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SEEKING THE COMMON DENOMINATOR: CONFRONTING CLASHING 
INTERPRETATIONS OF THE GLOBAL FINANCIAL CRISIS 

 

Carlos André Bezerra de Góes 
Dimas Mateus Fazio1 

1. Introduction  

$ÏÎȭÔ ÓÕÂÓÉÄÉÚÅ ÉÎÅÆÆÉÃÉÅÎÃÙȢ #ÕÔ ÔÁØ ÒÁÔÅÓ ÔÏ ÇÅÔ ÐÅÏÐÌÅ ÔÏ ×ÏÒË 

more. This financial stuff ÉÓ ÍÕÃÈ ÁÄÏ ÁÂÏÕÔ ÎÏÔÈÉÎÇȢ ) ÄÏÎȭÔ ÓÅÅ ÁÎÙ 

reason for the taxpayers to bail out Goldman Sachs in a roundabout way. 

,ÅÔ ÔÈÅÓÅ ÂÕÓÉÎÅÓÓÅÓ ÇÏ ÂÁÎËÒÕÐÔȢ 4ÈÅÙ ÇÁÍÂÌÅÄȟ ÔÈÅÙ ÌÏÓÔȢ 4ÈÁÔȭÓ ÐÁÒÔ ÏÆ 

life. 

Ed Prescott (2004), Nobel Prize Laureate. 

 

The year of 2010 represents the end of the first decade of the twenty-first 

century ɀ ten years when on average the world has experienced significant 

economic growth. This year will certainly be remembered in the future by the 

ongoing economic crisis that the world has been facing since 2008 and its negative 

consequences for the world economy just as the decade ends. The very first thing 

an economics student would observe while analyzing the global economic crisis is 

that, contrary to what mainstream newspapers might suggest, there is a high level 

of controversy and inconclusiveness about the causes of the economic downturn 

and, more importantly, about what should be the right measures to deal with it. 

3ÃÈÏÌÁÒÓȭ ÐÏÓÉÔÉÏÎÓ ÍÉÇÈÔ ÂÅ ÁÇÇÒÅÇÁÔÅÄ ÉÎÔÏ two main trends which point 

out divergent opinions regarding to the role of the state in the economy, the causes 

of the financial crisis and possible recovery solutions. Interventionist  economists 

defend the existence of intrinsic flaws in competitive markets is a reason for the 

need for governmental intervention  in the economy so as to correct such flaws and 

avoid social losses. On the other hand, free market advocates affirm that crises are 

                                                 
1 Debate is an important part of science ɀ it helps sharpening arguments and theories and drives 

scholars out of their very own ivory towers. We identify ourselves, respectively, as a libertarian 
and a Keynesian ɀ being hence philosophical opponents. Despite that fact, we share our 
commitment to the scientific enterprise and to its role in helping people to solve actual problems 
in social reality. This article is thus problem-driven, posing as intent to build bridges amongst 
divergent perceptions (what truly happened?) and subsidizing further decisions (what to do 
next?). We wholeheartedly thank Carlos Pio, Amine Aït-Chaalal, Leandro Couto, Camila Mello, 
Samuel Bandeira, Heitor Torres, Pétalla Timo and Alexandre Rodrigues for their extensive review, 
critics and suggestions, emphasizing though the responsibility for the writings in the following 
pages is solely ours. 
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actually market distortion situations which are exogenously created through bad 

incentives, malinvestiments and artificially low interest rates. In addition to this, 

they blame the intervention of the government, which is, according to them, 

inefficient, for the occurrence of several crises.  

Historical analysis shows that the aforementioned positions ɀ Keynesian 

and liberal, respectively ɀ have alternately posed as mainstream economics during 

specific periods of time. Like a pendulum, they are constantly swapping as 

dominant position in political economy ideational framework. Economic 

liberalization was a consensus before 1929. Yet, in the early 1930s a crisis 

emerged and changed the economic paradigm to a heterodox view. This ideology 

has defended government intervention on the economy and kept its mainstream 

status until 1970. Then, it was again the time for liberal economics to turn into the 

mainstream of economic policy in the world. 

Currently, although the layman might be convinced by major newspapers 

that we are all Keynesians now, these are times of uncertainty in the realm of 

political economy when there is actually no definitive explanation for the 

undergoing crisis. Conversely, one faces clashing interpretations of the global 

economic crisis. Whereas some say the crisis was caused by the excessive 

liberalization of the economy and the financial sector, others affirm that it was due 

to the inefficient regulation carried out by the state. 

Approximately one year after the Lehman Brothers bankruptcy, which was 

a milestone for the spillover effects of the world crisis, the IMF stated that in 2010 

the world would start emerging from the undergoing crisis, since it is predicted 

that the world economic growth will be higher than in 2009. Therefore, there are 

many economists and other specialists who consider 2010 as a year of recovery.  

In spite of clashing interpretations on the global financial crisis, there are 

some consensuses about the need to address some specific points in international 

economic agenda. This article tries to draw upon this common denominator which 

may be used as a compass for understanding present position and guiding future 

steps. International community has largely recognized the need of financial 

regulation in order to secure the principle of competitive market economies. There 

is a high chance for the Bretton Woods institutions to be reformed by the 
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adjustment their structures and decision-making procedures to the new world 

economic scenario. Furthermore, some of the economic incentives are being 

effective in dealing with problems caused by the financial crisis2. 

However, there is still much to be done. Apparent indications that the crisis 

has not yet ended became known in the last months. Furthermore, a long-term 

perspective ought to consider whether present countercyclical measures carried 

on by governments will not lead to future crises. Public debt, protectionism, low 

productivity, inefficiency and lack of innovation are some of the challenges that 

must be considered on the long-run. Another objective of this article is to show 

some of these challenges aiming at drawing the current international political 

economy backdrop, both in the theoretical realm and in actual politics. 

This article is divided as follows. Firstly, it is presented a short brief of the 

evolution of economic policy ideas, going from Adam Smith and the economic 

liberalization through the structuralism and post-Keynesianism. Secondly, a 

summary of the most important happenings of the crisis will be delineated and the 

most important arguments of two clashing interpretations of the global financial 

crisis will be presented. Thirdly , obstacles and challenges countries will face in the 

near future will be discussed and deliberations about possible pathways to 

regaining the levels of economic growth and development will be pointed out. 

Fourthly, most contents of previous sections will pose as subside for the search for 

the common denominator in the highly contested debates about the global 

economic crisis. Finally, closure will point out that, albeit there are worldwide 

signs of economic recovery, it is necessary a long-run analysis in order to evaluate 

what should be the better provisions for a sustainable economy.  

 

2. The evolution of the political economy in the west: from the 

theoretical constructions to the construction of reality  

 

Political economy can be broadly defined as ȰÔÈÅ ÉÎÔÅÒÁÃÔÉÏÎ ÏÆ ÔÈÅ ÍÁÒËÅÔ 

ÁÎÄ ÐÏ×ÅÒÆÕÌ ÁÃÔÏÒÓȱ (Gilpin, 2001). Such actors may include states, political 

                                                 
2 As an example, developing economies, such as Brazil and China, have reduced taxes for certain 

industries so as to boost the aggregate demand and, consequently, overall production. 
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institutions and private groups. Furthermore, political economy could be 

portrayed either as an intellectual toolkit to observe the hard reality and design 

theoretical generalizations or as the ideational framework upon which the political 

rules who guide a national economy are based. The former is essential for 

analyzing a case study and identifying where a specific polity would fall in the 

theoretical spectrum whereas the latter is of utmost importance for understanding 

the actual consequences of a set of policies over the economy.  

Economic thought has a severe influence over the economic policies applied 

by states. Albeit it is not accurate to affirm that a governmentȭÓ economic policy is 

ÄÅÔÅÒÍÉÎÅÄ ÂÙ ÓÃÈÏÌÁÒÓȭ ×ÏÒË ÔÈÅÒÅ ÉÓ ÌÉÔÔÌÅ ÄÏÕÂÔ ÔÈÁÔ ÔÈÅ ÌÁÔÔÅÒ ÐÏÓÅÓ Ás 

important basis for the former. On the other hand, it is essential to highlight that 

success or failure of government policies actually executed influences scientific 

work. In the West there has been a clear intellectual and political struggle between 

free-market advocates and interventionists about what would be the proper level 

of regulation and intervention in a national economy. 

Alleged successes and failures have subsequently posed one theoretical 

school in a privileged position for certain time. Nevertheless, there have never 

been a full extinction of any of them ɀ this becomes especially clear when one 

understands the top and tail of the spectrum are ideal types. This section draws 

upon both of the aforementioned portraits to trace a very brief timeline of political 

and economic theses and policies in the main Western economies from the late 

19th Century to the outbreak of the international financial crisis of the late 2000s, 

underlying the old dispute between free-market theories and intervention 

proponents. 

 

2.1. Classical liberalism: laissez-faire, laissez-passer3 

                                                 
3 There is some controversy in the English-ÌÁÎÇÕÁÇÅ ÌÉÔÅÒÁÔÕÒÅ ÏÖÅÒ ÔÈÅ ÕÓÅ ÏÆ ÔÈÅ ×ÏÒÄ ȰÌÉÂÅÒÁÌȱȢ )Î 
!ÍÅÒÉÃÁȟ ȰÌÉÂÅÒÁÌÓȱ ÁÒÅ ÕÓÕÁÌÌÙ ÉÄÅÎÔÉÆÉÅÄ ÁÓ ÐÅÏÐÌÅ ×ÈÏ ÓÔÁÎÄ ÆÏÒ ÍÏÒÁÌ ÆÒÅÅÄÏÍ ÁÎÄ ÅÃÏÎÏÍÉÃ 
ÉÎÔÅÒÖÅÎÔÉÏÎÉÓÍȟ ×ÈÉÌÅ ȰÃÏÎÓÅÒÖÁÔÉÖÅÓȱ ×ÏÕÌÄ ÓÔÁÎÄ ÆÏÒ ÍÏÒÁÌ ÒÅÓÔÒÉÃÔÉveness and economic 
freedom. People who stand both for moral and economic freedom are labeled in America as 
ȰÌÉÂÅÒÔÁÒÉÁÎÓȱȢ .ÅÖÅÒÔÈÅÌÅÓÓȟ ×Å ÈÁÖÅ ÄÅÃÉÄÅÄ ÔÏ ÁÄÈÅÒÅ ÔÏ ÔÈÅ ÔÒÁÄÉÔÉÏÎÁÌ %ÕÒÏÐÅÁÎ ÓÅÎÓÅ ÏÆ ÔÈÅ 
term, as it has been done by Friedman (2002 [1962])  ÈÉÇÈÌÉÇÈÔÉÎÇȟ ÈÏ×ÅÖÅÒȟ ÔÈÁÔ ȰÌÉÂÅÒÁÌÓȱ ÁÎÄ 
ȰÌÉÂÅÒÔÁÒÉÁÎÓȱ ÓÈÏÕÌÄ ÂÅ ÕÎÄÅÒÓÔÏÏÄȟ ÉÎ ÔÈÉÓ ÓÅÎÓÅȟ ÁÓ ÓÙÎÏÎÙÍÓȢ 
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Liberal philosophy has an essential characteristic: regarding the individual 

being as the most valuable piece of society. Hence, the state should have as it 

utmost goal the protection and promotion of individual freedom and individual 

rights ɀ which are conceived as innate and inalienable.   

On a liberal perspective, ȰÁÌÌ ÍÅÎ ÁÒÅ ÎÁÔÕÒÁÌÌÙ ÉÎȟ ÁÎÄ ÔÈÁÔ ÉÓȟ Á ÓÔÁÔÅ ÏÆ 

perfect freedom to order their actions, and dispose of their possessions and 

ÐÅÒÓÏÎÓȟ ÁÓ ÔÈÅÙ ÔÈÉÎË ÆÉÔȟ ×ÉÔÈÉÎ ÔÈÅ ÂÏÕÎÄÓ ÏÆ ÔÈÅ ÌÁ× ÏÆ ÎÁÔÕÒÅȱ (Locke, 2005 

[1690]) . Also, there would be limits to the authority of society over the individual. 

As soon as any part of a person's conduct affects prejudicially the 

interests of others, society has jurisdiction over it, and the question 

whether the general welfare will or will not be promoted by interfering 

with  it, becomes open to discussion. But there is no room for 

entertaining any such question when a person's conduct affects the 

interests of no persons besides himself, or needs not affect them unless 

they like (all the persons concerned being of full age, and the ordinary 

amount of understanding). In all such cases there should be perfect 

freedom, legal and social, to do the action and stand the consequences 

(Mill, 2003 [1859]) . 

It is essential to place the emergence of classical liberalism in its due 

histori cal context. During the 17th and 18th Centuries the main goal of libertarians 

would be the refusal of monarchical absolutism. Therefore, the idea of natural 

individual rights inviolable to government authority poses as an important shield 

against tyranny. Such values would be consolidated by the American Independence 

(1776) and the French Revolution (1789) which would be inspired by liberal 

principles and would implicate in a rupture with the absolutist model. The US 

Constitution in verbis states basic liberal principles through disseminating the idea 

ÔÈÁÔ Ȱ-ÅÎ ÁÒÅ ÃÒÅÁÔÅÄ ÅÑÕÁÌȟ ÔÈÁÔ ÔÈÅÙ ÁÒÅ ÅÎÄÏ×ÅÄ ÂÙ ÔÈÅÉÒ #ÒÅÁÔÏÒ ×ÉÔÈ ÃÅÒÔÁÉÎ 

unalienable Rights, that among these are Life, Liberty, and the pursuit of 

(ÁÐÐÉÎÅÓÓȱȢ Besides that, as the absolute Sovereign could expropriate belongings 

of any subject at his will, the protection of private property should also be seen as 

an inherent individual right to protecting citizens against the arbitrary acts of 

government. The economic system, therefore, should be based upon voluntary 

exchanges and agreements.  

Classical liberals argue that individuals, while seeking their own goals, 

assure prosperity for society as a whole. The most-ÑÕÏÔÅÄ ÐÁÓÓÁÇÅ ÏÆ 3ÍÉÔÈȭÓ The 
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Wealth of Nations ÓÁÙÓ ȰÉÔ ÉÓ ÎÏÔ ÆÒÏÍ ÔÈÅ ÂÅÎÅÖÏÌÅÎÃÅ ÏÆ ÔÈe butcher, the brewer, 

or the baker that we expect our dinner, but from their regard to their own 

interest.ȱ 4ÈÕÓȟ ÔÏ ÕÎÄÅÒÓÔÁÎÄ ÔÈÅ free ÅÃÏÎÏÍÉÃ ÐÒÏÃÅÓÓ Ȱ×Å ÁÄÄÒÅÓÓ ÏÕÒÓÅÌÖÅÓȟ 

not to their humanity, but to their self-love, and never talk to them of our own 

necessities, but of their advantages.ȱ (Smith, 2009 [1776]) 

6ÏÌÕÎÔÁÒÉÓÍ ÓÈÏÕÌÄ ÁÌÓÏ ÉÍÐÌÙ ÉÎ ÇÒÅÁÔÅÒ ÅÆÆÉÃÉÅÎÃÙ ÉÎ Á ÓÏÃÉÅÔÙȭÓ ÐÒÏÄÕÃÔÉÖÅ 

inputs allocation. One would have incentives to specialize on one kind of service, 

make it more efficiently and exchange her own surpluses in the marketplace. The 

classical Smithian example, presented on the very first chapter of The Wealth of 

Nations regards pin manufacturing: 

Á ×ÏÒËÍÁÎ ÎÏÔ ÅÄÕÃÁÔÅÄ ÔÏ ÔÈÉÓ ÂÕÓÉÎÅÓÓ ɍȣɎ ÃÏÕÌÄ ÓÃÁÒÃÅȟ ÐÅÒÈÁÐÓȟ ×ÉÔÈ 

his utmost industry, make one pin in a day, and certainly could not make 

Ô×ÅÎÔÙȢ "ÕÔ ÉÎ ÔÈÅ ×ÁÙ ÉÎ ×ÈÉÃÈ ÔÈÉÓ ÂÕÓÉÎÅÓÓ ÉÓ ÎÏ× ÃÁÒÒÉÅÄ ÏÎȟ ɍȣɎ ÉÔ ÉÓ 

divided into a number of branches, of which the greater part are likewise 

ÐÅÃÕÌÉÁÒ ÔÒÁÄÅÓȢ ɍȣɎ ɍ! ÓÐÅÃÉÁÌÉÚÅÄ ×ÏÒËɎȟ ÔÈÅÒÅÆÏÒÅȟ could make among 

them upwards of forty-eight thousand pins in a day (Smith, 2009 

[1776]) . 

Adam Smith and David Ricardo have also advocated for free international 

trade as a way of benefiting consumers hence denouncing the high levels of 

protectionism hitherto applied as a certain long-term predictable backlash. 

According to Ricardian economics, specialization and free trade would actually 

increase worldwide output of goods. 

Government roles to classical liberals should be limited. Governments 

should protect individual natural rights, ensure national defense, grantee the 

administration of justice (through law and contract enforcement and internal  

security) and provide public goods. There should be no further government 

interference in the economy because individual interests were believed necessarily  

to lead to general prosperity ɀ self-regulated markets would not need state 

intervention. 

Although classical liberalism has stimulated several political and 

economical innovations ɀ as, for instance, prohibition of slavery and a substantial 

productivity increase ɀ it is a fact that its principles have been repeatedly 

vulgarized to privilege political elites. It is a clear example of that the constant use 

of government coercive power repressing strike demonstrations against bad 
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working conditions during the 19th Century. Besides that, some later liberals, such 

as Milton Friedman (2002 [1962]), have conceded that a total absence of 

government regulation would lead to monopolist concentration and undermine 

the very bases of competitive-market system. Vulgarizations and limits would 

contribute to the decrease of liberal intellectual hegemony in political economy in 

the early 20th Century. 

2.2. The Keynesian revolution  and structuralis t economics  

Liberal economics and morals would have a great influence in the West 

until the late 1930s. Before that, protectionism has been a marginal alternative to 

liberalism widely adopted by Germany in the aftermath of World War I. Its main 

intellectual supporter was Friedrich List, according ÔÏ ×ÈÏÍ ȰÍÅÁÓÕÒÅÓ ÏÆ 

protection [of national industries] are justifiable only for the purpose of furthering 

ÁÎÄ ÐÒÏÔÅÃÔÉÎÇ ÔÈÅ ÉÎÔÅÒÎÁÌ ÍÁÎÕÆÁÃÔÕÒÉÎÇ ÐÏ×ÅÒȱ (List, 2005 [1841]). 

Nevertheless, it would be only after the Great Depression that an alternative 

ÔÏ ÌÉÂÅÒÁÌÉÓÍ ×ÏÕÌÄ ÄÏÍÉÎÁÔÅ ÄÏÍÅÓÔÉÃ ÅÃÏÎÏÍÉÃ ÐÏÌÉÃÉÅÓȢ 2ÏÏÓÅÖÅÌÔȭÓ New Deal 

would adhere to Keynesian economics which opposes the liberal portrait of a self-

regulated market4. John Maynard Keynes states that 

it is not true that individuals possess a presÃÒÉÐÔÉÖÅ ȬÎÁÔÕÒÁÌ ÌÉÂÅÒÔÙȭ ÉÎ 

ÔÈÅÉÒ ÅÃÏÎÏÍÉÃ ÁÃÔÉÖÉÔÉÅÓȢ ɍȣɎ 4ÈÅ ×ÏÒÌÄ ÉÓ ÎÏÔ ÓÏ ÇÏÖÅÒÎÅÄ ÆÒÏÍ ÁÂÏÖÅ 

ÔÈÁÔ ÐÒÉÖÁÔÅ ÁÎÄ ÓÏÃÉÁÌ ÉÎÔÅÒÅÓÔ ÁÌ×ÁÙÓ ÃÏÉÎÃÉÄÅȢ ɍȣɎ .ÏÒ ÉÓ ÉÔ ÔÒÕÅ ÔÈÁÔ 

self-interest generally is enlightened; more often individuals acting 

separately to promote their own ends are too ignorant or too weak to 

attain even these. Experience does not show that individuals, when they 

make up a social unit, are always less clear-sighted than when they act 

separately. (Keynes, 1926) 

In his famous General Theory of Employment, Interest and Money, J.M. 

Keynes (2003 [1936]; Chapter 3) ÄÉÓÁÇÒÅÅÄ ×ÉÔÈ ȰÃÌÁÓÓÉÃÁÌ ÅÃÏÎÏÍÉÓÔÓȱȟ especially 

Say, in their understanding that supply creates its own demand. According to 

Keynes, if that were true economies would always work in a full employment 

situation. As a response, Keynes says that aggregate demand price is actually a 

                                                 
4 Keynes might be considered to have deviated from classical liberalism in the course of his life. One 

could clearly perceive that by comparing one of his early works ɀ such as The Economic 
Consequences of the Peace, in which he advocated free trade as the only mechanism to bring 
sustainable peace to post-WWI Europe (Keynes, 1920) ɀ with his most famous books, as The End 
of Laissez-Faire and The General Theory of Employment, Interest and Money, both quoted in this 
section. 
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function of employments in the economy. The grounds of Keynesian economics, in 

its own lexicon, may be summed up as such: 

When employment increases, aggregate real income is increased. The 

psychology of the community is such that when aggregate real income is 

increased aggregate consumption is increased, but not by so much as 

income. Hence employers would make a loss if the whole of the 

increased employment were to be devoted to satisfying the increased 

demand for immediate consumption. Thus, to justify any given amount 

of employment there must be an amount of current investment sufficient 

to absorb the excess of total output over what the community chooses to 

consume when employment is at the given level. For unless there is this 

amount of investment, the receipts of the entrepreneurs will be less than 

is required to induce them to offer the given amount of employment. It 

follows, therefore, that, given what we shall call the community's 

propensity to consume, the equilibrium level of employment, i.e. the 

level at which there is no inducement to employers as a whole either to 

expand or to contract employment, will depend on the amount of current 

investment. The amount of current investment will depend, in turn, on 

what we shall call the inducement to invest; and the inducement to 

invest will be found to depend on the relation between the schedule of 

the marginal efficiency of capital and the complex of rates of interest on 

loans of various maturities and risks. (Keynes, 2003 [1936]) 

Employment ( ), therefore, would depend on the propensity to consume 

( ) of society and the volume of investment ( ) made by entrepreneurs 

( ;  stands for the effective demand). A rough translation of 

the Keynesian argument would state that as effective demand depends on both 

propensity to consume and volume of investment; propensity to consume depends 

on employment income ( ); and the volume of investment depends on 

ȰÐÓÙÃÈÏÌÏÇÉÃÁÌ ÃÈÁÒÁÃÔÅÒÉÓÔÉÃÓȱ ÏÆ ÅÎÔÒÅÐÒÅÎÅÕÒÓ ( ), keeping near 

full employment situation would be necessary to assuring sustainable economic 

growth and poverty reduction. 

Moreover, classical economists believed recessions to be, whenever natural, 

adjustment periods reversible on the long-run whereas Keynes argued that 

government spending should increase while a depression. Keynes believed that 

government should run deficits and carry on ȰcounterÃÙÃÌÉÃÁÌ ÐÏÌÉÃÉÅÓȱ ÉÎ ÏÒÄÅÒ ÔÏ 

produce the necessary stimuli for the economic recovery.  

Under such logic government and private action should both be responsible 

for a sound economy. What is more, government should replace private 
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investment whenever the latter has no capacity or stimulus to invest. Obviously, 

this new logic led to the expansion of government institutions all over the Western 

world as state roles were deeply changed towards expansion. 

World War II and the destruction of industrial facilities in several countries, 

especially Europeans, would definitely burry classical liberalism. In the postwar 

era it was believed that government should lead the national economy 

reconstruction. The Marshall Plan had a severe influence over the role of 

governments in domestic economies ɀ as loans and donations had states, not 

private companies, as beneficiaries. On the other hand, international trade 

exhibited some sings of liberalizations due to immediate necessity for imports by 

Europe and Japan. 

Concomitantly it was appearing an economic school influenced by 

Keynesianism and a light version of Marxism. Orbiting around the UN Economic 

Commision for Latin America and the Caribbean ɀ ECLAC ɀ, it would flourish 

structuralist economics. 

A critique made by ECLAC scholars was an alleged liberal tendency to 

perpetuate inequalities between developed and underdeveloped countries. 

According to Raul Prebisch, terms of trade between Latin American primary 

products and manufactured imports would tend to deteriorate over time ɀ that is 

ÔÏ ÓÁÙȟ ÔÅÎÄÅÎÃÙ ÆÏÒ ÍÁÎÕÆÁÃÔÕÒÅȭÓ ÐÒÉÃÅÓ ÔÏ ÉÎÃÒÅÁÓÅ ÁÎÄ ÔÏ ÐÒÉÍÁÒÙ ÇÏÏÄÓȭ ÐÒÉÃÅÓ 

to decrease (Prebisch, 1981). 

As a solution, Prebisch proposed import substitution industrialization, and 

a protectionist strategy inspired by Marx, Keynes and List which combined high 

import taxes with a government incentive for industrial production. Structuralists 

resorted to the infant industry argument to disseminate protectionism. Protection 

should be abandoned after national industrial consolidation. 

However, this objective has proven hard to fulfill.  Despite being widely 

adopted by military regimes in Latin America ɀ ÅØÃÅÐÔ ÆÏÒ 0ÉÎÏÃÈÅÔȭÓ #ÈÉÌÅ ɀ 

imports substitution policies have later been severely criticized. Government-

owned enterprises lacked ÅÆÆÉÃÉÅÎÃÙ ÁÓ Á ÒÅÓÕÌÔ ÏÆ ÂÅÉÎÇ ȰÃÁÐÔÕÒÅÄ ÂÙ ÓÐÅÃÉÆÉÃ 

ÐÏÌÉÔÉÃÁÌ ÆÏÒÃÅÓȱ and ÃÈÁÒÁÃÔÅÒÉÚÅÄ ÂÙ Ȱpatronage, nepotism and classismȱ 

ÂÅÃÏÍÉÎÇ ÔÈÕÓ ȰÉÎÓÔÒÕÍÅÎÔ ÆÏÒ ÄÅÆÅÎÄÉÎÇ ÐÁÒÔÉÃÕÌÁÒ ÉÎÔÅÒÅÓÔÓȱ (Gonçalves, 2005). 
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Trade restrains and large amounts of subsidies, which generate incentives 

for inefficiency, spread like wildfire during Latin American military 

administrations. Instead of research, development, innovation and productivity, 

corporations were stimulated to spend resources aiming at obtaining the aforesaid 

benefits through, for instance, lobby, corruption and embezzlement. The systemic 

impossibility of withdrawing protection allegedly created to protect infant 

ÉÎÄÕÓÔÒÙ ÉÓ ÃÏÎÓÉÄÅÒÅÄ Á ȰÌÉÓÔÉÁÎ ÔÒÁÐȱ (Hayami & Godo, 2005) because, under such 

conditions, a competitive national industry would not be achieved after all. 

 

2.3. Liberalism reacts to central planning  

Criticism to Keynesian economics was first raised long before the return of 

liberal principles to political scene of Western economies. As early as in 1944 it 

×ÏÕÌÄ ÂÅ ×ÒÉÔÔÅÎ ÔÈÅ ÂÏÏË ×ÈÉÃÈ ÉÓ ÃÏÎÓÉÄÅÒÅÄ ÔÏ ÂÅ ÔÈÅ ÎÅ× ÌÉÂÅÒÁÌ ÔÈÏÕÇÈÔȭÓ 

cornerstone: The Road to Serfdom, Friedrich von HayekȭÓ magnum opus5. 

Hayek argues that state-controlled economies were characteristic of 

collectivist and totalitarian regimes, as the Soviet Union and Nazi German, and 

hence argues that historical comparative data hitherto available shows that central 

economical planning creates limits to individual freedom, including political 

freedom (Hayek, 2005 [1944]). Furthermore, Hayek suggests central governments 

are unable to plan a national economy properly as one would have to be 

ÏÍÎÉÓÃÉÅÎÔ ÔÏ ËÎÏ× ÐÒÅÖÉÏÕÓÌÙ ÁÌÌ ÃÉÔÉÚÅÎȭÓ incalculable interests and objectives. 

Only a competitive market economy could provide the necessary information for 

individuals to freely choose their destinies: Ȱhow can the combination of fragments 

of knowledge existing in different minds bring about results which, if they were to 

be brought about deliberately, would require a knowledge on the part of the 

directiÎÇ ÍÉÎÄ ×ÈÉÃÈ ÎÏ ÓÉÎÇÌÅ ÐÅÒÓÏÎ ÃÁÎ ÐÏÓÓÅÓÓȩȱ, he rhetorically  asks (Hayek, 

1937). In addition, Hayek argued that economic inefficiency generated by 

introduction of central planning in democratic countries could be used as an 

                                                 
5 (ÁÙÅËȭÓ ×ÏÒË is one of the few academic essays to become highly popular to the general public. In 

April 1945, a condensed version of The Road to Serfdom was published in the AmeriÃÁÎ 2ÅÁÄÅÒȭÓ 
Digest, currently still available online (See: http://www.iea.org.uk/files/upld -publication43pdf). 
It can be said that The Road to Serfdom is to 20th century liberalism as The Communist Manifesto is 
to Marxian ideology, except for the fact that Marx was commissioned and paid by the German 
Communist League for the production of his Manifesto. 

http://www.iea.org.uk/files/upld-publication43pdf
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argument to eliminate the very democratic institutions and the establishment of a 

dictatorship (Hayek, 2005 [1944]). As a consequence of his assumptions, Hayek 

believed that central planning would lead to political totalitarianism and economic 

inefficiency. 

It is important to emphasize that there are differences between 20th century 

liberals and classical authors. On the one hand, it is kept the same philosophical 

base through the support of methodological individualism, supremacy of 

individual rights and protection of minorities incorporated to the idea that 

The preservation of freedom is the protective reason for limiting and 

decentralizing governmental power. But there is also a constructive 

reason. The great advances of civilization, whether in architecture or 

painting, in science or literature, in industry or agriculture, have never 

come from centralized government. Columbus did not set out to seek a 

new route to China in response to a majority directive of a parliament, 

though he was partly financed by an absolute monarch. Newton and 

Leibnitz; Einstein and Bohr; Shakespeare, Milton, and Pasternak; 

Whitney, McCormick, Edison, and Ford; Jane Addams, Florence 

Nightingale, and Albert Schweitzer; no one of these opened new frontiers 

in human knowledge and understanding, in literature, in technical 

possibilities, or in the relief of human misery in response to 

governmental directives. Their achievements were the product of 

individual genius, of strongly held minority views, of a social 

climate permitting variety and diversity. Government can  never 

duplicate the variety and diversity of individual action . (Friedman, 

2002 [1962])   [Emphasis added.] 

On the other hand, it must be highlighted that, to 20th century ÌÉÂÅÒÁÌÓȟ ȰÉt is 

important not to confuse opposition against this kind of planning with a dogmatic 

laissez-faire attitudeȱȟ ÁÓ ȰÔhe liberal argument is in favor of making the best 

possible use of the forces of competition as a means of coordinating human efforts, 

not an argument for leaving things just as they areȱ and the most fundamental 

element of ÌÉÂÅÒÁÌÉÓÍ ÉÓ Ȱthe conviction that where effective competition can be 

created, it is a better way of guiding individual efforts than any otherȱ. (Hayek, 

2005 [1944]) . In that sense, it must be concluded that government does have a role 

in social life, despite falling upon civil society the main role.  

A government which maintained law and order, defined property rights, 

served as a means whereby we could modify property rights and other 

rules of the economic game, adjudicated disputes about the 

interpretation of the rules, enforced contracts, promoted competition, 

provided a monetary framework, engaged in activities to counter 
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technical monopolies and to overcome neighborhood effects widely 

regarded as sufficiently important to justify government intervention, 

and which supplemented private charity and the private family in 

protecting the irresponsible, whether madman or childɂsuch a 

government would clearly have important functions to perform. The 

consistent liberal is not an anarchist. (Friedman, 2002 [1962]) 

)Î ȰÒÅÁÌȱ ÐÏÌÉÔÉÃÁÌ ÅÃÏÎÏÍÙȟ ÈÏ×ÅÖÅÒȟ ÌÉÂÅÒÁÌÉÓÍ ×ÏÕÌÄ ÏÎÌÙ ÂÅ ÂÁÃË ÔÏ ÔÈÅ 

political stage following to the crisis of the welfare state. According to the welfare 

state model ɀ largely inspired by Keynesian and social democratic programs 

carried on in Europe and, to a lesser extent, in the US ɀ government should provide 

a safety network so as to assure a minimal welfare standard to all citizens. In this 

regard, it would play a key role programs such as: social security, including 

unemployment insurance; Ȱfreeȱ universal healthcare; Ȱfreeȱ public-school system, 

usually government-run; labor and union rights, etc6. Naturally, these services 

needed to be publically financed through higher tax burdens. 

The welfare state model was severely criticized, both by scholars and 

politicians, during the 1970s, when liberalism was beginning to regain mainstream 

status. Ȱ4ÈÅ ÓÈÁÒÐ ÅÃÏÎÏÍÉÃ ÒÅÃÅÓÓÉÏÎ ÏÆ ÔÈÅ ÍÉÄ-seventies has given rise to an 

intellectually and politically equally powerful renaissance of neo-laissez faire and 

ÍÏÎÅÔÁÒÉÓÔ ÅÃÏÎÏÍÉÃ ÄÏÃÔÒÉÎÅÓȢȱ (Offe, 2001). The welfare state collapse was 

explained by a phenomenon called ascending spiral regarding social expectations 

which demanded for both higher social benefits and non-acceptance of raising 

taxes, what would make the whole system unsustainable. Subsequently quarterly 

fiscal deficits (hence high indebtedness) and social uprising against high tax 

burdens made the system completely unstable throughout Europe. Even countries 

with high positions on human development index ranking, such as Sweden, 

Norway, Finland, and Denmark, had to conduct severe adjustments, especially 

labor and social security reforms, in order to keep most of its public services7. 

                                                 
6 /ÎÅ ÓÈÏÕÌÄ ÒÅÍÅÍÂÅÒ ÔÈÁÔ ȰÆÒÅÅȱ ÓÅÒÖÉÃÅÓ ÏÆ ×ÅÌÆÁÒÅ ÓÔÁÔÅ ÁÒÅ ÎÏÔ ÆÒÅÅ ÁÔ ÁÌÌȢ 4ÈÅÙ ÁÒÅ Æunded by 
ÔÁØÐÁÙÅÒÓȢ 4ÈÅÙ ÁÒÅ ÐÅÒÃÅÉÖÅÄ ÁÓ ȰÆÒÅÅȱ ÓÅÒÖÉÃÅÓ ÏÎÌÙ ÆÏÒ ÔÈÅ ÆÁÃÔ ÔÈÁÔ ÕÓÅÒÓ ÄÏ ÎÏÔ ÐÁÙ ÉÔ ÄÉÒÅÃÔÌÙ 
whenever they have to use these services. 

7 It should be noted that an important and dense part of criticism on the structure of welfare state 
was raised by left-wing intellectual circles. In another work, Offe (1984) posited that state officials 
in Western democracies favored bourgeoisie because they relied on taxes to grant social benefits 
and stay in office i.e. they had incentives to maintain the capitalist system not because they were 
ÔÈÅ ȰÁÒÍÅÄ ÁÒÍ ÏÆ ÂÏÕÒÇÅÏÉÓÉÅȱȟ ÂÕÔ ÒÁÔÈÅÒ ÆÏÒ ÔÈÅÉÒ Ï×Î ÉÎÔÅÒÅÓÔÓȢ 4ÈÅ ÍÏÓÔ ÉÍÐÏÒÔÁÎÔ 
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Furthermore, government expansion would be blamed for stimulating 

stagflation, economic inefficiency and lack of economic dynamism in Western 

economies. +ÅÙÎÅÓÉÁÎ ÍÁÃÒÏÅÃÏÎÏÍÉÃÓ ÔÏÏË ÔÈÅ 0ÈÉÌÌÉÐÓȭ #ÕÒÖÅ ÍÏÄÅÌ ÆÏÒ ÇÒÁÎÔÅÄ 

and thus claimed that inflation was not something to be avoided as it was a 

necessary consequence of pursuing a near-full employment situation8. However, 

during the 1970s the USA has gone under a severe crisis of both high inflation and 

high unemployment. 

Monetarists such as Milton Friedman and Robert Lucas, observing the hard 

evidence of American economic data, challenged Keynesian macroeconomics 

proposing explanations to the stagflation phenomenon. Friedman, as early as in 

1966, stated that an artificial expansion of money supply could lead to an 

ȰÉÎÆÌÁÔÉÏÎÁÒÙ ÒÅÃÅÓÓÉÏÎȱ (Friedman, 1966), something Keynesians believed to be 

impossible. Robert Lucas tried to explain stagflation arguing that the employment-

inflation tradeoff, albeit observable for years during the mid-1900s, was not a 

natural relationship ɀ what hence did not assure a similar relation in the future. As 

a new variable, aÇÅÎÔÓȭ ÆÕÔÕÒÅ ÅØÐÅÃÔÁÔÉÏÎÓ ÒÅÇÁÒÄÉÎÇ ÉÎÆÌÁÔÉÏÎ ×ÏÕÌÄ ÂÅ an 

important inflationary vector whenever the monetary policy lacks reliability 

(Lucas, 1976). Monetarists were responsible for introducing the idea of sound 

monetary policy ɀ e.g. controlled inflation and low public debt ɀ which remains as 

the bedrock of Western macroeconomic policies to this date.  

Both the welfare state débacle and the 1970s stagflation processes were 

fundamental causes for the u-turn polit ical economy would experience during the 
                                                                                                                                               

contradiction of welfare state, Offe would argue, would be the juxtaposition of the 
aforementioned incentives and the phenomenon of ascending spiral regarding social expectations. 

8 Ȱ0ÈÉÌÌÉÐÓ ÃÏÎÊÅÃÔÕÒÅÄ ÔÈÁÔ ÔÈÅ ÌÏ×ÅÒ ÔÈÅ ÕÎÅÍÐÌÏÙÍÅÎÔ ÒÁÔÅȟ ÔÈÅ ÔÉÇÈÔÅÒ ÔÈÅ ÌÁÂÏÒ ÍÁÒËÅÔ ÁÎÄȟ 
therefore, the faster firms must raise wages to attract scarce labor. At higher rates of 
unemployment, the ÐÒÅÓÓÕÒÅ ÁÂÁÔÅÄȢ 0ÈÉÌÌÉÐÓȭÓ ȰÃÕÒÖÅȱ ÒÅÐÒÅÓÅÎÔÅÄ ÔÈÅ ÁÖÅÒÁÇÅ ÒÅÌÁÔÉÏÎÓÈÉÐ 
between unemployment and wage behavior over the business cycle. It showed the rate of wage 
ÉÎÆÌÁÔÉÏÎ ÔÈÁÔ ×ÏÕÌÄ ÒÅÓÕÌÔ ÉÆ Á ÐÁÒÔÉÃÕÌÁÒ ÌÅÖÅÌ ÏÆ ÕÎÅÍÐÌÏÙÍÅÎÔ ÐÅÒÓÉÓÔÅÄ ÆÏÒ ÓÏÍÅ ÔÉÍÅȱ 
Retrieved from the Library of Economics and Liberty: 
http://www.econlib.org/library/Enc/PhillipsCurve.html. Modern economics of the Phillips Curve , 
as revised by monetarists, might be summarized by the following equation: 

 

 
 

where  the percentage rate of growth of money wages;  stands for the percentage rate of 
growth of money wages trend;  stands for a function of the subtraction of actual 
employment and the Non-!ÃÃÅÌÅÒÁÔÉÎÇ )ÎÆÌÁÔÉÏÎ 2ÁÔÅ ÏÆ 5ÎÅÍÐÌÏÙÍÅÎÔȠ ÁÎÄ ʇϽ stands for 
ÁÇÅÎÔÓȭ ÉÎÆÌÁÔÉÏÎÁÒÙ ÅØÐÅÃÔÁÔÉÏÎÓ ×ÈÅÒÅ ʇ ÉÓ Á ÃÏÎÓÔÁÎÔ ÆÏÒ ÅØÐÅÃÔÅÄ ÇÁÉÎÓȢ  
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1980s. If one understands that &ÒÉÅÄÍÁÎ ÌÁÂÅÌÅÄ +ÅÙÎÅÓÉÁÎÉÓÍ ÁÓ ȰÍÁÉÎÓÔÒÅÁÍ 

ÅÃÏÎÏÍÉÃÓȱ ÉÔ ÉÓ ÈÁÒÄÌÙ ÄÉÆÆÉÃÕÌÔ for her to see the profound changes that a 

readjustment in the ideas that guide economic policies would bring at that time. 

Obviously, changes over reality would be perceived only when liberal-oriented 

politicians were elected into office in the major Western economies. 

Those who were the first important high-level decision-makers to put 20th 

century liberali sm postulates into a test were US President Ronald Reagan (1981-

1989) and UK Prime Minister Margaret Thatcher (1979-1990). Together Reagan 

ÁÎÄ 4ÈÁÔÃÈÅÒ ÕÎÄÅÒÔÏÏË Á ȰÃÏÎÓÅÒÖÁÔÉÖÅ ÒÅÖÏÌÕÔÉÏÎȱ (Adonis & Hames, 1994) 

aiming at implementing the liberal agenda in the economic sphere ɀ though not 

necessarily in all political aspects. Therefore, it was set forth the objective of 

diminishing governmental excessive role in the economy through privatizations, 

subsidies elimination and drastic tax cuts. Such policies were intended to restore 

economic dynamism via larger growth and subsequent employment increase. 

Besides, liberalization was considered to be a process intended to bring a 

larger democratization as it decreased the power of long established groups ɀ such 

as classist lobbies ɀ which controlled governmental agencies and sought rent and 

privileges to its own members in spite of civil society as a whole. In the United 

Kingdom, those groups were labor unions connected and supportive of the Labour 

Party. For that reason, Thatcher stated that privatization was ȰÒÅÔÕÒÎÉÎÇ ÐÏ×ÅÒ 

ÂÁÃË ÔÏ ÔÈÅ ÐÅÏÐÌÅȱ (Thatcher, 1986). Thatcher also stated that 20th century 

liberalism should be seen as a popular capitalism, opposed to Keynesianism, which 

would be a state capitalism ɀ echoing the traditional liberal contraposition 

between government and civil society. 

Liberal aggiornamento during the 1980s influenced governments of several 

political colors. The British Labour Party had to recreate its very foundations as it 

was recognized ÂÙ ÏÎÅ ÏÆ ÉÔÓ -0Ó ÔÈÁÔ ÁÌÌ "ÒÉÔÓ ÔÈÏÕÇÈÔ Ȱ×Å ÁÒÅ ÁÌÌ 4ÈÁÔÃÈÅÒÉÔÅÓ 

ÎÏ×ȱ (The Guardian, 2002). Besides Europe and North America, liberalization was 

adopted chiefly in Southeast Asia and, to a lesser extent, in Latin America; Africa 

remained mainly excluded from these reforms and further integration to global 

markets, which is pointed out by liberal developing world  scholars as a relevant 

motive for its current poverty (Bhagwati, 2002). 
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2.4. New Left, Third Way  and Keynesianism  awaken 

Due to the relative hegemony of liberal ideas since the beginning of the 

1980s several groups raised to contest economic thought mainstream. Currently, it 

is possible to gather liberalism contesters into three groups: New Left, Third Way 

and New Keynesian, each with some particular features. 

The so-called New Left is formed by scholars who kept their faith in the 

fundamental Marxist principles. It considered itself as a new left-wing for, in spite 

of having initially saluted the existence of the USSR, they have ruptured any kind of 

support for the soviet regime after the events of 1956, in Hungary, and 1968, in 

Czechoslovakia (Anderson, 2000). Nevertheless, new leftists would still preach 

transformation of social reality through the destruction of the capitalist system. 

For the fact that it remained as a radical trend, the New Left has been remained as 

a niche current in the most Western countries even though congregating authors 

such as Perry Anderson, Immanuel Wallerstein, Andre Gunder Frank and Tariq Ali.  

!ÆÔÅÒ ÉÔ ÉÓ ȰÒÅÎÅ×ÁÌÓȱ (Anderson, 2000), the New Left aimed at contesting 

ÔÈÅ ȰÎÅÏ-ÌÉÂÅÒÁÌ ÍÏÄÅÌȱ ÔÈÒÏÕÇÈ ÓÕÐÐÏÒÔÉÎÇ ȰÁÎÔÉ-ÓÙÓÔÅÍÉÃ ÍÏÖÅÍÅÎÔÓȱ 

(Wallerstein, 2003) as the World Social Forum. Wallerstein (2003) preaches the 

expansion of the Spirit of Porto Alegre in a reference to the Brazilian city where the 

 WSF was first held. In actual politics at least part of the New Left identifies 

itself with Latin American states ÁÄÈÅÒÅÎÔÓ ÔÏ ÔÈÅ Ȱςρst century ÓÏÃÉÁÌÉÓÍȱ like 

Venezuela, Ecuador, Bolivia and Cuba (Ali, 2008). 

Third Way (also referred to as progressive politics) is a term 

contemporarily widespread by the British scholar Anthony Giddens and stands for 

a social market economy approach towards political economy. Some world-class 

leaders ɀ as Tony Blair, Bill Clinton, Gerhard Schröder and Fernando Henrique 

Cardoso ɀ adhered to the Third Way. The philosophical principles of the Third Way 

are: the search for equality of opportunities and social justice; protection of 

vulnerable groups; freedom as autonomy to act; the idea that there is no rights 

without responsibility and no authority without democracy; support for a 

cosmopolitan globalization; and a philosophical-moral conservatism (Giddens, 

1998).  
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The Third Way argument ÒÅÃÏÇÎÉÚÅÓ ÔÈÁÔ ȰÔÈÅ ÅÃÏÎÏÍÉÃ ÔÈÅÏÒÙ ÏÆ ÓÏÃÉÁÌÉÓÍ 

was always inadequate, underestimating the capacity of capitalism to innovate, 

ÁÄÁÐÔ ÁÎÄ ÇÅÎÅÒÁÔÅ ÉÎÃÒÅÁÓÉÎÇ ÐÒÏÄÕÃÔÉÖÉÔÙȱ ÁÎÄȟ ÆÏÒ ÔÈÁÔ ÒÅÁÓÏÎȟ ÔÈÁÔ ȰÓÏÃÉÁÌÉÓÍ ÉÓ 

ÄÅÁÄ ÎÏ×ȱ (Giddens, 1998). Nevertheless, Third Way advocates that government 

should interfere in economic sphere to promote social welfare, social justice and 

environmental protection. Even though Giddens and his disciples try to avoid this 

definition it may be said Third Way is a sort of middle ground between old 

Keynesian bases of social democracy and 20th century  liberalism. 

Late 20th century Keynesians extend their perspectives throughout a whole 

spectrum. Greg Mankiw, for instance, have conceded to methodological 

individualism and to the rent-seeking agent perspective thus being labeled as a 

ȰÎÅÏÃÌÁÓÓÉÃÁÌ +ÅynesianȱȢ However, the post-global financial crisis Keynesian 

resurgence has shed light over those authors with hardcore Keynesian 

perspectives. 

Indeed, Keynesianism has never been extinct in the realm of political 

economy. Korean protectionism advocate Ha-Joon Chang published in 2002 his 

manifesto which basically sustained developed countries reached development 

through protectionism and only then would preach liberalism and kick away 

developing countries ladder towards development ɀ i.e. protectionism itself 

(Chang, 2002). Through a more moderated academic discourse, Joseph Stiglitz 

would criticize the distortions of globalization and state that globalization could 

actually work if there were a more balanced position of the several actors on 

international scene (Stiglitz, 2006).  

It has been Paul Krugman, however, the most prominent scholar to push 

+ÅÙÎÅÓÉÁÎÉÓÍ ÂÁÃË ÉÎÔÏ ÍÁÉÎÓÔÒÅÁÍ ÁÆÔÅÒ ςππψȢ +ÒÕÇÍÁÎȭÓ ÉÎÆÌÕÅÎÃÅȟ ÁÌÔÈÏÕÇÈ 

certainly increased after his Nobel laureateship, is chiefly due to his bi-weekly New 

York Times op-ed and his The Conscience of a Liberal9 weblog. Krugman has 

popularized the interpretation that blames US housing bubble on lack of regulation 

ÁÎÄ ÂÁÎËÅÒÓȭ ÇÒÅÅÄȢ (Å ÁÌÓÏ ÕÎÄÅÒÓÔÁÎÄÓ ÇÏÖÅÒÎÍÅÎÔ ÉÎÔÅÒÖÅÎÔÉÏÎ ÁÎÄ ÆÉÓÃÁÌ 

stimuli were necessary to lead world economy towards recovery and states that US 

                                                 
9 !Ó ÐÒÅÖÉÏÕÓÌÙ ÍÅÎÔÉÏÎÅÄȟ ȰÌÉÂÅÒÁÌȱ ÉÎ !ÍÅÒÉÃÁ ÍÕÓÔ ÂÅ ÒÅÁÄ ÁÓ ȰÐÒÏÇÒÅÓÓÉÖÅȱ ÉÓ ÒÅÁÄ ÉÎ %ÕÒÏÐÅ ɉÁs 
ÁÎ ÁÎÔÏÎÙÍ ÏÆ ȰÌÉÂÅÒÔÁÒÉÁÎȱɊ ÉȢÅȢ ÏÐÐÏÓÉÎÇ ÉÔÓ ÕÓÅ ÉÎ ÃÏÎÔÅØÔ ÏÆ ÔÈÉÓ ÁÒÔÉÃÌÅȢ 
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public debt is nothing to worry about (Krugman, 2009). Krugman has claimed for 

lower interest rates earlier (Krugman, 2002), and he is currently trying to defend 

himself from accusations of having claimed for policies that generated the housing 

bubble (Krugman, 2010). 

 

3. Deliberations about the causes and consequences of the global 

financial crisis : confronting clashing interpretations  

 

The discussion about the possible causes of the world crisis is a polemic 

matter. In economics, there is no single answer for most of the issues. On one hand, 

heterodox economists affirm that it was excessive liberalization of the financial 

market that has triggered the factors leading to the current crisis. On the other 

hand, orthodox scholars argue that the main cause of the financial crisis was 

mismanagement of monetary policy, bad incentives due to interventionist 

regulation and excessive moral hazard. In other words, inefficient government 

regulation made financial institutions to take risky positions in the marketplace - 

since they assumed they would be backed by the government should any 

downturn happen. Two government-sponsored enterprises (GSEs), Fannie Mae 

and Freddie Mac, were responsible for purchasing and securitizing loans of 

!ÍÅÒÉÃÁÎ ÂÁÎËÓȟ ÒÅÄÕÃÉÎÇ ÔÈÅ ÂÁÎËȭÓ ÒÉÓË ÁÎÄ ÓÔÉÍÕÌÁÔÉÎÇ Á ÒÉÓË-taking behavior. 

As we will see, there are arguments for both heterodox and orthodox perspectives 

in the matter of explaining the origins of the financial crisis.  

Although many aspects of the discussion depend on each ideology, there are 

some undeniable facts of this crisis. It appears to be clear that the turmoil began in 

the residential real estate sector. To understand US housing bubble, one must 

understand some cultural behaviors of Americans. Firstly, it must be understood 

that mortgage lending is the bedrock of US financial market. Mortgages are used as 

sources not only for buying houses, but also for financing children education, 

healthcare and other kinds of expenses. Furthermore, it should be regarded that 

homeownership could be considered as part ÏÆ ÔÈÅ Ȱ!ÍÅÒÉÃÁÎ 7ÁÙ ÏÆ ,ÉÆÅȱȢ 

Once interest rates were low, American citizens were stimulated to borrow 

money in order to buy or finance houses ɀ and also make other kinds of expense. 
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Moreover, due to the continuous increases in housing prices, loose monetary 

policy, a favorable US economic condition, and the purpose of obtaining higher 

profits, American banks expanded their credit activities by lending money to 

people who were willing to buy houses. Thus, these banks were taking on risks 

associated with lending of money even to people with poor credit ratings, strongly 

believing that the housing prices were still going to increase for a long period of 

time. 

It is easy to observe that the process was only beneficial to both parts when 

interest rates remained low and household prices were increasing. By selling or 

renting the houses they bought, debtors could easily repay their debts to the banks 

and even, sometimes, profit in this operation. That is why people began not only to 

buy houses for living, but they have also begun speculating in this sector. As 

consequence of this speculation, the housing boom was accelerated, turning 

household prices even more artificial, i.e. higher than they would naturally  be. 

Therefore, the ordinary  people, who borrowed from banks, also believed that these 

prices would increase almost indefinitely.  

Both banks and borrowers were wrong. Stiglitz (2009) affirms that the 

market was deeply mistaken in believing that the real estate prices would continue 

to increase even though there were clear signs that this would not happen, such as 

the decrease in the real income of most Americans in that time. Therefore, 

although the US economy was being beneficiated from this housing boom, every 

exaggerated increase in a specific price has to end at some point. 

This happened when the Federal Reserve increased the US interest rates in 

order to counter the rising inflation the world was facing in that time. The 

consequences of this deed were obvious: people began to have problems in order 

to pay their debts, and banks, which were highly exposed to the subprime loans, 

started to have huge losses with the default of these borrowers. Consequently, the 

demand for houses decreased sharply, which led to the decrease of housing prices, 

as well. In a short period of time, speculating in the real state sector was not 

ÉÎÔÅÒÅÓÔÉÎÇ ÁÎÙÍÏÒÅ ÁÎÄ ÉÔ ×ÁÓ ÔÈÉÓ ȰÂÕÓÔȱ ÔÈÁÔ ÔÒÉÇÇÅÒÅÄ ÔÈÅ ÆÉÎÁÎÃÉÁÌ ÃÒÉÓÉÓȢ 

Other countries in the world were also affected due to contagion to the US 

financial system. Many banks from Europe were highly exposed to American banks, 
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and for this reason they were among the first to feel the default effects in the US. 

Then, other countries in the world were affected as well. At the same time, there 

was a credit crunch, i.e. banks reduced drastically their loans to other banks, firms 

and general people. And it was this decrease in credit, together with the 

uncertainty scenario that has turned the financial crisis in an economic crisis.  

The real economy was affected due to many consequences of the crisis. 

Banks that were facing high losses in the crisis almost ceased their credit activities, 

depriving firms the necessary capital to invest and people the money to consume. 

Even banks that were not as exposed to the crisis as some became more cautions 

since they preferred to avoid risk and maintain liquidity. The obvious consequence 

of this fact is that firms reduced their production at the same time that 

consumption also decreased. Thus, firms were forced to cut costs, i.e. reduce 

investments and labor costs, increasing unemployment around the world.  

A number of things went wrong in U.S. housing and mortgage markets in 

first decade of this century. Part of what happened was beyond the 

ÈÏÕÓÉÎÇ ÓÅÃÔÏÒȢ 4ÈÅ ȰÄÏÔ ÃÏÍȱ ÂÕÓÔ ÁÔ ÔÈÅ ÂÅÇÉÎÎÉÎÇ ÏÆ ÔÈÅ ÄÅÃÁÄÅ 

resulted in a shift of some investor funds out of the stock market and 

into real estate, among other investments. The 1997 tax changes that 

made capital gains from owner-occupied housing essentially tax free for 

most homeowners spurred that shift. In response to the recession of 

2001 and the September 11th attacks, the Federal Reserve lowered the 

federal funds rate and committed to maintaining low rates for an 

extended period to combat fears of deflation. The low interest rates 

decreased monthly payments and enabled home buyers to bid more, 

putting upward pressure on home prices. Investors worldwide, in turn, 

were seeking higher returns without adequate consideration of the 

associated risks. Risk was mispriced in many markets, but especially in 

the mortgage market (Lockhart, 2009). 

As it  will be seen in this section, there are clashing interpretations about the 

causes of the global financial crisis. In this article, the authors have decided to 

group them into heterodox or Keynesian explanations and orthodox or liberal 

explanations. Both competing explanations have logical points that can be used to 

shed light on important aspects of the undergoing crisis. The point of this article is 

not to show which perspective is right but rather to expose both arguments and to 

analyze what empirical consequences such interpretations might have in actual 

political economy in a near future. 
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3.1. Keynesians interpretations  of the global  financial crisi s 

Due to the crisis, Keynesianism has gained strength over the liberal view. 

Keynesian interpretations of the crisis can be seen in several newspapers and 

empirical articles, which claim the main cause of the crisis was the lack of the 

government intervention in the financial sector. According to Mollo (2008), the 

dominance of the financial economy over the productive economy had a limit: 

when people realized that the fictive economy was overinflated in relation to the 

real economy, assets began to devaluate, leading to the financial crisis the world 

has been facing. 

Such interpretations affirm that the foundations of the global economic 

crisis rely basically on the irresponsibility and greed of bankers and other financial 

actors who gambled in financial markets through casino-like behaviors. Therefore, 

in the lack of governmental regulation markets would be naturally instable, 

generating repeatedly boom-and-bust cycles. 

Keynesians suggest that the natural flaws of the market led to a situation 

where agents could not perceive the rising economic risks. In the first years of the 

decade, the world economy was growing rapidly and bank credit had become a 

very important factor to economic stability. Among the reasons of this growing 

importance, Keynesians highlight the process of liberalization and deregulation of 

the world economy, boosting competition among firms. Thus, firms and banks had 

to obtain maximum and fast profits in order to survive in this aggressive market, 

which stimulated speculative operations over the productive ones. In addition, 

new financial products were developed, such as securization and derivatives.  The 

answer for the crisis would be then intelligently designing legislation to prevent 

casino-like behaviors in financial markets and avoiding instability.  

As it will be discussed in section 3.2 below, the Keynesian perspective 

clashes directly onto a liberal interpretation of the global meltdown. The latter 

assumes it was governmental regulation itself that created perverted incentives 

which stimulated agents to act the way they did. This section will try to pinpoint 

some of the important elements of the Keynesian argument regarding the world 

financial crisis.  
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3.1.1. Psychology and economics: Keynesian views on rationality, panic 

and confidence 

One of the main differences between liberals and Keynesians is that the 

former believe competitive markets pose as a roadmap to economic agents so they 

can coordinate time with interest and make decisions regarding spending and 

investment (the idea of rational  expectations). Furthermore, agents would read 

present and past maps in order to make their future decisions. If, for example, 

there were clear signs that a firm would have huge profits in the future, its stocks 

prices would increase in the present. 

On the other hand, Keynesians say that the future is always full of 

uncertainty, and thus it is not possible to make any kind of prediction of whether a 

specific event will happen or not (Keynes, 1921). In other words, even though 

there might be clear signs of high profits in the future, one cannot say for sure that 

this will actually happen, since any random event may undermine this belief. What 

is more, signs might not be as clear as agents perceive them ɀ the roadmap may be 

ÓÏÍÅ×ÈÁÔ ȰÂÌÕÒÒÅÄȱȢ 

Most Keynesians believe this is what happens whenever speculation 

bubbles boom. Economic agents perceive blurred signs for their future 

investments thence making flawed decisions. This happened, for instance, during 

the dot-com bubble in the early 2000s. Stock brokers thought Nasdaq-listed 

companies would quickly have high revenues and such perception drove financial 

capital towards high-tech industry. As more people invested in online companies 

their stocks attracted more investors in an uprising spiral. However, excessive 

stock valuation eventually mounted many times actual assets of the 

aforementioned companies, what led people who realized such incongruence to 

sell their stocks. When a large amount of people started selling their stocks, the 

bubble busted and more people sold their own stocks in a vicious cycle ɀNasdaq 

then free fell. Even companies which had solid assets broke out due to this 

situation, as brokers started selling high-tech stocks altogether and financial 

capital drained out. 

Keynesians characterize the aforementioned pictures as panic waves and 

alleged actual evidence for market irrationality. This is also believed to have 
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happened during the US housing market bubble. Commenting on the effect panic 

and irrationality played in the outbreak of the undergoing crisis, New York Times 

op-ed columnist Paul Krugman (2008a) said:  

7ÈÁÔ ÍÁÄÅ ÔÈÅ ÍÁÒËÅÔ ÓÏ ÖÕÌÎÅÒÁÂÌÅ ÔÏ ÐÁÎÉÃȩ )Ô ×ÁÓÎȭÔ ÓÏ ÍÕÃÈ Á 

matter of irrational exuberance ɂ although there was plenty of that, too 

ɂ as it was a matter of irrational complacency. After the bursting of the 

technology bubble of the 1990s failed to produce a global disaster, 

investors began to act as if nothing bad would ever happen again. Risk 

premiums ɂ the extra return people demand when lending money to 

less than totally reliable borrowers ɂ dwindled away. For example, in 

the early years of the decade, high-yield corporate bonds (formerly 

known as junk bonds) were able to attract buyers only by offering 

interest rates eight to 10 percentage points higher than U.S. government 

bonds. By early 2007, that margin was down to little more than two 

percentage points. 

)Ô ÉÓ ÐÏÓÓÉÂÌÅ ÔÏ ÓÕÍ ÕÐ Ô×Ï ÍÁÉÎ ÐÏÉÎÔÓ ÒÅÇÁÒÄÉÎÇ ÁÇÅÎÔÓȭ ÉÒÒÁÔÉÏÎÁÌÉÔÙ ÔÏ 

Keynesianism: i) agents might have problems in perceiving correctly available 

signs and trends; and ii) even if signs are crystal clear, agents might choose to 

ignore them and believe no similar situations will happen in the near future. 

Furthermore, specifically during crises on financial markets, when there is lack of 

confidence over the system as a whole, agents might freeze their decisions 

altogether as signs are totally ambiguous and no rational decisions can be made. 

Regarding the global financial crisis, the Keynesian timetable would be as 

follows: i) financial markets were deregulated by major economies; ii) regulation 

easement made possible the creation of new financial packages, such as over-the-

counter derivatives, credit swaps, and securitization schemes (see section 3.1.3. 

below for further information on new financial instruments) ; iii) banks expected to 

expand loans and profits through lending money to subprime borrowers, ignoring 

signs of previous financial downturns; iv) financial institutions and banks used 

new financial packages and instruments so as to carry on bad accounting practices 

and pretend their beverages and debts were not so high; v) when mortgage prices 

skyrocket people simply abandoned their homes and left financial institutions with 

worthless houses and the bubble busted. 

Moreover, once the crisis hit financial markets it had an epidemic spill-over 

effect over several other sectors of world economy, as firms and people need credit 
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to back their investments or to finance their expenses. Banks need working 

capital10 to fund their daily activities and during crisis inter-instituti onal loans 

were virtually zeroed. As an obvious consequence, new loans were halted and even 

healthy financial institutions went bankrupt do to the absence of working capital 

during a particular period of time.  

According to Koutsobinas (2010), the overall loss of confidence not only in 

the banking system stability, but also in the real economy was one of the main 

causes that have led to the contagion of the US mortgage crisis all over the world. 

In addition, due to the inherent animal spirit of human behavior, human actions 

are based more on overall business optimism than on mathematical expectations, 

leading to biased inferences of future happenings. Accordingly, the government is 

the main responsible to maintain overall confidence in order to incentive economic 

growth (Shiller, 2009). 

During panic times, even extra savings or liquidity do not pose as extra 

available credit, as banks will not necessarily lend extra incomes. Such fact even 

led to further criticism about government bailout of financial institutions because 

governments were bailing out banks expecting them to restore credit to national 

financial markets whereas public funding was actually used to for paying 

dividends and providing golden parachutes. Liberals would say it was naïve expect 

private corporations not to think in its immediate interests and there should be no 

bailing out in the first place (see section 3.2. below).  

 

3.1.2. Market failure and Keynesian boom -and-bust cycle 

When financial activities freezes economic activity as a whole diminishes ɀ 

both consumption and investment. In the Keynesian logics, when volume of 

investment and propensity to consume decreases employment decreases as well. 

                                                 
10 Ȱɍ7ÏÒËÉÎÇ ÃÁÐÉÔÁÌ ÉÓ ÄÅÆÉÎÅÄ ÂÙɎ ÃÕÒÒÅÎÔ ÁÓÓÅÔÓ ÍÉÎÕÓ ÃÕÒÒÅÎÔ ÌÉÁÂÉÌÉÔÉÅÓȢ 7ÏÒËÉÎÇ ÃÁÐÉÔÁÌ 

measures how much in liquid assets a company has available to build its business. The number 
can be positive or negative, depending on how much debt the company is carrying. In general, 
companies that have a lot of working capital will be more successful since they can expand and 
improve their operations. Companies with negative working capital may lack the funds necessary 
ÆÏÒ ÇÒÏ×ÔÈȢȱ 2ÅÔÒÉÅÖÅÄ ÆÒÏÍ Investorwords online dictionary 
(http://www.investorwords.com/5334/working_capital.html).  
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With lower employment there would be even lower consumption and economic 

recession would last longer. 

As uncertainty was prevailing amongst consumers and investors, 

individuals and firms tended to postpone any kind of expenses. Theoretically less 

demand should lead to lower prices and higher savings should imply more credit 

availability. Nevertheless, Keynesians point out to reasons for why this allegedly 

does not happen. Firstly, as mentioned in the previous section, low confidence 

levels in financial markets make lending quite hard to happen. Secondly, during 

recessions it appears scenarios characterized ÁÓ ÔÈÅ ȰÐÁÒÁÄÏØ ÏÆ ÔÈÒÉÆÔȢȱ +ÅÙÎÅÓ 

(2003 [1936])  stated individual savings would ultimately lead to lower aggregate 

demand and, paradoxically, to lower aggregate savings in the economy, adding that 

reconciliation of the identity between saving and investment with the 

apparent 'free-will' of the individual to save what he chooses 

irrespective of what he or others may be investing, essentially depends 

on saving being, like spending, a two-sided affair. For although the 

amount of his own saving is unlikely to have any significant influence on 

his own income, the reactions of the amount of his consumption on the 

incomes of others makes it impossible for all individuals simultaneously 

to save any given sums. Every such attempt to save more by reducing 

consumption will so affect incomes that the attempt necessarily defeats 

itself (Keynes, 2003 [1936]). 

Therefore, there would be one single answer to economic downturn: 

providing for aggregate demand through high levels of government spending. 

During the undergoing crisis governments initially adhere to this sort of response 

to the downturn by launching so-called stimulus packages which consisted mainly 

of temporary non-ÕÎÉÖÅÒÓÁÌ ÔÁØ ÃÕÔÓ ÔÏ ȰÓÔÒÁÔÅÇÉÃ ÉÎÄÕÓÔÒÉÅÓȱȟ ÓÕÂÓÉÄÙ ÐÁÃËÁÇÅÓ ÁÎÄ 

several bailouts. In the Keynesian tradition countercyclical measures of recurrent 

boom-and-bust cycles government spending would ease recession and provide for 

a permanent quasi-boom (see Graph 1 below). 
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Graph 1 ɀ Keynesian boom -and-bust cycle with expected res ults for countercyclical measures  

In what regards bailing out financial institutions, some Keynesians, 

especially Paul Krugman, have condemned government decisions. Krugman 

(2008b) argues driving new money to financial institutions will not work because 

the market is severely distorted. Currently, the Fed has tried to keep securities 

(and houses) prices high because financial institutions resorted on these securities 

to assure liquidity and financial health and people had, many times as their only 

assets, their homes. However, Krugman points out there might be little room for 

effective particular intervention in financial markets thence government should 

concentrate its efforts on the effects the crisis is having in the real economy. 

Therefore, Krugman does support government regulation and a severe stimulus by 

the US government. However, he thinks it should be directed to companies where 

it would help creating jobs and triggering the Keynesian multiplier in the economy. 
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Graph 2 ɀSecurities markets in America (Krugman, 2008b) . 

The first graph stands for demand equilibrium in a given period of time whereas the second stands for 

a situation where marginal prices only have effect over demand when the decrease is substantial; and 

the third stands for a analogous situation, but when demand is decreased altogether.  

 

3.1.3. New financial instruments: the case for derivative s 

During the last quarter of the 20th century, several financial products were 

developed with the purpose of obtaining higher profits  and expanding worldwide 

credit availability . Gilpin (2001) stresses those new financial instruments are 

characteristics of globalization and are both cause and consequence for 

international capital flow deregulation. 

The one financial instrument which has been widespread in the US housing 

market are derivatives contracts, i.e. a contract between two parties in which its 

value is linked to the price of another financial instrument11. To put it simply, it is 

when two parties agree to exchange some product at time t and in the contract 

                                                 
11 The most common types of derivatives are: swaps, futures, and options. 
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they agree a repurchase of this product in time t+1 by a determined price. 

Derivatives were mainly used to mitigate risk, by diversifying ones portfolio, and 

to speculate. These operations can be really lucrative for the investor if the price 

determined in the contract (Pt+1) is higher than the real price in this period, i.e. 

PRt+1. However, if the contracted price is lower than the real price (PRt+1> Pt+1) the 

investor would incur in losses since it would have to repurchase the product in a 

higher price. Thus, it easy to see that a downturn of these operations is the 

excessive risks banks and investors have to face, since the future value of a product 

cannot be accurately predicted in the present.  

The use of the derivatives and other complex financial products, which have 

been increasingly used in the years before the crisis, made financial markets 

around the world become more interdependent, which has also increased the risk 

of contagion. Occasional gains and losses in the derivative market are more than 

expected. The problem is that when several institutions and investors start to 

default on these operations and/or to incur in huge losses to pay their obligations. 

It was not a surprise that European banks were among the first to be affected by 

the crisis, since they were securitizing a large amount of loans from American 

THE FOREIGN EXCHANGE SWAP (FX SWAP) 

3ÕÐÐÏÓÅ ÔÈÅÒÅ ÁÒÅ Ô×Ï ÐÁÒÔÉÅÓȟ Ȱ!ȱ ÁÎÄ Ȱ"ȱȢ Ȱ!ȱ ÉÓ Á ÂÁÎË ×ÁÎÔÓ ÔÏ ÂÏÒÒÏ× ρςυ ÔÈÏÕÓÁÎÄ 
dollars for 100 thousand Euro (implying an exchange rate of 1,25 $/Euro) to finance some 
ÉÎÄÕÓÔÒÉÅÓ ÉÎ ÔÈÅ ÒÅÇÉÏÎ ÉÔ ÏÐÅÒÁÔÅÓȢ Ȱ"ȱ ÉÓ ÁÎÏÔÈÅÒ ÂÁÎË ÔÈÁÔ ÈÁÓ Ôhis amount of Euro to supply 
Ȱ!ȱȟ ÁÎÄ ÁÌÓÏ ÈÁÓ ÔÈÅ ÎÅÅÄ ÔÏ ÈÁÖÅ ÓÏÍÅ ÄÏÌÌÁÒÓȢ 4ÈÅÒÅÆÏÒÅȟ ÔÈÅÓÅ Ô×Ï ÐÁÒÔÉÅÓ ÁÇÒÅÅ ÔÏ 
ÅØÃÈÁÎÇÅ ÔÈÅÓÅ ÃÕÒÒÅÎÃÉÅÓ ÆÏÒ φ ÍÏÎÔÈÓȢ -ÏÒÅÏÖÅÒȟ Ȱ!ȱ ÔÈÉÎËÓ ÔÈÁÔ ÔÈÅ ÅØÃÈÁÎÇÅ ÒÁÔÅ φ 
months from now is going to be 1,50 $/Euro, and thus aÇÒÅÅ ×ÉÔÈ Ȱ"ȱ ÔÈÁÔ ÉÔ ×ÏÕÌÄ ÒÅÐÕÒÃÈÁÓÅ 
its 100 thousand euro with the price of 1,40 $/Euro.  Thus, it seems that, supposing that B 
agrees with this price, the contract tends to be more benefic to A than to B. However, this 
finding is based only in the expectations of A of a possible future exchange rate.  

Scenario 1: the market exchange rate is the same as the value agreed by both parties. Then, 
ÎÏ ÏÎÅ ÈÁÓ ÁÎÙ ÆÉÎÁÎÃÉÁÌ ÂÅÎÅÆÉÃÉÁÌ ÉÎ ÔÈÅ ÏÐÅÒÁÔÉÏÎȢ Ȱ!ȱ ÒÅÐÕÒÃÈÁÓÅÓ ÔÈÅ ρππȟπππ %ÕÒÏ ÂÙ 
paying the $140,000 to Ȱ"ȱȢ 

Scenario 2: Should an extreme and unpredicted event happen and devaluate the dollar even 
further than expected, for example to 1,50 $/Euro, A would buy their Euro for the same 
amount of dollars, while it would had to pay $150,000 to buy the same amount of Euro in the 
ÍÁÒËÅÔȢ (ÅÒÅȟ Ȱ!ȱ ÈÁÄ Á ÆÉÎÁÎÃÉÁÌ ÇÁÉÎ ÉÎ ÔÈÅ ÆÏÒÅÉÇÎ ÅØÃÈÁÎÇÅ Ó×ÁÐ ÏÆ ÅØÁÃÔÌÙ Αρπȟπππȟ ×ÈÉÌÅ 
Ȱ"ȱ ÌÏÓÔ ÔÈÅ ÓÁÍÅ ΑρπȟπππȢ  

Scenario 3: A would buy their Euro for the same amount of dollars, while it would had to pay 
ÏÎÌÙ Αρσπȟπππ ÔÏ ÂÕÙ ÔÈÅ ÓÁÍÅ ÁÍÏÕÎÔ ÉÎ ÔÈÅ ÍÁÒËÅÔȢ 4ÈÅÒÅÆÏÒÅȟ Ȱ!ȱ ÌÏÏÓÅÓ ÉÎ ÔÈÅ ÏÐÅÒÁÔÉÏÎȢ 

We can explain this relative gains or losses in the derivative market passes through the fact 
ÔÈÁÔ ×ÈÅÎ Ȱ!ȱ ÄÏÅÓ ÎÏÔ ÈÁÖÅ ÔÈÅ ÎÅÃÅÓÓÁÒÙ ÁÍÏÕÎÔ ÏÆ ÄÏÌÌÁÒÓ ÔÏ ÒÅÐÁÙ "ȟ ÉÔ ×ÏÕÌÄ ÈÁÖÅ ÔÏ ÂÕÙ 
these dollars in the market. Since the value is depreciated even more than the value 
ÃÏÎÔÒÁÃÔÅÄ ÂÅÔ×ÅÅÎ ÔÈÅ ÐÁÒÔÉÅÓȟ Ȱ!ȱ ×ÏÕÌÄ ÂÕÙ ÔÈÅ ΑρτπȢπππ ÂÙ ΌωσȢσσσȟ ÒÅÐÁÙ Ȱ"ȱ ÁÎÄ 
ÒÅÃÅÉÖÅ ΌρππȢπππ ÉÎ ÒÅÔÕÒÎ ɉÔÈÅ ÐÒÏÆÉÔ ÈÅÒÅ ÉÓ ÅÑÕÁÌ ÔÏ ΌφȢφφφɊȢ 
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banks, and they were also highly exposed to the foreign exchange swap market. 

After the Lehman Brothers bankruptcy, there was a problem of dollar funding 

shortage all over the world. Therefore, the prices of the swap market have 

increased substantially, making European banks more vulnerable. The FX swap 

was, however, the only solution to obtain dollars since the interbank dollar market 

has practically ceased, i.e. no one wanted to be short of dollars (Baba & Packer, 

2009). 

Other implication was that the financial innovations only delayed the 

inevitable, since it has further increased the asset bubble already in place in the US 

housing sector. GDP growth became more and more dependent on the credit 

availability in the economy. Since many economists have predicted the occurrence 

of this crisis many years before it actually happened, the competent authorities 

should have taken measures in order to revert this risk-taking behavior of banks. 

The FED should have imposed banks to respect the Basel Capital Requirement, in 

which a certain amount of the total value lent by banks should be set aside in order 

to cover for risky assets. In addition, it should have bought the toxic assets or even 

stock shares of these banks in order to give more stability to their financial 

account11. The FED, however, has only delayed the burst of the housing bubble by 

maintaining the interest rates artificially low, but mainly by not taking any actions 

to preserve the quality of bank operations12. Since these measures were not taken, 

several banks guessed, wrongly, that they could expand their lending activities 

without worrying about the risk of default from its debtors. When banks realized 

that they were facing severe risks, it was already too late. 

 

3.2. Liberal interpretations of  the world financial crisis  

There are important remarks made by liberals, both from monetarists and 

members of the Austrian School, which highlight processes of the global financial 

crisis. Nevertheless, most of these interpretations are kept away from newspapers 

and the general public. Currently, a fast reading of most international papers 

                                                 
12 As can be seen in the next subsection, the low interest rates were also pointed by the liberals as 

one of the causes of the crisis. Keynesians, however, focus on the idea that these low interest rates 
were in fact a driver to speculation, i.e. it eased these actions by banks and investors, since the 
cost of opportunity was low. 
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would lead to the perception that the undergoing international financial crisis 

would have been the final act of a model. Lehman Brothers collapse should be to 

free-market capitalism as the fall of the Berlin Wall was to socialism. There should 

be hence a fundamental change on the underlying principles of international 

political economy. Such argument states there is a readjustment on beliefs and 

principles that organize Western societies towards a Keynesian approach to 

political economy, because faith on market regulation had proven essentially 

wrong (Fox, 2008). The utmost proof of free market capitalism collapse should be 

Alan GreenspanȭÓ ÃÏÎÆÅÓÓÉÏÎ ÔÈÁÔ ȰÈÅ ÈÁÄ ÐÕÔ ÔÏÏ ÍÕÃÈ ÆÁÉÔÈ ÉÎ ÔÈÅ ÓÅÌÆ-correcting 

power of free markets and had failed to anticipate the self-destructive power of 

×ÁÎÔÏÎ ÍÏÒÔÇÁÇÅ ÌÅÎÄÉÎÇȱ (Andrews, 2008). 

What the aforementioned analysis overlooks is that is far easier to 

Greenspan and other government regulators to blame an alleged faith on 

neoclassical consensus than to admit their own mismanagement of agencies under 

their supervision. Liberal interpretations of the causes of the international 

financial crisis basically say that the problem could not be lack of regulation as 

financial agents responded exactly to incentives created by government regulation 

ɀ bankers and borrowers did exactly what government told them to. What is to 

blame then would not be free-market capitalism but rather bad regulation and 

government failure, a combo that would lead to a traditional government-

generated boom-and-bust cycle. 

Furthermore, one should not ask the very creators of the housing bubble 

what went wrong. Asking the Fed what should be done while the Fed had such an 

active role in generating the crisis is therefore a bad choice. One should then look 

outside bureaucracy for answers. Probably just a few years ago a free-market 

perspective would be mainly excluded from the debate ɀ a phenomenon which was 

ÒÅÆÅÒÒÅÄ ÔÏ ÂÙ &ÒÉÅÄÍÁÎ ÁÓ ÔÈÅ ȰÔÙÒÁÎÎÙ ÏÆ ÓÔÁÔÕÓ ÑÕÏȱ (Friedman, 2002 [1962]). 

However, a bunch papers and texts with liberal approaches to the global 

financial crisis popped out online just a few months after the first effects of the 

bust. This section is chiefly based upon such online resources. Moreover, it was 

ÕÓÅÄ 4ÈÏÍÁÓ 7ÏÏÄÓȭÓ .Å× 9ÏÒË 4ÉÍÅÓ ÂÅÓÔÓÅÌÌÅÒ Meltdown one of the few, as 

ÄÅÓÃÒÉÂÅÄ ÂÙ ÔÈÅ ÁÕÔÈÏÒȟ ȰÆÒÅÅ-market looks at why the stock market collapsed, the 
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ÅÃÏÎÏÍÙ ÔÁÎËÅÄȟ ÁÎÄ ÇÏÖÅÒÎÍÅÎÔ ÂÁÉÌÏÕÔÓ ×ÉÌÌ ÍÁËÅ ÔÈÉÎÇÓ ×ÏÒÓÅȱ, which 

aggregate on paper most Austrian economics arguments which first appeared 

online.  

 

3.2.1. The Federal Reserve role and its loose monetary policy  

US Federal Funds Rate (FFR) play an important role in world economy. First 

of all, it influences world interest rates as it is considered safer than other public 

bonds and usually tends to push other government bonds upward or downward 

along with its own rates. Furthermore, several financial contracts within American 

economy, especially mortgages, have adjustable rates somehow pegged to the FFR. 

Therefore, a practice of sound monetary policy by the Fed is a prerequisite for 

good economy outcomes. 

In what regards the international financial crisis, it must be noted that the 

monetary policy of the US government was, according to Taylor (2008), very loose, 

since the Federal Reserve decreased interest rate from 6% in 2000 to 1% in 2003-

2004, which is a very low annual percentage in comparison to the historical US 

interest rate series. Fed rates were also very low whenever compared to Taylor 

econometric models to assure that actual interest rates reach a desired target 

interest rate to face a gi 

ven inflation index13.  Graph 2 below summarizes US monetary picture 

during the first half of the 2000s and show that there has been a significant 

ÄÅÖÉÁÔÉÏÎ ÂÅÔ×ÅÅÎ ÁÃÔÕÁÌ ÒÁÔÅÓ ÁÎÄ ÔÁÙÌÏÒ ÒÕÌÅȭÓ ÐÒÏÐÏÓÅÄ ÒÁÔÅÓ ×ÈÉÃÈ ÐÏÉÎÔÓ ÏÕÔ 

ÔÈÁÔ ÔÈÅÒÅ ÉÓ ÃÌÅÁÒÌÙ ÅÖÉÄÅÎÃÅ ÔÈÁÔ ȰÔÈÅÒÅ ×ÅÒÅ ÍÏÎÅÔary excesses during the 

ÐÅÒÉÏÄ ÌÅÁÄÉÎÇ ÕÐ ÔÏ ÔÈÅ ÈÏÕÓÉÎÇ ÂÏÏÍȱ (Taylor, 2008). 

                                                 
13 Ȱ4ÁÙÌÏÒ ÒÕÌÅÓ ÁÒÅ ÓÉÍÐÌÅ ÍÏÎÅÔÁÒÙ ÐÏÌÉÃÙ ÒÕÌÅÓ ÔÈÁÔ ÐÒÅÓÃÒÉÂÅ ÈÏ× Á ÃÅÎÔÒÁÌ ÂÁÎË ÓÈÏÕÌÄ ÁÄÊÕÓÔ ÉÔÓ 

interest rate policy instrument in a systematic manner in response to developments in inflation 
and macroeÃÏÎÏÍÉÃ ÁÃÔÉÖÉÔÙȱ 2ÅÔÒÉÅÖÅÄ ÆÒÏÍ ÔÈÅ .Å× 0ÁÌÇÒÁÖÅ $ÉÃÔÉÏÎÁÒÙ ÏÆ %ÃÏÎÏÍÉÃÓ /ÎÌÉÎÅȡ 
http://www.dictionaryofeconomics.com/article?id=pde2008 _T000215&q=taylor%20rules&topic
id=&result_number=1.  Taylor rule is defined by the following equation: 

 

 
 

where  stands for the target interest rate;  stands for the inflation as measured by the GDP 
deflator;  stands for the target inflation for that period of time;  stands for the equilibrium 
interest rate;  stands for the real GDP; and  stands for the potential output. (Taylor, 1993). 

http://www.dictionaryofeconomics.com/article?id=pde2008_T000215&q=taylor%20rules&topicid=&result_number=1
http://www.dictionaryofeconomics.com/article?id=pde2008_T000215&q=taylor%20rules&topicid=&result_number=1
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Graph 3. FFR actual and taylor conterfactual (%)  

(The Economist, October 18, 2007)  

According to Greenspan (2007), the FED was trying to give the right 

incentives for the US economy to recover from the dot-com crisis and to counter 

potential deflation. By doing that, Greenspan was responding to the claims of 

heterodox economists, such as Krugman (2002), for lower interest rates and 

government spending after the Nasdaq bubble. However, this easy monetary policy 

ÈÁÓ ÃÒÅÁÔÅÄ ÔÈÅ ÎÅÃÅÓÓÁÒÙ ÃÏÎÄÉÔÉÏÎÓ ÆÏÒ Á ȰÂÏÏÍȱ ÉÎ ÈÏÕÓÉÎÇ ÐÒÉÃÅÓ ÁÎÄ ÉÔ ÈÁÓ ÏÎÌÙ 

delayed the inevitable: the blast of this financial bubble. Real state indexes show 

that there was correlation between federal low interest rates and rising housing 

prices.  
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Graph 4. US Home Prices Index (Case-Schiller)  

Free-market advocates state there is causal nexus between these variables. 

The Fed, through a mismanagement of monetary policy, artificially lowered credit 

costs, and created bad incentives that led firms and people to allocate investments 

on real state ɀ a phenomenon Ludwig von Mises called malinvestiments (von Mises, 

1996 [1963]) . Instead of blaming government lack of regulation of financial market 

and greed it should be instead considered incentives provided by the federal 

government to financial agents (Epstein, 2008). 

Taylor (2008) provides further evidence which support correlation 

between actual FFR deviations from the counterfactual rule as shown in Graph 2 

and the housing bubble. He designed econometric models which set forth 

regression techniques to posit what would have happened if the Fed had not 

carried on a loose monetary policy during the mid-2000s. Besides identifying the 

boom and bust cycle with actual statistical data, Taylor shows the housing bubble 

could have been avoided if the Fed had established higher interest rates. 
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Graph 5. The Boom-Bust in Housing Starts Compared with the Counter factual (Taylor, 2008)  

 

3.2.2. Housing populism in the US 

There was a set of policies in the US that might be considered a kind of 

housing populism. Such characterization is based on the idea that on the short-run 

the process was beneficial to all players involved. Bankers would have expanded 

its credit market and profits; borrowers would have cheaper credit; and politicians 

would have both banks donations and borrowers votes whenever the boom-and-

bust cycle kept upward. 

Victor Ramirez, who bought a home in Lago Vista in 2002, told the Times, 

Ȱ) ×ÁÓ Á ÓÔÕÄÅÎÔ ÍÁËÉÎÇ Αρχȟπππ Á ÙÅÁÒȟ ÍÙ ×ÉÆÅ ×ÁÓ ÂÅÔ×ÅÅÎ ÊÏÂÓȢ )Î 

ÒÅÔÒÏÓÐÅÃÔȟ ÈÏ× ÉÎ ÈÅÌÌ ÄÉÄ ×Å ÑÕÁÌÉÆÙȩȱ -ÏÓÔ ÒÅÓÉÄÅÎÔÓȟ ÈÅ ÓÁÙÓȟ ×ÅÒÅ 

ȰÄÕÐÅÄ ÉÎÔÏ ÂÅÌÉÅÖÉÎÇ ÉÔ ×ÁÓ ÅÁÓÉÅÒ ÔÈÁÎ ÉÔ ×ÁÓȢ 4ÈÅ ÁÔÔÉÔÕÄÅ ×ÁÓȟ Ȭ3ÉÇÎ 

here, sign heÒÅȟ ÄÏÎȭÔ ÒÅÁÄ ÔÈÅ ÆÉÎÅ ÐÒÉÎÔȢȭ ȱ 2ÁÍÉÒÅÚ ×ÏÕÌÄÎȭÔ ÇÏ ÓÏ ÆÁÒ ÁÓ 

ÔÏ ÓÁÙ ÐÅÏÐÌÅ ×ÅÒÅ ÖÉÃÔÉÍÉÚÅÄȠ Ȱ×Å ×ÅÒÅ ÄÅÆÉÎÉÔÅÌÙ ×ÉÌÌÉÎÇ ÖÉÃÔÉÍÓȟȱ ÈÅ 

admitted (Woods, 2009). 

American government, both under Democratic and Republican 

administrations, has moved towards deliberately stimulating real state ownership. 

For instance, President George W. Bush plans for creating an ownership society is 

usually considered to be a conservative manifesto. However, its keystone was 

ÅØÐÁÎÄÉÎÇ ÈÏÍÅÏ×ÎÅÒÓÈÉÐ ÔÈÒÏÕÇÈ ȰÁÆÆÏÒÄÁÂÌÅ ÈÏÕÓÉÎÇȱ ÁÎÄ ȰÈÅÌÐÉÎÇ ÆÁÍÉÌÉÅÓ 




