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1. The Wind in Our Sails

Underlying the current disturbances in the world 
economy is the lack of political and institutional capacity 
to deal with the accelerating growth of financial assets 
worldwide.

This cause has been barely mentioned by economists 
and the financial press during the crisis provoked by the 
mumbo-jumbo concoction of complex securities, which 
triggered the failure in March 2008 of Bear Stearns, a 
major New York investment bank, followed by massive 
intervention by the Federal Reserve and other central 
banks to rescue the financial sector. An international 
housing credit boom, stimulated by low interest rates, 
led to financial failures in several countries, including the 
bailout by federal authorities of Fannie Mae and Freddie 
Mac, the pair of government-sponsored private enterprises 

absorbing half of the $12 trillion of mortgage debt in the 
United States. On a broader horizon, the proliferation 
of financial assets reinforced consumer and industrial 
demand that has given rise to growing concerns about 
supply capacity in the world economy, especially for oil, 
food and water.

The McKinsey Global Institute (MGI) has produced 
a series of studies of the proliferation of financial assets 
in recent decades. These numbers are very dramatic. 

Continued on page 2
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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 the value of all global 
output, to $167 trillion in 2006, or 
nearly four times the world production of 
goods and services. In 2006 alone, global 
financial assets grew by $25 trillion or 
nearly 18%, more than triple the growth 
rate of world production, led by increases 
of assets in the United States ($5.7 trillion) 
and China ($2.8 trillion). Meanwhile, 
foreign exchange reserves of the world’s 
governments multiplied from $910 billion 
in 1990 to $5 trillion in 2006, doubling 
since 2000. This surge forms part of the 
globalization of finance. International 
claims of banks rose from $6 trillion in 
1990 to $37 trillion in 2007, equal to 
over 70% of world GDP, 
with claims on emerging 
markets exceeding $4 
trillion. Daily turnover in 
foreign exchange markets 
multiplied from $200 
billion in the mid-1980s 
to $3.9 trillion today. This 
turnover included what 
became known as the carry 
trade: borrowing in low-
interest markets, such as 
Japan and Switzerland, to lend in higher-
interest markets, such as Brazil and 
Turkey. In 2007, roughly $1 trillion had 
been borrowed in Japan, where interest 
rates have been near zero since the early 
1990s.

Good times
Until recently, the heightened scale 

and scope of financial activity, with 
falling transaction costs, acted as the 
wind in our sails during a powerful 
wave of economic growth, creation of 
new wealth, spread of new technologies, 
improved living conditions, expansion of 
trade, integration of the world economy 
and consolidation of values of social 
justice in many countries. Despite local 
disturbances, there was a general trend 
toward political and economic stability.

The benefits of economic expansion 
in this decade were broadly distributed. 

World per capita GDP rose more over the 
past five years than in any previous five 
years on record. Almost half of humanity, 
spread over 40 nations, lives in countries 
whose economies that have been growing 
by 7% a year or more, a rate that doubles 
the size of an economy in decade: twice 
the number of nations that were growing 
that fast between 1980 and 2000. The 
Economist reported in 2006: “As China, 
India and the former Soviet Union have 
embraced market capitalism, the global 
labor force has, in effect, doubled.” 
The number of civil and international 
conflicts in the world fell from 50 in the 
early 1990s to 30 in 2005, according to 
a “Human Security Report” by scholars 
at the universities of Uppsala and British 
Colombia.

Middle class expands
Political and economic 

stability, together with 
economic growth, 
facilitated enlargement of 
the middle class in several 
countries, raising living 
standards of many millions 
of people in communities 
formed as squatter 
settlements in recent 
decades. In Brazil, Patricia 

Mota Guedes and Nilson Vieira Oliveira 
of our Institute conducted field research 
on “Democratization of consumption” 
(Braudel Papers No. 38/2006) which 
found:

Over the last decade low-income 
Brazilians have started consuming more 
goods and services that were exclusive 
to the middle and upper classes. These 
communities have consolidated, fostering 
new aspirations and encouraging new 
distribution systems through vibrant 
local commerce. Duplex refrigerators, 
cell phones, cars, airplane tickets and 
tourism packages, credit cards and brand 
name products are no longer impossible 
dreams for poor families. With control 
of inflation, credit expansion, falling 
costs of commodities and technology, 
the democratization of consumption is 
part of long-term historical development 

The benefits of 
economic growth 

in this decade 
were broadly 
distributed.
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that is reshaping the lines of class 
and status in Brazil and many 
other countries. [However,] low-
income families are becoming 
dangerously exposed to personal 
debt due to a boom in consumer 
credit with skyrocketing interest 
rates and misleading publicity. Low 
investment in education threatens 
these communities’ gains and future 
development. Poor residents of the 
periphery are becoming increasingly 
frustrated with the quality of public 
services, including their children’s 
public schools.

Over the past two years, more 
than 20 million Brazilians have 
risen from the lowest rungs of the 
economic ladder, classes D and E 
according to marketing jargon, to 
enter class C, numbering 86 million 
people with monthly family incomes 
averaging $600, now the largest and 

fastest-growing segment of Brazil’s 
population. While these incomes may 
seem low by rich countries’ standards, 
these families’ propensity to 
consume has inspired new marketing 
strategies of chain stores, banks 
and multinational consumer goods 
companies. With car loans stretching 
up to 72 months, they are driving the 
fast growth of Brazil’s motor vehicle 
industry, doubling production since 
2000 and selling more cars in the first 
half of 2008 than in all of 2003, in 
addition to millions of motor bikes 
sold on credit. New consumers also 
are driving the huge expansion of 
computer use in Brazil, fifth in the 
world in sales, quadrupling since 
2003. Class C absorbs 40% of all 
computer sales, with 49% of these 
homes acquiring Internet access. Some 
economists say that consumption has 
replaced exports as the main engine of 
Brazil’s economic growth.

This increased consumption in 
Brazil is sailing on a sea of easy credit, 
part of the worldwide proliferation 
of financial assets. Since 1999, 
personal loans by banks grew nine-
fold, from R$40 billion (US$22 
billion) to R$357 billion (US$224 
billion), replacing industry as the 
leading absorber of credit. Credit 
cards multiplied from 119 million 
in 2000 to 466 million in 2008, 
averaging more than three cards for 
each of Brazil’s 140 million adults. 
Customers use credit cards to buy 
groceries and medicines, with half of 
these purchases paid for in interest-
free installments. Intense competition 
for new credit card customers, in a 
market with R$150 billion annual 
turnover that grew by 17% last year, 
leads banks to offer extraordinary 
incentives: electrical appliances, 
airline tickets, kickbacks of 2.5% from 
purchases made in a year, even shares 

The sirens of credit

The Odissey
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in the issuing bank. “Working with 
low-income people means that you 
need scale,” said Luis Minori of Ipsos, 
a market research firm. “The low price 
tag demands quantity sales to recoup 
investments, with sales supported by 
social programs of the government 
and easy credit.” Big-ticket items, 
such as refrigerators and TV sets, 
often are listed below cost “because 
we earn much more from financing,” 
said one merchandising specialist. 
Annual interest on installment 
buying is as high as 102%. Car 
loans are cheaper (15%) because of 
foreign auto companies’ eagerness to 
expand sales and repatriate profits at 
the current favorable dollar exchange 
rate. Car loan defaults have risen 
because many new customers who 
never before had bought a car failed 
to consider additional costs such as 
license plates, insurance and repairs, 
even as their real incomes were being 
eroded by inflation.

Annual interest on personal loans 
is 48%, down from 76% a decade 
ago, according to the central bank, 
with lenders’ spreads averaging 35% 
above funding costs. Special “bargain” 
rates (40% including fees and taxes) 
are available in “consigned credit,” a 
new program designed for pensioners 
that quickly spread to large private 
firms, with loan payments deducted 
from salaries and pensions at the 
source. These rates indeed are a 
bargain when compared with interest 
on bank overdrafts (144%) and loans 
from finance companies (257%). 
Defaults have been rising to 7% on 
personal loans and 13% on consumer 
durables, and may increase further as 
inflation forces low-income families 
to choose between meeting their basic 
needs and paying their debts.

Poor people measure the size of 
their installment payments against 
their monthly income, ignoring that 
they will be paying two or three times 
the sticker price of their purchase 
during the long repayment period. 
The economist Eduardo Giannetti 
argues that this kind of consumer 

credit “is an abusive practice that takes 
advantage of the inability of people 
with little schooling to understand 
more complex realities.”

Astronomical interest rates protect 
Brazil’s wellcapitalized banks against 
widespread defaults, since they 
recoup their loans and expenses, 
with big profits, after only two or 
three years of payment. In relation 
to GDP, private debt in Brazil is low 
(35%) compared with the Euro area 
(116%), the United States (201%) 
and Japan (419%). But fast credit 
growth and big increases in public 
spending are fueling inflation, which 
the government is addressing with 
much talk but little effective action. 
Brazil’s central bank leads the world 
in raising interest rates, but monetary 
policy trails fiscal policy, which is very 
lax. The government has hired over 
100,000 new employees since 2002, 
with big pay increases. Over the past 
year, wholesale price inflation has 
been running at 14%, three times the 
official target of 4.5% for consumer 
prices. According to Armínio Fraga, 
a former Central Bank president and 
member of our Institute: “This wave 
of consumer borrowing is worrisome. 
There is little focus on policies leading 
to faster and more sustainable growth, 
such as the quality of education, 
development of infrastructure and 
increasing investment.”

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 2006 their number had 
more than doubled to 72 countries. 
Brazil’s assets multiplied seven-fold 
since its economy stabilized in 1995, 
reaching 257% of GDP. Capital 
spending in developing countries 
rose by 17% in 2007, against only 
1.2% in rich economies. The four 
biggest developing countries – Brazil, 
Russia, India and China– produced 
two-fifths of world economic growth 
in 2007. These four countries added 
133,000 millionaires in dollars during 
2007, bringing their total to 817,000, 

against three million for the United 
States. However, like other good 
things carried to excess, the relentless 
and uncontrolled proliferation of 
financial assets worldwide is creating 
new challenges, which may produce 
changes in the workings of politics 
and markets. The main question for 
the immediate future is whether these 
countries can develop the institutional 
coherence and agility to respond 
constructively to economic adversity.

Big new players
Big new players appeared in world 

financial markets. Asian central banks 
quadrupled their foreign reserves 
since 2000 to $3.9 trillion. Since 
2001, China expanded its reserves 
from $200 billion to $1.8 trillion and 
became a major international investor. 
Capital flows from oil-exporting 
countries overtook investments from 
Asia as the leading source of funds 
for international financial markets, 
quadrupling in just four years from 
$108 billion in 2002 to $484 billion 
in 2006. At $100 a barrel, their foreign 
assets were projected by MGI to grow 
from $4.6 trillion in 2007 to $12.2 
trillion by 2013. At $130 a barrel, no 
one knows. Governments and wealthy 
individuals in oil-exporting countries 
are driven by lack of opportunities 
in their home markets to send their 
money overseas. Timothy Geither, 
president of the Federal Reserve Bank 
of New York and a protagonist in the 
rescue of investment banks, succinctly 
described the process:

The world experienced a financial 
boom. The boom fed demand for risk. 
Products were created to meet that 
demand, including risky, complicated 
mortgages. Many assets were 
financed with significant leverage 
and liquidity risk and many of the 
world’s largest financial institutions 
got themselves too exposed to the risk 
of a global downturn. The amount 
of long-term illiquid assets financed 
with short-term liabilities made the 
system vulnerable to a classic type of 
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run. As concern about risk increased, 
investors pulled back, triggering 
a self-reinforcing cycle of forced 
liquidation of assets, higher margin 
requirements, increased volatility.

The financial boom of recent years 
grew from accelerating relaxation 
of the constrained and cautious 
environment of the early post-
World War II decades. International 
financial transactions were strictly 
regulated by most countries, with 
little cross-border capital movement. 
Managements remained traumatized 
by the failures of the Great Depression 
of the 1930s. Safety was the main 
concern, more than profit or growth.

Regulation in the United States 
froze the institutional structure of 
banking, with expansion across state 
lines forbidden. Credit outstanding 

in relation to the size of the economy 
was much smaller than today, with 
more collateral required, little 
unsecured lending and no credit 
cards.

The boom began with the 
recycling of petrodollars and the huge 
expansion of international lending 
in the 1970s, leading to the Latin 
American debt crisis of the 1980s, 
which threatened to wipe out the 
capital of major U.S. and European 
banks. Intervention by central 
banks and international monetary 
institutions saved the banks then and 
again in the crises in Asia, Russia and 
Brazil in 1997-98. Meanwhile, most 
of the Depression-era regulatory 
restrictions on banks were lifted. 
Most recently, under new capital 
adequacy rules negotiated by central 
banks in the Basel II agreements, the 

big commercial banks were allowed 
to rate their own risk exposure under 
formulae invented by their own 
mathematicians.

The Bank for International 
Settlements (BIS) in Basel, 
Switzerland, known as the central 
bank for central banks, found 
“parallels between this period of 
financial and economic turmoil and 
many earlier ones. Historians would 
recall the long recession beginning 
in 1873, the global downturn that 
began in the late 1920s, and the 
Japanese and Asian crises of the 
early and late 1990s respectively. 
In each episode, a long period of 
strong credit growth coincided with 
an increasingly euphoric upturn in 
both the real economy and financial 
markets, followed by an unexpected 
crisis and extended downturn.”

2. Capacity

The wind created by intensifying 
financial activity animated the 
overheating of the world economy, 
adding to diverse capacity 
limitations that multiplied in 
recent years. Growing demand 
and insufficient investment in 
infrastructure led to electricity 
shortages and congestion in ports, 
airports and city streets. Lack of 
containers and space on ocean-
going ships raised costs and 
clogged the channels of trade. The 
aviation industry lacks trained 
air traffic controllers, pilots and 
maintenance technicians. Cheap 
air travel led to overbuilding and 
overuse that degraded tourist sites 
such as Machu Picchu in Peru, 
Cancun in Mexico, the Greek 
islands and the Costa Brava and 
Costa del Sol in Spain. Shortages 
of fresh water afflict Australia, the 
western and southeastern United 
States, India, China and Africa, in 
some cases endangering human 
survival. For lack of water, China 

is threatened with a catastrophe 
much greater than the recent 
earthquake in Sichuan province, 
with ramifications throughout the 
world economy.

In São Paulo, as in many other 
of the world’s cities, the frantic 
paving of streets, the opening 
of new traffic arteries, and the 
continuous addition of tunnels 
and cloverleafs cannot keep up 
with the proliferation of motor 
vehicles, whose number has soared 
from one million in 1980 to six 
million today, one for every two 
inhabitants, with the average speed 
of traffic slowing by 32% over the 
past decade. Some 40,000 new 
cars, trucks, buses and motorcycles 
are licensed every month, adding 
to congestion and monumental 
traffic jams heralded daily in TV 
news bulletins and newspaper 
headlines. As consumption rose 
faster than production, abrupt 
price increases in food, oil and 
other commodities bred new social 

and political tensions, especially in 
poorer countries that had enjoyed 
striking economic progress in 
recent years. Perverse incentives 
govern farm subsidies, regulation 
and protectionism in rich 
countries, distorting markets, while 
governments of poorer nations 
seek to protect with subsidies the 
hundreds of millions of new urban 
consumers who have left the land, 
especially the new middle classes 
who are eating more and better. 
An 83% increase in global food 
prices over the past three years led 
to rioting and other disturbances 
in Haiti, Egypt, Ivory Coast, 
Cameroon, Senegal, Ethiopia, 
Pakistan and Thailand. While 
the Fed aggressively cut interest 
rates to below rates of inflation in 
order to avoid a U.S. recession, 
interest rates were being raised by 
the central banks of Brazil, Chile, 
Peru, Mexico, Australia, China, 
India, South Africa, Colombia, 
Dominican Republic, Poland, 



6 BRAUDEL PAPERS

Russia, Guatemala, Jamaica, 
Hungary, Sweden, Taiwan and 
Trinidad and Tobago, all trying 
to defend themselves from a 
worldwide spread of inflation. 
Ilan Goldfajn, a former director 
of Brazil’s central bank, explained 
that “there are fundamental reasons 
for rising prices: the economy is 
collecting its price for the long 
cycle of prosperity. The U.S. 
deceleration signals the end of 
this cycle.” Over the 
past decade, growth 
of the world economy 
accelerated to 4.4% 
yearly. The fastest 
acceleration (6.5% 
yearly) took place in 
developing countries. 
Now this expansion 
is stalling. In many 
countries, hope is 
yielding to fear. For 
most of them, the main 
task is to preserve their 
gains of recent years.

Oil
The most spectacular 

capacity limitation is in 
oil. The International 
Energy Agency is 
revising downward its 
earlier forecast that 
world production of 
oil and other liquid 
fuels could rise from 
87 million barrels daily 
(MBD) today to 116 
MBD by 2030, with 
its officials now saying that aging 
oilfields and insufficient investment 
may limit output over the next two 
decades to little more than 100 
MBD. Contributing to oil price 
rises are production declines in 
major exporting countries: Mexico, 
Nigeria, Russia, Norway and 
Venezuela. British output from the 
North Sea has fallen by 40% from 
its 1999 peak as Britain became a 
net petroleum importer for the first 
time since 1980. Goldman Sachs 

reckons that from 2001 to 2007 
roughly $3 trillion of wealth was 
transferred from oil consumers to 
oil producers, with the shift now 
accelerating to an annual rate of 
$1.8 trillion, or 3% of world GDP.

High prices usually stimulate 
more intensive exploration, but 
in the short term oil companies 
are finding it hard to hire drilling 
rigs, engineers and geologists, 
another capacity limitation. The 

collapses of 1986 and 1998, there 
is a missing generation in the oil 
industry. The competition for 
people and equipment has driven 
up costs dramatically. These costs 
and shortages are now causing 
delays to new projects.”

Rising fuel costs battered the 
aviation industry and led to 
protests, blockades and work 
stoppages among truck drivers and 
fishermen in Europe, reminiscent 

of the oil price surges 
of the 1970s. In 
the United States, 
independent truckers 
facing bankruptcy 
because of rising fuel 
costs are exporting 
their vehicles to other 
countries. “Most 
truckers are one major 
breakdown –a broken 
axle or a damaged 
engine—away from 
bankruptcy,” one 
of them said. As oil 
prices rose, bandits 
in the US stole used 
cooking grease from 
the back yards of fast-
food restaurants to 
be sold as biodiesel to 
fuel cars and trucks. 
Rising oil prices have 
led to surging fertilizer 
costs that make it 
harder for farmers to 
increase production 
in response to global 
food shortages. China 

and India are the world’s leading 
fertilizer users, heavily subsidized, 
together consuming two-thirds 
of total supply. While absorbing 
only 6% of world demand, Brazil’s 
booming agriculture has increased 
fertilizer use by 178% since 1990, 
with prices rising by 83% over the 
past year.

A worldwide scarcity of 
petroleum-based fertilizers has 
revived the guano industry on 
Peru’s offshore islands in the Pacific 

Dami

costs for developing a new oil or 
gas field more than doubled over 
the past four years. The cost of 
renting a deepwater drilling ship 
rose from $125,000 per day in 
2004 to $600,000 now, if one is 
available. “Everything is in short 
supply –people, equipment, 
engineering skills,” observed 
Daniel Yergin, head of Cambridge 
Energy Associates. “Because of 
the contractions [of exploration 
activity] that came with the price 
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Ocean, where accumulations of 
bird droppings sustained one of 
South America’s export booms 
in the 19th Century. People and 
governments of poor countries are 
suffering because their economies 
cannot support oil at $130 a 
barrel, leading to political conflict 
over cuts in fuel subsidies that 
lead to ballooning fiscal deficits. 
Reductions in subsidies already 
have been decreed in India, 
Indonesia, Malaysia, Taiwan, Sri 
Lanka and Bangladesh, while 
China tries to cushion the fiscal 
impact of subsidies by reducing 
fuel supplies to the distribution 
network. Rising costs have 
curtailed labor-intensive exports 
from China. Some companies are 
moving production back to the 
United States after finding offshore 
factories more expensive. Ocean 
freight rates have increased so fast 
that the cost of a 40-foot container 
shipped from Asia to the U.S. 
Atlantic Coast rose from $3,000 
to $8,000 since 2000. One study 
concluded that recent increases 
in shipping costs amount to a 9% 
tariff on trade.

The kind of technical and 
financial difficulties to be overcome 
in adding to the world’s oil and 
gas production capacity are posed 
in the huge new discoveries in 
the Santos Basin, stretching for 
some 800 kilometers along the 
Brazilian coast. The state oil 
company Petrobras has pioneered 
deep-water exploration and 
production technologies over the 
past three decades. It found an 
estimated 50 billion barrels of oil 
equivalent (boe) in three fields 
about 300 kilometers offshore in 
the South Atlantic at great depths, 
beneath 2,140 meters (7,021 feet) 
of water, 1,000 meters of sand 
and hard rock and, below that, a 
2,000-meter layer of fragile and 
complex salt structures, the deepest 
carbonate reservoirs discovered 
anywhere. The Tupi field, where 

two exploration wells have been 
drilled so far since 2006, is said 
to contain from five to eight 
billion recoverable barrels of oil 
and gas equivalent, the world’s 
largest discovery since 2000 and 
the biggest in the Americas since 
1976. Before these resources can be 
injected into the world economy, 
enormous financial, technical 
and logistical obstacles must 
be overcome. Petrobras already 
uses a large share of the world’s 
deepwater drilling fleet and subsea 
installation capacity and most of 
the world’s flexible pipe. Now these 
demands on industrial capacity 
are expected to expand radically 
both in terms of scale and new 
technologies, for pipelines, ships, 
drilling equipment and platforms. 
Petrobras, its partners and suppliers 
are expected to spend some $600 
billion in exploring, developing 
and producing in Tupi and other 
Santos Basin discoveries (Jupiter, 
Carioca, Parati, Caramba, Bem-
te-vi) over the next two or three 
decades, involving the drilling of 
some 1,500 wells. Development 
of Tupi alone will require over 
200 wells, costing $150 million 
each. Petrobras has rented, paying 
$500,000 a day, 80% of the deep-
water drill ships available on the 
world market, to be delivered in 
2009-11. It has leased 59 tankers, 
supply ships and other specialized 
vessels and plans to order another 
175 from the world’s shipyards to 
meet the future needs of the Santos 
Basin.

Among the many technical 
challenges will be development 
of pipes, valves and casings that 
can resist corrosion and extreme 
pressures and temperatures over 
many years at great ocean depths. 
To market the oil and gas from 
hundreds of wells drilled into these 
reservoirs, a vast infrastructure of 
subsea pipelines will have to be 
created, similar in kind to that 
operating in the North Sea, but on 

a much larger scale, for pumping 
gas uphill on the sea floor over 250 
kilometers from producing wells to 
the shore. To facilitate gas offtake 
while this network is being created, 
and to power exploration and 
development activity, the gas may 
be frozen into liquefied natural gas 
in LNG plants installed on ships, 
costing over $1 billion each, near 
clusters of wells.

“The geometry of the wells 
is challenging, and so are the 
logistics,” said José Formigli, 
head of “pre-salt” operations for 
Petrobras. “The salt is almost 
liquid, so the wells must be 
reinforced to prevent collapse. 
So if we drill without the right 
geometric calculations and fluids, 
the wells may collapse. We must 
decide if the drilling should be 
horizontal, slightly inclined or 
vertical. The logistical challenge is 
to supply drills, platforms, diesel 
and food. It takes a helicopter two 
hours to reach the platforms and 
drill ships. If our exploration is 
successful in terms of the volumes 
to be produced, we will need 
several onshore supply posts. We 
must analyze the economics of all 
this.”

Apart from oil and food, the 
worldwide proliferation of financial 
assets helps to create another form 
of capacity limitation. These assets 
cannot multiply indefinitely as in 
recent years. All these limitations 
demand consolidation and better 
management. Since financial 
systems are managed by a small 
number of people, they could be 
consolidated more easily, with 
safety in mind, than in other 
areas of capacity limitation where 
human welfare and survival is 
involved more directly. In view of 
the urgent unmet investment needs 
of the real economy, one wonders 
how so much money, credit, 
talent and effort could be spent 
in inventing the financial froth 
described in these pages.
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3. The Storm

“Dollars! Dollars, sir. All their rotten chests got burst open. Blamed money skipping all over 
the place, and they are tumbling after it head over heels – tearing and biting like anything. 

A regular little hell in there.” 
Joseph Conrad, Typhoon (1902).

The present difficulties in 
international finance are a 
reenactment on a much larger scale 
of the Asia crisis of a decade ago, 
which also involved bloated financial 
assets, but in different locations. In 
a pair of essays on “Money, Greed, 
Technology,” Braudel Papers described 
the Asia crisis, followed by financial 
panics in Russia and Brazil, as “a new 
video game on an old theme. In the 
monsoon season of 1997, a typhoon 
erupts suddenly in the South China 
Sea, attacking customs and artifacts 
of organized society in an arc of 
prospering countries stretching from 
Thailand, Malaysia and Indonesia 
northward to Hong Kong, South 
Korea and Japan. This typhoon is 
not a classic battering of land by 
nature. It is a sudden, swirling, self-
inflicted wrecking of financial and 
political systems through complex 
interactions of money, greed and 
technology unleashed in the restless 
betting of assets accumulating wildly 
and driven relentlessly to seek higher 
yields.” In all those emergencies, 
the wreckage was contained by 
support from international monetary 
authorities on an unprecedented 
scale, clearing the way for even faster 
financial expansion in the decade 
following 1998. Today’s difficulties 
are demanding interventions for 
support on an even greater scale, 
producing greater doubt as to their 
ultimate effect.

After the Asia crisis of 1997-98, 
there was grandiose talk among 
bankers and public officials of 
restructuring “the international 
financial architecture.” There was 

talk of increasing the IMF’s capacity 
to anticipate and resolve financial 
crises, of strengthening domestic 
financial systems, of moving from 
fixed to flexible exchange rates so 
that countries could better absorb 
economic shocks and of improving 
corporate governance. Some of these 
goals were achieved, with emerging 
markets improving bank supervision, 
adopting flexible exchange rates, 
reducing their dependence on short-
term borrowing and earning current 
account surpluses. With surpluses 
earned from the rapid expansion of 
world trade over the past decade, 
developing countries until now have 
suffered fewer financial crises and 
their government reserves are now 
several times the lending capacity 
of the International Monetary 
Fund (IMF), with several of them 
becoming net creditors. Brazil 
became a creditor nation for the 
first time earlier this year when its 
foreign currency reserves ($200 
billion) exceeded its foreign debt 
($198 billion). Indeed, in view of 
the sudden prosperity and the easy 
availability of private lending, there 
was increasing discussion of whether 
the IMF still had a role. However, 
despite accelerating financial activity, 
banking authorities relaxed controls, 
allowing major banks to measure 
their own risk exposure according 
to their own econometric models 
and granting decisive powers in 
credit markets to rating agencies 
who earned big fees from investment 
banks for granting AAA ratings on 
exotic derivatives. Commenting on 
this relaxed environment, former 

Federal Reserve chairman Paul 
Volcker (1979- 87) observed: “There 
was no pressure for change, not in 
Washington, which was spending 
money and keeping taxes low; not 
on Wall Street, which was wallowing 
in money; not on Main Street, with 
individuals enjoying easy credit and 
rising house prices.”

“Reckless banking”
This is an old story. In 1934, at the 

bottom of the Great Depression, the 
British economist Lionel Robbins 
wrote: “We eschew the sharp purge. 
We prefer the lingering disease. 
Everywhere, in the money market, 
in the commodity markets and in the 
broad field of company finance and 
public indebtedness, the efforts of 
central banks and governments have 
been directed to propping up bad 
business positions.”

In his great work on Business 
Cycles (1939), little-read today, 
Joseph Schumpeter defined 
capitalism as “that form of private 
property economy in which 
innovations are carried out by 
means of borrowed money which 
in general, though not by logical 
necessity, means creditcreation.” 
In the 19th Century, financing of 
innovation by creditcreation led to 
what Schumpeter called “reckless 
banking” – “granting loans without 
regard to the borrowers’ ability to 
repay” by which “banks filled their 
function sometimes dishonestly 
and even criminally, but they 
filled a function which can be 
distinguished from their dishonesty 
or criminality.” In other words, 
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although borrowers defaulted and 
investors were swindled sometimes, 
these losses were less important than 
the building of railroads and canals, 
ports and grain elevators, steel mills 
and urban infrastructure, all financed 
by the “reckless banking” of the 19th 
Century. Nouriel Roubini of New 
York University argues that many 
previous booms and busts “have been 
driven by technological innovation 
– whether it was the railroad or 
the Internet – and they may create 
bubbles, fraud and eventual losses. 
But they are also driven by real 
innovation. This latest crisis we see 
today differs from such historical 
examples [in that] with housing 
there was no technological revolution 
of any sort. The innovation in this 
instance was financial. We went 
from a system where banks held 
mortgages on their books to one in 
which banks originate mortgages and 
then ‘securitize’ and distribute them.” 
Since 1993, the amounts sold in 
securitizations rose from $1 trillion 
to $12 trillion, forming bunches of 
residential mortgages, commercial 
real estate and corporate loans, 
even auto and university tuition 
loans. Assets of investment banks 
multiplied 100-fold. Their business 
went beyond their traditional role 
of advising and raising money for 
corporations as they became gigantic 
originators and intermediaries of all 
kinds of credit assets. Securitization 
can make capital more efficient, 
enhancing liquidity for lenders who 
transfer risk by packaging and selling 
debt to investors in exchange for a 
future stream of payments, if the 
debts sold are of good quality. But 
if securitization is done on a big 
scale and the assets turn sour, then 
problems can spread widely in the 
financial system.

The failure in March 2008 of 
Bear Stearns, a big intermediary in 
the “originate to distribute” way of 
marketing subprime mortgages and 
other derivatives, was a climactic 
episode in what the IMF called “the 

largest financial shock since the Great 
Depression.” “We knew it was a 
storm, but we didn’t know it was the 
storm,” said Fares Noujaim, a Bear 
Stearns vice chairman, talking in the 
backwash of panic after frightened 
investors drained the firm of $17 
billion within two days. The IMF 
estimated that the shock is causing 
“aggregate and potential losses 
and writedowns” of $945 billion 
among major financial institutions 
worldwide and $720 billion losses 
in market capitalization of banks 
globally. The IMF observed that 
“the crisis that originated in a small 
segment of the U.S. mortgage market 
has spread to broader cross-border 
credit and funding markets through 
both direct (via exposure to subprime 
mortgage markets) and indirect (via 
perturbations in banking and funding 
markets) channels. A broadening 
deterioration of credit is likely to 
put added pressure on systemically 
important financial institutions.”

The super-boom reached its climax 
as financial assets in the United 
States, with 56% of the world’s total, 
grew from around 450% of GDP 
in 1980 to 1,000% in 2007. At the 
height of this boom, the financial 
industry’s share of all U.S. corporate 
profits rose from 10% in the early 
1980s to 40% in 2007, even though 
it generated only 15% of value added 
by corporations and just 5% of all 
private sector jobs. Highly leveraged 
speculation fed a proliferation of 
exotic financial instruments and the 
accelerating real estate boom. From 
1993 to 2006, household financial 
liabilities rose from 89% to 139% 
of personal disposable income. 
Responding to aggressive advertising 
promotions by banks, people 
borrowed heavily with the value of 
their homes as collateral, believing 
that house prices would continue to 
rise indefinitely. Home equity loans 
reached nearly $1 trillion in 2006, 
or 8% of GDP and more than the 
U.S. current account deficit. Now 
defaults are rising on home equity 

loans, credit card debt, financing of 
construction companies and auto 
loans, with local and regional banks 
most affected.

Most attention focused on the 
housing bubble and mortgage crisis 
in the United States. Subprime 
borrowers with poor credit histories 
got easy mortgages with no down 
payment or credit check so their debts 
could be sold to Wall Street banks 
to be bunched and “repackaged” as 
securities and then resold to foreign 
and domestic investors, including 
major financial institutions that later 
suffered major losses and much grief. 
House prices more than doubled 
during the past decade, but over the 
past year average house prices fell 
14% in nominal terms and 18% in 
real terms, a deeper drop than in any 
year during the Great Depression, 
with a further decline of 15% 
expected over the coming year.

In the United States, securitization 
of mortgages was fed by fees on top 
of fees for transferring risk further 
and further down the line from 
the originating bank to a series of 
investors. Brokers earned fees from 
banks for arranging mortgages 
without needing to check the 
borrowers’ income or employment. 
Banks hired appraisers, who often 
inflated the value of a house because 
fees rose with the value of a mortgage. 
Banks had no stake in verifying 
the quality or real value of the risk 
because they sold the mortgages to 
investment banks which earned big 
fees for bunching a large number 
of them into “mortgage-backed 
securities” that were “sliced and 
diced” into collateralized debt 
obligations (CDOs), with different 
tranches of risk sold to investors. 
Big fees were paid to rating agencies 
for providing “investment grade” 
comfort for buyers of CDOs and 
other derivatives. One ratings analyst 
said in an email: “Let’s hope we are 
all wealthy and retired by the time 
this house of cards falters.” More 
fees were earned by the investment 
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banks for more slicing and dicing of 
the CDOs into CDOs of CDOs, or 
CDOs “squared” or CDOs “cubed.” 
Meanwhile, management of the 
original mortgages were placed in 
the hands of “servicers,” usually large 
banks, who earned fees for dealing 
day-to-day with the borrowers and 
even bigger fees when they defaulted. 
Anna J. Schwartz, co-author with 
Milton Friedman of the classic 
Monetary History of the United States 
(1963), explained the confusion and 
the pyramiding of losses:

The credit crisis was propagated by 
securitization and especially the 
substitution of the “originate to 
distribute” model of bank lending 
in lieu of the traditional “originate 
to hold” model. These banking 
innovations and notably the 
practices of the derivatives industry 
made problems worse. Shifting 
risks that is the basic property of 
derivatives has become so complex 
that neither the designers nor 
the acquirers of the derivatives 
apparently understand the risks they 
impose and implicate derivative 
owners in risky contingencies they 
did not realize they were assuming. 
Again, valuing derivatives is an art 
that markets haven’t mastered. The 
chief culprits of the present crisis are 
the financial engineers who invented 
securitization of mortgage loans 
and also the subprime mortgage 
loan. Securitization spread from 
the mortgage loan industry to 
commercial paper issuance, to credit 
card receivables and other loan 
categories. Absent securitization 
all the various players in the credit 
market catastrophe would not have 
been drawn into the subsidiary roles 
they exploited.

The euphoria inspired by low 
interest rates animated builders, 
homeowners and speculators in 
many other countries. The doubling 
of U.S. house prices over the past 
decade was modest compared with 

surges in other countries: South 
Africa (increasing 393%), Britain 
(213%), Ireland (240%), Spain 
(190%), New Zealand (123%), 
Sweden (149%), Australia (159%), 
France (144%), Denmark (128%). 
While headline consumer inflation 
remained low in most of these 
countries, credit expanded rapidly, 
by 15% yearly since 1999 in Spain, 
by 17% in Ireland, 19% in Sweden, 
28% in Denmark, 12% in South 
Africa and 10% in Australia and 9% 
in Britain.

Hangovers
In European countries with the 

most spectacular housing booms, 
the busts may be as severe as in the 
United States, or worse. In Britain 

sales of new homes may be down by 
as much as 65% below 2007 levels, 
with builders discounting heavily on 
unsold houses and apartments and 
stuck with large land inventories, in 
some cases equal to what would be 
needed for 10 years of construction.

Spain and Ireland, among the 
fastest-growing Euro zone countries 
over the past decade, are suffering 
the worst hangovers. In 2005, near 
the peak of the boom, around 18 
houses per 1,000 inhabitants were 
built in Spain, against a European 
average of less than six, with 
construction generating one-fifth 
of all new jobs in Spain since 2000. 
Residential construction reached 
10% of GDP in Spain and 16% 
in Ireland, the highest levels in 
Europe, compared with 6.5% in 
the United States. Household debt 

in Spain grew to more than 115% 
of disposable income, near that of 
the United States, from only 45% 
in 1996. One-third of the houses 
and apartments built since 2005 
have gone unsold, an inventory that 
reaches 69% in the central provinces 
surrounding Madrid. Frenzied 
residential construction along the 
Mediterranean coast is stranded amid 
water shortages. Factory closings and 
bankruptcies have spread, including 
the failure of Spain’s biggest real 
estate developer, Martinsa-Fadesa, 
with debts of €5.2 billion ($8.3 
billion).

Ireland, the “Celtic tiger,” averaged 
9.5% annual growth in 1995-2000 
and 5.6% since then. Today its banks 
and builders are stuck with €100 
billion ($150 billion) in property 
development loans, as the stock of 
unsold houses rose and prices fell by 
9% over the past year. At the peak of 
the boom, in 2006, 90,000 dwellings 
were built, faster than in Spain, 
or 22 per 1,000 population. Since 
2000, bank lending in Ireland grew 
by 25%, twice the rate for all of the 
Euro area. Two big Irish banks were 
penalized with credit downgrades, 
with 70%-80% of their assets 
concentrated in the Irish and British 
real estate markets.

Morgan Kelly, an economist 
at University College, Dublin, 
observed that, “as the Irish economy 
moved from one driven by exports 
to one based on selling houses, 
its international competitiveness 
has fallen sharply.” A government 
agency estimated that one fourth of 
construction workers will lose their 
jobs by the end of 2009. According 
to Jim Power, a pensions adviser: 
“The Irish economy is going through 
an incredibly painful housing 
adjustment and that was always going 
to be painful because we had become 
totally addicted to housing as a 
driver of everything in the economy, 
from employment to tax revenues to 
economic activity.”

European banks suffered more 

Securitization  
of mortgages was fed by 

fees on  
top of fees.
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losses from the subprime credit 
crunch than U.S. banks, largely 
because of the success of U.S. banks 
in securitizing mortgages. Of the 
$387 billion in credit losses reported 
by global banks in 2007-08, $200 
billion was absorbed by European 
banks and $166 billion by U.S. 
institutions, which sold large blocks 
of subprime debt to European 
groups, according to the Institute of 
International Finance.

Excess liquidity
Generally, excess liquidity involves 

a scarcity of profitable investment 
opportunities in the real economy 
as well as risky and exotic bets to 
increase yields. Research shows 
that market professionals tend to 
exaggerate their knowledge of finance 
and the accuracy of their predictions, 
encouraging excess trading. Many 
pension funds and other institutional 
investors took risky bets because 
yields on conventional investments, 
at prevailing low interest rates, were 
insufficient to meet their standing 
commitments. “It is indisputable 
that the global glut of liquidity 
played a role in the ‘reach for yield’ 
phenomenon and that this reach 
for yield led to a strong demand for 
and supply of complex structured 
products,” said Gerald Corrigan, a 
Goldman Sachs partner and former 
president of the Federal Reserve Bank 
of New York. Co-author of a plan 
drafted later by big banks to shrink 
the market for complex securities, 
Corrigan added: “Costly as these 
reforms will be, those costs will be 
miniscule compared to the hundreds 
of billions of dollars of write downs 
experienced by financial institutions 
in recent months, to say nothing 
of the economic dislocations and 
distortions triggered by the crisis.”

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 radically 
since 2000 from less than $100 
trillion to $500 trillion, or three 
times all registered financial assets. 
The OTCs are negotiated outside 
established exchanges and are subject 
to little regulation and no reserve 
requirements, with most of them 
remaining off the balance sheets of 
financial institutions. Opportunities 
to trade in derivatives nourished 

“shadow financial system,” totaled $4 
trillion, against $6 trillion for the five 
biggest regulated banks.

Increasingly, derivative contracts 
are created using exotic mathematical 
formulae that often are dimly 
understood by many buyers and 
sellers. Moreover, they are bought 
with borrowed money. Credit 
committees sometimes were given 
just two days to decide on whether to 
buy into a complex deal. According 
to Martin Mayer, the dean of 
American financial journalists and a 
member of our Institute:

As a matter of what happens every 
day, the great change has been the 
new and dominant emphases on 
probability and diversification, both 
of which are at least apparently 
susceptible to mathematical 
modeling. More than half the 
trading in the larger markets today 
is “algorithmic” trading, with 
computers programmed to find and 
execute arbitrage possibilities, to 
perfect hedges, to calculate mark-
to-future scenarios in a context 
of varied value-at-risk, to adjust 
packages of assets to meet desired 
benchmarks. All this is done, hour 
after hour, automatically, untouched 
by human hands or for that matter 
human brains. Correlations are 
run constantly between movements 
in equity markets, fixed-income 
markets, futures markets, commodity 
indices and what may be called 
second-derivative instruments, swaps 
and swaptions, and collateralized 
bonds where the collateral is a 
tranche of another amalgamation of 
collateralized debt. The calculation 
is incessant, including, for example, 
the liquidity risk associated with 
the choice of counterparty in hedges 
of the principal investment, the 
difference in prices for a risk between 
insurance/ reinsurance markets 
and securities-based markets, and 
the difference between the sort of 
event-risk that dominates insurance 
models and the continuous risk 

Adapted from Los Caprichos of Francisco Goya.

what is now called a “shadow 
financial system,” largely beyond the 
pale of regulation, with the growth 
of hedge funds, private equity firms, 
venture capital and vulture capital 
funds, etc. Hedge fund assets under 
management tripled since 2000, 
reaching $1.8 trillion in mid-2007, 
collecting huge fees from investors, 
while funds managed by private 
equity firms grew to $700 billion, 
more than doubling. Overnight 
borrowing and trading of derivatives 
grew to $2.5 trillion. The combined 
assets of the five biggest New York 
investment banks, operating in the 
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priced in securities and commodities 
models. We ask the hedge fund how 
leveraged it is; that’s not so bad– but 
we don’t know and can’t find out 
the leverage in the instruments the 
hedge fund owns. Indeed, if the fund 
trades indices rather than securities, 
its manager may not know how 
leveraged it is: we have seen some 
examples of that in the recent past.

When markets are rising, massive 
borrowing by investors can yield 
huge profits on small interest-rate 
spreads, while employing little of 
their own capital. The leveraging 
became so enormous that Goldman 
Sachs used about $40 billion in 
capital to support $1.1 trillion of 
assets, while Merrill Lynch used $30 
billion as a base for $1 trillion of 
assets. Since 2000, speculation in the 
unregulated market for CDSs (Credit 
Default Swaps) mushroomed from 
$900 billion to $62 trillion in early 
2008, or twice the capitalization of 
the U.S. stock market, nearly equal 
to all the household wealth in the 
United States and 10 times the value 
of all the original bonds that could be 
insured. In these swaps, neither party 
needs to hold the underlying debt 
to enter into a contract. Moreover, 
the swaps were subject to what the 
market calls “novation”: transferring 
the risk to a third party without the 
knowledge or consent of the original 
parties.

Bear Stearns
The panic began in mid-2007, 

when investors feared that Bear 
Stearns could not support losses as 
counterparty to CDOs and other 
derivatives that it sold. In August, 
American Home Mortgage, a 
big home loan provider, filed for 
bankruptcy and Countrywide, the 
biggest mortgage originator, drew 
down all of its $11.5 billion credit 
line, while BNP Paribas, a big French 
bank, suspended payments on three 
investment funds worth €2 billion, 
because of its problems in the U.S. 

mortgage market. In response, the 
European Central Bank pumped 
more than €200 billion into the 
money markets and the Fed and the 
Bank of Japan took similar measures. 
In September, Northern Rock, a 
leading mortgage banker, suffered the 
first British bank run in a 100 years, 
leading to massive support from the 
Bank of England and nationalization 
shortly thereafter, with its obligations 
added to the national debt.

Bear was a leading intermediary in 
the slicing and dicing of repackaged 
subprime mortgages that banks and 
brokers resold to intermediaries 
under the “originate and distribute” 
model for repackaging and selling 
them once again to eager buyers, 
among them the credulous giants of 
international finance.

Bear Stearns’ failure was a stark 
reminder of the fragility and ferocity 
of a financial system built to a 
remarkable degree on trust. Billions 
of dollars in securities are traded 
each day with nothing more than 
an implicit agreement that trading 
partners will pay up when asked. 
When investors feared that Bear 
Stearns would be unable to settle its 
trades with clients, trust evaporated 
suddenly. Trading partners, eager to 
avoid losses, disappeared. That fueled 
more rumors of trouble. Regulators 
are investigating whether there was a 
coordinated effort to spread rumors 
by those betting on Bear Stearns’ 
downfall.

When Bear Stearns failed, it was 
the second-biggest prime broker 
on Wall Street, involved in the 
care and feeding of hedge funds, 
holding securities in custody for 
them, arranging credit and even 
renting them office space. It was 
counterparty in 750,000 outstanding 
derivatives contracts with a nominal 
value of $10 trillion in trading 
positions with some 5,000 other 
firms, mainly in CDSs and interest-
rate swaps, provoking fear and panic 
among investors. Turnover of these 
securities among investors was so fast 

and clearance so sloppy that investors 
were unsure, with Bear Stearns as the 
main intermediary, as to the validity 
of these claims and obligations 
for default insurance and as to the 
identity of counterparties.

At 7:30 am on Monday March 
13, $80 billion in short-term loans 
to Bear Stearns were coming due. 
If Bear Stearns filed for bankruptcy, 
lenders would get collateral instead 
of cash and may have panicked 
into massive selling of the collateral 
and cutting back on trillions of 
dollars of loans to other investment 
banks. “We judged that a disorderly 
failure of Bear would have brought 
with it unpredictable but severe 
consequences for the functioning 
of the broader financial system and 
the broader economy, with lower 
equity prices, further downward 
pressure on home values, and less 
access to credit for companies and 
households,” Timothy Geither, 
president of the New York Fed, told 
the Senate Banking Committee. 
The Fed guaranteed $29 billion of 
Bear’s obligations to facilitate J.P. 
Morgan’s emergency buyout of the 
failed brokerage and announced that 
it would provide emergency loans to 
other investment banks. Following 
Bear’s failure, agents of the Securities 
and Exchange Commission (SEC) 
and the Fed have been installed in 
the offices of investment banks to 
monitor trading activity.

Subprime defaults multiplied 
amid predictions that two million 
homeowners would stop payments 
on their mortgages during 2008. 
The rating agency Standard & Poor’s 
predicted losses of $285 billion on 
$1.4 trillion of subprime securities 
issued since 2005. Major banks and 
insurers declaring write-offs include 
UBS of Switzerland ($37 billion), 
Merrill Lynch ($42 billion), Citgroup 
($48 billion), AIG ($17 billion) 
Morgan Stanley ($13 billion), Bank 
of America ($16 billion), Deutsche 
Bank ($7 billion) and Societé General 
($9 billion). Separately, Merrill sold 
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CDOs with a face value of $31 
billion for 22 cents on the dollar to 
a private equity firm, lending the 
buyer $5 billion to complete the sale. 
Foreign investors who poured $65 
billion into U.S. financial firms since 
October 2007, most conspicuously 
from state funds in China, Singapore 
and the Persian Gulf, have incurred 
paper losses of nearly $14 billion, or 
one-fifth of their investment. “It is 
doubtful that Western governments 
could have provided taxpayer-funded 
financial assistance to the banks on 
the same scale without triggering a 
public uproar,” McKinsey observed.

By July 2008 U.S. banks had 
lost half of their market value over 
the past year. Banks are threatened 
with another $10 billion in write-
offs after credit downgrades of 
traditional insurers of state and 
local government debt, known as 
monolines, who not only insured 
exotic derivatives against default but 
bought these securities themselves. 
A swarm of lawsuits on derivatives 
transactions, including class actions 
and shareholder suits, are claiming 
fraud and misapplication of funds 
against mortgage lenders, investment 
banks and financial advisers. The 
cities of Cleveland and Baltimore 
are suing lenders and investment 
banks for “public nuisance” damages, 
such as police and fire services 
and demolition costs, arising from 
subprime mortgages, as Cleveland 
charged, “to unqualified borrowers 
who had no realistic means of 
keeping up with loan payments over 
the long-term.”

Alan Greenspan, chairman of 
the Federal Reserve Board for two 
decades (1987-2006), has been trying 
to defend himself from accusations 
that he stimulated the housing price 
bubble and excessive credit expansion 
by keeping interest rates too low (1% 
yearly) after 2001, and especially by 
his policy of letting counterparties in 
derivative deals regulate each other 
instead of being scrutinized and 
restrained by monetary authorities. 

“There were far more failures here 
than I expected,” he said. “I’ve been 
chagrined at how badly some of 
the judgments of very sophisticated 
investors have been with respect to 
risks, because my fundamental view 
is that counter-party surveillance is 
critical for global finance. There are 
no realistic alternatives.” Greenspan 
adhered to a traditional view that 
markets would regulate themselves: 
“Bank loan officers, in my experience, 
know far more about the risks and 
workings of their counterparties than 
do bank regulators. Regulators, to be 
effective, have to be forward-looking 
to anticipate the next financial 
malfunction. This has not proved 
feasible.”

Lender of Last Resort
On April 8, in a speech to the 

Economic Club of New York, Paul 
Volcker, Greenspan’s predecessor as 
Federal Reserve chairman (1979-87), 
criticized the Bear Stearns rescue: 
“The bright new financial system, 
with all its talented participants, with 
all its rich rewards, has failed the test 
of the marketplace….The extension 
of lending directly to non-banking 
financial institutions –while under the 
authority of ‘temporary’ emergency 
powers—will surely be interpreted as 
an implied promise of similar action 
in times of future turmoil….What 
appears to be in substance a direct 
transfer of mortgage and mortgage-
backed securities of questionable 
pedigree from an investment bank to 
the Federal Reserve seems to test the 
time-honored central bank mantra 
in time of crisis: ‘Lend freely at high 
rates against good collateral.’”

Volcker was alluding to the dictum 
on central bank lending during a 
panic stated by Walter Bagehot, 
the 19th Century editor of The 
Economist, in his classic Lombard 
Street (1873): “First. That these loans 
should only be made at a very high 
rate of interest. This will operate as a 
heavy fine on unreasonable timidity, 
and will prevent the greatest number 

of applications by persons who do not 
require it….that the banking reserve 
may be protected as far as possible. 
Secondly. That at this rate these 
advances should be made on all good 
banking securities, and as largely as 
the public ask for them. The reason is 
plain. The object is to stay alarm, and 
nothing, therefore, should be done 
to cause alarm….Theory suggests, 
and experience proves, that in a panic 
the holders of the ultimate [central 
bank] reserve (whether one or many) 
should lend to all that bring good 
securities quickly, freely and readily. 
By that policy they allay a panic; by 
every other policy they intensify it.”

The legend of the Lender of Last 
Resort is being invoked to reassure 
us in today’s market failure in the 
United States. Bagehot was referring 
to the small but rich financial 
community of London, where most 
bankers knew each other, at a time 
when shame was a more important 
influence in reinforcing confidence, 
in contrast to the more complex 
and anonymous financial markets 
of today, operating globally for 24 
hours daily on a much larger scale, 
buying and selling schemes of debt 
and credit, creating obligations that 
often are dimly understood. The 
Fed’s recent efforts to rescue the 
market clash with Bagehot’s precepts 
for central bank interventions in two 
respects: (1) Instead of lending to 
banks and non-banks by accepting as 
collateral “good banking securities,” 
it is lending against securities of 
very doubtful value. (2) Instead of 
providing emergency loans only, as 
Bagehot proposed, “at a very high 
rate of interest,” the Fed is granting 
cheap loans at negative interest, 
below the rate of inflation. Moreover, 
we do not know whether the Lender 
Of Last Resort, as conceived in 
19th Century London, can operate 
effectively on a larger scale to correct 
the enormous distortions that have 
arisen in financial markets today.

Writing long before computers 
were used widely, Schumpeter 
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probably never imagined novelties 
like program trading, split-second 
arbitrage in currency and interest-
rate fluctuations, the splitting away 
the interest from the principal of 
securities securitization of subprime 
mortgages, and a variety of complex 
derivatives. But Schumpeter 
understood all this, noting “the way in 
which financial facilities are provided 
for the purposes of providing 
financial facilities, accommodation 
for providing accommodation,” 

by which “we move still further 
away from the motor forces of our 
process.” In other words, the motor 
of economic activity becomes an 
exotic financial dance.

Even before the present crisis 
erupted in full force, uncertainties 
about the future were stressed in 
the June 2007 annual report of the 
Bank for International Settlements: 
“The Great Inflation in the 1970s 
took most commentators and 
policymakers completely by surprise, 

as did the pace of disinflation and 
the subsequent economic recovery 
after the problem was effectively 
confronted. Similarly no one foresaw 
the Great Depression of the 1930s, 
or the crises which affected Japan and 
Southeast Asia in the early 1990s and 
late 1990s, respectively. In fact, each 
downturn was preceded by a period 
of non-inflationary growth exuberant 
enough to lead many commentators 
to suggest that a ‘new era’ had 
arrived.”

4. New Eras

The control or elimination of 
business cycles is an old idea that 
resurfaces again and again. In the 
1920s, a “New Era” was envisioned 
by the group of American economists 
who founded the National Bureau 
of Economic Research (NBER), 
challenging the view that the business 
cycle was governed by immutable 
and universal “laws” and arguing 
that economic performance could 
be controlled and improved through 

informed manipulation. In the 
1960s, Walter Heller, chief economic 
advisor to Presidents Kennedy and 
Johnson, celebrated the “Age of the 
Economist.” The “New Economics” 
espoused by Heller used enhanced 
statistical information and “the full 
range of modern economic tools [that] 
underlies the unbroken economic 
expansion since 1961,” reaching a 
triumphant climax with “the workings 
and wonders of the 1964 tax cut.”

Following the stagflation of the 
1970s that was spawned by the 
Vietnam War, the tenfold increase 
in crude oil prices and bigger 
government deficits, theories of 
“rational expectations” and “efficient 
markets” became popular in the 
1980s in explaining the processing 
of information in economic activity. 
According to Thomas J. Sargent, a 
leading theoretician of the movement, 
“there is continual feedback from past 

Ingram Pinn/Financial Times
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outcomes to current expectations. 
Translation: 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.” The emphasis was 
on prediction, heavily mathematical, 
without due regard for the dangers 
of collective recklessness and folly. 
A former Federal Reserve vice-
chairman and two founders of 
rational expectations theory, both 
Nobel laureates, were partners in 
the hedge fund Long-Term Capital 
Management (LTCM) whose failure 
in 1998 threatened a major financial 
crisis before the New York Fed prodded 
15 banks, which had lent LTCM $100 
billion, to bail out its creditors with 
another $3.6 billion to stop the panic. 
In a pattern to be repeated in the 
2007-08 subprime/derivatives crisis, 
LTCM used $2.2 billion in investors’ 
funds as collateral to buy $125 billion 
in securities and pyramid this paper as 
collateral in exotic transactions worth 
$1.25 trillion. In 2008 George Soros 
wrote that “we need a new paradigm. 
The currently prevailing paradigm, 
namely that financial markets tend 
toward equilibrium, is both false and 
misleading….left to their own devices 
they are liable to go to extremes of 
euphoria and despair.”

In the 1990s, talk of a “New 
Economy” became fashionable. Some 
economists argued that changes in 
the economic structure of the United 
States, based on globalization and 
computers, had led to an acceleration 
of productivity gains, permanent 
steady growth, low unemployment 
and immunity to business cycle 
fluctuations. Some saw advances in 
information and communications 
technology, including the Internet, as 
being as important as the innovations 
of the late 19th and early 20th 
centuries: electricity, aviation, the 
automobile, movies, radio and indoor 
plumbing. Alan Greenspan bought 
into this optimism. He recalled what 
he told a meeting of the Fed’s Open 
Market Committee in December 

1995:

In studying what was going on in the 
economy, I’d become persuaded that 
we were on the verge of a historic 
shift; the soaring stock prices were 
just a sign of it. My idea was that 
as the world absorbed information 
technology and learned to put it to 
work, we had entered what would 
prove to be a protracted period of 
lower inflation, lower interest rates, 
increased productivity and full 
employment. “I’ve been looking at 
business cycles since the late 1940s,” 
I said. “There has been nothing like 
this.” The depth and persistence of 
such technological changes, I noted, 
“appear only once every 50 or 100 
years.” To suggest the global scale 
of the change, I alluded to a new 
phenomenon: inflation seemed to be 
ebbing all over the world. My point 
was that monetary policy might now 
be operating at the edge of knowledge 
where, at least for a while, time-
honored rules of thumb might not 
apply.

In one sense, a “New Era” has 
arrived. In the 1920s, before the 
Great Depression, there was no 
international institution monitoring 
the world economy. Today we have 
lots of them: the BIS, International 
Monetary Fund (IMF), World 
Bank, Organization for Economic 
Cooperation and Development 
(OECD), World Trade Organization 
(WTO), UNCTAD (United 
Nations Conference on Trade and 
Development), as well as the U.N.’s 
regional economic commissions for 
Asia, Latin America, Europe and 
Africa and regional development 
banks in Latin America and Asia. This 
crowded field is further enlarged by 
economic analysis being carried out by 
national governments, big business, 
commercial banks, rating agencies, 
universities, independent research 
institutes and hordes of specialist 
private consultants and research 
boutiques. All of them draw upon a 

rich body of statistics, continuously 
updated, of a size and quality that 
never existed before, exchanged 
with great speed on the Internet and 
in quick and cheap international 
telephone services and air travel 
bringing them together at meetings. 
Unfortunately, this enormous flow of 
information, processed by battalions 
of skilled analysts, has not increased 
our institutional capacity to measure 
risk and to act in anticipation of 
market events.

The powerful and expensive 
Wall Street rating agencies, in the 
business of measuring credit risk 
worldwide, have not been of much 
help either. The three major agencies, 
Moody’s, Standard & Poor (S&P) 
and Fitch, form an oligopoly, loaded 
with perverse incentives, that often 
decisively influences who may lend 
to whom and at what interest rates. 
Currently, they are in trouble because 
of laxity and conflicts of interest in 
awarding AAA ratings to derivatives 
that packaged subprime mortgages 
and other doubtful assets on which 
banks and other investors suffered 
heavy losses.

Their moral profile is compromised 
by their charging large fees from issuers 
seeking “investment grade” ratings for 
marketing their bonds and derivatives. 
The New York Times investigated the 
process by which Moody’s, the oldest 
and most prestigious of the agencies, 
rated these securities, finding that on 
a pool of 2,393 mortgages, valued 
at $430 million, Moody’s had no 
access to individual loan files nor 
did it communicate with borrowers, 
43% of whom provided no proof of 
income, to verify the information on 
their mortgage applications, 27% of 
which ended in default. From 2002 to 
2006, Moody’s profits nearly tripled, 
thanks to high fees charged for this 
kind of rating. “Mortgage backed 
securities were not the terminus for 
the great mortgage machine,” The 
Times observed. “They were, in fact, 
building blocks for even more esoteric 
vehicles known as collateralized debt 
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obligations, or CDOs. CDOs were 
financed with similar ladders of 
bonds, from AAA on down, and the 
credit rating agencies role was just as 
central.” A week later, the president of 
Moody’s resigned. In an editorial, The 
Wall Street Journal asked: “How badly 
do the major credit-rating firms have 
to perform before investors stop using 
their services?”

President Luiz Inácio Lula da Silva 
called it a “magic moment” when 
S&P announced on April 30 that the 
foreign debt of Brazil’s government 
would be reclassified from BB+ to 
BBB-. Brazil thus became the latest 
of 34 developing countries to have its 
international credit rating raised from 
“speculative” to “investment grade.” 
Brazil became a creditor nation for 
the first time earlier this year when 
its foreign currency reserves ($200 
billion) exceeded its foreign debt 
($198 billion). The news of Brazil’s 
being awarded “investment grade” 
prompted celebration. The São Paulo 
stock market rose by 6% that day 
to a new record. On that same day 
the government announced a record 
surplus in public finances. A headline 
in the newspaper O Estado de S. 
Paulo announced: “Brazil will have 
access to trillions of dollars” with a 
flood of new foreign investments. 
Lula said: “I don’t even know how 
to pronounce correctly the [English] 
words ‘investment grade’, but if this 
were translated into language that 
Brazilians can understand, it means 
that Brazil was declared to be a serious 
country, with serious policies, caring 
for its finances seriously and, for 
this reason, merits the international 
confidence that we long have needed.” 
Lula told an audience of his plea in 
a phone call he made to President 
George W. Bush: “Bush, my son, solve 
your crisis. We spent 26 years without 
growing. Now you want to mess 
things up?” Then Lula said he offered 
help: “Brazil has its own know-how 
on saving banks. We have PROER 
[Brazil’s bank rescue program of the 
1990s, which he opposed at the time]. 

If they need it, we can send them our 
technology.”

The farce of “investment grade” 
ratings dramatizes the fact that Brazil 
and other countries must overcome 
their institutional problems alone, 
independently of the ephemeral 
hoopla of foreign investors. The 
farce becomes obvious if we compare 
Brazil’s recent current account 
surpluses as a share of GDP–usually a 
critical factor in judging international 
credit—with the deficits in 2007 of 
other “emerging market” and OECD 
countries awarded “investment grade” 
by all three rating agencies: Bulgaria 
(-21% of GDP), Cyprus (-7%), 
Estonia (-16%), Greece (-14%), 
Hungary (-6%), Kazakhstan (-7%), 
Latvia (-23%), Lithuania (-13%), 

Malta (-6%), Romania (-14%), 
South Africa (-7%), Portugal (-9%), 
Iceland (-16%), Australia (-6%), New 
Zealand (-8%) and Spain (-12%). The 
IMF notes that West European banks 
have exposure of $1 trillion to Eastern 
Europe and the Baltic countries, as 
against $250 billion to subprime 
securities in the United States. 
“Emerging Europe” is where the next 
“Latin American” debt crisis may 
occur. Meanwhile, the consumption 
boom in Brazil has revived the current 
account deficits of recent decades.

“This Time Is Different”
In economics there are no New 

Eras, no lasting security, only 
invention and adaptation. Yet, as 
Carmen Reinhart of the University 
of Maryland and Kenneth Rogoff of 
Harvard University point out, there 

is an enduring temptation to say, 
“This Time Is Different,” that we have 
developed the institutional capacity 
to protect ourselves from the storms 
engendered by errors and distortions 
in our economic behavior. In their 
historical essay, This Time Is Different: 
A Panoramic View of Eight Centuries 
of Financial Crises, Reinhart and 
Rogoff marshal an impressive body of 
evidence to show that credit surges, 
followed by defaults and inflations, 
are recurrent features of economic 
life. They add: “Serial default remains 
the norm, with international waves 
of defaults typically separated by 
many years, if not decades….
Periods of high international capital 
mobility have repeatedly produced 
international banking crises, not only 
famously as they did in the 1990s, but 
historically.”

So financial crises are perennials. 
The history of defaults and debt 
reschedulings embraces countries 
of Europe, Asia, Latin America and 
Africa, in both their formative and 
modern stages of development, 
with “long periods where a high 
percentage of all countries are in a 
state of default or restructuring” and 
with many associated episodes of 
currency debasement and inflation. 
The earliest default in this series 
came in 1340 when King Edward III 
of England reneged on loans from 
Italian bankers after a failed invasion 
of France started the Hundred Years’ 
War. French kings developed a habit 
of executing their creditors during 
debt default episodes. The world 
champion of defaults is Spain, with 
13 episodes, including six state 
bankruptcies in the 16th and 17th 
centuries, when Spain was importing 
huge amounts of silver from the 
New World and squandering it on 
European wars, and seven in the 
19th Century, when it languished 
in torpor and disorder after the 
Napoleonic wars. Not far behind 
Spain were Venezuela (10 defaults), 
Brazil, Chile and Ecuador (9 each), 
France, Germany, Mexico, Peru 

In economics, there are 
no New Eras, no lasting 
security, only invention 

and adaptation.
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and Uruguay (8 each) and Austria-
Hungary, Argentina, Colombia, 
Dominican Republic and Guatemala 
(7 each). Most international banking 
crises began in the major financial 
centers, such as London in 1825-26, 
Austria/Germany in 1873 and Wall 
Street in 1929 and 2007. However, 
some of them broke out in emerging 
economies such as Argentina in the 
Baring crisis of 1891 and in the Asia 
crisis of 1997-98.

“If serial default is the norm for a 
country passing through the emerging 
market state of development, then the 
tendency to lapse into periods of high 
and extremely high inflation is an even 
more striking common denominator,” 
Reinhart and Rogoff observe. The 
most common form of inflation in 
pre-industrial Europe before 1800 
was debasement of the coinage. 
During the 18th Century, several 
countries suffered annual inflation 

of more than 20% for several years, 
including Korea, Poland, Denmark, 
Italy, Portugal, Turkey, Brazil and 
Mexico. Of course, inflation became 
much more widespread in the 20th 
Century, especially in times of war 
and financial crisis that threaten the 
political system. The task today is 
to deal with financial distortions so 
as to prevent further disorder and 
to consolidate the progress of recent 
decades.

5. Turning the ship around in a storm

I have come to believe that the 
forces of cooperation are stronger than 
the forces of conflict and dissolution. 
Otherwise, civilization would not 
exist and mankind would not have 
evolved. In some emergencies, 
cooperation can be spontaneous 
where the tasks and common dangers 
are understood by all. In the stormy 
and convulsive seas now threatening 
the world economy, the dangers posed 
by the unprecedented proliferation 
of financial assets and expansion 

of credit are becoming clearer, but 
decisions are less intuitive. Priorities 
are changing. Instead of growth and 
gain, the need now is for safety and 
consolidation. Our present difficulties 
can be seen as omens of disaster, 
invoking folk memories of the Great 
Depression of the 1930s. Or they can 
be seized upon as an opportunity to 
correct dangerous distortions that, if 
unchecked, would create much more 
trouble in the future.

Turning the ship around in this 

storm would involve unaccustomed 
levels of cooperation among 
governments and central banks for 
collective action that would be more 
difficult if undertaken individually. 
For one thing, negative interest rates, 
below levels of inflation, provide 
artificial stimuli for misallocation 
of resources that breeds more 
proliferation of financial assets, 
more speculation, more credit, more 
consumption and more inflation, 
all of which cannot be sustained 

Graphic adapted by Danrley Calabrezi
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over time. Many governments now 
practice negative interest rates, 
degrading the real cost of money, to 
sustain economic activity artificially. 
Positive interest rates would help 
correct persistently undervalued 
currency exchange rates that distort 
world trade.

The need for safety and 
consolidation became clearer with the 
emergency federal rescue in July of 
the two giant government-sponsored 
enterprises (GSEs), now privately-
owned financial institutions known as 
Fannie Mae and Freddie Mac. (Let’s 
just call them Mae and Mac.) Together 
they own or guarantee nearly half of the 
$12 trillion mortgages outstanding in 
the United States, supported by only 
$81 billion in capital, a leveraging of 
assets equal to 64 times capital, more 
than double what was seen as the 
extreme leveraging (30>1) of the big 
New York investment banks at the 
time of the Bear Stearns rescue. Both 
Mae and Mac operate with special 
privileges: tax exemptions, low capital 
requirements and low borrowing 
costs thanks to implied government 
guarantees of their debts. These 
special privileges grew from Mae’s 
creation in 1938 as a government 
agency to finance mortgages to buyers 
of modest means in a housing market 
stricken by the Great Depression. 
After monopolizing the secondary 
mortgage market for the next 30 years, 
Mae was privatized in 1968 when 
President Lyndon Johnson feared 
that Mae’s holdings would inflate the 
government’s balance sheet. Mac was 
created in 1970 as a competitor in the 
secondary market. Their latest surge 
began in the early 1990s, when Mae/
Mac’s lobbyists persuaded Congress 
to relax their capital requirements, 
enabling their holdings to grow 
tenfold from $136 billion in 1990 
to $1.6 trillion in 2003. Mae/Mac 
spent more than $170 million on 
lobbying since 1998, hiring former 
Congressmen to lobby Congressional 
leaders and contributing to their 
election campaigns.

A panic began in mid-July as 
markets suspected that Mae and Mac 
lacked enough capital to support 
their $1.5 trillion in debts, $2 
trillion in hedges and $5.2 trillion in 
mortgages that they had bought or 
guaranteed or packaged as mortgage-
backed securities. $1.5 trillion of this 
exposure was to foreigners, mainly 
central banks. More losses were 
expected on the mortgages, equal 
to 38% of U.S. GDP. In March the 
government further relaxed Mae/
Mac’s capital requirements, allowing 
the use of their loan loss reserves to 
finance more mortgages. On July 11 a 
California mortgage lender, Indy Mac 
Bank, became the third-biggest bank 
failure in U.S. history, with $32 billion 
in assets and $19 billion in deposits, 
with other bank failures expected. By 
then, Mae/Mac lost $14.6 billion on 
their holdings and guarantees since 
mid-2007, inspiring fears of more 
big losses that would wipe out their 
capital. Their share prices collapsed, as 
explained by Martin Mayer: “Among 
the many reasons not to buy stock in 
Fannie or Freddie is that they were 
run as secretive hedge funds as well as 
mortgage packagers and insurers, and 
apart from the question of how many 
abusive or default- prone mortgages 
are in the insured packages, we don’t 
know what derivatives the hedge fund 
owns.” Their shares lost 80% of their 
value over the past year, including a 
45% loss in the week before Treasury 
Secretary Henry Paulson announced 
on a Sunday evening, before Asian 
markets opened, that the Treasury 
would extend further credit as needed 
to Mae/Mac and might even buy 
stock in them if conditions required, 
complemented with another credit 
line at the Fed. Paulson, explained: 
“GSE debt is held by financial 
institutions around the world. Its 
continued strength is important 
to maintaining confidence in our 
financial system and our financial 
markets.” Costs to taxpayers of the 
Mae/Mac rescue eventually may reach 
$100 billion. As with Bear Stearns 

five months earlier, most observers 
agreed that, under the circumstances, 
there was no alternative to a federal 
bailout. Days after the Treasury saved 
Mae/Mac, their shares surged by 51% 
in two days in response to the new 
guarantees, although they remained 
down by 76% for the year. Freddie 
Mac even was reported considering 
an effort to sell $10 billion in new 
shares. The editorial comment on 
this rescue has been devastating. “The 
parlous financial condition of Fannie 
Mae and Freddie Mac threatens the 
global economy,” The Washington 
Post observed. The Wall Street Journal 
found that “the financial mess rolls 
ahead, having spread from Wall Street 
to the midsized banks, and engulfing 
even the government-chartered 
companies that Washington only 
weeks ago declared were our saviors, 
Fannie Mae and Freddie Mac….
The world’s investors are saying they 
lack confidence in U.S. leadership.” 
Financial Times: “The current 
structure for Fannie and Freddie is 
unsustainable. The GSEs are poorly 
regulated. They have given successive 
U.S. governments an incentive to keep 
the housing market inflated. They 
socialize their risks and privatize their 
profits. Having saved the GSEs this 
weekend, policymakers should aim to 
bring about a decent burial for Fannie 
and Freddie. They could be broken 
up into pieces and privatized.” The 
distinguished FT columnist Martin 
Wolf added that “the creditworthiness 
of the U.S. government cannot be 
taken for granted.”

The Mae/Mac failures highlight a 
much bigger problem: the declining 
role of the United States as the arbiter 
and core of the international financial 
system, a position sustained since the 
end of World War I in 1918. Although 
U.S. markets held 56% of the world’s 
financial assets in 2006, their influence 
has been weakened by irresponsible 
credit expansion and a persistent 
drain in international payments. 
While the U.S. contains the world’s 
largest pool of financial skills, these 
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skills lately have been widely misused. 
Household debt surged as savings 
moved into negative territory and 
the country became an international 
debtor. The net investment position 
of the United States turned negative 
in 1986, with the negative balance 
growing fast since 1999 from $800 
billion to $2.4 trillion in 2007. 
Foreign holdings of U.S. Treasury 
securities have been increasing by 
10% yearly to $2.4 trillion, with 
Japan and China holding half of the 
total. Accumulated current account 
deficits on trade in goods and services 
add up to $5 trillion since 1999, more 
than one-third of 2007 GDP. The 
United States cannot continue to live 
by borrowing, neither in consumer 
finance nor as a participant in the 
world economy.

“In the second half of the 20th 
Century, whenever there was an 
interruption of growth or a threat 
to prosperity, many people asked 
themselves whether we were not 
once again in the grips of the Great 
Depression,” the Princeton University 
historian Harold James wrote in The 
End of Globalization: Lessons from 
the Great Depression (2001). These 
fears surfaced during the oil crisis of 
the 1970s, the Latin American debt 
crisis of the 1980s, the 1987 Wall 
Street stock crash and the Asia crisis 
of 1997-98. Once again, these fears 
were reflected in the headline on 
a cover story of Newsweek early in 
2008: “The U.S. Economy Faces the 
Guillotine.” In February, with the 
value of the dollar falling, the price 
of oil rising toward a peak of $145 a 
barrel and gold costing $975 an ounce 
as inflationary pressures grew, Federal 
Reserve Chairman Ben Bernanke told 
the Senate Banking Committee: “We 
are facing a situation where we have 
simultaneously a slowdown in the 
economy, stresses in financial markets 
and inflation pressure coming 
from commodity prices abroad. 
Each of these things represents a 
challenge.” The Fed cut interest 
rates dramatically, but was unable 

to reduce stress in financial markets 
and stimulate the broader economy, 
even though it accepted the risk of 
higher inflation. Robert Samuelson of 
The Washington Post calls the current 
depression talk “a case of rhetorical 
overkill that speaks volumes about 
today’s widespread pessimism and 
anxiety.” Current unemployment in 
the United States has risen to 5.7%, 
still below the average since 1960 and 
far below the 25% registered at the 
bottom of the Depression. The Fed 
has shown that it will not permit a 
shrinkage of the U.S. money supply 
on the scale that occurred after 1929. 
Yet it is becoming clear that we are 
sailing into uncharted waters.

The Holy Grail
Bernanke is an academic authority 

on the Depression. In his Essays on the 
Great Depression (2000), he stressed 
the importance of the Depression in 
shaping economic opinion and policy 
today:

To understand the Great Depression 
is the Holy Grail of macroeconomics. 
Not only did the Depression give 
birth to macroeconomics as a distinct 
field of study, but also –to an extent 
that is not always fully appreciated— 
the experience of the 1930s continues 
to influence macroeconomists’ beliefs, 
policy recommendations and research 
agendas. And, practicalities aside, 
finding an explanation for the 
worldwide economic collapse remains 
a fascinating intellectual challenge. 
We do not have our hands on the 
Grail by any means….

There are many differences between 
then and now. Here are some of them:

1. The United States in the 1930s 
was a leading creditor nation, while 
today it is the world’s leading debtor.

2. In the 1920s no natural resource 
constraints appeared of the kind 
widely perceived today. 

3. The past decade was a time of 
progress and stability in most of the 
world, while the 1920s in Europe and 

Asia was punctuated by military and 
political conflict, hyperinflations and 
hardship in several regions.

 4. 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, mainly 
to support consumer spending.

5. In the 1930s China, India, 
Korea, Iran, Algeria, South Africa, 
Egypt and the Persian Gulf states 
were either colonies or semi-colonial 
dependencies, while today they are, as 
a group, independent and important 
actors in the world economy. 

6. Commodity prices began falling 
in 1926, three years before the 1929 
crash, while the 2007-08 financial 
crisis occurs with food, oil and 
minerals prices surging, provoked 
by capacity limitations in the face 
of rising consumption, generating 
inflation. 

7. 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. 
Perhaps a billion people have emerged 
from poverty to join the urban middle 
class who would resist any erosion of 
their pretensions.

8. 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 
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 
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spending and debt, seeing that interest 
rates would remain low and finding 
“no evidence of overspeculation” in 
the stock market, which seemed “to be 
going along in a very orderly fashion.” 
But contrary to clichés about the 
Roaring Twenties, performance of 
the U.S. economy was patchy and 
slowing down toward the end of the 
decade. Factory employment failed to 
grow in 1918-29. Economic growth 
spurted in the early 1920s, but GNP 
was flat in 1926-28. Real estate and 
automobile markets were showing 
signs of saturation. Factory payrolls 
were shrinking, unemployment was 
rising sharply and freight-car loadings 
and railway receipts were falling off.

“Swamped by the torrents”
As in the period since 1990, 

consumer price inflation in the 
United States in the 1920s was low, 
but there was an enormous inflation 
of asset values. The Great Depression 
was essentially a collapse of inflated 
asset values that damaged payments 
systems and wrecked many kinds 
of economic activity. The most 
important inflated assets were Wall 
Street stocks, German war reparations 
obligations and the British pound. 
The overvaluing of all these assets 
was sustained by credit from the U.S. 
financial system, while today the U.S. 
financial system is sustained by the 
rest of the world. At some point, this 
overvaluation in the 1920s had to 
be adjusted. Schumpeter wrote that 
calculations based on these assets were 
“swamped by the torrents of a process 
of readjustment corresponding 
in magnitude to the extent of the 
industrial revolution of the preceding 
30 years. People, for the most part, 
stood their ground firmly. But that 
ground itself was about to give way.”

Beginning with the marketing of 
Liberty Bonds to finance the U.S. role 
in World War I, American nonfarm 
households accumulated financial 
assets at an astonishing rate, growing 
from $72 billion in 1912 to $290 
billion in 1929. Their holdings of 

U.S. government securities grew from 
only $397 million in 1912 to $10.8 
billion in 1922. Then families sold 
half their U.S. bonds to buy stocks 
as they expanded their total securities 
holdings from $87 billion to $262 
billion over the next seven years 
(1922-29).

After the October 1929 Crash, 
President Herbert Hoover voiced 
optimism publicly, but told a White 
House meeting of business leaders 
on Nov. 21, 1929 that the crisis was 
worse than a mere stock market crash, 
that nobody could measure the depth 
of the disaster, that the Depression 
must last for some time.

Many economists detected a 
recovery underway in 1930 and 
1931, led by sharp rises in consumer 
buying, machine tool orders and oil 
production, only to peter out amid 
spreading mortgage defaults and 
European financial crises that began in 
May 1931 with the failure of Austria’s 
biggest bank, the Creditanstalt, and 
then went on to wreck Germany’s 
debt-ridden financial structure and 
pushed England off the gold standard 
that September. As in Korea and 
Indonesia during the Asia crisis of 
1997-98, half of Germany’s foreign 
debt in 1931 was in short-term loans, 
provided largely by U.S. and British 
banks, unknown to the larger financial 
community. Collapse of the German 
financial system spread panic all over 
Eastern Europe, shifting enormous 
pressure onto the gold standard and 
British banks. In July 1931 Britain lost 
19% of its gold reserves. Withdrawals 
of foreign deposits from London grew 
until Britain left the gold standard 
in September. That event shook the 
world and shifted pressure to the 
United States.

Bernanke and others have argued 
that the main cause of deepening the 
Depression in the 1930s was the failure 
to scale down unrealistic claims in 
dealing with debts, foreign exchange 
and labor markets. Bernanke has 
incorporated this lesson of flexibility 
in trying to manage today’s financial 

crisis. “Lenders were unwilling to 
adjust the debts due to them for the 
severe price level changes, and interest 
rates could not be said to have declined 
at all,” observed Barrie A. Wigmore, a 
Goldman Sachs partner, in his book, 
The Crash and Its Aftermath (1985), 
a detailed study of the financial 
system in the Depression. “Creditors 
accordingly had to bear debt burdens 
much greater in real terms than they 
bargained for. In the real estate, farm 
and commodities businesses, these 
debt burdens bankrupted the debtors. 
Thus, the financial system stuck to its 
practices as price levels changed, and 
the economy was required to adapt.”

The rigidity in the United States 
and some other industrial countries 
contrasts with the flexibility of Brazil 
and the rest of Latin America as they 
recovered from the Great Depression 
after suffering big losses. From 1928 
to 1932, the bottom year of the 
Depression, export prices fell by half 
in most Latin American countries 
and volumes fell by 15-25%. Export 
volumes fell by 69% in Chile and 52% 
in Bolivia, which were extreme cases. 
Latin America was poor by today’s 
standards. Several republics defaulted 
on their foreign debts. Several 
governments were overthrown. But 
recovery was quick. Several economies 
grew by more than 4% yearly in 1932-
39, led by Chile (6.5%), Cuba (7.2%) 
and Mexico (6.2%). Most countries 
devalued their currencies, using 
exchange controls. They pumped 
up their money supply in 1930-36, 
Brazil by 45%, Chile by 70%, Peru 
by 99%, enlarging home demand and 
accelerating the escalation of chronic 
inflation that lasted for the next six 
decades. Latin America’s mistake 
then was extending artificial stimulus 
too long. But printing money 
stimulated industrial production, 
which in 1932-39 grew by more than 
7% yearly in Argentina, Brazil and 
Chile and by 12% in Colombia and 
Mexico. Manufacturing employment 
growth in Brazil was rapid, especially 
in São Paulo, where the annual rate 
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of increase was more than 10% 
after 1932. In the half-century after 
1930, Brazil’s economy grew by 
6.5% yearly, and per capita GDP 
by 3.7%, one of the highest long-
term rates of increase on record for 
any country. “Almost everywhere 
it was tried, currency depreciation 
stimulated economic recovery,” Barry 
Eichengreen wrote in Golden Fetters, a 
history of international finance in the 
1920s and 1930s. “There is no little 
irony to the fact that inflation was the 
dominant fear in the depths of the 
Great Depression, when deflation was 
the real and present danger.”

Now as then, we do not know 
how the drama will unfold. After the 
1929 Crash the markets sputtered 
for two years, punctuated by 
intermittent signs of recovery, until 
the crisis deepened with the collapse 
of financial markets in Austria and 
Germany. We can reasonably guess 
today that our ship may, in the short 
term, survive the storm and continue 
on course, unless a second pole of 
major disturbance, say in China 
or Europe, develops in the world 
economy. The distortions embedded 
in the proliferation of financial 
assets have become so great that a 
new equilibrium may be developing 
among national economies.

It will be hard today to develop the 
right level of flexibility as countries 

seek a return to stability. 
The improvement in human 
welfare in recent decades 
is incurring new risks. The 
proliferation of financial 
assets since 1980 bred a 
credit expansion that has 
gone too far, demanding a 
consolidation of financial 
systems. As Kenneth Rogoff 
explained: 

The global economy is a 
runaway train that is slowing, 
but not quickly enough. That 
is what the extraordinary run-
up in prices for oil, metals and 
food is screaming at us. The 
spectacular and historic global 

economic boom of the past six years 
is about to hit a wall. Unfortunately, 
no one, certainly not in Asia or 
the United States, seems willing to 
bite the bullet and help engineer 
the necessary coordinated retreat to 
sustained sub-trend growth, which 
is necessary so that new commodity 
supplies and alternatives can catch 
up. Instead, governments are clawing 
to stretch out unsustainable booms, 
further pushing up commodity prices, 
and raising the risk of a once-in-a-
lifetime economic and financial mess.

We urgently need adjustment 
along four paths:

1. Eliminate negative interest rates 
to curb excess demand and arrest 
inflation. According to financial 
indicators published weekly by The 
Economist, 24 of 41 listed countries 
maintain negative interest rates, led 
by the United States, Japan, China, 
India, Russia, Chile and Saudi Arabia.
Fifty countries already are suffering 
annual inflation over 10%. Although 
eliminating negative interest rates 
may be difficult politically for 
individual countries, carefully 
explained collective action by several 
governments and central banks would 
make it easier.

Apart from the United States, 
negative rates are concentrated in 

Asia and the Middle East, where 
inflation is rising fast. Most major 
Latin American countries, except 
for Argentina and Venezuela, have 
kept interest rates positive to avoid 
a revival of the chronic inflation that 
hurt them so badly in the recent past. 
China’s artificially low interest rates, 
now some 40% below inflation, 
enabled its current account surplus to 
grow from 3.6% in 2004 to 11.3% in 
2007 while inflating investment levels 
and further damaging the solvency 
of its state-run banks. Household 
consumption in most modern 
economies, including United States 
and Brazil, is roughly 70% of GDP, 
while in China it has fallen over the 
past two years from 44% to 35% of 
GDP.

2. If interest rates become positive, 
undervalued exchange rates would 
be raised to more realistic levels, 
reducing distortions in world trade 
and financial flows and curbing the 
escalation of world inflation. Despite 
recent appreciation, China’s exchange 
rate is said to be still one-third to one-
half below what is needed for balance 
with its trading partners. Other Asian 
exporters are reluctant to raise interest 
rates, fearing loss of competitiveness, 
if China does not move first. The 
challenge for Asian exporters is 
different from what they faced in the 
1930s, when export markets were 
depressed and devaluation seemed 
the only way to continue trading. 
Today these export markets suffer 
the consequences of overheating, 
especially in the United States as the 
result of a huge credit expansion, 
raising the threat of insolvency.

Any realistic observer, staring at the 
bizarre facts, would say that the new 
symbiotic relationship between China 
and the United States is unsustainable, 
as China earns huge surpluses in trade 
with the United States and then lends 
the money back to sustain American 
consumption. This is a reversal of the 
roles described by Franklin Delano 
Roosevelt in his Alice in Wonderland 
Humpty Dumpty story, based on 

ALICE: “How can the 
foreigners pay for it?”

HUMPTY: “Why, we 
will lend them the
money.”
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the old children’s nursery rhyme 
[“Humpty Dumpty sat on a wall, 
Humpty Dumpty had a great fall”], 
sarcastically told in speeches in the 
1932 presidential election campaign:

ALICE: “Will not the printing and 
selling of more stocks and bonds, 
the building of new plants and the 
increase of efficiency produce more 
goods than we can buy?”
“No,” shouted Humpty Dumpty. 
“The more we produce, the more we 
buy.” 
ALICE: “What if we produce a 
surplus?”
HUMPTY: “Oh, then we can sell it 
to foreign consumers.”
ALICE: “How can the foreigners pay 
for it?” 
HUMPTY: “Why, we will lend 
them the money.”

3. Rid financial markets of 
dangerous and frivolous activity, 
like irresponsible securitization and 
the cancerous proliferation of exotic 
derivatives. Defenders of these 
activities say their elimination would 
banish creativity and innovation, 
which would flee to other venues. 
But banishing perverse creativity 
and innovation is just what we want 
because they damage financial markets 

and economic stability. Enforceable 
derivatives contracts should be 
confined to standardized instruments 
traded on established clearinghouse 
exchanges, which assume 
responsibility for final execution 
of contracts. The main target of 
these restrictions would be the over-
thecounter (OTC) derivatives, 
sold mainly by commercial and 
investment banks, that grew rapidly 
in scale and complexity in recent 
years while obfuscating contractual 
responsibility. The main tools of 
consolidation would be stricter 
capital requirements; opening the 
oligopoly of rating agencies to more 
competition and scrutiny, and 
nationalizing and eventually breaking 
up the Mae/Mac combine into several 
truly private companies, stripped of 
government guarantees.

4. Responding to weaker economic 
performance, governments should 
launch infrastructure modernization 
programs, akin to Roosevelt’s New 
Deal in the 1930s, to consolidate 
political stability as hard times 
approach, showing concern for 
those facing adversity and projecting 
hope for the future. The New Deal 
promoted big construction projects, 
dams such as Grand Coulee and 
those of the Tennessee Valley 

Authority (TVA), as well as building 
or renovating thousands of roads, 
hospitals, schools, airports and 
recreation centers. Public construction 
in the United States doubled from 
1933 to 1939, employing large 
numbers of unskilled and semi-
skilled workers. The New Deal 
failed to end the Great Depression, 
but its public works projects helped 
to sustain support for the political 
system. Major economies, such as 
the United States, Brazil, Russia and 
India, and many smaller ones badly 
need infrastructure improvements. 
The World Bank could finance 
some of these projects, reviving its 
infrastructure vocation of the early 
postwar years. National institutions, 
such as Brazil’s National Bank for 
Economic and Social Development 
the infrastructure bank now being 
proposed in the United States, would 
perform key roles.

We face a new challenge to 
mankind’s rich history of cooperation. 
Some of these adjustments may 
involve pain, but they would help to 
preserve a system that has benefited 
mankind over the past half-century, 
avoiding greater disruption and 
conflict in the future. 
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