela Merkel standing at his side 
in Berlin, French President Nicolas 
Sarkozy argued that “the problem is 
not about spending more, but putting 
in place a system of regulation so 
that the economic and financial 
catastrophe that the world is seeing 
does not reproduce itself.”

While many were shocked by 
Obama’s 2009 budget deficit of 
13.6% of GDP and projections of 
increases of public debt far into the 
future, others protested that the surge 
of stimulus spending was not enough. 
Some of Obama’s supporters among 
economists agreed with critics that 
the measures would be ineffective, 
but argued that the government 

should be spending twice as much. 
Paul Krugman, the 2008 Nobel 
economics laureate and New York 
Times columnist, voiced “a feeling 
that America is not rising to the 
greatest economic challenge in 70 
years” and that Obama’s advisors 
“seem alarmingly willing to settle 
for half measures.” Later Krugman 
added: “The trouble is that the Obama 
government is being too cautious, 
although it is more audacious than 
others. The stimulus plan should have 
been at least 30% bigger and they refuse 
to adopt any dramatic measure to deal 
with the banks [such as] temporary 
nationalization of Citigroup and 
possibly Bank of America.” But John 
Taylor, a conservative monetary 
theorist, voiced the alarm of many 
at official projections of a radical 
increase of U.S. federal debt over the 
coming decade, arguing: “I believe 
the risk posed by this debt is systemic 
and could do more damage to this 
economy than the recent financial 
crisis.”

If economies again subside into 
recession or stagnation, there is little 
chance of governments and central 
banks once more carrying out financial 
rescues and stimulus programs on the 
scale announced in recent months, 
because of the enormous public 
debts already incurred. Arising from 
the current wave of financial rescues 
and stimulus programs in several 
countries is growing concern for the 
solvency of the State as an institution. 
Public finances suffer from falls in tax 
collections because of the economic 
slowdown, while governments are 
being pressed into providing many 
kinds of emergency aid to households, 
businesses and financial institutions. 
“This somber fiscal outlook raises 
issues of fiscal solvency, and could 
eventually trigger adverse market 
reactions,” the IMF reported. “This 
must be avoided: market confidence 
in governments’ solvency is a key 
source of stability and a pre-condition 
for economic recovery.” In the G20 
group of large advanced and emerging 

Growing concern for the 
solvency of the State as 

an institution.
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economies, the weighted average of 
government deficits is expected to 
multiply fivefold from 2007 to 2009-
10, while the public debts of the richer 
countries would rise by one-fourth to 
104% of GDP by 2014.

The IMF calculates that, as of May 
19, 2009, 18 advanced countries 
committed $18.6 trillion, equal to 
30% of world GDP, to rescuing 
financial institutions, including 
capital injections for banks, 
government lending and purchase of 
troubled assets, central bank support 
and guarantees. The $11.2 trillion 
spent or pledged by the United States 
amounts to three-fifths of these 
commitments. Other heavy hitters in 
financial bailouts are Britain (82% of 
GDP), Sweden (70%), Netherlands 
(40%), Austria (35%), Germany and 
Spain (22% each) and Belgium (31%). 
The outlier is Ireland, panicked by 
the collapse of its real estate boom, 
guaranteeing all liabilities in its 
banking system, amounting to 267% 
of its GDP. These numbers include 
stimulus measures carried out by 
several countries, mainly as tax cuts 
and increased public spending. As 
a result of these anti-crisis efforts, 
the world’s richer economies may be 
caught in a debt trap in coming years, 

aggravating the structural costs of 
aging populations. The IMF estimates 
that the cost of sustaining aging 
populations will be 10 times greater 
than that of the financial crisis over 
coming decades. The surge of public 
debt in these countries from 78% of 
GDP in 2007 to 114% in 2014 would 
mean that these governments would 
owe $50,000 for each of their citizens. 
These debts could rise to 150% of 
GDP if economic growth fails to 
revive and if borrowing pressures 
by several governments on financial 
markets force interest rates higher.

Recession or Depression? This, 
believe it or not, is now the lesser 
question. This story of Millions, 
Billions, Trillions, still unfolding, 
tells us that we are approaching the 
limits of scale and complexity in the 
management of human affairs, most 
visibly in financial markets and in 
the commitments of governments. 
The big issue now is the fiscal 
capacity of governments to deal 
both with pending contingencies 
and unforeseen events. This goes 
far beyond the fiscal capacity of the 
State to sustain demand and to care 
for aged citizens and expand medical 
services. At issue is the ability of the 
State, under growing fiscal pressures, 

to build and maintain infrastructure, 
to wage war, to respond to natural 
disasters and epidemics at home 
and abroad and to undertake other 
international humanitarian missions. 
These contingencies inspire caution 
today as we look toward the future.

The conditions of political 
economy have changed. Increasingly, 
we will be forced to recognize the 
fiscal and operational limitations 
of government. As a result of the 
current financial crisis, the safety net 
now is overloaded. The State cannot 
save everyone nor can it guarantee 
everything. Unfortunately, those least 
in need of protection receive privileged 
protection, benefitting from fiscal 
parasitism, while those most in 
need receive shoddy treatment. The 
limitations of government sometimes 
can be breached by innovative policy, 
but interventions should be chosen 
carefully, based on clear priorities. 
The priorities should be on relieving 
suffering where possible and on 
investing for the future, mainly 
in education and infrastructure. 
Our aims should be in preserving 
the institutions of democracy and 
capitalism while modernizing the 
State and enhancing its focus on 
social justice.
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