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Introduction

The research that has culminated in this book was prompted, I now
realise, by an incident that took place on one dreary October
morning in 1997 in Minsk, capital of Belarus. It was my first day at
work in one of the city’s young investment firms. As a graduate
student in economics, I was thrilled to have secured the post of
financial analyst (whatever that might mean) in one of the city’s
thriving new financial institutions. Yet as I turned up at the smart
office in the centre of Minsk, I was rather disappointed to learn 
that my new colleagues were distinctly uninterested in the new
addition to their team. They were instead glued to computer
screens, repeating ominously ‘Asia is falling!’

Earlier that year, a frantic panic engulfed several of the world’s
most successful economies: the so-called East Asian ‘tigers’. Having
performed spectacularly well in attracting foreign investment and
sustaining high economic growth for about 20 years, the small,
export-oriented economies collapsed like a stack of domino chips
under the pressures of currency speculation, asset bubbles and bank
runs. The crisis that started on 2nd of July in 1997 in Thailand soon
spread to neighbouring economies – the Philippines, South Korea,
Malaysia and Indonesia. The scale and scope of the financial disaster
was terrifying: for a long while, the ‘tigers’ had been widely perceived
as ‘miracle’ economies, equipped with the necessary economic and
human capital, and guided by pro-active, development-oriented
governments. The financial collapses of summer–autumn of 1997
not only ruined many lives in the crisis-hit economies, but sent
shock waves through the global financial markets. By October 1997,

1
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several of the affected countries had been forced to approach the
IMF for emergency finance, and the ensuing crisis management pro-
grammes, centred on restrictive economic measures, exacerbated the
consequences of the financial collapses even further. 

Back in the small Minsk-based financial firm, anxiety about falling
Asian markets was puzzling. The firm that I have joined was
engaged mostly in speculative trade on the Russian securities
market, and in the centre of Belarus, ‘Asia’ seemed remote and quite
irrelevant. Things were made much clearer however, when three
months later, the firm filed for bankruptcy and staff were made
redundant. As it transpired, a fall of the distant Asia has had a
direct, and very tangible, impact on the young financial markets in
Russia and some of its neighbours, costing hundreds of managers
and financiers their prestigious jobs.

It was this experience that prompted me to embark on a study of
financial crises. Although the historical record of financial booms
and busts goes a long way, it seems that financial crisis became a
curse of the 1990s. The devastating wave of financial implosions in
Mexico, East Asia, Russia, Brazil, Argentina and other emerging
economies have thrown millions of people into poverty and misery.
Unlike earlier outbreaks of financial instability, in the late 1990s,
the crises were not confined to the peripheral regions of the global
economy. To the bewilderment of many, distress soon spread to the
seemingly well-governed, advanced capitalist world. The scandals of
high-profile firms like LTCM, Enron, WorldCom, Parmalat, Fannie
Mae and Freddie Mac, along with the burst of the Nasdaq bubble
itself, have accentuated the fragility of finance, and compromised
many conventional views on crisis and its management. What, then,
are the causes of fragile finance today? How can we better under-
stand the nature of financial crisis in the age of globalisation? And
what lessons can be drawn from the recent experience? Exploring
various approaches to understanding financial fragility and crisis,
this book seeks to provide an answer to each of these questions. 

A classic of financial history, Charles Kindleberger, once said:
‘Financial crisis is like a pretty girl: difficult to define, but rec-
ognisable when seen’ (in Kindleberger and Laffargue 1982: 2).
Kindleberger’s metaphor reflects the powerlessness that analysts and
observers, both from the academe and in the policymaking com-
munity, encounter in the face of financial volatility. While it is easy

2 Fragile Finance
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to search for triggers of a crisis once it erupts, it is far more difficult
to discern the warning signs of a looming collapse of a currency, a
bank, or a stock market. It is even more difficult to see the warning
signs in time when all three elements – currency, the financial
sector and the banking system – are intertwined in a complex chain
of global credit. And yet most of the financial implosions of the late
1990s–early 2000s occurred precisely at the juncture of foreign
exchange pressures, banking sector strains and speculative manias
in the financial market, pulling individual corporations, national
economies and in the case of East Asia, a region, into the trap of
over-indebtedness, illiquidity and ultimately, bankruptcy. 

In the wake of the financial dramas of the last decade, a plethora
of analytical perspectives on the nature of crises and possible reme-
dies emerged in the academic literature and in the policymaking
community. Conventional economic approaches have tended to
treat the crises as a series of unfortunate but isolated events, only
marginally related to each other, and caused mostly by peculiar
problems of the economies concerned: crony capitalism in the case
of East Asia; bad governance in the cases of Russia and Argentina;
greed or ‘irrational exuberance’ in the case of LTCM, Enron and the
‘dotcom’ bubble. The perspective underlying such readings implies
that the origins of crises lay not so much with the system as such,
but with certain actors or market segments. 

The study proposed in this book, on the contrary, seeks to
demonstrate that there is a dangerous, yet still often overlooked
connection between the crises of the past decade. It lies at the nexus
of the increased opportunities for speculation offered by liberalised
and globalised financial markets; and the ability of financial institu-
tions and other market participants to continually generate and
employ new instruments of credit. Being intimately interlinked,
these tendencies shape the global financial system today and consti-
tute a paradox of deregulated credit. As this study explains, on the
one hand, the ability of financial institutions and other borrowers
to generate new credit instruments and trading techniques facil-
itates the dispersion of risks in the markets, as well as the globalisa-
tion of finance. On the other hand however, the new channels of
borrowing lead to a build-up of large structures of credit and thus,
massive volumes of debt in a pyramid-like fashion. This tendency, I
argue, is a major factor contributing to the present-day fragility of

Introduction 3
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finance. Disturbingly, the effects of the liberalisation of financial
markets, as well as the nature of credit itself, translate these institu-
tional tendencies into crises of insolvency for private corporations,
economic sectors, countries and even regions. Thus this book devel-
ops a vision of financial fragility that centres on three entrenched
and intimately interrelated, yet poorly understood, products 
of deregulated credit: financial innovation, deficit financing, and 
progressive illiquidity of financial structures. With these premises,
the book examines the role of subjective assessments, progressive
illiquidity and deficit financing in the events that defined the global
financial system during the past decade, and draws some implica-
tions for the emerging design of global financial governance.

Since the collapse of the Bretton Woods regime in 1971–1973,
financial volatility has become a well-rehearsed theme in various
branches of the social sciences. The events of the 1990s have fuelled
the debate between various schools of thought further. In particular,
the issue of the long-term implications of the crisis wave for
world economic stability became a point of contentious debate.
Some believe that the increased frequency of financial crises is a
normalising element within a cyclical evolution of the global
economy and that crises and bubbles can, in fact, be useful for 
the economic system as a whole (e.g. Kapstein 1996; Pollin 1996;
Eatwell 2004; Allen and Gale 1999). Others are less optimistic,
noting disturbing parallels between heightened financial fragility
and recession tendencies today, and the Great Depression of the
1930s (e.g. Krugman 2000; Stiglitz 2004; Bonner and Wiggin 2005;
Rowbotham 2000).

This book aims to understand the inner workings of crisis and the
nature of financial fragility itself, and thus strives to remain open-
minded rather than prescriptive in its message. Financial crisis is
always destructive for those who are hit by it, but in many ways,
crises turn out to be ‘cleansing’ events for the economic system:
they do away with many of the preceding excesses, both in finance
and production, reveal political mistakes and strategic miscalcula-
tions, and act as corrective devices for economic agents and policy-
makers. For the East Asian ‘tigers’ and for Russia, the crises of
1997–1998 became a watershed. Millions of jobs were lost in the
wake of post-crisis restructuring; poverty levels shot up, reminding
many ordinary people that the otherwise obscure world of ‘high

4 Fragile Finance
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finance’ can have a very direct link to their livelihoods. Many polit-
ical careers were crushed; in some cases, as in Malaysia, Russia and
later in Argentina, the crisis brought an end to the political rule of
the country’s leaders. 

In the advanced industrial countries, the collapse of the ‘new
economy’ bubble in 2001, along with corporate scandals involving
firms like LTCM, Enron, WorldCom and others, saw billions of
dollars vanish from the markets, putting financial speculation and
engineering under public scrutiny. Yet, although some predicted a
deep global depression, the world seems to have escaped, at least so
far, a recurrence of the 1930s-type of economic devastation. Ten
years onwards, most of the crisis-hit economies have managed to
recover from the traumas and outperform their pre-crisis growth.
Across the world, the emerging markets, having suffered from the
exhaustion of capital inflows in the wake of the 1997–1999 crises,
are yet again receiving large inflows of capital. Furthermore, securit-
isation, credit derivatives and structured finance may help explain
why the world financial markets have remained robust and were
able to absorb individual shocks, most recently in the guise of
rating downgrades of General Motors, the implosions of Refco and
Parmalat, as well as the continuing slowdown of the US housing
market (Assassi et al. 2007: 8–9). Global financial system, it seems,
tested by the crises of 1997–1999 and reformed in their wake, has
regained its resilience and stability. 

At the same time, however, this book contends that it would be
too short-sighted to forget the experience of the late 1990s. The
caution does not only come from the long history of recurring
financial implosions, but crucially relates to one of the most 
perplexing, and precarious, tendencies in finance and credit. In
financial markets, where, according to Keynes, investment is largely
about predicting how others will behave, stability itself can be desta-
bilising. Indeed, in liberalised markets, periods of economic opti-
mism and stability tend to invite excessive risk taking by financial
operators. Monetary and financial policies aimed at supporting the
markets also contribute to a build-up of investments. While some of
these investments are sound, others are driven by pure speculation.
As a period of growth continues, the proportion of speculative
investments rises and finance become increasingly fragile: once
expectations about the future are shaken, distress cascades through

Introduction 5
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the system, often ending up in a systemic crisis. In other words, the
inner mechanics of a financial crisis are rooted in the complex
dichotomy between individual choices and aggregate outcomes: 
perceptions of individual financiers about the resilience of their
portfolios and stability of market segments often translate into
adverse dynamics at a systemic level. While an individual economic
agent may perceive her portfolio to be safe, diversified and liquid,
the system as a whole is not: the aggregate outcome of individual
beliefs and strategies is a progressively fragile state of the financial
market, industry or, as in the case of emerging markets, a national
economy (Keynes 1936; Minsky 1977, 1982a, 1986, 1991a; Mehrling
2001; Savona 2002).

In analysing the manifestations of this in-built paradox of
financial fragility today, this book draws inspiration from the
scholarship of Hyman Minsky (1919–1996), an American econo-
mist who devoted his life to the study of the evolution of finance
in capitalism. Minsky is perhaps the most prolific heterodox
scholar of financial instability. Yet, within the discipline of global
political economy, his name until recently has been somewhat
overshadowed by the likes of Keynes, Kindleberger, Polanyi and
Marx. At the same time, the wave of the recent crises has sparked a
renewed interest in Minsky’s scholarly legacy: his followers among
the post-Keynesian economists provide some of the most illum-
inating insights into theories of financial crisis and financial regu-
lation (Arestis and Sawyer 2001; Arestis 2001; Bellofiore and Ferris
2001; Davidson 1992, 2001, 2004; Dymski 2003; Toporowski 1999,
2001; Portes 1998). Remarkably, though perhaps less explicitly,
analysts in key regulatory institutions (European Central Bank, 
Bank of England, Bank for International Settlements, the IMF),
today address the policy challenges of asset inflation, financial
fragility, liquidity cycles and systemic risk, drawing on the ideas of
financial Keynesianism. 

This book revisits Minsky’s insights into financial fragility from
the perspective of the globalised credit of today. It places Minsky’s
analytical framework in the context of the ongoing changes in the
global financial system. Drawing on his, as well as on his followers’
work, this study critically elaborates on central themes in Minsky’s
theory of financial fragility in the context of the ‘investment
bubble’ crises in East Asia, Russia and other emerging markets, 
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as well as in some segments of advanced financial markets. Not-
withstanding important institutional and structural differences
within the affected countries and companies, at the centre of 
each of the recent implosions lay the dangerous cocktail of financial
speculation, progressive illiquidity and debt. Such observation
brings out a further question about the significance of the recent
wave of financial fragility: Is today’s heightened financial fragility a
blip of history, or, more disturbingly, is it an outcome of a structural
shift within global capitalism?

Hyman Minsky was a pessimist. He believed that as long as cap-
italism is governed by sophisticated financial institutions and inter-
linkages, it is inherently, and unpredictably, unstable. Analysing the
post-war American economy, Minsky maintained that the basic
source of financial fragility lies in the disproportionate development
between real profit opportunities and debt commitments of major
participants in the economic system. A major premise of the study
presented in this book, is that speculation and over-borrowing still
remain at the core of most financial imbalances and crises today;
however the processes of private financial innovation and global-
isation make it dangerously easy for today’s financiers to dis-
guise their growing share of borrowings as investments and often,
misrepresent their liabilities as profits. 

Disturbingly, the logic of ‘borrow today to pay off the debts of
yesterday’ has come to pervade among individual investors, insti-
tutional funds, corporations and even governments. Ironically, the
method of ‘honest rip-off’, famously employed by Charles Ponzi
for the construction of numerous pyramid schemes in the 1920s
America,1 has become institutionalised in the age of global
markets, turning much conventional economic wisdom on its
head. The privatisation of credit and the liberalisation of financial
markets offer guidelines for evaluating collateral that only subsist

Introduction 7

1 Charles (Carlo) Ponzi (1882–1949) was born in Parma, Italy. He immigrated
to the USA in 1903. Ponzi became the most famous (though not the only
one) architect of a pyramid scheme: borrowing money off wealthy people 
for purposes of an ‘enterprise’; than repaying the interest by borrowing 
more money from another round of ‘investors’. Ponzi’s schemes ripped off
more then 40 million Americans during the 1920s economic boom. He was
convicted of financial fraud several times, and died in poverty.

9780230_006904_02_intro.pdf  30/8/07  8:38 AM  Page 7



as long as the expectations underpinning them allow. When these
subjective expectations reverse, the entire credit structure is altered
and a crisis ensues. These dynamics, as this book argues, were
clearly at work in the global political economy during the past
decade, pulling individual institutions like LTCM, national eco-
nomies (Russia, Brazil, Argentina), and even regions (East Asia)
into the trap of illiquidity and bankruptcy. In all these episodes,
the effects of financial liberalisation, the proliferation of deriva-
tive trading and new forms of financial intermediation made it
particularly difficult to diagnose the trap of illiquidity and the
seeds of crisis in time. 

Minsky confessed, however, that he had underestimated the 
flexibility of financial capitalism. The apparent stability of profit
flows, even in the face of great stress, supported the financial ex-
pansion further; while the emergence of large institutional investors
has shifted the centre of the system from industry and banks of
Minsky’s time to complex and diversified financial markets of today
(Mehrling 1999: 149). As a result of the proliferation of global
financial markets, new techniques of borrowing and new channels
of credit expansion, capitalism is increasingly driven by a highly
complex, often hidden, web of financial dealings. Given the absence
of an explicit anchor to this growing web of credit, it is tempting to
see the world of today’s finance as a giant Ponzi pyramid: indeed
Minsky once noted that ‘Ponzi finance is a usual way of financing
investment in capitalism’ (1986: 328). Such vision prompts us to
raise the ultimate question: Does the ever-growing sophistication of
finance enhance the resilience of the global economy, or conversely,
is this sophistication only a disguise for the deepening structural
fragility of global finance? 

The parallels between the 1920s financial boom and the sub-
sequent Great Depression, and the current period marked by finan-
cial sophistication and ‘new economy’ are disturbing: both periods
were marked by a cycle of euphoric expectations, technological
innovations, asset price bubbles and financial liberalisation. Con-
fusingly, at the time of writing, key emerging markets seem to have
buffered themselves from a recurrence of a 1997/98-type crisis and
global capital markets are apparently awash with liquidity. Yet, as
Minsky warned, financial stability is always destabilising, and current
tranquillity can be deceptive.

8 Fragile Finance
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1
The Rise of Fragile Finance

Not so long ago, finance and credit were considered to be a 
‘service’ economy, supporting what many still consider to be 
the ‘real’ economy – manufacturing, labour, trade, tourism and 
so on. However, from the late 1960s onwards, perceptions about 
the role and functions of credit and finance have begun to 
change dramatically. To begin with, it appeared that on its own,
financial system was able to generate massive, and relatively easy,
profits, and that a growing proportion of the GDP of many
advanced capitalist countries was generated by the financial sector
alone. In the UK for instance, by the 1990s, the share of the
financial sector in the economy as a whole surpassed 20% of the
country’s GDP. More importantly, the financial sector has acquired
a far more prominent role in the political economy as a whole,
especially when compared to the ‘golden age’ of capitalism – the
economy of the Bretton Woods regime. Increasingly, the success 
or failure of an economy was related to the success or failure 
of the financial system. What were the causes of such a dramatic
shift?

This chapter provides an introductory overview of the major
changes that have driven the transformation of finance and facil-
itated its ascendance to the leading role in the global economic
organisation it has assumed today. Specifically, as it is argued below,
the rise of today’s finance has been shaped by three interrelated
processes: deregulation (liberalisation), privatisation, and financial
innovation. 

9
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The post-World War II international financial regime

Finance is one of the perennial candidates for the title of the
‘second oldest profession in history’. The origins of money and
financial instruments go back thousands of years and are as old as
history itself. The modern system of finance, however, has its roots
in the re-emergence of market economy in Western Europe, from
around the 11th century onwards. 

Various instruments of credit evolved gradually over the cen-
turies, but are strongly linked to the rise of the modern state system
(Braudel 1982). By the late 19th century, many of the modern instru-
ments of monetary policy and financial control had been developed
(Germain 1997; Helleiner 1994; Knafo 2006). That period also saw
the rise of immensely powerful financial houses such as J.P. Morgan
and the Rockefellers in the USA joining the powerful European
financial houses such as Barings or Rothschild which have been
established earlier. These large financial houses were truly dominat-
ing the core capitalist economies. The early 20th century will be
remembered by many as the rise of finance capital (Hilferding 1981)
or banker’s capitalism (Commons 2003). This period was the heyday
of largely unregulated, highly mobile, politically powerful financial
empires. It also witnessed one of the most famous financial booms
in modern history: the 1920s stock market rise in the USA, driven
by the euphoria associated with the new technological advances,
new financial instruments and post-war recovery. The boom of the
1920s ended up with an infamous ‘big bang’: the Wall Street crash
of October 1929, followed by the Great Depression of the 1930s. 

What emerged in the wake of the Great Depression was an
entirely new regime of financial regulation: a system characterised
by tight governmental control over capital flows within and
between nations, supported by a regime of fixed exchange rates. The
immediate post-war structure of financial regulation is often
described in financial literature as the period of financial repression –
a regime of government policies and controls over the process of
private financial intermediation (McKinnon 1973; Shaw 1973).
Domestically, controls included interest rate ceilings, requirements
for banks to hold government bonds to finance government budget
deficits, targeted credit schemes to support ‘selective’ industries,
high reserve requirements, and gold-anchored foreign exchange

10 Fragile Finance
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rates. Internationally, the regime of financial repression was accom-
panied by capital control restrictions on access to foreign financial
markets (Korosteleva and Lawson 2005). Formally guided by the
Bretton Woods international agreements, the system functioned for
a quarter of a century (1944–1971), remarkably, without a major
outbreak of financial volatility or crisis.1

The Bretton Woods era also saw the emergence of today’s key
international economic institutions such as the IMF, the World
Bank and the WTO (formerly GATT). Although their role was not
especially prominent during the years of the Bretton Woods regime
itself, these bodies came to the forefront of world economic and
financial integration in the post-Bretton Woods period. The tran-
quillity of the Bretton Woods era, associated primarily with
financial stability, high post-war growth rates in major capitalist
countries, as well as socio-economic balance, is conventionally
attributed to the implementation of Keynesian economic policies.
This period is often nostalgically referred to as ‘the golden age’ of
capitalism. This age of financial and economic tranquillity,
however, was about to be shaken by the breakdown of the Bretton
Woods system in 1971–1973. 

Deregulation and privatisation

August 15, 1971 will be remembered by many as the day when
‘money’ died. On that day, as one brilliant study has put it, US pres-
ident Nixon ‘transformed it [the dollar as a symbol of real, tangible
wealth] into something totally new, a currency without any under-
lying value whatsoever and without any limitations on the govern-
ment’s (or private sector’s) ability to create it’ (Kurtzman 1993:
60–1). The abolition of the fixed exchange rate regime anchored in
gold parity entailed many far-reaching consequences for the world
economy; in this book, it is the effect on the nature of finance and
credit that interests us. 

The gold-dollar parity that had served as the foundation for the
financial system under the Bretton Woods effectively meant that
exchange rate risks were assumed, and controlled, by the state. Once
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the gold standard was abolished and exchange rates were floated
however, the risk of exchange rate fluctuations was transferred to
the markets. Exchange rate risks were, in other words, privatised
(Eatwell and Taylor 2000: 2). 

The removal of the fixed dollar-gold anchor to world finance
introduced an additional factor of risk which needed to be
managed, a task that was taken up by the financial system itself. 
The early 1970s therefore, witnessed the rise of the financial risk-
management industry. Not only did large trading platforms for
trafficking in foreign exchange appeared in the world’s key financial
centres – New York, London, Frankfurt, Tokyo – but a whole new
industry of managing various financial risks began to evolve
(Germain 1997; Langley 2002). 

Critically underpinning this process of privatisation of credit and
financial risk was a concomitant process of financial deregulation,
or liberalisation. According to Palan (2003), the term financial
deregulation describes a medley of regulations that contributed to
the reduction, and often, complete elimination of barriers in domes-
tic and international financial markets. Again, in stark contrast to
the nationalised, tightly monitored and controlled world of finance
under the Bretton Woods, the post-1971 financial system has been
shaped by the removal of capital controls, deregulation of interest
and exchange rates, institutional reforms of the financial sector
which allowed the formation of many new institutions and chan-
nels of financial intermediation to develop. Importantly, deregula-
tion and liberalisation entailed not only institutional and structural
transformations within the financial sector. Freed from state
control, the financial system was able to stretch far beyond national
boundaries of Western capitalisms and reach the terrain of develop-
ing countries.

Already in the 1960s, commercial banks and other financial com-
panies, exploiting national regulatory loopholes in order to expand
their business, introduced new credit instruments and channels that
circumvented national financial controls (Guttman 1994: 157). The
emergence of the Eurodollar market, the rise of offshore financial
centres, as well as the deepening of private financial innovation
generally, have been attributed to these developments (Burn 1999,
2006; Palan 1998, 2002, 2003). At the international level, if the
decades of the 1950s and 1960s were the era of foreign aid and FDI;
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the 1970s became the heyday of commercial bank lending. Western
commercial banks, awash with petrodollars, were looking for new
clients. Having identified the investment needs of industrialising
countries, they advanced loans to many sovereign borrowers, partic-
ularly to Latin American economies. As a result, for most of the
1970s, the international investor euphoria was driven not only by
the growth prospects offered by these industrialising economies, but
also by the eagerness of Western commercial banks to lend overseas
in search of higher profits (Rowbotham 2000; Frieden 1981). If in
1960, bank lending to developing world was close to zero, in 1973
syndicated bank loans totalled $9.7 billion; in 1975 the figure rose
to $12 billion. Altogether, in 1978 commercial banks accounted for
30.4% of the total accumulated debt of the developing economies
(Woodward 2001).

The 1970s boom in lending to developing countries ended with a
1982 Mexican default that became generalised as the Third world
debt crisis. The 1980s saw a drop in the volume of foreign invest-
ment flows into the developing countries, or became what has also
been termed a ‘lost decade’ for Latin America (Corbridge 1993;
Griffith-Jones and Sunkel 1989; Congdon 1988). Yet following
painful debt restructurings and the implementation of structural
adjustment programmes (SAPs) in the crisis-hit countries, by the
early 1990s, the global investment cycle had been restored.
According to Krugman, the fall of the Berlin Wall in 1989 made
investing outside the Western world seem less risky than before. The
1990s economic reforms in China also offered the financial sector
new avenues for global expansion, and thus the former communist
world supplemented the investment opportunities presented by 
the existing ‘clients’ – Asian ‘tigers’ and Latin American markets.
International movements of capital became so immense that invest-
ment funds coined a new name for what previously was mostly
called Third world: now they became ‘emerging markets’, the new
promising frontier of finance (Krugman 2000: 84–5). Across the
economies of Latin America and the former socialist bloc, privatisa-
tion programmes and economic restructuring implemented under
the auspices of the paradigm of the Washington Consensus pro-
vided new opportunities for direct and portfolio investment, while
the policies of financial deregulation, such as capital account liberal-
isation, the deregulation of the banking system and the opening of
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national financial markets added to a sense of a new political and
legal framework, accommodative to foreign capital (Kahler 1998: 4;
Armijo 2001: 1; Eatwell and Taylor 2000, etc.). 

Regional differences persisted, however, during the lending boom
of the 1990s. In East Asia, despite the rapid growth in portfolio
investment, FDI remained dominant. In the ‘tiger’ economies of
East Asia, the success of state-led developmental models and export-
led industrialisation contributed to the widely held vision of the
‘Asian miracle’, encouraging massive inflows of foreign investment
(see World Bank 1993; Wade 1990). In contrast, portfolio flows were
more significant in Latin America. There, a considerable portion of
inward capital flows fuelling the rise of the emerging markets, was
in reality indigenous capital previously held in offshore accounts.
Together, East Asia and Latin America attracted the bulk of FDI and
portfolio investment. South Asia, the Middle East, and sub-Saharan
Africa lagged far behind (Kahler 1998: 4). 

Although the volume and nature of foreign investment differed
across the emerging markets, the 1990s financial boom was marked
by one notable common feature. In contrast to the lending boom of
the 1970s, when international capital flows were dominated by syn-
dicated bank loans and the major recipients of money were Third
world governments, in the 1990s, private capital flows have replaced
multilateral and bilateral aid to developing countries. Between
1984–1989 and 1990–1996, net official flows fell by nearly 50%,
while net private flows rose by approximately 700% (Armijo 2001;
Woodward 2001). 

According to Armijo (2001: 1), the change in the composition of
capital flows entailed several political ramifications for the emerging
markets. First, the greater share of private credit meant that borrow-
ing countries were somewhat less subject to the political demands of
creditor/donor states, but nonetheless were constrained to imple-
ment a package of neoliberal economic reforms. As this book will
detail in Chapters 6–8, international financial institutions such as
the IMF and the World Bank, global credit agencies and large 
institutional investors have assumed great influence over national
political-economic programmes in emerging markets, and a good
record on neoliberal economic restructuring was crucial to keep the
country’s favourable position in the global financial arena (Harmes
1998; Sinclair 2005). Second, the shift from public to private invest-
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ment flows implies that while the governments in the emerging
markets may now be less able to attain the political benefits from
capital inflows, the political and economic influence of domestic big
business increases (Haley 2001). Third, the shift towards more
flexible and fluid forms of international investment has sharply
accentuated the risk of balance-of-payments (BoP) crises for the 
borrowing country:

As liquidity sloshes about the global financial system, seeking the
highest returns, a nation may find itself inundated with ‘hot
money’ from abroad that can ignite a giddy boom – or abruptly
starved for credit when the foreign money decides, for whatever
reason, to leave (Greider 1997: 263). 

Despite differences in the composition, nature and geography of
international capital flows, the investment cycles of the 1970s and
the 1990s shared certain traits. For example, during the 1990s, like
many smaller banks in the 1970s, many institutional investors were
‘sucked’ into markets they did not fully understand by the prospect
of higher returns, as well as by the desire not to fall behind their
shrewder competitors (Woodward 2001; Congdon 1988). Emerging
markets in turn, keen to restore their economic growth but often
lacking domestic investment funds, welcomed financial inflows in
the 1990s, just as they did in the 1970s. Therefore, if in the 1970s,
the ‘recycling’ of OPEC oil surpluses served as a means of easing the
burden of adjustment to higher oil prices, in the 1990s, the increase
of FDI and portfolio investment reflected emerging markets’ access
to the global pool of private credit. In this process, just like in the
1970s, data processing and accounting systems often remained
underdeveloped and inadequate in measuring the build-up of 
liabilities accurately and on time; while efforts to improve them
remained insufficient (Woodward 2001: 202).

Among the many reasons why, despite the advance of financial
and IT technologies, these and other problems within the structure
of global financial flows persisted, in the context of this book, one
issue stands out in particular. Not only did the breakdown of 
the Bretton Woods regime in 1971–1973 see the rise of private
finance and credit, but the end of national control over the ex-
change rate, interest rates and other monetary instruments provided
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the momentum to another defining feature of global finance: the
spiral of financial innovation. 

Financial innovation

Financial innovation is as old as credit and money itself. In fact,
the different forms that money had taken throughout history –
from barley in ancient Babylon to gold, silver, plastic cards and
mobile phones today – are examples of innovation in credit instru-
ments. Although it is difficult to agree on a precise definition of
financial innovation, it is clear that it differs from invention and
innovation in other markets and industries in several important
ways. First, due to the very nature of finance (unlike in product
markets, in financial markets, money is exchanged for a future
promise), innovations in finance do not normally require large
capital inflows and can be introduced relatively quickly (Guttman
1994: 157). Second, financial innovation involves finding new
ways of borrowing, lending and investing. As such, it not only
leads to the invention of various new financial instruments, but
also to the emergence of new financial practices and institutions.
Third, the invention and establishment of new credit instruments
fundamentally relies on investors’ expectations, confidence and
credibility, and much less on ‘underlying’ economic variables, or
what is often called ‘fundamentals’ (Eatwell and Taylor 2000). This
makes finance and credit particularly sensitive to fluctuations in
moods and other subjective factors. 

And although, as mentioned above, financial innovation has
existed for centuries, it was the breakdown of the Bretton Woods
regime that spurred the acceleration of its most recent wave.
According to Guttman (1994) the first wave of innovation in
finance took place in the 1960s, when rising inflation levels made
low-yielding savings deposits less attractive for investors. Experi-
encing erosion of their traditional deposit base, the banks faced
growing demand for loans. To bridge this gap between sources and
use of funds, US commercial banks began to rely on a variety of 
borrowed funds. This shift in the industry in the 1960s, from asset
management to liability management, marks an important point in
the evolution of the credit-based economy (Guttmann 1994: 157–8;
Henwood 1997). Or what is also often called, the debt economy. 
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An additional structural factor that underpinned the current rise of
financial innovation has been the privatisation of foreign exchange
risk mentioned earlier in this chapter. Freed from state control, fluctu-
ations of currency rates became a risk that investors across the world
have to take into account when conducting their operations. Thus
exchange rate became a variable, and hence a risk and a product, trad-
able in financial markets. Monitoring, managing and controlling the
risk quickly became a highly profitable industry in itself. Profits are
attractive, and easy profits especially so. From its inception therefore,
the financial risk management industry has attracted not only the tra-
ditional financial institutions like banks, but provided the market
niche for younger companies, more flexible and willing to engage in
risk trading. Thus, the deregulation of financial markets and the pri-
vatisation of exchange rate risk in particular, gave rise to a variety of
institutional innovations within the financial sector itself. 

The political, economic, financial and technological changes of the
post-Bretton Woods period have facilitated the emergence of many
new participants in financial markets, whose functions stretch far
beyond the traditional realm of activity of commercial banks, insur-
ance companies or building societies. Rather than simply serving as
means for intermediation – connecting savers and borrowers (like a
typical commercial bank) – new financial players target risk generally,
and more specifically, changes in macroeconomic fundamentals,
prices of underlying commodities (like corn or oil), market indices
(exchange rates, prices of shares or bonds), financial indicators (e.g.,
interest rates) or aggregate indicators (e.g., stock market indices). The
instruments designed to quantify, manage and trade in these risks are
known as derivatives, or secondary financial instruments. Importantly,
these secondary instruments can be based on underlying commodity
markets, as well as financial markets themselves. As a result, the
financial industry today is a complex, tightly interconnected, plethora 
of participants, including, among others, financial branches of trans-
national corporations, banks (commercial and investment), non-bank
financial intermediaries, such as hedge funds, insurance funds, mutual
funds, investment and pension funds, private equity funds, as well as
individual retail investors.

The variety of instruments and techniques that financial investors
and traders adopt and develop is changing rapidly, and any attempt
to summarise the products of innovation is likely to become obsolete
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very quickly (see Finnerty 1992, in Henwood 1997: 51; also Miller 1986;
Mishkin and Strahan 1999). At the same time, it is notable that along
with the institutionalisation of financial innovation – i.e., the emer-
gence and establishment of large institutional funds – some financial
practices have become quite standardised and centralised. For example,
futures, options and swaps have become standard and widely used
derivative contracts, while some of the newer instruments, like syn-
thetic and structured derivative contracts2 – are customised products,
which are tailored to the needs of a particular client or a transaction.

The participants of the global financial market trade on organised
platforms, such as stock or currency exchanges; they can also
conduct their operations face-to-face, or over the counter (OTC); or
via the offshore financial centres. The worldwide deregulation of
financial markets and the continuing advance of financial innova-
tion makes today’s finance incredibly complex, sophisticated and
often, simply murky. For instance, in parallel to the rise of new
trading techniques and products, financial innovation has been
closely paralleled by the process of securitisation. Securitisation is 
a technique of converging assets that would serve as collateral for a
bank loan into securities which are more liquid and can be traded at
a lower cost than the underlying assets (Steinherr 2000: 291).3

Across many financial markets, securitisation has united many 
previously unconnected participants into a tightly interwoven chain
of global credit. Yet along with making credit networks more fluid
and interconnected, the securitisation and sophistication of today’s
financial techniques often make it particularly difficult to identify
the ‘ends’ of a financial transaction. Specifically, while securitisation
makes assets highly tradable, the ‘bundling together’ of such assets
makes the task of evaluating price exposures, the nature of risks
involved, as well as the very identity of borrower and lender,
extremely difficult. This complexity, or obscurity, of finance, is one
of the main outcomes of the post-Bretton Woods spiral of financial
revolution (see Best 2005).
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3 As Steinherr notes, the largest category of securitised assets is real estate
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Car loans and credit card obligations are also securitised.
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What drives financial innovation? As noted above, it is the 
privatisation of foreign exchange risk in 1971–1973 and the rise 
of the post-Fordist mode of economic organisation that account for
the rise of the latest spiral of financial innovation (Eatwell and
Taylor 2000, 2002; Strange 1997, 1998; Germain 1997), yet at least
two other factors have facilitated the revolutionary transformations
in the post-Bretton Woods finance. Both of these factors originate in
science and scientific progress: one is related to the implementation
of technological progress and its popularisation; another stems from
the advances in fundamental science. Perhaps the most crucial of
these factors has been the advance of information and communica-
tion technology (ICT). In a market economy, the ultimate effect of
technological advances is to intensify competition and make the
economic system more efficient. Yet it is common for a new idea
and technology to take some time to be tested, adopted and find its
customers. As Shiller (2003: 101–2) notes, the device as banal as a
wheeled suitcase has taken more than 20 years to be invented,
patented, produced and perfected to its today’s version. 

Similarly, the productivity benefits from the introduction of new
IT techniques for the industrial economy were relatively slow to
establish and measure. A 2002 OECD study reported that in the first
half of the 1990s, IT contributed to a mere 0.2–0.5 percentage points
per year of economic growth in the OECD economies. During the
second half of the 1990s, the figure rose to 0.3–0.9 percentage
points per year, with the US economy being the main beneficiary
(Colecchia and Schreyer 2002). In contrast to this somewhat disap-
pointing record of IT innovation in raising productivity, the
financial sector adopted and implemented new technological instru-
ments with great appetite and speed.

In the financial sphere, the rise of mobile telecommunication
networks, the development of Internet and satellite technology,
along with many other inventions which facilitate the flow of
information and money have been employed and advanced with
astonishing ease and speed. In a fascinating story of the rise of
megabyte money, Kurtzman (1993: 169) observes: ‘the volume 
of information travelling on Internet is growing by 25% a month.
Most parts in the system can send 2 million bits of information a
second; some parts can move 1 billion bits a second…The average
speed of transmission is half the speed of light.’ Supported by 
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economic and political globalisation, the IT sector has raised the
efficiency of financial institutions tremendously. The capitalisa-
tion of the new financial companies has far outreached the value
of the ‘old’ economy-manufacturing giants. A powerful combina-
tion of financial and virtual technologies has created a colossal
pool of funds that were central to the new economy’s advance.
This pronounced disparity of dynamism between industrial and
financial accumulation is believed to mark a new epoch in the 
trajectory of capitalism (Fine et al. 1999: 71–2). 

Finally, the rise of the new financial risk industry would not have
been possible without advances in science, and in particular, dis-
coveries in financial mathematics and physics. Managing financial risk
– a process known as financial engineering – involves building sophis-
ticated financial portfolios, in which price and risk exposures of
various assets needs to be carefully weighted and projected into the
future. The evolution of financial derivatives markets is thus inti-
mately linked to developments in finance theory, financial mathemat-
ics and physics (Saber 1999). As a result, theoretical approaches to
finance based in mathematics, such as the capital asset pricing theory
(CAPT) or Black-Scholes option pricing model, became a powerful
engine of financial innovation and engineering, facilitating the spread
of portfolio selection and diversification models, arbitrage trading and
leverage techniques at the global level. 

Finance as a global system

The combination of the processes outlined above – the deregula-
tion of financial markets, the privatisation of financial risk, the
advance of financial innovation and sophistication – have 
contributed to the complexity of contemporary finance. Global
financial ascendance does not only rest on rapid internationalisa-
tion of capital markets and a growing pool of financial capital.
Today’s financial capitalism came about through disintermedia-
tion, increased securitisation, arbitrage activities and ‘over the
counter’ trading, critically endorsed by the policies of deregulation
and liberalisation (Bello et al. 2000: 2–5). The complexity of credit
that is the result of such transformations makes it difficult for an
outside observer to penetrate into the internal workings of the
financial market, for several reasons.
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At a conceptual level, one of the difficulties in analysing the
transformations within finance today stems from the fact that 
the dominant mode of thinking about economic and financial
processes remains grounded in neoclassical economics and
methodological individualism. Mainstream economic theory,
despite being challenged from various angles, continues to hold
that the trade in goods and services determines international
capital flows and foreign exchange rates. Already in the 1980s,
Peter Drucker (1986: 787) observed that while the economic theory
teaches that exchange rates are determined by the comparative-
advantage factors (such as comparative labour costs and labour 
productivity, raw materials costs, energy costs, transportation costs
and the like), in reality it is the exchange rates that determine how
labour costs in country A compare to labour costs in country B.
With financial deregulation and privatisation advancing further, it
became clear that today, financial variables and dynamics are deter-
mined not by economic ‘fundamentals’ (e.g., Eatwell and Taylor
2000; Best 2005) but by arbitrage opportunities and investor
confidence. Another consequence of financial liberalisation and
privatisation is that in the post-Bretton Woods world, capital
account dominates the current account via the exchange rate.
Thus, often the country’s trade balance and general macroeco-
nomic stability are influenced by the inflows and outflows of
capital, adding to a risk of exposure to external shocks and a sense
of fragility in the national economy.

The obscurity of modern finance aggravates this risk of fragility
further (see Best 2005). Following the breakdown of barriers
between financial markets, the consolidation of financial conglom-
erates and the spread of securities markets worldwide, all segments
of the credit system are now tightly interdependent. At the global
level, the continuous emergence and growth of new and largely
secretive financial products means that regulatory authorities have
not yet found a way to get companies to account for derivatives 
in their balance sheets (Allen 1999: 3). As the spiral of financial
innovation evolves,

… its use, which was initially seen as a way of economising on
money, becomes more and more difficult to distinguish from
‘real’ monetary use. The perspective then switches round, and
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the instrument is soon recognised as money. The hierarchy of
money forms is thus evolutionary and the limits of money
somewhat blurred; some instruments may be analysed both as
means of accelerating the circulation of money and as fully-
pledged monetary forms (Levy-Garboua and Weumuller 1979,
in Lipietz 1983: 90). 

The technique and practice of managing financial risks allows
new forms of risk to be generated and elevates volatility both in
space and time; which is now both necessary in order to make
money, and itself creates more risks (Leyshon and Thrift 1997:
294). In the words of Susan Strange, ‘far from stabilising the
system by damping its ups and downs the devices such as futures
markets – developed to deal with uncertainty – have actually
served to exaggerate and perpetuate it’ (1997: 119). This apparent
ability of financial markets to generate new forms of money is par-
ticularly alarming on a global scale. The opening of new credit
lines and the ‘bundling up’ of assets into deeper and yet increas-
ingly narrow pools of capital intensifies the debt structure of many
financial institutions and countries. This, in turn, makes them
more susceptible to herd-like behaviour of investors in times of
financial strain or panic. Yet this new source of huge risks remains
poorly understood and not fully captured by existing monitoring
models (Eatwell and Taylor 2000: 45–7). 

Another consequence of the ascendance of the tightly inter-
connected, privatised credit system has been the notably uneven
pattern of growth in the financial sphere and in the industrial
economy (Brenner 1998, 2000). The rise of the financial risk manage-
ment industry has led to a long period of financial ascendance, which
in turn, obscures the long-term growth rates in most OECD countries,
which have remained lower than in the ‘golden age’ of the 1950s and
1960s. In the booming currency markets, more than 1.5 trillion dollars
change hands daily; the creation of new types of financial derivatives
stretches the global pool of credit further. For instance, the market for
credit derivatives continues to grow at a fast rate; in 2004 it reached
nearly $3 trillion (BIS 2005a; Fitch Rating, 15 November 2004).
Between 2002 and 2005, the rate of growth of global trade in financial
derivatives averaged around 30% per year, while the growth of world
gross product stayed at around 3.9% (IMF 2005b). 
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Risk, therefore, is far from being an incidental factor in the world
of finance. Rather, the global financial system has come to manifest
an ‘institutionally structured risk environment’ (Giddens 1991). 
In this system, access to new financing almost overwhelmingly
depends not on existing equity, but on the commodification, or
numerification, of past debt. As Strange and others argue, today, it is
the ability to tap credit, more than profits earned in the last cycle of
production that determines a firm’s ability to expand (Aglietta and
Breton 2001; Germain 1997: 126; Strange 1997). 

The realities of this vast, complex and sophisticated web of credit
and hence inevitably, debt, pose serious challenges to various parti-
cipants of the global economy. One of the most significant of such
challenges is the marked increase in financial volatility. Financial
instability has many causes and can be quite indiscriminate, as this
book shows further. Yet a major consequence of the institutional
and structural changes in the nature and organisation of finance
outlined above relates to knowledge and thus, power differential,
that exists between private markets and public authorities. Nowhere
is this discrepancy more evident than in the emerging markets.

The creators of novel financial instruments and techniques – insti-
tutional funds and financial companies – typically know much more
about the behaviour of these products, and therefore, can benefit
from their use. Firms, financial institutions and governments in the
emerging economies, although now active players in the global
capital market, are still constrained by their conditional access to
credit, availability of hard currencies and previous historical records.
They remain at a distinct disadvantage when having to discern the
specific conditions of a market segment and critically, when trying
to avert panic or a looming crisis. In this regard, despite the world-
wide deregulation of financial markets and credit networks,
financial institutions in the emerging markets who borrow through
them tend to take higher risks than their counterparties in the
advanced capitalism (Surin 1998; Haley 2001; Horowitz and Heo
2001; Armijo 2001: 3). And although, as I argue in this book, the
global interconnectedness of credit also facilitates the spread of
financial contagion across the world, it is the emerging markets,
dependent on foreign capital inflows, export markets and the 
availability of foreign exchange, which are particularly prone to
recurrent financial instability and crises. As illustrated by recurring
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crises throughout the post-Bretton Woods period and in particular,
during the last decade, the explosion in new financial instru-
ments and markets, supported by highly sophisticated systems of
financial coordination on a global scale entails alarming repercus-
sions. Difficulties of individual institutions can quickly translate
into large-scale collapses of industries, national economies and even
regions. As this book will detail below, it is the hazards of financial
expansions that typically contain crisis tendencies. Trouble is, the
murky nature of the process of private credit expansion also makes
it difficult to discern crisis potential in time.
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2
A Theory of Fragile Finance

The number of large-scale financial crises the world has witnessed
since the early 1970s is daunting: beginning with the Southern
Cone financial crisis of the late 1970s; followed closely by the 
so-called Third World debt crisis of the early 1980s; the savings and
loan debacle in the US in the late 1980s; the near-defaults of many
‘second-world’ states in the late 1980s–early 1990s, the Exchange
Rate Mechanism (ERM) crisis in 1992, the Mexican ‘Tequila’ crisis of
1994–1995; the East Asian crisis of 1997; the Russian meltdown of
1998; the collapse of the Brazilian Real in 1999, the Turkish crisis of
2000–2001; corporate bankruptcies in the US in 1999–2002, the
Argentine default of 2001–2002… (Bello et al. 2000: 10). Not to
speak of an ongoing financial crisis of many so-called ‘collapsed
states’, which is not the subject of this investigation. In light of such
a long and disturbing list, the question must be asked: Why have
financial crises become so prevalent today? Can it be the case, as
Drucker (1986) intuited, that an overblown financial sector is finally
‘colliding’ with the real economy, provoking crises of peripheral and
semi-peripheral economies? Or is it the case that crises affect only
poorly governed nations, incompetent or otherwise unwilling to
handle the rational principles of economic organisation and the
requirements of the changing market conditions? 

According to Paul Davidson (2001), broadly speaking, 20th century
history of economic thought has produced two competing – and,
some argue, incompatible – theories of financial markets: the
efficient market theory (EMT) of finance and Keynes’s liquidity pref-
erence theory (LPT). In time, both theories have outgrown their
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original formulations and have incorporated different methodo-
logies and insights. They remain, however, fundamentally different
in their view of financial markets in general. The EMT and its fol-
lowers prioritise the liberalisation of financial markets and progress
of financial intermediation as the means to economic efficiency. In
contrast, LPT calls for vigilant regulation of finance, with institu-
tions and rules constraining and monitoring the behaviour of
market participants (Davidson 2001: 15). The two formulations are
distinguished in their understanding of the role new forms of
financial intermediation and non-economic factors play in the
global capital markets. This and the following chapters review the
two theories of financial markets and analyse their distinct contribu-
tion to a theory of financial crisis and instability.1

Efficient market theory of finance: Crisis? What crisis?

In one way or another, financial crises always result from some
policy miscalculation or governmental ineptness, plain corruption
or a severe external shock to the economic system, such as the oil
price hike in the early and late 1970s, or the rise of US interest rates
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1 A word of qualification is in order at this point. IPE analyses tend to
discuss economic processes and problems through the prism of three
intellectual traditions: neoliberalism (neoclassical economics), institu-
tionalist and Marxist (radical) political economy (see for instance, Gilpin
2000). This book deviates from this convention, avoiding recourse into
an explicitly Marxist discussion of financial crisis. The major reason for
such an omission is that Marxist political economy does not appear to
have a designated theory of financial crisis as such. It is quite odd, given
the otherwise central position of crises to Marxist critique of capitalism,
yet as Clarke observes, efforts to elaborate on crisis theory in Marx’s own
works remain scant. At various times Marx appears to associate crises with
the tendency of the rate of profit to fall, with capitalism’s tendency to
overproduction, underconsumption, disproportional and over-accumula-
tion with respect to labour, without ever clearly championing one or the
other theory (Clarke 1994: 5, 9). And although Chapter 3 of this book
(pp. 45–51) does draw on some works originating in Marxist political
economy, a thorough analysis of the radical theory of finance and credit
in capitalism lies beyond the scope of this publication. For a good sense
of this scholarly current, see for instance, Altvater 1997; Harvey 1999;
Itoh and Lapavistas 1998.
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in 1982, or the spread of financial panic from the East Asian markets
in late 1997. (The reverse, however, is not necessarily the case: not all
policy mistakes and shocks lead to a crisis). These shocks (and other
similar events) tend to destabilise the economic system. In the EMT
interpretation, financial markets, being a reflection of the under-
lying economic activity and expectations of various economic agents,
merely manifest them in currency crashes and debt defaults. As
Schwartz (1986) argues, ‘A real financial crisis occurs only when insti-
tutions do not exist, where authorities are unschooled in the practices
that preclude such a development, and when the public sector has
reason to doubt the dependability of preventive arrangements.’ This,
in a very schematic way, is the standard, orthodox explanation of
financial crisis offered by classical and neoclassical economic theory.
In this vision, the crises of the past decade were essentially, a series of
isolated shocks, unrelated to each other, and were managed accord-
ingly by an intervention of monetary authorities. 

Why, say, did the dotcom crisis happen in 2001? Or rather, why
were the dotcom stock values allowed to grow beyond proportion
and for such long time? Already in 1996 Alan Greenspan warned
about irrational exuberance of the markets. Others, like Martin Wolf
of the Financial Times and the Economist had been warning about
the unsustainability of the boom for a long while. The EMT has an
interesting answer to this question: the crisis was not a crisis at all.
Rather, it was a timely and totally expected correction of stock
market prices down to their underlying, long-term values. The
1995–2000 ‘new economy’ financial euphoria saw the emergence of
new ideas, concepts and industries. This new economy was not only
quantitatively, but more crucially, qualitatively different.

The physical embodiment of these symbols increasingly becomes
secondary to the economic process. If the industrial marketplace
was characterised by the exchange of things, the (new) economy is
characterised by access to concepts, carried inside physical forms.
(This) new era prizes intangible forms of power bound up in
bundles of information and intellectual assets (Rifkin 2000: 47).

Since these changes have brought brand new, qualitatively different
products into the market, it was unclear what the exact market
value of these previously unknown products would be. When the
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bulk of economy’s assets were physical and its markets were relatively
stable, valuation was more straightforward. Now, a growing propor-
tion of a firm’s assets – brand, ideas, and human capital – are intangi-
ble and often hard to identify, let alone value. They are also less robust
than a physical asset such as a factory (The Economist 16 May 2002:
18). Financial markets, excited about the prospects of a better eco-
nomic future, probed the new products, over-inflating their prices in
the process; once the long-term effects of the IT revolution had fed
through into the rest of the economic system, the market self-
corrected itself, cleansing the system of some ‘excess fat’. The crisis of
the dotcom economy was therefore not a crisis at all, but a healthy
and foreseeable correction by the market as it learned to handle a new
type of an economy.

Indeed, there is evidence that in the wake of the dotcom crash
and attendant corporate scandals, the US corporate sector had no
choice but to eliminate the remains of the bubble. Already in 2000,
the ratio of net worth to disposable income fell from 6.2 to about
4.8, which is close to its long-run average. Since its peak in April
2000, the world’s market capitalisation had dropped by $11,3000
billion (35%) in 2002, and at its low point that year, a cyclically
adjusted price-earning (p/e) ratio had fallen to 17 (from 40 at the
peak), the average during the pre-bubble years of 1990–1995 (The
Economist, 17 October 2002). In the following year, world financial
markets, although subdued under the influence of bad news and
shocks, have stabilised. Internet and IT industries found their firm
place, and peace, in today’s capitalism: indeed, it is difficult to
imagine life without easyjet, internet banking or Google. 

Similarly, according to mainstream financial theory, the Russian
crisis occurred in 1998 because of the Yeltsin’s governments’ stupidity
and ineptness, coupled in a very unfortunate timing, with the conta-
gion effect of the Asian financial crisis. The August 1998 crisis in Russia
was dramatic and painful, yet according to orthodox finance, the
Russian default was not necessary. Instead, a substantial, orderly deval-
uation of the rouble back to its real market value would have done the
job; while naturally, lesser corruption and more foresight on behalf of
the young reformers in Russia would have provided foreign investors
with more reassurance and thus kept their money in the Russian
market. In any case, the August 1998 crisis is considered a constructive
event in the new Russian economic history: it has exposed many mis-
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takes of the naïve reformers of the 1990s, and has prompted the
country to start building a strong financial system. Similar explanatory
‘templates’ could be applied to East Asian, Mexican, Turkish crises. In
all such explanations, we find a lot of analytical place for human
mistake and external influences, yet we learn little about the role 
of finance in the crisis. It is not surprising. Founded on the EMT of
finance, financial orthodoxy – although increasingly tricky to identify
in itself – simply does not have a developed theory of financial crisis. 

Why EMT is not a theory of crisis

The EMT position has been heavily criticised lately. Some of the 
criticisms derive from heterodox research in finance; some are
driven by an ideological critique of the depoliticised nature of 
economics and finance generally (Altvater 1997; Kirshner 2003; 
K. Singh 2000; Grabel 1999; Granville 1999). It is not the intention
of this chapter to provide yet another critical account of the eco-
nomic orthodoxy, but rather to identify why mainstream theories 
of financial crisis have gone out of fashion. What can possibly be
wrong with such reading of financial instability? 

Notwithstanding the merits of orthodox explanations of the crises
mentioned above, the EMT does not offer a theory of crisis per se. The
reason for the lack of such theory can be explained at least in two
ways. First, there is an historical explanation. Modern EMT has its
roots in the classical economic thought of the 18th and 19th centuries,
which generally assumes markets to function smoothly, not in a crisis-
ridden manner. It would be quite naïve to expect a tradition that is
more than 200 years old to offer an up-to-date understanding of the
mechanics of financial instability and crisis. Second and correspond-
ingly, at the level of methodology, the EMT does not differentiate
between the nature of finance and other commodities: to financial
orthodoxy, markets in finance are similar to markets in tradable goods.
Financial markets and financial intermediation exist simply to smooth
out and speed up the exchange process in the wider economic system:
finance is thus a ‘veil over real economy’;2 it does not, in itself,
influence the trajectory of the economic cycle, but merely facilitates it:
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In the complete absence of financial instruments, therefore, no
unit would be able to indulge its needs and preferences for an
intertemporal pattern of spending that differed from the time
profile of its income. Under such arrangement, resources would
be allocated inefficiently (Bryant 1987: 7). 

In the orthodox model, money is added as an afterthought, as fiat
or ‘dropped by helicopter’ money, necessary to facilitate transac-
tions and hence reduce the costs entailed in barter exchange.
According to EMT, it makes absolutely no difference how positions
in physical capital are taken – whether they are financed out of
savings, earnings, sales of equity or debt. Thus, EMT ignores the role
of financial institutions and mechanisms of financing, assuming
that the principles of the operation of a modern financialised
economy are analogous to a naturalised, barter economy3 (Binswanger
1999; Papadimitriou and Wray 1999). 

Conceived in the 1960s, the EMT revolutionised the field of
finance. Academic finance in general, and securities analysis in par-
ticular, was created on the basis of the EMT and its applications
(Shleifer 2000: 1; Malkiel 1987). In a classical formulation, Fama
(1970) defined an efficient financial market as one in which security
prices always fully reflect the available information. If this informa-
tion presents knowledge of the ‘true’ behaviour of the economy,
then financial assets embody the true value of their real counter-
parts (Griffith-Jones 1998: 13). If financial assets were persistently
mispriced relative to their fundamental values, rational investors
could exploit the mistakes and make easy money – so the mispricing
would get corrected. When ill-informed investors move prices away
from their true values, informed investors will arbitrage them back
to the right level, so there is no chance that a financial bubble can
develop.4 The efficiency of markets has become an article of faith.
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3 An Papadimitriou and Wray (1999) stress, since the orthodox model of
finance assumes no uncertainty (markets are thought to work on full in-
formation), liquidity has no analytical value in the EMT theory of finance.
As we shall see later in this book, such an abstraction from the problem of 
liquidity is one of the key reasons the EMT has been unable to conceptu-
alise problems of credit expansion, financial innovation and speculation
and thus, provide a coherent understanding of financial crisis today.
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Especially for those, as we will see in Chapter 8, who know how to
use arbitrage pricing.

The major problem with EMT and its followings, as Shleifer (2000: 2)
explains, is that theoretically, it rests on three fundamental, yet 
progressively shaky, assumptions. First, financial investors are 
rational and fully-informed, and hence it is assumed that they 
value securities rationally. Second, although some of investors 
do behave irrationally, their ‘out-of line’ trades are random and
therefore cancel each other out without affecting the general price
level at the market. Third, although investors can sometimes be 
irrational in similar ways, they are met in the market by rational
arbitragers who eliminate their influence on prices.5 Thus, the
essence of the EMT is epitomised in the following remark:

the ultimate social functions of [financial markets are] spreading
risks, guiding the investment of scarce capital, and processing
and disseminating the information processed by diverse traders
… prices will always reflect fundamental values… The logic of
efficient markets is compelling (Summers and Summers 1989:
166, in Davidson 2001: 15).

In micro-level analyses of finance, various models of asset pricing
and portfolio selection developed the EMT further; while at the
level of macroeconomic theory, EMT was supported by the ideas of
monetarism. A key precondition for investor confidence in the
economy, and of a stable growth, is low inflation. Keeping prices
low has been the ruling principle of economic theory and policy
since the high- and even hyperinflationary 1970s and 1980s. As the
quantitative theory of money holds (MV=PQ), price level is a direct
function of the money supply in the economy; therefore the key to
low inflation rates is a tight control by the central banks over the
money supply. As long as there is no (nominal) money creation in
excess of the growth rate of the economy and as long as the
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4 Peter Garber defined bubble as a high price ‘at odds with any reasonable
economic explanation’ (2000). 

5 Arbitrage – simultaneous buying and selling of the same security (or very
similar securities) in different markets in order to equalise the price. 
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income velocity of money does not change, there should be a
stable price level; inflation is considered to be a purely monetary
phenomenon (Binswanger 1999). Accordingly, the rules and conduct
of prudent monetary regulation prevent financial crises from
occurring. 

These perceptions have long underpinned the so-called ‘first
generation’ crisis models in economics. Their foundations lay in 
the belief that market disturbances, financial crises among them, are
typically the result of a deviation from a normal operation of a free
competitive market, disrupted by government intervention or some
external shock. The dominant strain in economic theory in the 
20th century – the mathematical general equilibrium theory – is used
to support the ‘invisible hand’ conjecture of Adam Smith as a guide
to policy (Minsky 1991a). In ‘first-generation’ models, financial
crises were seen as the inevitable outcome of ongoing fiscal imbal-
ances coupled with fixed exchange rates (Velasco 1999). ‘First-
generation’ models typically viewed crises as a result of fundamental
inconsistencies in domestic policies, such as a persistent money-
financed fiscal deficit and a commitment to a pegged exchange rate.
When official reserves fall to a critically low level and are perceived
by the market to be insufficient, there will be a sudden speculative
attack on the currency. 

A drawback of such models, as economists themselves note, is
that they represent policy in an essentially one-dimensional and
mechanical manner – the government automatically monetised
budget deficit while the central bank accommodated the pressures
on the exchange rate by selling reserves without due regard to other
developments in the economy (Aziz et al. 2000: 8–9). Moreover,
analogies between commodity and financial markets are fallacious,
and the differences are not confined to the nature of goods and
services transacted in these markets. In commodity markets, one
good is exchanged for another but in financial markets a real good is
exchanged for a future promise. Financial markets are markets in
information, and information by its nature is asymmetric and
incomplete. Money and credit instruments not only are at the very
core of every single transaction in a market economy, but are also
peculiarly susceptible to swings of confidence. Prices of financial
assets are subject to frequent and sharp changes, and these fluc-
tuations are especially pervasive in the international sphere (Singh
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2000: 44; Eichengreen 2002: 4; Eatwell and Taylor 2000: 12; Topo-
rowski 1999). Moreover, since many contemporary crises seem to
lack the crucial fiscal disequilibria, the ‘first-generation’ models of
crisis have fallen out of fashion (Velasco 1999). 

A major flaw of the EMT approach, therefore, is that despite its
econometric sophistication, its framework is too narrow to capture
the multiplicity of effects of the innovations in the financial sector.
Implicitly, it assumes that financial innovations drive the economic
system towards efficiency, correctly signalling the conditions of the
underlying real fundamentals (Binswanger 1999). EMT seems to be
correct in a longer-term historical perspective: financial markets
have been turbulent throughout the post-Bretton Woods period, yet
the world has escaped a recurrence of the Great Depression of the
1930s. At the same time, EMT is unable to offer an adequate and
systematic explanation for the long chain of crises in the post-1973
world. While some of the EMT observations about governmental
misconducts and external shocks are true, they are insufficient in
explaining crisis tendencies and dynamics within the financial
system. 

Mutation of the orthodoxy

The globalisation of the economy, the growing interconnectedness
of trade and financial linkages between different countries, herd
behaviour and the expanding variety of financial institutions and
practices, have prompted some revisions of orthodox financial
models. Gradually, the new theoretical insights into the nature of
financial markets, and evidence of recurring bubbles and financial
panics challenged the basic assumptions of the EMT, and the field of
behavioural finance has emerged as an alternative view of financial
markets (Shleifer 2000: 2). Moreover, for many emerging markets,
private financing now plays a far greater role than in the past, rela-
tive to official financing. As the global economy becomes tightly
interconnected through trade and financial channels, external
financing difficulties and exchange rate pressures are more strongly
linked with distress in the financial and corporate sectors (IMF
2002a, b). Gradually, economists started to take these processes into
consideration, developing the so-called ‘second-generation’ models
of financial crises. The change in perspectives acknowledged the role
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of financial intermediation and a possibility of a market failure,
which often is the result of the self-fulfilling expectations of market
participants.

‘Second-generation’ crisis models (Obstfeld 1986, 1994; Obstfeld
and Taylor 2004) exploit the trade-offs among alternative policies
and the tensions in the government’s objective to generate mutu-
ally conflicting incentives both to abandon a currency peg and to
defend it. As such analyses demonstrate, typically, prior to a crisis
the economy is overheated, with expansionary monetary policy,
strong domestic credit growth, an overvalued currency, and in
many cases, high inflation. The economy is also increasingly 
vulnerable financially, with rising liabilities of the banking system
not backed up by foreign exchange reserves and falling asset
prices. In this environment, some event, such as an increase in
foreign interest rates or a deterioration in the terms of trade, can
easily aggravate vulnerability of the economy, leading to crisis
(Aziz et al. 2000: 5).

Second-generation models of financial crisis also pay greater
attention to speculative dynamics within finance itself, emphasising
the herd-like behaviour of financiers in the face of a shock or a piece
of bad news. What distinguishes revisionist views on crises is that 
in second-generation models a currency collapse may occur even if
the government is pursuing prudent monetary policy, because in
essence, the crisis is generated by self-fulfiling speculation (Rivera-
Batiz and Rivera-Batiz 1994: 601–2). This self-fulfiling component
generates multiple equilibria in international asset markets, render-
ing the timing of crises indeterminate. By extension, the combina-
tion of self-fulfiling attacks and multiple equilibria signifies that
good macroeconomic fundamentals are an important but not a
sufficient condition for avoiding currency crises (Griffith-Jones and
Kimmis 1999: 72). As the Asian 1997–1998 crashes proved, crises
occur even in economies with sound macroeconomic fundamentals. 

According to an IMF study (2002b), most contemporary
financial crises ‘have their origins in an unsustainable economic
and financial imbalance – a large current account deficit, a large
fiscal deficit, or some mismatch between the assets and liabilities
of financial or non-financial companies’. These imbalances, in
turn, are often associated with unsustainably high asset prices
(usually corporate or real estate) or an overvalued currency.
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Accordingly, crises can be categorised according to the sector in
which they originate; the nature of the imbalances; and whether
the imbalances relate to borrower’s short-term financing needs or
longer-term capacity to repay. In reality, financial crisis today is
likely to be the result of a number of sources of instability, but let
us briefly review the scenarios individually.

Currency crises 

A foreign exchange, or currency crisis, occurs when a speculative
attack on a country’s currency results in a devaluation or sharp
depreciation of the currency, forcing the central bank to defend the
currency by selling large amounts of reserves, or by significantly
raising interest rates (IMF 2002b). A currency crisis was initially
understood by Krugman as a balance-of-payments (BoP) crisis,
defined as a sharp change in the official foreign exchange reserves,
caused by the expectations of the future exchange rate (Krugman
1979; Krugman and Obstfeld 1997: 498). Krugman later termed it a
‘canonical’ currency crisis, which results from a ‘fundamental
inconsistency between domestic policies – typically the persistence
of a money-financed budget deficits – and the attempt to maintain a
fixed exchange rate’ (Krugman 1979: 3; 2000). 

Essentially, the currency crisis model describes how fears of market
participants of an imminent change in the currency value lead to a
BoP crisis. A crisis of this type can occur even without capital flows,
creditors, lenders and banks. The only necessary precondition for
currency collapse is that the central bank is attempting to maintain
the exchange rate at an unsustainable level. Hence currency crises
can be the outcome of purely speculative disturbances that are based
not on the current macroeconomic policies of domestic authorities
but on anticipations of future policies. These speculative outbursts
may be based on bad experiences with previous administrations.
They may be linked to a lack of private sector credibility about a gov-
ernment’s resolve to stick with prudent economic policies. Whatever
the reason, the impact of the expectations is self-fulfilment: anti-
cipation of a BoP crisis does eventually result in one (Obstfeld 1986;
Rivera-Batiz and Rivera-Batiz 1994: 601). 

The ability of the central bank to defend against a downward pres-
sure on the currency is limited by foreign exchange reserves, which
usually are sufficient to sustain several months of import financing
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or several days of financing of capital outflows at most (Popov 2001:
132). The immediate impact of an expected devaluation is to make
domestic assets relatively unattractive at their initial interest rates.
Hence, investors shift to other currencies en masse, causing large
capital outflows and a corresponding loss of international reserves. The
outflows stop only when domestic interest rates rise by an amount
sufficient to compensate investors for their anticipated losses from
holding domestic currency (Rivera-Batiz and Rivera-Batiz 1994: 601). 

Once a brisk devaluation or revaluation occurs, there is a shift in
relative prices and terms of trade, which may provoke a supply-side
recession. Changes in relative prices of assets may cause disruptions
in the repayment of credits (Popov 2001: 132). The external imbal-
ance can lead to crisis via several channels. Falling reserves imply
that the trade deficit cannot be maintained indefinitely. At some
point it becomes rational to expect the devaluation to occur; a cur-
rency attack follows and the economically untenable fiscal expan-
sion is rapidly erased (Eatwell and Taylor 2000: 141–2). When the
profit from liquidating a ‘distortion’ created by state intervention
becomes too large, investors choose their moment to punish the gov-
ernment for interfering in the market. Such sentiments underlie BoP
crisis models and assert that monetary expansion can provoke 
a flight from the local currency, when the economy is subject to a
foreign exchange constraint (Taylor 1998: 666). If the household and
business sectors do not alter their savings levels, foreign savings or
the external current account deficit will have to rise. This diagnosis
lies at the heart of traditional IMF structural adjustment programmes
(SAPs) that have thrown many countries into recession.

These scenarios of currency collapses have been applied to many
developing countries. For instance, as Krugman and Obstfeld (1997)
explain, the Mexican 1982 crisis was caused both by domestic factors
and external shocks. In the mid-1970s, Mexico turned to be a major
oil exporter, so much so that by the mid-1980s the share of oil exports
was 60% of the country’s export earnings. The oil industry is state-
owned in Mexico, and thus the government received extra resources to
finance subsidies, public expenditure and social programmes. Govern-
ment expenditure, however, was higher than export earnings, and the
deficit was partly covered by monetary emission, partly by foreign
earnings. The monetary injections led to fast growing inflation and
increased real exchange rate of the peso. In early 1982, the economic
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slowdown got worse in the USA and this resulted in declining
American demand for Mexican exports. Mexico too, was suffering from
a major economic downturn. In response, the Mexican government
devalued the peso in February 1982. Devaluation, however, failed to
reassure foreign commercial banks in the government’s policy cred-
ibility. By the summer 1982, the traditional sources of foreign borrow-
ing were exhausted, and Mexico was left with an unsustainable debt
burden. By mid-August 1982 the government, completely depleted of
foreign exchange reserves, turned to the international creditors for a
multilateral loan package (Krugman and Obstfeld 1997: 697–8). 

In some orthodox interpretations, the Russian 1998 financial
crisis followed a similar currency crisis pattern, since the rouble was
overvalued since 1995. Export growth slowed, while imports contin-
ued to rise, so that current account shrank and turned negative in
the first half of 1998. In view of the possible devaluation, capital
outflow escalated, thus depleting the foreign exchange reserves of
the Russian central bank. The IMF emergency loans advanced to the
country in the summer were used up in about four weeks and the
government had to devalue the rouble on 17 August 1998 (Popov
2001: 132). As we will see in Chapter 7, this interpretation, although
it does illuminate the dynamics of foreign trade and currency value,
does not take into account Russia’s internal processes of credit cre-
ation; neither does it offer an explanation for the domestic causes of
financial fragility that was at the centre of the crisis of 1998.

Banking crises

A banking crisis occurs when actual or potential bank runs induce
banks to suspend the internal convertibility of their liabilities, or
force the government to intervene to prevent this by providing
banks with large-scale financial support. While banking crises were
relatively rare in the 1950s and 1960s, they have become increas-
ingly common since the financial deregulation reforms of the 1970s.
In the economies of emerging markets, they often occur in tandem
with currency crises (IMF 2002b). For an excellent review of banking
crises and policy responses see Goodhart and Illing (2002).

Debt crises

A debt crisis occurs either when borrowers default or when lenders
believe default is likely to take place and therefore withhold new
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loans and try to liquidate existing ones. Debt crises can be asso-
ciated with either commercial (private) or public (government) 
debt. A perceived risk that the public sector will cease to honour its
repayment obligations is likely to lead to a sharp fall in private
capital inflows and a foreign exchange crisis (IMF 2002b). Mean-
while countries with trade surpluses and strong currencies often 
face substantial capital inflows as a result of expectations that the
currency will be revalued. To avoid having an explosion in the
domestic money supply, monetary authorities sterilise the effects 
of BoP surplus on monetary base through open market operations.6

Yet if these operations involve the sale of government debt, the
accumulation of public debt may in fact generate fears of higher
debt-service payments. The high debt service may then lead to
expectations of budget deficits and future monetary expansion
(Rivera-Batiz and Rivera-Batiz 1994: 602). As a result of self-fulfiling
expectations, capital inflows turn into capital outflows, losses 
of reserves, and a crisis of international liquidity (Chang and
Velasco 1998). 

If the debts are denominated in foreign currency – like Mexican
Tesobonos in 1994 – the outflow of capital leads to a depletion of
reserves, triggering a devaluation. If the obligations are denom-
inated in domestic currency, investors, fearing inflationary financing
of public deficits (leading to inflation and devaluation), switch to
foreign exchange. The Mexican peso in 1994 and many other Latin
American currencies in the early 1980s were undermined by this
mechanism. Once investors realise that the advantages of the depre-
ciation of the debt denominated in domestic currency are greater
than the costs associated with devaluation, they attack the currency
and a crisis breaks out (Popov 2001: 133).
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6 Sterilisation is the process of controlling the money supply by the gov-
ernment in order to prevent a currency value from changing. If the cur-
rency is at risk of depreciation, for instance, the government sells its
reserves of foreign currency and buys its own currency from the markets.
Conversely, if the government wishes to prevent the currency from
appreciating, sterilisation involves reducing the money supply. Open-
market operations can include buying and selling of foreign exchange
reserves, as well as of government securities (bonds).
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Private sector debt crises

This type of crisis occurs due to an overaccumulation of private
debt. In a model, developing country governments self-insure by
accumulating international reserves to back up poorly regulated
financial markets. National players feel justified in offering high
returns to foreign investors, setting up a spread. Outsiders acquire
domestic liabilities until the moment when the stock of insured
claims exceeds the government’s reserves. A speculative attack
follows (Eatwell and Taylor 2000: 143). This, many economists
argue, is what happened in East Asia in 1997.

For example, Krugman has suggested that the currency crises in East
Asia in 1997–1998 ‘were only part of a broader financial crisis’, which
had very little to do with currencies or even monetary issues per se.
Nor, he believed, did the Asian crises have much to do with the tra-
ditional fiscal issues, but rather were related to issues ‘normally
neglected in the currency crisis analysis’: the role of financial inter-
mediaries, the associated moral hazard, and the prices of real assets
such as capital and land. Thus the Asian crisis was not brought 
on by fiscal deficits, as in first-generation models, nor by macro-
economic temptation, as in second-generation models. The crisis was
really the culmination of a bubble in, and subsequent collapse of 
asset values, with the currency crises more a symptom than a 
cause of the underlying problems (Krugman 1998, in Popov 2001:
133).

The models of private sector crises often are based on the assump-
tion that it is the private sector, alert and astute, that through its
financial functions, ‘chastises’ an inept and often hesitant govern-
ment. By creating moral hazard, the government in this model
encourages reckless investment behaviour. All a sensible private
sector operator can be expected to do is to make money out of such
misguided public action (Eatwell and Taylor 2000: 143). Yet in East
Asia, the assumption that the costs of risky private sector borrowing
would be internalised proved to be wrong. The Asian ‘tigers’ boasted
nearly perfect fundamentals – high savings rates, strong growth, low
inflation, balanced or even surplus budgets and low government
debt. It was the excessive borrowing of the private sector (banks in
Thailand, industrial companies in Indonesia and chaebols in Korea)
that caused the mistrust of investors and resulted in the outflow of
capital (Popov 2001: 133–4; Corsetti et al. 1999). 
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The distinctions between types of crises outlined above are not
clear-cut, however, because the elements which are at the centre of
financial vulnerability increasingly overlap. Imbalances in one
sector are often mirrored in vulnerabilities in others; liquidity prob-
lems can easily lead to insolvency. Moreover, once a crisis erupts in
one sector, it can quickly feed into others, through both balance
sheet interlinkages and vulnerability to falling asset prices (IMF
2002b). For example, Jan Toporowski (1999) distinguishes between
the following factors that can be regarded as the proximate or initial
causes of financial crisis:

• A speculative attack on the exchange rate.
• A ‘financial panic’ – a bank run or its international analogue.
• The collapse of an asset price bubble.
• A crisis induced by moral hazard (implicit or explicit guarantees

of bailout).
• The recognition of a ‘debt overhang’, followed by a disorderly

workout.

Therefore, in contrast to earlier formulations of the efficient
market theory of finance, revisionist readings of financial instability
do recognise that global capital markets are characterised by in-
formation asymmetries that in turn, lead to overshooting, sharp 
corrections and financial crises. Even in the age of advanced tech-
nologies and instantaneous communications, information remains
costly to obtain and evaluate. Data relevant to prognosis of gov-
ernment’s policy commitments tend to be based on opinion and
speculation as much as hard evidence. This encourages ‘herd-like’
behaviour of international investors that can precipitate sharp
market moves and, in extreme cases, financial crises. As this book
will show in the following chapters, distress originating in one
market segment can easily cascade through the financial system,
because of the widespread use of leverage and because information
asymmetries prevent financial intermediaries from raising liquidity
in a crisis (Eichengreen 1999; Shiller 2000). 

While most of the models sketched out above are rich in technical
language and hence can be quite alienating to non-economists,
they convey one general message about today’s financial system:
finance has become complex, diverse and fragile. The transformations
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within the global financial system not only entail threats of eco-
nomic instability, currency crises and unemployment. Financial
crisis has assumed many guises, involving currency crashes, bank
runs, and over-indebtedness at various levels, bewildering gov-
ernments, experts and analysts whose task it is to make sense of 
economic developments and try and prevent financial crises in the
future. It is clear that problems of such scale cannot be addressed
simply through technical analysis and econometric modelling. A
deeper, more nuanced and perhaps, even intuitive, insight into
finance, is necessary. With this objective in mind, one turns to
Keynesian financial theory that for many years has been a source of
alternative visions of finance and financial volatility.
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3
Keynesian and Heterodox Theories
of Financial Crises1

The scholarship of John Maynard Keynes marks a revolutionary turn
in the 20th century development of economic theory. His macroeco-
nomics of effective demand became an alternative to micro-level eco-
nomics of the individual and his preferences, and facilitated a policy
reform that helped the USA and Western Europe recover from the
Great Depression. A major part of Keynes’ political economy was his
vision of finance and investment. Being aware of the in-built volatility
and speculative drive of financial markets, Keynes believed in strong,
pro-active governmental policy of regulation and control over
financial markets, investment flows, and international monetary
affairs. His design for the Bretton Woods regime of international eco-
nomic cooperation included a world central bank (ICU – International
Clearing Union) and a global neutral currency (bancor). These institu-
tional mechanisms were supposed to alleviate current account imbal-
ances, and promote global distribution of savings and investment in
accordance with the flows of trade and services. Although Keynes’
vision of the Bretton Woods system was never implemented due to the

42

1 There exist quite different versions of the ‘Keynesian’ tradition in current
macroeconomics. They range from more mainstream-oriented new
Keynesians to post-Keynesians, who reject the basic assumptions of mon-
etarism and neoclassical economic theory. But they would probably all
agree on the fact that money (and financial structures) matter too much
to be assumed neutral given the actual functioning of capitalism.
Moreover, the difference between financial and real transactions is much
more emphasised in Keynesian framework than in the neoclassical per-
spective (Binswanger 1999: 7). 
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opposition of the US side, his conceptual insights into the nature of
finance, speculation and monetary and fiscal policies continue to
shape alternative approaches to finance and financial crises to this day. 

Money, finance and speculation

Ironically, although Keynes has pioneered heterodox research in the
psychology of financial markets, it is hard to find a comprehensive
formulation of financial crisis theory in Keynes’ own works. He 
produced a revolution in general economic theory, offering a new
vision of the economic system and policy – a theory of macro-
economic demand economics. Yet it would probably be fair to say
that it was Keynes’ followers such as Hyman Minsky, Michael
Kalecki, Charles Kindleberger, Paul Davidson and many others,
rather than the man himself, who have developed what is now
called (post)-Keynesian theory of financial fragility and crisis. Before
we take a look at the work of these scholars though, let us briefly
review the foundations of Keynesian political economy. 

Keynes’ General Theory is a portrait of a monetary economy with
sophisticated financial institutions. In such an economy, money is
not just a vehicle that makes ‘the double coincidence of wants’
unnecessary for trading to take place. Instead, money is a special
type of bond that emerges as positions in capital assets are financed.
Consequently, in an economy with a sophisticated financial system,
the ‘financing veil’ encompasses many more financial instruments
than any narrow money concept includes (Minsky 1982a: 61, 62).
In this instance, Keynes pointed out that the price of existing assets,
both real and financial, as well as the cash payment constraints
imposed by the liability structures of the holders of capital assets,
may lead to an inappropriate amount or type of investment.
‘Speculation, the activities identified with Wall Street, make busi-
ness cycles, including the occasional deep depression cycles, rather
than equilibrium seeking and sustaining behaviour, the normal
result of economic processes’ (1936, in Minsky 1991a, 1975). 

In the Keynesian view, the monetary mechanism is tied to credit
and therefore, to the financing of enterprises in the real economy. This
close focus on the interaction between the financial and the produc-
tion systems sharply contrasts with the Smithian theory, where some
asymmetry in the perceptions of an assumed exogenous shock in the
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monetary system transforms an equilibrium seeking system into a
cycle generating system. The centrality of money, credit and the
pricing mechanism of capital assets is what distinguishes the
Keynesian from the classical financial theory (Minsky 1991a). 

A basic premise of Keynes’s theory of finance – also known as the
theory of liquidity preference (LPT) – is that contrary to classical eco-
nomics which holds that savings determine investment, in reality, the
opposite is true: investment determines savings. In this context, the
primary function of financial markets is to provide liquidity for asset
holders. Accordingly, Davidson notes, when bullish sentiment about the
uncertain future dominates financial markets, rising market prices
encourage savers to provide the funding for new investment projects
that (i) far exceed their current incomes and (ii) induce exuberant expec-
tations of future returns. The result is an investment boom. If some time
in the future doubts suddenly arise concerning the reliability of these
euphoric expectations, then bearish sentiment will come to the fore and
the investment boom will turn into a bust (Davidson 2001: 21, 23). 

In a normally functioning capitalist economy, in which money is
mainly debts to banks, money is constantly being created and
destroyed. In contrast, if money is viewed as a ‘veil’ that masks the ulti-
mate ownership of wealth, then the major concern of monetary and
financial theory becomes the expected profits that induce debt creation
and the realised profits that lead to the validation of debt. Thus, the
transition from abstract economics to an economic analysis of
advanced financialised capitalism depends upon defining money as a
product of financial interrelations. The neoclassical synthesis – which
ignores the ‘financing veil’ aspects of money and persists in viewing it
only as a ‘bartering veil’ – cannot explain why instability is a normal
functioning occurrence in a capitalist economy. Hence, Minsky con-
cludes, neoclassical economic theory is a defective instrument to be used in
formulation of policies that aim at controlling instability (1982a: 72–3).

According to the Keynesian tradition, profit expectations can
easily become overly optimistic or pessimistic, hence the economy
is prone to volatility and speculative bubbles. There might be times
when financial activities increase instability or grow at the expense
of real economy, as they offer higher returns or are considered to be
less risky. There also might be negative correlations between finan-
cial activities and growth: in certain instances the financial sector
may be allowed to divert resources from the industrial sector, lead-
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ing to a fall in real output. The overall impact of financial activities
on economic growth depends on the particular institutional circum-
stances (Binswanger 1999). 

As was illustrated in the previous chapter, conventional economic
wisdom, when it does recognise a possibility of financial crises and
recessions, usually rationalises their appearance as a necessary discipli-
nary device. Keynes, on the contrary, believed that a liquidity crunch
is not a necessary purgative device for restoring economic health.
Instead, he argued that liquidation processes and crucially, the result-
ing unemployment involves a ‘public scandal of wasted resources’
(Keynes 1936: 381). Accordingly, his principle of effective demand
indicates (i) the need for central controls over the exchange rates and
(ii) international agreements that place the major responsibility for
resolving international payments imbalances on the creditor nations
(Davidson 2001: 30–1). And although Keynes’ idea of the ICU and a
world currency was rejected in 1944, some of these principles of
demand management lay at the heart of the Bretton Woods system 
of fixed exchange rates, the period now often referred to as the ‘golden
age’ of financial stability and economic growth. 

In the age of liberalised and globalised financial markets, Keynes’
work continues to exercise tremendous influence on critical research
in finance. Following Keynes, heterodox scholars attempt to advance
conceptual understanding of the role of money and finance in the
macroeconomic stability. Here, the greatest challenge is to capture the
nature of financial institutions and markets as generators of credit at
the global level (Strange 1997, 1998). The myriad of Keynes’ sympa-
thisers and followers stretch far beyond the academic boundaries of
economics. Political science, sociology, human geography and interna-
tional relations have developed their own original approaches to the
understanding of finance, placing it in the wider political system,
social climate and international context. Of all these social science dis-
ciplines, students of International Political Economy (IPE) have been
at the forefront of critical and socially-aware research in finance.

International political economy and the ‘disjuncture
paradigm’

Keynesian notions of speculation, self-fulfiling prophecies and finan-
cial irrationality have informed an IPE school of thought that explains
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financial fragility through the gap that apparently exists between a
bloated financial sphere, and the real economy of production, services
and trade. We shall call this tradition the ‘disjuncture paradigm’ of
financial crisis. The ‘disjuncture paradigm’ and related accounts of
financial volatility lead us into an almost intuitive, yet attractive,
vision of finance as an economic bubble thriving on top of the world
economy. This bubble is oversized and overblown, it is filled with
numerical digits representing some value. For example, while the
global foreign exchange markets are trading approximately two trillion
US dollars worth of transactions daily, only a small portion of that
money can be attributed to the needs of the real economy. Similarly,
at present, the combined outstanding value of financial derivatives is
nearing 200 trillion US dollars, what is approximately five times the
estimated GDP size of the entire planet. Since 1980, the global stock 
of financial assets (shares, bonds, banks deposits and cash) has increased
more than twice as fast as the GDP of rich economies, from $12 tril-
lion in 1980 to almost $80 trillion today. In the US corporate sector in
the second half of the 1990s, the values of the price-to-earnings ratios,
which are well over 40, were far outside the historical range (Shiller
2000: 12–13). 

These sums seem incredible indeed, yet they bear little relation to
the underlying economic values and thus when pricked, collide
with the real economy, producing crashes and crises. As various
explanations of heightened volatility of finance contend, capitalism
has always been about making money with money, and throughout
its history, there has always been a delicate balance of power
between the financial sector, real economy, and the state. But the
breakdown of the Bretton Woods regime in 19732 unleashed a shift
towards the empowerment of finance vis-à-vis the traditional
(national) economy, and the state. Much of the flux, instability, and
gyrating can be directly attributed to this enhanced capacity to
switch capital flows around in ways that seem almost oblivious of
the constraints of time and space that normally pin down material
activities of production and consumption (Harvey 1990: 164; 
K. Singh 2000; Bello et al. 2000; Grahl and Teague 2000). 

Coupled with the rise of the highly sophisticated systems of
financial coordination on a global scale, this shift had led to 
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an explosive growth of new financial instruments and markets.
Through options, swaps and futures, money is traded for more
money. It seems that the elusive world of finance is becoming
increasingly fictitious, being progressively detached from the real
economic process to which it once referred (Hart 2001: 73–118;
Harvey 1990: 145, 168; 1999; Arrighi 1994: 3; Lash and Urry 1994:
285–92; Boyer 2000). The overblown financial market bears little
correlation to the stagnating economies of manufacturing, trade
and even services sectors. In this process of financial ascendance,
not only financial markets dominate production and trade, but
within the financial sector itself, the most abstract and obscure 
of ‘dematerialised’ financial markets – those concerned with the
pure trading of complex financial instruments and therefore most
detached from ‘productive’ investment – predominate (Cerny 1994:
226). This growing gulf, or disjuncture, observers maintain, is what
defines the inherent fragility of today’s finance. 

Back in 1986 Peter Drucker identified three fundamental charac-
teristics of the post-Bretton Woods era. First, he argued that the
primary-products economy had become ‘uncoupled’ from the
industrial economy. Second, in the industrial economy itself, pro-
duction had become ‘uncoupled’ from employment. Third, he
noted that capital movements, rather than trade, had become the
driving force of the world economy. While the two had not quite
become uncoupled, he admitted, the link between them has become
loose and worse, unpredictable. The most significant transformation
for Drucker was the changed relationship between the symbolic
economy of capital movements, exchange rates and credit flows,
and the real economy of the flow of goods and services: 

… in the world economy of today, the ‘real’ economy of goods
and services and the ‘symbol’ economy of money, credit and
capital are no longer bound tightly to each other; they are,
indeed, moving further and further apart (Drucker 1986: 783).

The rise of the financial sphere as the flywheel of the world
economy, Drucker noted, is both the most visible and the least
understood change of modern capitalism. With financial revolution
progressing further, Drucker’s ideas received sympathy of many
other observers. Most of the analyses pointing to the unprecedented
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position of the financial sphere in post-1973 capitalism tend to 
associate it with the emergence of a qualitatively new system 
of economic organisation and production, a new ‘knowledge’ eco-
nomy of information, internet technologies, brand capitalism and
post-modern consumption (Castells 1993, 1996, 2000). For example,
Rifkin (2000) argues, in the increasingly weightless global economy,
the money used to negotiate market transactions and other financial
arrangements is dematerialising into electronic bits capable to travel
at the speed of light in the form of pure information.3 In a new era,
where holding property, in all forms, becomes less important than
securing short-term access to commercial opportunities, savings also
become less important to hold on to. The dematerialisation of
money has been compounded with the decline in savings and the
rise in personal and corporate debt. He calls the new economy an
‘era of borrowed existence’, since the boom in individual consump-
tion and corporate profits is mainly explained by the growing
reliance on borrowed funds (Rifkin 2000: 37, 40–1, 47).

There is indeed evidence to the thesis that the tensions between
the globalising financial markets and the requirements of produc-
tion and trade are intensifying. First, far from drawing its dynamism
from lending to industry, the remarkable growth of the financial
system during the last two decades has been mostly associated with
speculation in foreign currencies, stock market securities, real estate,
leveraged buyouts and the like (Fine et al. 1999: 71–3). Thriving on
speculation, global financial markets divert funds from long-term
productive investments. Second, financial institutions maintain a
regime of higher real interest rates, which restricts the access of 
productive industries and enterprises to credit. Third, financial
capital brings uncertainty and volatility in interest and exchange
rates. This volatility is extremely harmful to various sectors of the
real economy, particularly trade. Lastly, it undermines efforts by
governments to support full employment and reduce inequality.
Altogether, many critics conclude, liberalised and internationalised
finance, in relative autonomy from industrial accumulation, tends
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to create bubbles of fictitious prosperity. When these burst, the
entire economy is thrown into turmoil (Fine et al. 1999: 72–3; 
K. Singh 2000: 13; Webber 2001). 

These and similar pessimistic theories of the financial evolution
have been rather popular among (post)-Keynesian economists since
the 1980s, when financial markets started to rely on speculative prac-
tices in connection with mergers and acquisitions, leveraged buyouts
and junk bond issues. As Kurtzman (1993) for instance, writes, with
the removal of gold as an anchor to the world financial system, the
size of finance had been enlarged by several orders of magnitude. The
global economy as a whole has been moved ‘onto the new standard:
the interest rate standard…From that point onwards, all investors have
one simple goal: to earn more money than the cost of money’ (1993:
93–4). Typically in this and other similar accounts, global finance is
likened to a vast casino, the ultimate effects of which is to subdue,
exploit and ‘crowd out’ the traditional economy of labour, trade and
production (see Binswagner 1999 for a good summary). 

These hypotheses tend to establish a negative correlation between
the ascendance of the financial sector and real economic growth as
a fundamental source of financial fragility. As Magdoff has noted
recently, ‘with profits … more difficult to make in the ‘real’ eco-
nomy (where something is actually made or a service delivered) …
another of capital’s responses to stagnation has been the expansion
of the financial system, along with many new gimmicks designed to
appropriate surplus value from the rest of the economy’ (2006: 14).
Interestingly, this negative correlation is not supposed to hold
under all economic circumstances. Rather, it applies to periods in
capitalist evolution when the financial sector grows at the cost of
the real economy. The positive correlation between the two spheres
is not denied under ‘normal’ economic conditions, which charac-
terised the world economy of the 1950s and 1960s. Yet according to
most heterodox critics, it has been critically undermined by the neg-
ative repercussions of the breakdown of the Bretton Woods regime.
Today, rather than investing in the sluggish real economy, it is
much more attractive for firms to channel capital into the financial
sector (Ben-Ami 2001: 4). In such a system, the art (and not science,
as the economics profession would have it) of valuing assets
becomes harder because of the changes in the nature of the
economy, creating even greater scope for bubbles and crises to form. 

Keynesian and Heterodox Theories of Financial Crises 49

9780230_006904_05_cha03.pdf  30/8/07  8:40 AM  Page 49



In the ‘disjuncture’ framework, financial crisis occurs period-
ically, when the bubble of fictitious financial value collides with
the constraints of the ‘old’ underlying economy. In this interpre-
tation, the dotcom bubble crashed because the capitalisation of
the new companies has far outreached the value of the ‘old’
economy-manufacturing giants (Brenner 2000: 24). A powerful
combination of financial and virtual technologies has created a
colossal pool of funds that were necessary for the new economy’s
advance. Since the value of the new dotcom services was restricted
by the purchasing power of the ‘old’ economy, the value of 
‘new economy’s’ companies was calculated not according to the
existing balance of costs and profits, but out of a potential, virtual
profit. Since income flows were calculated exponentially through
financial/marketing manoeuvrings, the sustainability of this new
mode of profitmaking was extremely fragile. And under the
influence of external shocks to the market stability, the bubble
was pricked, unleashing a financial crisis. 

At a glance, this reading of a financial crisis does not differ too
much from a standard economic understanding of speculative
bubbles: both perspectives recognise the over-stretched profit
expectations in the market, some degree of irrationality of financial
investors, and the decisive impact of an external shock. However,
there is a marked difference between the two schools of thought: if
mainstream finance contends that bubbles happen occasionally,
signalling a transition to a new type of economic organisation, the
disjuncture paradigm sees the problem as a structural gap between
the perpetually overblown speculative financial markets, and the
real economy that is starved for long-term, ‘greenfield’ money. In
this latter vision, crisis is an inherent element of capitalist eco-
nomy. Crucially, as many critics argue, the dominance of finance
over the real economy is not accidental: it thrives due to powerful
social constellation of class interests and groups of capital (e.g.,
Harmes 1998; Soederberg 2002b; van der Pijl 1998). 

While the conflict and contradictions between the financial and
real economic spheres are apparent in the capitalist system, and
while there can be little doubt about the role of multinational giants
in the allocation of resources and other significant matters as well,
there is an added consideration that critics stress. Big corporate
capital and the occupants of corporate boardrooms are themselves
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increasingly constrained and controlled by financial capital as 
it operates through the global network of financial markets. In
Sweezy’s words, real power rests not so much with corporate board-
rooms as with the global financial markets. The giant corporations
are also major players in these markets, adding to their importance.
It looks ‘as though Adam Smith’s invisible hand is staging a come-
back in a new form and with increased muscle’ (Sweezy 1994: 10).
Although the return of finance to hegemony was accomplished in
close connection with the internationalisation of capital and the
globalisation of markets, Dumenil and Levy (2001: 579) insist that it
is finance, and not the internationalisation of markets, that dictates
the form and contents of the new stage of financial capitalism.

The errors of the disjuncture thesis

Explanations of financial fragility centred on the elements of a
bubble economy are attractive. They illustrate lucidly an increas-
ingly apparent lack of solid foundations of the expansion of
financial markets, tracing the sources of financial fragility to its
‘detachment’ from the rest of the economic system. It seems that
when the two spheres were in closer unity – supposedly, during 
the Bretton Woods period – crises were rare and financial fragility
did not endanger the overall macroeconomic, much less global,
stability. As one observer noted at the time,

it is a fact that financial crises have become rarer and less acute
and indeed have almost disappeared since the early 1930s, … in
sharp contrast to the decennial recurrence in the preceding
century. Financial crises are a childhood disease of capitalism,
not an affliction of an old age (Goldsmith 1982). 

Today in contrast, when financial trading is increasingly detached
from ‘real’ economic processes, fragility and crisis have become the
curse of finance-driven globalisation. Much more worryingly, much
of this fragility is hidden in offshore financial centres, complex
pyramids of credits, and intricate financial portfolios of the many
layers of financial institutions. 

Attractive as this picture might appear, there is a fundamental
problem with any disjuncture-centred explanation for financial
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fragility. The juxtaposition of the financial sphere and the rest of
the economy tends to view the two spheres as more or less fixed,
rigid entities. Such understandings do not pay due attention either
to the ongoing transformations within the so-called ‘real’ economy
itself, or to the extraordinary flexibility and fluidity of finance, and
consequently, to the changes in the interrelationship between
‘financial’ and ‘non-financial’ economies. This rigidity of the 
outlook gives rise to at least three further doubts concerning 
the validity of a structural understanding of fragile finance. 

First of all, although it is true that crisis has become both more
common and intense during the last few decades, it is unclear why
the ‘normal face’ of capitalism should be attributed to the Bretton
Woods era. Granted, the 25 years after the Second World War were
the period of growth, full employment and economic recovery, both
in Europe and in the USA. Yet there could be other plausible expla-
nations to the economic resurgence of the Bretton Woods era. First,
considering the magnitude of the disruption left by the war, the
speed of the post-1945 recovery is not surprising: the lower the start-
ing point, the faster the subsequent economic growth tends to be.

Second, while internationally, the Bretton Woods era was the age
of financial stability and relative economic balance, the govern-
ments’ ability to control and regulate capital flows and financial
expansion could principally have been accounted for by the sheer
easiness of the task. International flows of capital were not active,
they consisted of large-scale coordinated intergovernmental finan-
cial transfers, which by their very nature, were easy to monitor and
regulate. Once financial markets began to expand into the private
realm in the 1960s, seeking more profit-able niches, the stability of
the Bretton Woods order was shaken irreversibly. Today’s capital-
ism is fundamentally different: it is tightly interconnected through
trade, capital and IT linkages, it is flexible, privatised, and approxi-
mately 80% of all international financial transactions take place
within the offshore financial markets, largely out of reach of
financial regulators (Palan 2003). 

In line with the globalisation of markets, the traditional functions
of finance and investment, easy to identify in the Bretton Woods
era, are also undergoing major changes. There are several such
tendencies. The first concerns the distinction between equity (share)
and bond (debt obligations) financing. Traditionally, equity finan-
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cing was considered more risky and volatile than government 
obligations. Today, in contrast, reliance on leveraged financing is
becoming so widespread that the functional difference between debt
and equity is eroding. For example, at the time of writing, the volume
of cash coming into the secretive private-equity firms is ballooning
(over $300 billion worth of buyouts were done in first half of 2006). 
In the UK these secretive institutions, operating mainly through 
leveraged buyouts, now own several ‘real’ economy companies, such
as Focus DIY, Boots and National Car Park (NCP). They are also 
expanding their investments into the emerging markets: more than 
$22 billion was raised for these markets in 2006, up from $3.4 billion
in 2003. The fastest growing markets were Africa and the Middle East.4

Therefore, today both debt and equity serve the same purpose in the
same way: lending themselves to arbitrage operators. In the era of 
the dominance of speculative capital, that is the primary function 
of markets; it supersedes other technical and legal differences. The
bond markets’ volatility is in part due to this blurring of the lines sepa-
rating the markets. Worse, contrary to what finance textbooks wrote
back in the 1980s, the two markets – equity and debt – are now
becoming more synchronised (Saber 1999: 130). 

Additionally, there has also been a marked convergence of 
financial strategies. Corporations are choosing more similar debt vs.
equity financing strategies. As arbitragers and other participants
compare returns and risks on a more global spectrum of financial
assets, the best common strategies are chosen (Allen 1999: 17). Big
firms increasingly use similar internal risk-management systems.
These are sensitive to movements in the markets, and lead their
users to respond in similar ways, so the few big firms that dominate
the markets increasingly behave as ‘herds’, reducing diversity of
opinion and liquidity (Economist 16 May 2002: 10). 

The distinction between ‘direct’ and ‘portfolio’ capital flows is also
becoming increasingly meaningless. The popular perception is that
direct investment creates new, long-term productive capacity; in con-
trast to ‘portfolio’ investment, which is merely a short-term, specula-
tive shuffling of commercial paper or computer bits. But as Nitzan
(2001) argues, this notion has become obsolete. Foreign investment –

Keynesian and Heterodox Theories of Financial Crises 53

4 Figures from The Economist.

9780230_006904_05_cha03.pdf  30/8/07  8:40 AM  Page 53



whether portfolio or direct – is merely an alteration of ownership titles.
In fact, both are paper transactions whose only difference is defin-
itional: investments worth more than 10% of the target company’s
equity are commonly classified as direct; whereas those worth less are
considered portfolio. Conceptually, both direct and portfolio invest-
ments occur on the liabilities side of the balance sheet, whereas the
creation of capacity affects the asset side. There is no, therefore, one-
to-one correspondence between their underlying components. In this
way, the proceeds from a public offering sold to portfolio investors can
end up financing a new factory, while direct investment may be used
to buy government bonds (Nitzan 2001).

With the implications of these profound changes in mind, 
it seems that not only a return to the economic organisation of the
1950s and 1960s is unlikely to resolve the problem of financial
fragility; it is plainly, unattainable. Many students of IPE tend to
view financial speculation and asset bubbles in very negative terms,
regarding both as destructive tendencies of the economy. Yet both
speculation and even short-term credit have not only been normal,
healthy elements of the commercial exchange throughout capital-
ism’s evolution, but also before the existence of modern money
forms (Braudel 1982; de Goede 2005). A certain amount of short-
term credit is considered a healthy component of sustainable eco-
nomic growth. It facilitates foreign trade, providing working capital
for seasonal enterprises; it helps to regulate imbalances between
revenue and expenditure (Monthly Review 2002).

Investor euphorias and bubbles tend to coincide with periods of
innovation that in the long-run, make society better off (Eatwell
2004: 44).5 The Dutch tulip mania of 1636 and the financial boom
in the USA in late 19th century were followed by a deep financial
crisis. Both bubbles, however, left long-run legacies for the
economies concerned. Holland became a horticultural centre for 
the world economy; while the USA has acquired a vast network of
railroads, power and communication lines that helped it become a
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5 Eatwell argues that if bubbles did not exist, rational individual actions
may have led to socially irrational outcome; the bubble, by inducing irra-
tional acts in individuals may shift the economy towards a more socially
rational position. 
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world technological leader and a hegemon already by 1914 (Wood
1999; Golub 2004). In such a view, rather than being a symptom of
a profound structural disjuncture, the dotcom bubble was more 
of an example of ‘messy Schumpeterian creative destruction’ 
(The Economist, 16 May 2002: 18). The ‘new economy’ boom of
1995–2000 represented a fast-forwarding of experimentation,
facilitating and probing new technologies that later became
embedded in the economic system and society. 

More fundamentally, the concept of the ‘real’ economy, against
which the ‘financial’ economy has so often been contrasted, relies
on a juxtaposition of material and symbolic dimensions of eco-
nomic activity that are inseparable even in principle. As Dodd
argues, ideas, expectations and symbolic associations play an 
integral role within, rather than simply being a reflection on, 
real economic activity, on the way in which individuals use 
and handle money, on the way in which money works in a society,
on the way it is administered by governments, and on the con-
sequences its operation has across societies (Dodd 1994: 157; also 
de Goede 2005).

Therefore it appears that finance has become fragile not simply
because of a vast structural shift to worldwide speculation in ficti-
tious values and disregard of ‘real’ economic needs. True, there have
been phases in capitalist history when ‘finance capital’ (however
defined) seemed to occupy the position of paramount importance,
only to lose it in the speculative crashes that followed. In this
vision, there is hardly anything fundamentally novel about the
current conjuncture of global capitalist dynamics. Yet at the same
time, critics note that in the current phase, it is not only a concen-
tration of power in financial institutions that is astounding, but the
explosion in new financial instruments, practices  and markets, 
paralleled with the rise of highly sophisticated systems of financial
coordination on a global scale. It is the hazards of the endogenous
financial expansions that typically contain crisis tendencies in the
capitalist system. In what follows, we will attempt to address this
problem more closely.
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4
Hyman Minsky and Fragile Finance

All three major schools of thought on financial crisis reviewed in
Chapters 2 and 3 would probably concur, despite their disagree-
ments and normative differences, on the following. Finance itself,
and its relation to the economic system, has become incredibly
complex and difficult to read. Market-friendly approaches, such as
EMT and other versions of neoclassical synthesis agree that instabil-
ity may be a by-product of such complexity. They do not agree,
however, that the recent spate of financial crises is a symptom of a
structural fragility. Rather, they contend that the financial revolu-
tion has facilitated the progress of capitalism towards a new stage of
development. In contrast, ‘structuralist’ accounts maintain that the
‘financialisation’ of capitalism is proceeding through a recurrence of
crises and under the clout of endemic financial fragility. 

Analysing these disconcerting tendencies through historical lens,
one unavoidably looks back at previous ‘new economy’ eras and
financial implosions that paralleled them; in particular, at the Wall
Street crash of October 1929 and the ensuing Great Depression of
the 1930s. Many lives and fortunes were lost in the stock market
crash of 1929; its aftermath was long and painful, engulfing the US
and the international economy in a mire of deflation and depres-
sion. With memories of the ‘Great Crash’ still lingering in the 
economic literature and popular culture, little wonder that fear of a
new great depression exercises the minds of many economists ever
since. Among those who contemplated a recurrence of financial
crisis, the work of Hyman Minsky in particular stands out. It is to
his scholarship that we turn now. 
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The financial instability hypothesis

Hyman Minsky is perhaps the most prolific and original theorist of
financial instability. Yet, within the discipline of international
political economy at least, his name remains inexplicably overshad-
owed by the likes of Keynes and Kindleberger. The wave of the
recent crises has sparked, however, renewed interest in Minsky’s
scholarly legacy: his followers in the so-called post-Keynesian eco-
nomics and political economy provide some of the most insightful
and original ideas about finance, financial regulation and crisis
management (Arestis and Sawyer 2001; Arestis et al. 2001;
Toporowski 1999, 2001; Portes 1998; Dymski 2003; Davidson 1992,
2001, 2004; Gray and Gray 1994; Bellofiore and Ferris 2001;
Bartholomew and Phillips 2000). 

Susan Strange once described Minsky as a ‘loner’, a highly ori-
ginal economist whose analytical framework and normative stand-
point did not only stand in stark contrast to the ideas of his
contemporaries, but were also developed in isolation from the big
‘intellectual armies’ of economic theory (1998: 77–8, 96). Minsky
himself identified his work as a variant of Keynesian economics, or
more accurately, as financial Keynesianism. Although he is widely
considered to be a theorist rather than an economic historian, his
vision of financial instability is founded, in effect, on an original
interpretation of economic and financial evolution of American
capitalism. Minsky’s major conceptual foundation is predicated on
the assumption that neither the economic activity nor the actions
of governments are able to ‘fix’ finance and credit. Instead, credit
and finance tend to expand, often uncontrollably, being driven by
a perpetual quest for financial innovation. Hence, he concluded,
in an advanced financialised economy, instability is ever-present:
‘as long as an economy is capitalist, it will be financially unstable’
(Minsky 1982b: 36). 

In its emphasis on the instability of the credit system, Minsky’s
vision of finance is a descendant of an academic current set out by a
host of economists including J.S. Mill, Irving Fisher and John
Maynard Keynes. Like Fisher, Minsky attaches great importance 
to the role of debt structures in causing financial difficulties, and 
especially debt contracted to leverage the acquisition of speculative
assets for subsequent resale. His thinking also drew on Keynes’
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probability theory (Kindleberger 1996: 12; Rima 2002). Like Keynes,
Minsky believed that for a given financial system at any point in
time, monetary means of payment may be expanded not only
within the existing system of banks, but also by the formation of
new banks, the spread of new credit instruments, and the expansion
of personal credit outside of banks. Following Fisher, Minsky
analysed the process of debt deflation, but he changed the emphasis
so that debt accumulation, especially debt contracted to leverage 
the acquisition of speculative assets for subsequent resale, was the
focal element of his model (Isenberg 1994: 224; Kindlerbeger 1996;
Rima 2002).

Minsky’s financial instability hypothesis (FIH) stresses the impor-
tance of time and uncertainty. One of its biggest theorems is that a
capitalist economy with sophisticated financial institutions is
flexible: its behaviour at any time depends upon institutional 
relations, the structure of financial linkages and the history of the
economy (Minsky 1982a: 92). FIH is also pessimistic: it holds that
financial capitalism is fundamentally flawed because each success at
crisis containment leads to further risk taking. This fundamental
flaw, in turn, results from the necessity of complex financial
arrangements that exist in an economy in which capital assets are
expansive (Papadimitriou and Wray 1999). 

Alongside the process of financial innovation, the other most crit-
ical, and intimately related, element in Minsky’s model, is the debt
structure of the economy. The monetary system, he writes, is at 
the centre of the debt creation and repayment mechanism. Money
is created as banks lend to business; and money is destroyed as 
borrowers fulfil their payment commitments to banks. Money is
created in response to the view about prospective profits, and
money is destroyed as profits are realised. Monetary changes are
therefore the result, not the cause (as monetarists believe), of the
behaviour of the economy, and the monetary system is stable only
as long as profit flows enable businesses that borrow from banks to
fulfil their commitments (Minsky 1982a: xx). 

Analysing the Great Depression of the 1930s, Minsky criticised
the neoclassical synthesis for its inability to recognise that a serious
economic depression can occur as a result of internal operations of
the economy. For orthodox economists, a depression can only be
the outcome of policy errors or of non-essential institutional flaws.
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One popular monetarist explanation for the Great Depression, for
instance, holds that it was the result of the Federal Reserve policy
errors (Friedman and Shwartz 1963), while Keynesians hold that it
was the outcome of an exogenously determined decline in invest-
ment opportunities or a preceding decline in consumption activity.
In both variants of the neoclassical synthesis, Minsky continues, the
financial structure is represented by ‘money’. Monetarists use
money as a variable that explains prices; Keynesians use money as a
variable that affects aggregate nominal demand. Yet in both
accounts money is an outside factor; the amount of money in ex-
istence is not determined by internal processes of the economy
(1982a: 16–17). 

Minsky, in contrast, developed his framework assuming that for 
a given financial system at any point in time, monetary means 
of payment may be expanded not only within the existing system
of banks, but also by the formation of new banks, the spread of new
credit instruments, and the expansion of personal credit outside of
financial institutions. Therefore, crucial questions of policy turn on
how to control all these avenues of endogenous credit expansion
(Kindleberger 1996: 12; Minsky 1986). As he explains, in the
advanced financial capitalism, cash flows are a legacy of past con-
tracts in which ‘money today’ was exchanged for ‘money in the
future’. Business debt is thus an essential characteristic of a capitalist
economy. The validation of business debt requires that prices and
outputs be such that almost all firms earn large enough surpluses
over labour and material costs, either to fulfil the gross payments
required by debt or to induce refinancing. Refinancing takes place
only if gross profits are expected to be large enough to either
validate the new debt or induce further refinancing (Minsky 1982a:
61–3).

Like other analysts of the psychology of investments, Minsky saw
the preconditions for financial crisis develop during an investment
boom. The main emphasis of his theoretical structure lies in the
explanation of the endogenous processes by which these conditions
are put in place. He calls this a theory of systemic fragility. Financial
fragility is an indispensable attribute of the financial system; sys-
temic financial fragility means that the development of a fragile
financial structure results from the normal functioning of the eco-
nomy (Wolfson 1994: 16–17). What defines the overall fragility (or
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robustness) of a financial system is the sum-total of existing
financing mechanisms. Conceptually, Minsky identified three poss-
ible forms of investment financing. The method of classification
depends upon the relationship between the cash receipts due to
normal operations and the cash payment liabilities due to debt
(Wolfson 1994). 

First, there is hedge financing. For a hedge unit, conservatively esti-
mated expected gross income exceeds the cash payments on debts
from contracts for every period in the future. Second, there is specu-
lative finance. A unit speculates when for some periods the cash
payment commitments on debts exceed the expected gross capital
income. The speculation is that refinancing will be available when
needed.1 Third, and most importantly for the question of whether
fragility turns into a crisis, there is Ponzi finance.2 Ponzi units are
speculative units, the special feature of which is that for some if not
all near term periods cash payment commitments to pay interest are not
covered by the income portion of the expected excess of receipts over
current labour and material costs. In other words, these units must
borrow in order to pay the interest on their outstanding debt: their
outstanding debt grows even if no new income yielding assets are
acquired (Minsky 1982a: 25–8).

The overall stability of an economy depends upon the mixture of
hedge, speculative, and Ponzi finance. Over a period of good years,
the weight of short-term debt in the business financial structure
usually grows, and the weight of cash in portfolios declines. Thus
there is a shift in the proportion of units with different financial
structures – and the weight of speculative and Ponzi finance
increases during a period of optimism (Minsky 1982a: 33). Financial
crisis occurs if units need or desire more cash than is available from
their usual sources and they must resort to other ways of raising
cash, such as liquidating positions. To the extent that businesses are
funded by financial assets, every position in the financial market
that is liquidated cuts off businesses in the real sector from invest-
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1 Minsky restricts the term ‘speculative’ to a liability structure in which the
income portion of gross profits exceeds the income portion of payment
commitments.

2 The name comes from Carlo (Charles) Ponzi. 
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ment channels. Thus financial instability may cause serious declines
in production and employment (Bezemer 2001: 14). 

With these general assumptions, Minsky identified both systemic
and idiosyncratic preconditions for financial crises. The systemic
preconditions include heavy indebtedness of the economy and a
large element of either Ponzi or speculative finance (which in time
can become Ponzi). At the same time, he did observe that the extent
to which indebtedness rises before a crisis changes through time.
The fragility of the system does not solely depend on the payment
commitments on debts relative to cash receipts. Each period of
increased indebtedness is unique, and the most pertinent cause of
changes for Minsky is financial innovation. Thus, newly emerging
financial institutions and practices influence the overall stability of
the economy. For example, in his interpretation, the Mexican col-
lapse in 1982 was the outcome of private indebtedness of enterprises
in the booming north of Mexico and some portfolio diversification
by the Mexicans who took advantage of the support to the peso that
came from oil revenues (Minsky 1991a: 23).

To Minsky, new technologies, instruments and practices of finan-
cial trading is what differentiates different episodes of financial
instability and crises. Minsky understood that the Great Depression
was unique but that episodes of financial fragility are not. Dynamic
capitalist systems always (although unpredictably) generate profit
opportunities that, if coupled with easy availability of finance, can
set the stage for increasing the ratio of debt financing to the value 
of an investment. It is the collapse of the ratio between the cash
payment liabilities of firms and the market values of the assets sup-
porting them that signifies that a crash follows financial fragility.
Whether a situation of financial fragility in fact manifests itself
depends on the specifics of the institutional changes of the economy’s
recent past (Rima 2002: 408; Minsky 1982a: 36–7). 

In Minsky’s critique, the speculative bubble phase is an irra-
tional, euphoric stage that precipitates financial crisis. Financial
traumas are thus an inevitable feature of the deregulated capital-
ist system: the seeds of crisis are planted in the beginning of the
euphoric phase and speculative bubbles are merely the catalysts
of inevitable financial crises. The policy implications of such
theory are profound: supporting Keynes, Minsky argued that
conventional monetary policy alone cannot ameliorate crisis.
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During phases of crisis and deflation, endogenous market processes by
themselves are inefficient; capitalist economies need a robust financial
structure and strong policies to guide the evolution of finance.
Unregulated financial decisionmaking propels unsustainable asset
price rises and the central bank must be prepared to act as a lender-
of-last-resort and to ‘float off’ untenable debt structures when financial
crises emerge (Baddeley and McCombie 2001: 226–7).

In sum, Minsky’s FIH emphasises the way in which investment
demand is generated by the combination of the valuation of the
stock of assets, the financing available from internal funds and
financial markets, and the supply price of investment output.
Thereby it shows how a collapse of asset values, caused chiefly by
economic agents engaged in speculative and Ponzi operations, leads
to a collapse of investment. Such a collapse brings a shortfall in the
profit flows on capital assets, which in turn makes the fulfilment of
business financial commitments difficult if not impossible. Financial
structures and interrelations make the development of those long-
term expectations that lead to a collapse of investment an endo-
genous phenomenon in the particular circumstances that arise in
the aftermath of a sustained expansion (Minsky 1982a: 102). 

The centrality of various forms of debt in the process of capitalist
evolution, and their place in the organisation of financial portfolios,
is the reason why Minsky’s theory of financial fragility proves so
attractive to today’s economists. Since the late 1970s, levels of
indebtedness have been growing at all major tiers of the global
economy: private corporations engaged in the largely unregulated
process of credit expansion; governments too, became big borrowers
(Skene 1992: 38). In the 1980s, the government of the world’s
largest economy – the USA – became a de facto Ponzi unit, borrow-
ing in order to pay interest on outstanding debt. On the interna-
tional front, the stimulation of the Reagan deficits shifted the
position of US from a net creditor to the world’s biggest debtor.
Thus the USA as a country also become a Ponzi unit, borrowing in
international capital markets to pay the interest as well as the prin-
cipal on its international debt (Mehrling 1999: 148). According to
Minsky’s theory of financial fragility, such debt-laden economic
expansion was bound to collapse in a crash that would match the
scale of the 1929 crash in the USA. But ‘it’ did not happen again,
and to his surprise, the system continued to function. 
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Minsky concluded that he had underestimated the flexibility of
the capitalist system. As Mehrling writes,

The apparent stability of profit flows, even in the face of great
stress, supported the value of a growing structure of financial
assets. The accumulation of those assets into large pension and
insurance institutions began the process of shifting the centre of
the system from industry to finance. Money market mutual funds
created alternatives to bank deposits, while securitisation of bank
assets created alternatives to bank lending. Traditional financial
institutions continued to issue commercial paper, but the capa-
city to hold it increasingly lay elsewhere, with the managers of
money (Mehrling 1999: 148–9).

At the same time, the ascendance of speculative finance made the
economy vulnerable to the unpredictable effects of financial specu-
lation. Mergers and acquisitions (M&As), leveraged buyouts fol-
lowed by the sell-off of assets, increase profits and speculative fevers,
often reducing the productive capacity of the traditional sectors of
production (Cox and Sinclair 1996: 181–2). Wielding their new-
found financial strength in the market for corporate control, the
managers of money came to dominate the managers of industry
(Mehrling 1999; Nitzan 1998, 2001). 

What does Minsky’s model suggest about recent financial
history? A lot, his followers and sympathisers contend. As Doug
Henwood argues, the economic slump of the early 1990s in the
USA originated in a Ponzi financial structure going sour, yet the
authorities moved in to contain the crisis. Specifically, between
1989 and 1994, the Fed drove interest rates down. At the same
time, the US government bailed out savings and loans industry
through the Resolution Trust Corp., spending $200 billion in
public funds. These moves, Henwood continues, did prevent the
collapse of the American financial system, but unlike in the 1930s,
the debts were not written off. With low interest rates, they were
easier to service. ‘For non-financial corporations, total indebted-
ness in 1995 was nearly 11 times after-tax profits – an improve-
ment from over 22 times level of 1986, but still twice the levels of
the 1950s and 1960s. For households, the figures show no such
improvement: in 1995, consumer debts were equal to 91% of 
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after-tax incomes, the highest level since 1945, and well above
1980s levels, which were themselves well above 1970s levels… In
Minsky’s language, the business sector seems to have settled back
from Ponzi to speculative financing mode, but households con-
tinue to explore fresh Ponzi territory, with no signs of temperance’
(Henwood 1997: 223; also Stiglitz 2004).

Over the last ten years, consumers in major Anglo-Saxon eco-
nomies have been running progressively bigger debts, effectively
using credit cards and mortgages to compensate for the fall of real
wages (Montgomerie 2006). In this regard, Minsky has warned that
an economy with private debts is especially vulnerable to changes in
the pace of investment, for investment determines both aggregate
demand and the viability of debt structures. The instability of such
an economy follows from the subjective nature of expectations about
the future of investment, as well as subjective determination by
bankers and their business clients of the appropriate liability struc-
ture for the financing of positions in different types of capital assets.
In the financial economy of today, uncertainty is a major determi-
nant of the path of income and employment (Minsky 1982a: 64–5).

It would be naïve, of course, to argue that Minsky’s analytical frame-
work is a panacea to the many dilemmas that global financial markets
entail. One problem with many revisionist crisis theories is that they
view international finance in isolation from the processes of economic
transformation more generally. Minsky himself, while recognising the
importance of the ‘interrelation between the financial and real aspects
of an enterprise economy’ admits that a necessary comprehensive
examination of these issues lies beyond the limits of his theoretical
model (1982a: 4). Yet the central elements of the alternative crisis
theories – financial speculation, booms and investment bubbles, and
debt deflation processes – are significant precisely because ultimately
they are counterpoised to the underlying economic activity that may
not match financiers’ expectations. Moreover, it is through feedbacks
on the economy – monetary, trade, industrial and social sectors – that
financial crises are felt most painfully. 

Minskyan financial fragility in the international context

Minsky’s scholarship has attracted considerable interest among 
heterodox economists and some political economists. Although his
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original model analysed a closed economic system, it was later
advanced to the realm of international finance. Notably by Charles
Kindleberger, who developed the so-called called Minsky-Kindleberger
hypothesis when examining a series of international financial crises
(1988). Key elements that frame the vision are speculation, financial
innovation, and indebtedness.

Charles Kindleberger and ‘manias, panics and crashes’

Kindleberger noted that in terms of intellectual affiliation, his view
on financial instability and crises combines rational expectations
and the psychological model (1988: 4–5). Drawing both on theoret-
ical analyses and on historical evidence, Kindleberger charts a
pattern of a financial cycle. It unfolds in five stages: displacement,
followed by euphoria (overtrading) and possibly distress, possibly
further revulsion (a crash and/or panic) leading again, unless alle-
viated by a lender of last resort (LLR) to deep discredit, serious
trouble for the banking system, and economic depression (1988:
18). Displacement is typically some significant event that greatly
improves the perceived and real economic outlook. ‘There is noth-
ing so disturbing to one’s well-being and judgement as to see a
friend get rich’, he notes (1996: 13). As firms and households 
see others making profits from speculative purchases and resale,
they tend to follow: ‘monkey see, monkey do’. For example, the
growth of the Eurocurrency market in 1970–1971, before the OPEC
price rise, stimulated multinational banks to embark on lending
programmes to the Third World that became excessive. 

Indeed, the recognition that the world financial system was in dis-
tress came shortly after the oil price shock in 1979. Yet some
financial institutions, notably Citicorp, refused to recognise that
lending to developing countries had been excessive up until August
1982. Mexico had expanded oil production rapidly since 1973,
largely on borrowed money, and as oil exports levelled off, it con-
tinued to borrow in order to maintain its debt service. In the crisis
that ensued, the IMF was called in, organising more commercial
loans under rigid conditions of macroeconomic austerity. Similar
arrangements had to be made in Brazil in 1983, in Argentina in
1984 and in a number of less severe cases (Kindleberger 1988: 61–2). 

For Kindleberger, just as for Minsky, a key type of displacement
originates in financial innovation. Innovations in various credit
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instruments, such as swaps (currency and interest rate), do not
reduce risk (as EMT would claim); rather, they merely shift it.
Critically, a market participant that reduces one risk may thereby be
moved to take on more risk, thus increasing the risk for the system
as a whole (1988: 36). According to Kindleberger, as early as 1986 a
BIS report (1986: 201) recognised that underpriced new financial
products take the market demand beyond the prudential risk limits.
Where the spread of innovations is drawn out, the last institutions
to adopt the new techniques are under temptation to carry them
too far in an effort to displace the first who have established posi-
tions with the best customers. In the case of Third world syndicated
bank loans, for instance, the regional banks that were drawn in at
the end may not have had the stamina to stay the course when it
transpired ‘that the approved therapy is to hang on, shovelling good
money after bad, and lend more’ (Kindleberger 1988: 35). Yet as
history reveals, financial innovation and risk-management tools
continued to transform the markets during the 1980s and the
1990s, driving much of the financial system further and further
away from the gaze and expertise of regulatory bodies, to the brink
of financial crisis. 

Another type of displacement is the deregulation of the financial
market. In the late 1980s and 1990s, such a ‘displacement’ could
occur when a country was perceived to have become ‘a successful
reformer’. New opportunities for profits are seized, and overdone,
‘in ways so closely resembling irrationality as to constitute a mania’.
However, once the excessive character of the upswing is revealed,
the financial system may experience ‘distress’, in the course of
which the rush to reverse the previous process may be so precipitous
as to resemble ‘panic’ (Kindleberger 1996: 13, 44). This, as we will
see in the following chapters, is precisely what aggravated the crises
of the 1990s in the emerging markets. 

In times of boom, Kindleberger sees speculation develop in two
stages: in the first, sober stage of investment, households and firms
respond to a ‘displacement’ in a limited and rational way. In the
second stage, however, capital gains play a dominating role. When
the number of agents engaging in these speculative practices
increases, bringing in segments of the population that are normally
aloof from such ventures, speculation for profit leads away from
normal, rational behaviour to what has been described as ‘manias’
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or ‘bubbles.’ The word ‘mania’ emphasises the irrationality; ‘bubble’
is any deviation from fundamentals3 (Kindleberger 1996: 13–14). The
author links these two stages to two groups of ‘speculators’, the insid-
ers and outsiders. The insiders destabilise the situation by driving the
price up and up, selling out at the top to the outsiders. The outsiders
buy at the top, and sell out at the bottom when the insiders are
driving the market down. For example, such a distinction seems very
relevant for developments in Mexico leading to the December 1994
crisis, as initially it was mainly Mexicans (insiders) who invested on a
large-scale, by returning capital that had previously fled. However,
since mid-1992, these local investors – fearing a large devaluation –
started to pull out, selling paper to more bullish investors (who were
mainly foreigners) who still had confidence (Griffith-Jones 1998: 8).

A study of the adverse consequences of financial liberalisation and
international speculation was advanced by Taylor (1998).4 Analysing
financial crises that affected Turkey in the late 1970s, the Southern
Cone in 1980–1981, Mexico and many others in 1982, South Africa in
1985, and East Asia in 1997–1998, Taylor notes that these boom and
bust episodes were not caused by excessive fiscal expansion or the cre-
ation of wholesale moral hazards by market-distorting state interven-
tions. Rather, they pivoted around governments’ withdrawal from
regulating the real economy, the financial sector, and especially the
international capital market. This premeditated laxity created strong
incentives for destabilising private sector financial behaviour, on the
part of both domestic and external players. Feedbacks of their actions
to the macroeconomic level upset the system (1998: 663). 
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3 Kindleberger defines a bubble as an upward price movement over an
extended range that then implodes. An extended negative bubble is
defined as a crash.

4 Following Neftci-Frenkel framework, Taylor outlined a number of essen-
tial elements that can trigger a financial crisis: a fixed or predetermined
nominal exchange rate; few barriers to external capital inflows or
outflows; historical factors and current circumstances that generate
capital movements which push the domestic financial system in the
direction of being long on local assets and short on foreign holdings; 
regulation of the system is lax and probably pro-cyclical; macroeconomic
repercussions via the BoP and the financial system’s flows of funds and
balance sheets set off systemic instability (1998). 

9780230_006904_06_cha04.pdf  30/8/07  8:41 AM  Page 67



A more plausible perspective on these crises, Taylor suggests, is
that the public and private sectors generate positive financial feed-
backs first at the micro, and then at the macroeconomic levels, ulti-
mately destabilising the system. A financial cycle begins in financial
markets that generate capital inflows. They spill over to the macro-
economy via the financial system and the BoP as the upswing gains
momentum. At the peak, before a downswing, the economy-wide
consequences can be overwhelming (1998: 669). As Taylor observes,
the crises of the 1980s and 1990s in Latin America in East Asia are
most adequately explained by private agents’ (both domestic and
foreign) acting to make high short-term profits when policy and
history provide the preconditions and the public sector acquiesces.
Ultimately, it was mutual feedbacks between the financial sectors
and the real side of the economy that led to a crisis. Yet at the same,
he notes, the ability to regulate each of the five components of the
financial instability lies, to a greater or lesser degree, in the hands of
national policymakers (1998: 670).

Advancing Minsky’s framework beyond the boundaries of a closed
economy, Kindleberger focussed on the international dimensions
and character of financial crises; he even suggested that his model of
financial crisis probably applies best to the foreign exchange
markets. In an ideal world of economic theory, he claims, a gain of
specie for one country would be matched by a corresponding loss
for another, and the resulting expansion in the first case would be
offset by the contraction in the second. In the real world, however,
while the boom in the first country may gain speed from the
increase in reserves, it may also rise in the second country despite
the loss of reserves, as investors respond to rising prices and profits
abroad by joining in speculative chase. In other words, the potential
contraction from the shrinkage on the monetary side may be over-
whelmed by an increase in speculative interest and the rise in
demand. For both countries, the credit system is stretched tighter
(Kindleberger 1996: 14).

In order to ensure stability in such a fragile system of inter-
national finance, there has to be a general stabiliser, namely, a
lender of last resort. Markets, Kindleberger writes (1996: 3), gener-
ally work, but occasionally they break down. When they do, they
require government intervention to provide stability for the public
good. As he continues, while better monetary polices would moder-
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ate manias and panics in most cases, and probably eliminate some,
even optimal policies would leave a residual problem of con-
siderable dimensions. Even if there were exactly the right amount of
liquidity in the system over the long-run, there would be still crises,
and therefore a need for additional liquidity, to be provided by a
lender of last resort. In this regard, Kindleberger was highly sceptical
of the existing institutional arrangements for an international LLR.
As he argued, in a crisis, when it is fast action that is needed, the
IMF cannot fulfil its LLR function adequately: the Fund takes time
to reach decisions, and moreover, it cannot create money; instead, it
only advances monies made available to it by member states. In
addition, ‘the amounts made available are fixed at any one time,
and can be raised only slowly by a series of legislative acts in the
member countries; with the total time taken governed by the slowest
to approve’ (1988: 62). While the international dimensions of a LLR
function are undergoing changes, with commercial and national
central banks assuming some of the functions, Kindleberger noted
that there is ‘no meeting of minds’ on the issue of a global LLR, nor
is there strong leadership (p. 67). As a result, the world economy
remains in danger of a severe recession, if not depression, and
distress persists… 

Historically, emerging markets have been the most vulnerable
constituents of the global economy, being particularly susceptible
to speculative attacks and financial crises. These economies typi-
cally have less mature and thus more fragile financial markets and
banking systems; lacking a strong domestic investment base, they
depend on attracting foreign capital. At the same time, the moni-
toring and regulatory capacity of national governments in the
developing economies tend to be weaker for a variety of reasons;
crucially, emerging markets depend on the amount of foreign
exchange reserves as a basis for their currency regimes and invest-
ment credibility (see Armijo 2001; Altvater 1997; Soederberg 2005).
It is notable in this regard that Minsky’s vision of financial fragility,
originally developed for a closed capitalist economy with sophist-
icated financial linkages, had been extended to explain crises and
instability in an economy that opens itself up to global financial
markets (Arestis 2001; Arestis and Glickman 2002; Arestis and
Sawyer 2001; Wolfson 1994, 2000, 2002; Davidson 2001; Dymski
2003; Bartholomew and Phillips 2000; also Pettis 2003).
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According to Arestis and Glickman (2002: 243), the primary
impact of openness in an emerging economy is to import the drive
towards financial innovation, as foreign investors seek out invest-
ment opportunities and local households, firms and banks begin to
look abroad for finance. Sooner or later, the economy falls into a
state of internationalised financial fragility. It then becomes prone
(i) to crisis that is domestic in origin but impacts on its external situ-
ation, (ii) to crisis that is external in origin but impacts on the
domestic situation and (iii) to crisis-intensifying interactions
between (i) and (ii).

A type (i) crisis would have its origins in classic Minskyan factors
such as the advent of rising costs on the domestic capital goods
industries. The result will be present-value reversal and a decline in
asset prices, which means that speculatively financed units will find
refinancing difficult to attract and service. ‘As they default in
growing numbers and commercial failure spreads, a flight towards
liquidity breaks out. Some investors will seek to diversify the now
larger liquid element in their portfolios by shifting into other cur-
rencies. Others will act in anticipation of behaviour of this kind.
The domestic currency will be sold heavily, triggering an exchange
rate crisis. Even units that are hedged in the sense that their asset
and liability maturities are matched will now become vulnerable 
to the fact that they are speculatively financed: their debts are
denominated in foreign currency whereas their cash inflows are not.
The potential of contagion will have a global reach’ (Arestis and
Glickman 2002: 243). This scenario, the authors suggest, can 
explain the contagion of the Thai currency in the summer of 1997
throughout East Asia. 

The authors analyse the possibility of type (ii) crisis on the basis
that, once an economy is open to global financial markets, its 
government can be regarded as a financing unit in relation to
external value of its currency. So long as reserves are substantial in
relation to debts, the country remains in the equivalent of a
hedge-financed position: the payments necessary to maintain the
external value of its currency can be met. However, as endogenous
processes drive the foreign liabilities up, the country’s debt-to-
reserves ratio rises and doubts arise as to whether the authorities
will be able to protect the exchange rate. The state will then
become, in effect, a speculative- and, ultimately, a Ponzi-financing
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unit in relation to the wider world (Arestis and Glickman 2002:
244). As we shall see later in Chapter 7 of this book, this mech-
anism was at work at the time of the Russian 1998 default, when
the government was responsible for the construction of a large
Ponzi-type pyramid of debt in order to finance the chronic 
budget deficit.
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5
Dilemmas and Paradoxes of Fragile
Finance

Finance then, is neither a cloud that daunts over the real economy,
nor a well-anchored structure that parallels the progress of the
economy in a predictable and straightforward way. The conclusion
we draw from a Minskyan reading of financial capitalism suggests
that finance is highly complex, flexible and capable of mutation. It
is in the inner transformations of the financial system, typically in a
link with the rest of the economic system, where fragility and crisis
arise. Moreover, it appears that the obscurity and complexity of
today’s finance, although a problem for regulators in itself, conceals
several important paradoxes of the privatised financial system.
These paradoxes centre on the ever-present capacity of financial
markets to expand through the process of financial innovation. 

Destabilising stability

First, one problem of the post-Bretton Woods decentralised global
credit system is that traditional monetary tools and regulatory 
practices developed by states no longer seem sufficient. With the
growing depth of financial and secondary markets, money has
effectively become an ‘information product’. When new invest-
ments no longer require the stock of accumulated capital but thrive
on the availability of credit, the lending process cannot be stopped.
But when almost all economies are open to the world market and
the system allows debts to be incurred in any currency, private
debts are easily translated into public ones. Often, the collapse of
share prices for private debtors mutates into the collapse of the
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national currency, for which the government is ultimately respon-
sible (Strange 1997: 80; Smithin and Wolf 1999: 212; Germain
1997; Altvater 1997; Surin 1998). Second, the daunting challenges
for governmental policy today are compounded not only by the
fact that financial risk has been privatised, and capital controls
lifted. Fundamentally, they reflect one of the most perplexing 
paradoxes of financial capitalism, which was clearly evidenced by 
the implosions of the late 1990s–early 2000s. Namely, that due 
to the very nature of finance, where, according to Keynes, invest-
ment is largely about predicting how others will behave, stability
is destabilising. 

Financial history is rich with examples of ‘new eras of prosper-
ity’ and benign endorsement of ‘new era’ prophecies by prominent
public figures and the media (Wood 1999). In 1925 the USA for
instance, there were claims that ‘there is nothing now to be fore-
seen which can prevent the USA from enjoying an era of business
prosperity which is entirely without equal in the pages of trade
history’ (Sutliff 1925, cited in Shiller 2000: 104). In a 1928 article,
John Moody proclaimed that ‘a new age is taking form throughout
the entire civilised world; civilisation is taking on new aspects. We
are only now beginning to realise, perhaps, that this modern,
mechanistic civilisation in which we live is now in the process of
perfecting itself’ (Shiller 2000: 105). It was within less than a year
that such optimism was crashed, together with the fortunes of
financial investors. Fast forward to 1997 (70 years later), and we
find Jeffery Sachs evaluating the success of East Asian industrialisa-
tion, incidentally, just a couple of weeks before the Thai baht 
collapsed:

…Taiwan, Hong Kong, Singapore, Malaysia, Thailand, and
Indonesia all created profitable conditions for labour-intensive
manufacturing exports, through realistic exchange rates, 
moderate tariffs, duty-free access for exporters to capital 
and intermediate goods, attention to infrastructure such as
ports and telecoms and so on…The already fast-growing 
East Asian economies should continue to catch up with 
the richer economies, though supercharged growth should
gradually taper off as they succeed in narrowing the gap…
(Sachs 1997). 
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The major danger of ‘new era’ thinking, Robert Shiller (2000: 103)
warns, is that it concentrates on the effects of events currently
prominent in the news. Little attention is paid to ‘what-ifs’, even if
they have substantial probability. The ‘what-ifs’, however, have a
dangerous ability to prick the bubble even among the strongest of
optimisms; the stability and euphoria that seemed so solid just a day
ago can turn into a bust and crisis practically overnight. And the
reason may lie not in the tone, or the message, of the ‘what ifs’
itself; but rather, in the process of the complex interaction between
choices and strategies of individual investors, and the effects of their
actions on the financial and economic system as a whole. 

The problem is that in the age of liberalised markets, periods of
economic optimism tend to invite excessive risk taking by financial
operators. For example, the policy of low interest rates supports the
markets’ calm and thus contributes to a build-up of investments.
While some of these investments may generate sound profits, others
are driven by pure speculation. As the period of optimism contin-
ues, more and more speculative investments are being made, com-
mitting the existing equity bases to a growing pyramid of liabilities
and risks. As a result, individual financial structures become over-
stretched; and thus, increasingly fragile and prone to failure. Once
expectations about the future are shaken by an external shock, bad
news or even a rumour, distress cascades through the system, pro-
voking a crisis. In other words, the inner mechanics of a financial
crisis are rooted in the dichotomy between individual choices and
aggregate outcomes: perceptions of individual financiers about the
resilience of their portfolios and stability of market segments often
translate into adverse dynamics at a system level. While every indi-
vidual agent may perceive her portfolio to be safe and liquid, the
system itself is not: the aggregate outcome of individual perceptions
is a progressively fragile state of the financial system itself (Keynes
1936; Minsky 1977, 1982a, 1986, 1991a; Mehrling 2001; Savona
2002). 

The illusions of liquidity

In large part, as this book contends, such dichotomy centres on
one tricky and relatively trivial notion: liquidity. Trivial, because
‘liquidity’ is one of those dry technical terms describing the state
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of the financial market, used in the commentary and business
news almost on an hourly basis. Tricky, because only a select few,
if anybody, seem to know what it really is. So what is the problem
with liquidity? Economic theory offers many answers to this ques-
tion (Cohen and Shin 2003; Fernandez 1999; Grossman and Miller
1988; O’Hara 2004). Despite their methodological differences,
existing analyses tend to agree that the difficulty of understanding
what liquidity is lies primarily in its duality: liquidity is both a
quality1 and a quantity.2 This implies that ‘liquidity’ means differ-
ent things to different people in different contexts. Moreover, the
conceptualisation of liquidity and its behaviour is obscured by 
the fact that the nature of liquidity has changed over time. As one
official of the Bank of England has put it recently, ‘liquidity clearly
ain’t what it used to be. But it is much less clear what such a state-
ment means, still less whether that is a “good” or a “bad” thing’
(Smout 2001). During good times, the two sides of liquidity –
quantity and quality – are easily conflated, often entrapping
investors into a false sense of security and optimism. Problem is,
such false perceptions can become self-fulfiling in their own right:
beliefs in liquidity can help disguise a systemic problem for a
while. Often, until it is too late. 

The emergence of new forms of financial intermediation and a
variety of financial products in the wake of the breakdown of the
Bretton Woods have led many analysts to assume that issues of 
the adequacy of international liquidity have become obsolete in the
regime of deregulated and privatised credit. In particular, the low
inflationary period of the past two decades, underpinned by the
regime of flexible exchange rates in the main capitalist economies
and growth of private international credit markets have led many
commentators to conclude that ‘the concept of international liquid-
ity has lost its strategic significance for the conduct of macro-
economic policy’ (in Horne and Nahm 2000). 
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In contrast to most mainstream interpretations of the post-1973
financial revolution, a Minskyan reading of the privatised and
deregulated system of international credit suggests that the expan-
sion of financial markets, both geographically and in absolute
terms, disguises systemic fragility of modern capital structures and 
their progressively illiquid character. To Minsky, the most glaring
inadequacy of mainstream finance theory is that it ignores the issue
of liquidity scarcity (Mehrling 2001: 154–6). This abstraction, as we
will see later in this book, has caused many pains and problems
across the financial markets in the 1990s. 

As a consequence of the expansion of secondary markets, the
global economy is bound together by a complex, hierarchical struc-
ture of financial assets of varying degrees of liquidity. By expanding,
hedging and diversifying their portfolios, financial dealers and
bankers play a critical role in ‘knitting together’ the various layers of
that structure into a unified system. Yet the systemic effect of
private financial innovation in liberalised markets, first identified by
Keynes as ‘the paradox of liquidity’, remains one of the most per-
plexing tendencies in today’s finance. While every individual trader
may feel liquid and safe, the system as a whole is not; as a con-
sequence, it is inherently prone to distress and failure (Mehrling
2001: 154–5; Savona 2002: 181). 

According to Warburton (2000: 93), one of the biggest crimes of
financial terminology today is the abuse of the word ‘liquidity’ to
describe the increased availability of capital funds that is the result
of a massive wave of private financial innovation. ‘Ease and
anonymity of trading, or fluidity or velocity of the market, he writes,
are genuinely important market characteristics, but in a Ponzi-type
capitalism it is very confusing to describe them as liquidity’. Minsky
believed that in a system where contractual liabilities are denoted
solely in terms of money, one can define the concept of being liquid
as possession of the ability to meet one’s contractual obligations as
they come due. Hence strictly defined, ‘the ultimately liquid assets
of the economy consist of those assets whose nominal value is 
independent of the functioning of the economy’ (Minsky 1982a: 9).
Securities, and especially modern secondary vehicles of speculation,
are traded in the market day by day; their value changes through-
out their life. For these reasons, securities and the funds used to
invest in them cannot be described as liquid assets: these instru-
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ments cannot be easily reconstructed in terms of their ingredients
(Warburton 2000; Stiglitz and Bhattacharya 1999). 

Minsky’s FIH provides a helpful framework that reveals the
paradox of liquidity associated with the emergence of new financial
techniques and products. The availability of new finance tends to
raise confidence and profits, increasing the volume of debt-financed
investment (Wolfson 1994: 17). Yet as Minsky warned,

Every institutional innovation which results in both new ways
to finance business and new substitutes for cash decreases the
liquidity of the economy. That is, even though the amount 
of money does not change, the liquidity of the community
decreases when government debt is replaced by private debts in
the portfolios of commercial banks. Also, when nonfinancial
corporations replace cash with government bonds and then gov-
ernment bonds with debts of bond houses, liquidity decreases.
Such a pyramiding of liquid assets implies that the risks to the
economy increase, for insolvency or even temporary illiquidity
of a key nonbank organization can have a chain reaction and
affect the solvency or illiquidity of many organizations (Minsky
1986: 173). 

Particularly in an environment where interest rates on short-term
interest rates are lower than the level of long-term interest 
rates, ‘one can make on the carry3 by financing positions…in 
long-term financial assets by short-term, presumably liquid, debts’
(Minsky 1986: 211). Yet despite the expanding chain of financial
disintermediation, the functioning of securities and derivatives
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markets relies fundamentally on the availability of cash liquidity.
In the end, banks have to accept these substitutes for money
proper; and the very stability of the financial system rests on the
stability of the banking system. To Minsky and his followers there-
fore, every institutional innovation that leads to both new ways to
finance business and new substitutes for cash assets, decreases the
volume of the liquidity available to redeem the debts incurred. This
Keynesian vision of the liquidity paradox implies that while
throughout the boom period, the distinction between near-moneys
and money fades away; it comes to the fore again when distress
and crisis erupt. As distress cascades through the system, liquidity
providers turn into liquidity demanders (Bellofiore and Ferris 2001:
7; Bookstaber 2000). 

The danger inherent in the process of credit (or for Minsky, debt)
expansion, is that in the process of financial expansion the
financial system contrary to appearances, becomes progressively 
illiquid. Once the system comes under stress, the newly opened
credit lines would not be closed in time, and investor herding will
quickly translate individual illiquidity into a systemic crisis. In
times of distress, the combination of falling asset prices and the
erosion of creditworthiness pushes financiers to liquidate their
positions. While this process may be rational at the micro-level, it
adds to macro pressures on asset prices which in turn trigger the
initial evaporation of market liquidity for one or more classes of
assets. The evaporation of asset liquidity aggravates both market
and credit risk and begins to question balance sheet liquidity for
some institutions. Since many companies use broadly similar 
analytical tools to model their price fluctuations and exposure to
external shocks, the risk of precipitous price changes in the face of
‘crowded trades’ rises significantly. In these circumstances, the
escalation of credit concerns exacerbates the defensive behaviour of
investors, all of which acts to reinforce adverse market dynamics at
the systemic level. As risks unfold through the system, a financial
crisis ensues (CRMPG, 27 July 2005). 

Liquidity presents an increasingly complex dilemma confronting
financiers, policymakers and academics. Liquidity is the single
factor in the global financial markets that links up all categories of
players in a complex chain of assets and liabilities. Liquidity is a
key criterion for individual financiers in their daily trading; liquid-
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ity is a major concern for financial regulators striving for the stabil-
ity of markets. In times of distress, liquidity provision becomes an
intensely political issue, often being the single factor that can
determine the fate of a company or even a country. Liquidity is
also intimately related to the process of financial innovation and
credit creation. 

According to Claudio Borio, financial developments of the late
1990s across the global financial system have shown that percep-
tions and theories of the behaviour of liquidity and consequently,
the products of financial innovation affect the systemic balance
and precipitate crises of confidence and valuation. During the
investment booms of the late 1990s, markets have created trillions
of dollars’ worth of new financial claims, with a belief that many of
these financial assets are safe, profitable and liquid. Yet in late
2000, the same financial trading strategies that only a year ago
proved consistently profitable, suddenly turned sour, generating
huge financial losses. The turmoil accelerated the departure 
of market players who had been contributing to a perception of 
systemic liquidity by taking the other side of trade-ins amidst the
period of optimism (Borio 2000: 41). Thus along with the interna-
tionalisation of the market, the widespread use of leverage and
financial speculation, systemic illiquidity has become a major
factor in today’s crisis dynamics. 

More and more economists recognise that changes in underlying
liquidity are a much more important factor in causing investment
booms and busts than other aspects of the business cycle – such as
overproduction, underconsumption, and overcapacity (Pettis 2001:
39). The reduction in liquidity levels is typically followed by falls in
economic activity in the industrial and commercial sectors; and this
holds true both for the case of highly leveraged financial firms and
for entire national economic systems, particularly in the developing
world (Kindleberger 1993; Minsky 1986; Toporowski 1993; Pettis
1996, 2001).

The dilemma of liquidity, both at methodological and practical
levels, and the increasingly prominent role of illiquid capital struc-
tures in precipitating large-scale financial crises, seems to be one of
most potent lessons of the crises of the late 1990s. The collapse of
economies has highlighted progressive illiquidity and Ponzi-type
finance as key factors in the crisis-prone nature of global financial
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structures. Mainstream finance theory has yet to analyse the role of
endogenous credit developments and financial innovation in the
analyses of financial crisis. But to heterodox economists, the crises
in East Asia, Russia, Brazil and Argentina, as well as the scandals in
the US corporate sector, served as stark reminders that financial
innovation in general, and derivatives in particular, are accentuat-
ing the Keynesian paradox of liquidity, now operating at an interna-
tional level (see Savona 2002). 

The ability of financial institutions to take on greater risks and
thus build up large volumes of credit, accumulating massive debts in
a pyramid-like fashion can help sustain an investor euphoria and
thus suggest that the recipient country is a successful reformer
(Pettis 2001). Yet in itself, this process is a major factor contributing
to the progressive illiquidity and fragility of today’s financial struc-
tures. A political consequence of this liquidity paradox is that the
central banks, when confronted with a danger of a systemic crisis
brought on by excessive speculation, have to act as lenders of last
resort, accommodating the market’s need for a monetary base
(Savona 2002: 181; Griesgraber and Gunter 1996).

With the enormous expansion of the financial services industry 
and the widespread use of leverage, deteriorating liquidity positions 
of individual economic entities – companies or countries – easily
translate into large-scale defaults. During the booming investment
years, asset price inflation enhances the availability of credit in 
the economy; inevitably, given the run-up in asset prices, part of the
credit expansion is diverted into speculation. As credit expands, the
quality of credit declines. After several good years, the generation of
excess liquidity is reversed. In the context of an advanced economy,
investment boom ends as investors try to redeem their illiquid assets,
which often leads to corporate bankruptcies. In the case of an emerg-
ing market, this process is intensified by sudden capital outflows from
the country. The country loses creditworthiness and consequently,
the access to international capital markets. Often, a fall in the value of
currency enhances expectations of a further liquidity crunch and a
chain of insolvencies. This self-fulfiling process leads to defaults and
bankruptcies, as the total volume of outstanding obligations becomes
less likely to be repaid. As assets are sold, their values tumble. Such
outflows lead to deflation, recession or even depression (Toporowski
2001: 126; Pettis 2001: 43–4; Puplava 2002; Bird and Rajan 2002). 
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Therefore, one of the most important, yet puzzling, lessons from
the past decade of crises is the recognition that the fluidity, or velo-
city of financial circulation – the key products of financial deregula-
tion and liberalisation of credit – are not synonymous with
liquidity, and hence stability, of the system as such. On the one
hand, the ongoing process of financial innovation ensures that the
whole matter of liquidity has to do with not with proximity to cash,
but with the question of facility in the exchanging of future for
present purchasing power. Hence notions of absolute liquidity and
‘cash’ are in fact, anachronisms, which bar the way to a true under-
standing of the credit system (Smith 1935: 640). Their meaning and
function are mostly defined by legal norms, and depend crucially on
the existing investor conventions, confidence in the system, as well
as specific economic conditions. Indeed, in today’s financial markets
funding liquidity implies command not only over cash and
deposits, but also over other instruments that can be used to meet
margin calls and effectively, settle transactions (Borio 2000).4

On the other hand however, the interaction between cash and
market liquidity remains critical for the overall robustness of financial
markets. The mechanisms that lead to the disappearance of cash liq-
uidity under stress can be similar to those that lead to the evaporation
of market liquidity. The dislocations generated by the evaporation of
liquidity in systemically important markets in 1998–1999 are a clear
illustration of the heightened significance of systemic liquidity for
financial stability (Borio 2000: 38–9; 2004; Pettis 2001, 2003). Crises
of illiquidity are commonplace in a capitalist economy; they can be
dealt with quite efficiently by a timely restructuring of debts or a
credit injection. By itself illiquidity is not necessary for corporate
bankruptcies or currency crashes to occur; moreover, lack of liquidity
under stress is usually a symptom of problems that originate else-
where (Borio 2000: 45). However, in the regime of financial 
ascendance worldwide and the overwhelming reliance on debt
finance – from households to corporations to national governments –
illiquidity is often sufficient to trigger a crisis (Velasco 1999; 
IMF 2002b; Pettis 2003). Indeed, where liquidity is perceived to be
adequate, confidence can be maintained and the self-fulfilment of
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expectations may imply that liquidity is adequate. But together, illiq-
uidity, leveraging and self-fulfiling expectations tend to bring the
system to the brink of a systemic crisis (Bird and Rajan 2002: 365). 

One implication of this reading of the systemic effects of financial
innovation in the deregulated environment, is that in the run-up to
a period of financial strains, markets may appear ‘artificially liquid’
(Borio 2000, 2004). Contrary to the beliefs of mainstream finance
theory, market liquidity is only partly associated with market
arrangements; ultimately, it rests on the way financiers perceive 
and respond to risks and returns. The success of leveraged trading
generates high profits, adds to market-making capacity and lulls
investors into a false sense of security. As a consequence, Borio
argues, liquidity may be perceived as highest precisely when 
it is most vulnerable. ‘The illusion of permanent market liquidity is
probably the most insidious threat to liquidity itself. Markets are
expected to be liquid, loans are known not to be’ (Borio 2000: 45,
emphasis in the original; Borio 2004). 

A new type of crisis

At a conceptual level, insights into the nature of liquidity have led
to significant shifts in the understanding of financial crisis itself.
The elements of risk, speculation, asymmetric shocks and inter-
dependencies between markets ensure that the dynamics of
financial crisis deviate from the theoretical assumptions of the EMT.
Traditionally understood in orthodox economics as a product of
balance of payment imbalances or a result of an adverse shock to an
economy, crisis is now viewed as a much more complex phenom-
enon. Indeed, Frederick Mishkin acknowledged that in today-type
crises, it is no longer mere government misconduct that triggers a
crash or a crisis, and the potential outflow of capital is not phased
over time. Instead, the disruptions occur all at once, as investors
rush for the exit when the crisis strikes. In this process, ‘current
account measures do not have predictive power for financial crises;
while illiquidity and problems in the banking sectors do’ (Mishkin
1999: 13). 

Liquidity difficulties and the innate financial fragility are increas-
ingly being recognised as crucial components of a present-day
financial crisis. As a result, these two elements have received central
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attention in the ‘third-generation’ crisis models currently being
researched by heterodox critics (Chang and Velasco 1998, 1999;
Detragiache 1996; Goldfrain and Valdes 1997). Typically such
models focus on financial institutions that issue demandable debt as
a liability, placing themselves in a potentially illiquid position. In
an open economy, the ability of governments to rescue the banks
under speculative attack is severely limited by the availability of
international reserves. With capital mobility, printing unbacked
money can only cause the exchange rate to crash, as both standard
theory and the recent experience of emerging markets suggest. 
As Velasco explains, domestic bank runs often interact with panics
by foreign creditors. The nature of this interaction depends, in 
particular, on the structure of international debt and how strongly
banks can commit to repay their international obligations. Real
exchange rate depreciation may both cause bank runs and multiply
their deleterious real effects. The logic is circular: if bank runs cause
the real exchange rate to depreciate, then producers of non-tradable
goods may go bankrupt. If these firms had borrowed from local
banks, the banks’ liquidation value would have declined, and a run
would have been even more likely (Velasco 1999). In a Minskyan
framework, financial fragility today increasingly centres on the
problems of speculation, illiquidity and debt. 

In this instance, Fratianni and Pattison (2002: 147–8) have distin-
guished two types of liquidity crisis. Type 1 illiquidity is essentially
an institutional development: it stems from gridlocks in the infra-
structure of payment, clearing, and settlement mechanisms that, in
turn, reduce liquidity in international and systemically important
domestic financial markets. This type of illiquidity leads to the
failure of solvent institutions because of their inability to settle or
hedge transactions. Type 2 illiquidity is a broader macroeconomic
phenomenon: it relates to the lack of (international) liquidity of
individual countries, which usually manifests itself in inadequate
levels of foreign reserves. 

Importantly, both types of illiquidity interact in the world
financial markets. As both Asian and Russian crises showed, macro-
economic illiquidity increasingly entails international ramifications
through its impact on domestic and global markets and settlement
mechanisms. In the regime of liberalised and inter-dependent
financial markets, the risks that an external shock can force both the
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borrower’s revenue and its debt servicing expense to reverse sharply
are very large (Fratianni and Pattison 2002: 147–8). Shortening the
duration of financial contracts in order to raise liquidity breeds
fragility and leads to a liquidity crisis, causing sharp increases in
interest rates and compressing asset values (Sheng 2003). A liquidity
crunch thus transforms into a solvency crisis. The process is 
self-reinforcing and continues until the initially small shock either
forces the borrower into bankruptcy or is resolved by a lender of
last resort.

Pettis argues (2001: xviii) that this mechanism is applicable not
only to explaining crises of corporate borrowers in advanced capital-
ism, but is also relevant for a broader macroeconomic picture of a
sovereign borrower in the case of an emerging market. Indeed,
Russia’s default on its debt in August 1998 became a direct trigger of
a major financial debacle in the USA – the collapse of the Long Term
Capital Management Fund (LTCM), discussed in greater detail in
Chapter 8 of this book. In the chapters that follow, this book delves
into the workings of the financial crises of the late 1990s and early
2000s. As argued here, the central role of speculation, debt and pro-
gressive illiquidity of financial structures in precipitating the crises
implies that sovereign borrowers, much like individual institutions,
can be subjected to liquidity runs and Minskyan dynamics of sys-
temic financial fragility.
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61

The East Asian Crisis: A Minskyan
View

There is no shortage of explanations for the series of crises that
engulfed East Asia in 1997–1998. While there is no easy way to
group up the various interpretations of what is now widely referred
to as the ‘Asian financial crisis (AFC)’, three theories stand out. To
many mainstream economists, the crisis represented a typical ‘twin’
financial crash, a dangerous cocktail of information asymmetries,
financial market failures and, crucially, inept government interfer-
ence in the workings of the markets. The Asian model of state
dirigisme has proved deficient, prone to inherent cronyism and cor-
ruption. In essence therefore, the Asian financial crisis of 1997–1998
was a crisis, as a World Bank report concludes, of crony capitalism:

[t]he interaction of these institutional weaknesses with interna-
tional capital markets imperfections, and the use of inconsistent
macroeconomic policies to manage surging capital inflows gener-
ated crucial vulnerabilities that laid the groundwork for the sub-
sequent financial crises – and ensured that their consequences
would be severe (World Bank 1998/99: 57).

On the opposite side of the analytical spectrum, heterodox eco-
nomists trace the causes of the 1997/8 Asian collapse to un-
predictable and unstable behaviour of the international financial
markets. In these interpretations, the crisis contagion, regionally
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and internationally, is the result of the speculative attacks on the
region’s currencies and herd-like behaviour of foreign investors,
most notably banks and hedge funds (Radelet and Sachs 1998; 
King 2001). 

Finally, according to many radical critics, the crisis was rooted
in the inner dynamics of the capitalist system itself: both in the
East Asian national structures of accumulation, and in the trans-
formations in the global market (Tabb 1998). In these interpreta-
tions, the crisis was caused by a growing discrepancy between the
East Asian principles of export-led growth and the changing com-
petitive edge of the world market. The latter had been increasingly
oriented towards the production of advanced, high-tech products
and services, while Asian ‘tigers’ produced ‘mass-market, banal,
interchangeable goods’ (Godement 1999: 8, 24; Johnson 1998).
The emergence of China as a competitive power, the export of the
Japanese property and stock market bubbles, the US–Japan deal to
lower the value of the yen, the regional credit crunch – all weak-
ened the structural coherence within and between the production
and finance in the East Asian economies. The disjuncture was
accentuated when the export-oriented sector, overproduced from
within, failed to secure cheap and exchange-risk-free credits 
from without (Tabb 1998: 32; Sum 1999). Here, institutionalist
accounts of the crises also point to the asymmetrical presence of
the ‘developmental state’ across the region and the difficulties the
political regimes had encountered when faced with the unfetter-
ing forces of global capital. As a consequence of domestic liberal-
isation policies, structurally weak economies have emerged across
the region, and these have been distorted by speculative activities
focussed on stock, but particularly property markets (Henderson
1999: 361–2). 

What are we to make of such a plethora of views of one of the
most devastating crises of finance in recent years? Considering all
the factors at play – local, national, global, financial and non-
financial – it is hardly surprising that the crisis cannot be traced
back to one cause. There was, nonetheless, one identifiable chain
of processes which, through various institutional channels, has set
out the precondition for a devastating financial malaise. Namely,
it was the cocktail of financial liberalisation, widened channels 
of investment and consequently, progressive illiquidity and over-
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indebtedness, that became the epicentre of the financial crises of
1997–1998. 

In what follows, this part of the book offers a Minskyan reading of
the crises in East Asia 1997–1998. 

The rise of financial fragility in East Asia

Practically all of the problems facing the East Asian economies in
1997–1998 can be traced to the difficulties they have experienced
in introducing liberal reforms of the financial sector throughout
the 1980s–1990s (Arestis and Glickman 2002: 246). In East Asia the
liberalisation process began in the late 1970s–mid-1980s, but was
completed only in early to mid-1990s.2 The reform included the
deregulation of interest rates and the easing of reserve requirements
on banks. In Korea, for example, lending interest rates were liber-
alised between 1991 and 1993, and marginal reserve requirements,
which had been as high as 30% around 1990, were reduced to 7%
in 1996. In addition, new policies promoted competition and entry
of financial institutions: licenses for bank branches were relaxed in
Indonesia and Malaysia in 1988–1989; restrictions on activities of
foreign banks were eased in Korea and Thailand in 1991 and 1993,
respectively (Chang and Velasco 1998: 28). 

In all five economies of the region most affected by the crisis,
South Korea, Indonesia, the Philippines, Malaysia and Thailand,
the stability of currency pegs under favourable economic con-
ditions and in the absence of the dollar appreciation ensured that
foreign investments would be repaid at no exchange rate risk. The
image of ‘miracle Asia’ shared by international investors con-
tributed to over-estimation of the credibility of currency regimes.
Both the IMF and government agencies encouraged financial
deregulation further, and the presence of these optimistic lenders
of last resort raised the spectre of moral-hazard whereby ‘even if
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something goes wrong the agencies involved have an interest in
bailing me out’ (Allen 1999: 138). 

During the 1990s across the region, expectations of future growth
became plainly extravagant; capital was cheap, encouraging over-
borrowing. Local currency and credit supplies expanded: supported
by currency pegs and confident convertibility into the hard curren-
cies, the spiral of investment soared perilously. Foreign lenders and
domestic borrowers, free of governmental supervision and regula-
tion, eagerly stretched out risky credit lines, exploiting international
arbitrage opportunities and investing in the booming Asian asset
and property markets (Arestis and Glickman 2002: 246; Chang and
Velasco 1998; Grabel 2000). Eventually, capital inflows put upward
pressure on the currency pegs. Yet the attention of the monetary
authorities and financiers was focussed on the chances of prevent-
ing appreciation of the nominal exchange rate. As Robert Wade
noted, nobody was thinking depreciation; and nobody was hedging
against a currency sell off (Wade 1998: 697). 

In a Minskyan analysis of the crises, it is important to note that
lower reserve requirements allow the banking industry to maintain
a lower degree of liquidity. In an emerging economy, this directly
exacerbates the problem of international illiquidity and raises the
possibility of financial runs. Likewise, the fostering of competition
in the financial industry may deliver institutions that, while
‘leaner and meaner, are less liquid’. Increased competition typi-
cally forces banks to offer more attractive terms (that is, higher
interest rates) to depositors. Yet it also implies that the short-term
liabilities of the banking system, in this case the face value of
demand deposits, must increase, impairing international liquidity
(Chang and Velasco 1998: 29; Wolfson 2000; Velasco 1999;
Dymski 2003). 

Across the East Asian region, much of the incoming finance was
squandered on speculative property investment or the overexpan-
sion of industrial capacity. At the same time, a fatal combination of
pegged exchange rates and an over-hasty opening of economies to
short-term foreign capital inflows, caused a surge of indebtedness to
foreign banks. The resulting financial bubbles were inflated further
by inadequate bank regulation and close, sometimes corrupt, rela-
tionship between banks, firms and governments, which encouraged
borrowers and lenders to believe that governments would bail them
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out if need be (The Economist, 5 March 1998). The worsened interna-
tional economic environment also contributed to the 1997–1998
crises. By mid-1997 the restrictive US dollar monetary policies and
the imbalance between the dollar and Asian currencies had become
critical (Allen 1999: 138–9; Sum 1999). 

Since much of the Asian economic miracle was based on the high-
savings-high investment model, a question naturally arises: Why
did the East Asian economies, so highly praised for their levels of
savings, have had to rely so heavily on external credit supply? In
terms of macroeconomics, interest rates differentials are part of the
explanation for Thailand and South Korea (Hirst and Thompson
1999: 143). Another, and perhaps a more salient factor, is the
autonomous tendencies generated by domestic financial liberalisa-
tion. Since it was becoming more and more difficult to service past
credit without accessing new loans, deregulated markets provided
East Asian economies with a source of ‘easy finance’ when they
found themselves over-stretched domestically. Foreign credit was
also a way to fund risky activities, since the ‘original’ investors 
were getting increasingly suspicious (Chandrasekhar and Ghosh
1998). 

As we have seen earlier in the book, the inability to service debts
without accessing new loans is a central factor leading to the spread
of Minskyan Ponzi finance schemes. In East Asia, the development
of Ponzi debt pyramids was made worse because most incoming
borrowings were foreign investments. The attraction of short-term
capital in the form of trade credits was a relatively inexpensive
source of international finance. But, as Stiglitz argues, when savings
rates are already high, and when the funds are mis-allocated, the
additional capital flows only exacerbate the fragility of the economy
(Stiglitz 1998).

The opening of the East Asian financial markets invited short-
term financial flows into the region, and with it, the associated
dangers of a sudden reversal of capital flows had increased. Between
1996 and 1997, the inflow of capital was in order of $109 billion, or
approximately 11% of the pre-crisis aggregate GDP of the five most
affected countries. In 1996, Indonesia was the world’s most popular
destination of private foreign capital flow ($17.6 billion), Malaysia
the fourth ($16 billion) and Thailand the sixth largest ($13 billion).
Combined, net inflow of long-term debt, FDI and equity purchases,
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soared to more than $110 billion in 1996. Most of the funds were
directed towards speculative activities, primarily the property sector.
Banks and their clients, both at home and abroad were zealously
seeking quick profits quickly as the wave of optimism unleashed by
liberalisation gathered strength (Arestis and Glickman 2002: 248;
Velasco 1999). The magnitude of net capital inflows combined with
lack of foreign exchange reserves, meant that short-term foreign
debts could easily translate into a full blown liquidity crisis. The
combination of domestic liberalisation, the expansion of world
capital markets and the spiral of financial innovation suggest that,
while FDI and equity investment did not directly cause the Asian
crisis, they added to the underlying weaknesses of some of the
affected economies, as well as to the transmission of economic
shocks which precipitated the crisis in Malaysia, Thailand, Korea,
Indonesia and the Philippines (Bird and Milne 1999: 431; Bisigano
1999; Woodward 2001: 197).

By 1997, many institutional players began abandoning the region,
‘but what converted a nervous departure into a catastrophic stam-
pede was the speculative activity of the hedge funds and other arbi-
trageurs’. The previously optimistic market sentiments faded fast as
concerns over the ‘health’ of the Thai political-economic system
became serious, triggering the first attack on the Thai baht. The
most spectacular assault occurred on 10 May 1997, when in one day
hedge funds are said to have bet $10 billion against the baht (Bello
et al. 2000: 15). 

The Thai government tried in vain to defend the currency, but
foreign exchange reserves were insufficient to counter the attacks,
and on 2 July 1997 the baht was floated and immediately began to
fall in value. The devaluation meant that that all the ‘cheap’ foreign
currency debt suddenly became much costlier to service, since
almost all of it was unhedged. Inevitably, too, the property bubble
burst, leaving banks with a pyramid of bad debts. As concerns about
the ability of firms to repay their borrowings grew, foreign capital
dried up, foreign exchange reserves dwindled and the Thai govern-
ment was forced to approach the IMF. By 1998, the subsequent
wave of competitive devaluations throughout the region, imperfect
market information and investor expectations, trade, financial and
real linkages between the Asian economies have contributed to the
contagious spread of the crisis.
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The Thai crisis

The causes of Thai financial crisis have been discussed extensively
(Siamwalla and Sopchokchai 1998; Hewison 2000; Lauridsen 1998),
yet it is helpful to summarise the major views on the crisis 
preconditions. From the mid-1980s, the rapid growth of export-
oriented industrialisation aided by the large FDI inflows (Phongpaijit
and Baker 1995)3 unleashed structural problems that in turn, under-
mined export competitiveness. First, the supply of some factors of
production, particularly skilled labour and infrastructure, had been
exhausted, which led to supply constraints and rising costs. Second,
capital inflows eventually contributed to a Thai version of ‘Dutch
Disease’ – over-inflating prices of non-tradable goods (especially
property) relative to tradable goods, causing a misallocation of
resources and real appreciation of the currency. This in turn,
harmed the country’s export niches (Warr 2005: 21–3).4 

By the early 1990s, these difficulties caused a slowdown in the
Thai economy, but the slowdown was disguised by financial liberal-
isation, deregulation and the introduction of capital account con-
vertibility in 1991–1993. These liberalisation measures invited a
further massive inflow of capital. Gross domestic investment rose
above 40% of GDP, more than the economy could absorb. In the
absence of any effective policies to govern these inflows, a large
portion of the new investments consisted of short-term debt (port-
folio holdings and bank loans), which, as the events of the summer
of 1997 showed, was particularly vulnerable to swings in market
sentiment.

In the context of decreasing export competitiveness and the struc-
tural distortion of tradable/non-tradable prices, the financial inflows
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3 After the Plaza Accord of 1985 and the rise of the currencies of Japan and
other East Asian Countries, East Asian capital migrated to Southeast Asia
on a large scale. Capital of Japanese firms in Thailand rose from 2,836
million baht in 1986 to 38,755 million baht in 1991 (Phongpaijit and
Baker 1995: 155). 

4 Peter Warr estimates that the real exchange rate appreciated by 30%
between 1988–1997. In Peter Warr, ‘Boom, Bust and Beyond’ in Thailand
Beyond Crisis, Peter Warr (ed.), London: Routledge Curzon, 2005, 
pp. 21–3. 
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generated a sharp rise in domestic consumption, a similarly sharp
decline in the current account balance, an asset price bubble and
excessive investment in property and many domestically-oriented
industries (steel, automobiles, petrochemicals, services). Thai policy-
makers failed to control those factors (either by de-pegging the baht
from the dollar and thus sterilising the inflows, or by using fiscal
and other measures to manipulate resource allocation). In fact, they
compounded the crisis by their attempts to sustain the existing
policy regimes. In an attempt to retain the currency peg, the govern-
ment in effect, emptied the foreign exchange vaults, creating the
Financial Institutions Development Fund (FIDF) as a stopgap fund,5

which only allowed the financial industry to accumulate massive
bad debts. Each group of factors had played a role in the lead-up to
the crisis of 1997, affecting the financial markets, the labour sector,
agriculture, industry and governmental regulation. What interests
us in the discussion of financial fragility, is the state of the country’s
capital market and the financial system under the effects of financial
liberalisation. 

Until the early 1990s, there were two main sources of credit in
Thailand: domestic commercial banks and foreign direct invest-
ments. The Thai government set out incentives to attract foreign
investment into priority sectors, yet the strategy was relatively lax
and a large part of financing took place outside the incentive frame-
work. Foreign investment was driven more by investors’ perceptions
of Thailand and less by specific Thai government incentive
schemes.6 The Thai government, in turn, played a relatively minor
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5 The Financial Institutions Development Fund (FIDF) was set up as a result
of the financial crises in 1979 and in 1983 to rehabilitate ailing financial
institutions. In the crisis of 1996–1997, the role of FIDF was expanded. By
the time of the float, the FIDF had paid out 700 billion baht to assist
ailing financial institutions. In Nukul Prachuabmoh, Facts About the
Economic Crisis [In Thai], Bangkok: Ministry of Finance, 1998. 

6 Here, it is notable that after 1975 the USA, previously the largest foreign
investor in Thailand, regarded Thailand as unsafe and unpromising.
Apart from oil companies and a few consumer goods vendors, very little
Western investment flowed into Thailand until the mid-1990s. By con-
trast, Japan identifies Thailand as a site for offshore manufacture and cul-
tivated its knowledge of and relations with Thailand over the long term.
From 1973 onwards Japan was Thailand’s largest source of FDI.
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role in the allocation of domestic credit, but provided a protection
for a cartel of Thai commercial banks. These banks emerged
between the 1940s and 1960s, when Western banks had little inter-
est in the country. From the 1950s onwards, having secured 
government protection against foreign competition, they amassed
capital from the high saving propensities of the largely rural popu-
lation. The banks prospered by spotting the sectors with high
potential and directing finance to these sectors by investing in sub-
sidiary companies, or supporting groups of associates (Akira 1989:
154–72). Five major banks became such a large factor in the whole
economy that their decisions on credit allocation were critical not
only for their own profits but to overall direction of the economy.
These banks became the centres of sprawling business conglomer-
ates. The government did not favour these corporate groups
overtly, but the governmental machinery was susceptible to 
their great influences. Since the government encouraged foreign
investors to enter into joint ventures with domestic partners, FDI
also became part of the process of formation of financial-industrial
conglomerates. 

The mid-1980s was a watershed for the Thai economy. The oil
crisis of the late 1970s led to a balance of payment crisis, devalua-
tion and a banking shakeout in 1984–1986. Among several impor-
tant institutional transformations that emerged out of the ensuing
crisis in the Thai political economy,7 financial liberalisation became
the central factor to shape the international dimension of the
country’s political economy for most of the 1980s and 1990s. 

Financial liberalisation and credit expansion in Thailand 

In 1990, restrictions on convertibility were removed, and over the
following three years, the Thai financial system was liberalised. In
1993, an offshore banking facility (BIBF) was set up to enable
foreign banks to lend into the Thai market. In addition, rules and
supervision arrangements in stock market were reformed to increase
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7 The rise of technocratic governance, financial deregulation, a distancing
of conglomerates from the policymaking process, and the emergence of
new business groups. These economic changes ran in parallel with the
expansion of democratic politics. 
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the attractiveness for foreign investors. The liberalisation of the
capital account was one of the crucial measures to exacerbate the
financial fragility of the country. Not only did it open the un-
prepared Thai financial market to sudden movements of capital
within the economy; the dominant position of banks as credit
providers had declined due to the ensuing proliferation of domestic
credit institutions, as well as the newly available direct access of
overseas financial markets to domestic borrowers. At the same time,
there was an increase in the inflows from non-Japanese sources in
East Asia and from the West. Over the following years, the dom-
inant form of capital inflows changed from FDI to bank loans and
portfolio investments. Capital was no longer scarce: between 1988
and 1990, net private inflows quadrupled and then maintained that
new level until the final bubbly surge in 1995–1996.8

As a result of such explosion of new credit instruments and 
institutions, foreign debt accumulated rapidly. Between 1988 
and 1996, the private sector’s foreign debt increased almost ten
times, from $7.8 billion to $73.7 billion. Unsurprisingly however,
the opportunities for profitable investment did not expand in 
this rate. Much of the investment was poorly planned and was
redundant, resulting in the falling rates of return, growing over-
capacity in certain sectors and self-feeding bubbles in finance 
and real estate. By 1996, Thailand’s total foreign debt amounted to
$90.5 billion (half of the GDP), of which 81% was held by private
sector.9

By 1994–1995, the financial fragility that had been breeding 
at the juncture of structural weaknesses of the export-led economy
and overheating financial markets became tangible. First, challenged
by the increased competition from countries such as China,
Indonesia and Vietnam, export growth had slowed down, putting
strains on the current account. Second, macroeconomic control of
the economy had been weakening. Trying to maintain the currency
peg in the context of capital account openness, the government had
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8 Board of Investment, A Guide to the Board of Investment, Bangkok: 
The Office of the Board of Investment, 2000.

9 For further detail see, Phatra Research Institute, The Way Out of Economic
Crisis.
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effectively lost control over the tools of macroeconomic manage-
ment. Previously, the government had reacted against overheating
by raising interest rates and restricting liquidity. After the financial
market was deregulated, policymakers attempted to continue 
with the same policy line (Tivakul 1995). However, high interest
rates attracted capital inflows, particularly short-term funds, while
encouraging Thai firms to borrow at better rates offshore. Further-
more, although the property sector had been overpriced since 1994,
new foreign capital was still flowing in, inflating asset values
further.

Despite these unfolding problems, up until July 1997, the govern-
ment did little to address the warning signs of crisis. From 1994, 
the Bank of Thailand imposed some penalties on short-term 
loan inflows, what brought the ratio of short-term debt down 
from half to third of the total. The central bank also restricted 
bank lending to the property market, but failed to extend any
similar restriction to financial companies. Key figures in the central
bank ruled out any more drastic policy change (Wibulsawasdi 1996).
Instead, the main direction of the policy was to silence the 
bad news which extended ineffective bailouts, first the stock market,
then the finance companies (FIDF), and then the property sector
(PLMO).10 Politically, the central bank’s policy to defend the 
baht was supported by financial institutions and other firms which
feared the impact of currency depreciation on their over-leveraged
balance sheets. 

The political pressure of over-leveraged companies on the 
central bank allowed the collapsing financial firms to muddle
through by borrowing more from the FIDF, in order to cover the 
gap in their accounts caused by falling repayments on the one 
side, and increasing withdrawals of foreign loans on the other. 
The Fund tried to withstand the attacks of increasingly nervous
hedge funds and other currency speculators by injecting foreign
exchange into the market. As a result, by the end of June 1997, 
the vaults of the central bank had been depleted, and the baht,
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take over viable property projects from bankrupt developers but the
organisation never got off the ground. 
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doomed to collapse, was finally floated on July 2, 1997. Over the
next 12 months, the currency bottomed to just under half of its pre-
float value. Many over-indebted firms facing liquidity strains and
ultimately, bankruptcy, stopped operating. With banks restricting
credit further, most of the loans could not be serviced or repaid.
This led to layoffs, stagnation in sales and debt deflation. As a result,
the Thai economy tipped into downward spiral centred on debt
deflation, which continued unabated for 18 months (Nidhiprabha
1998). 

The crisis brought devastation for the Thai economy, and, to the
shock of many, became the trigger of a massive contagion of finan-
cial fragility that had engulfed not only the neighbouring eco-
nomies (Malaysia, Indonesia, Philippines, and South Korea) but also
the far-way markets like Russia and Brazil. The domino effect of the
Thai devaluation and the collapse of other Asian currencies and the
financial markets led many to perceive the crisis as a reflection 
of the region’s common problems, such as crony capitalism, over-
valued currencies and inadequate implementation of financial
reforms. In what follows, this chapter reviews the trajectory of 
the financial crisis in South Korea, in an attempt to illustrate 
how financial fragility and crisis was played out in a different
institutional context. 

The South Korean crisis

In its immediate aftermath, the financial crisis in South Korea was
attributed to the country’s crony capitalism and the failure of 
state-led development. Indeed, for four decades before the crisis, 
the Korean government had managed economic growth by allo-
cating capital among big conglomerates (chaebols) and small and
medium-size companies (Hunter et al. 1999: 127–33). The govern-
ment controlled the allocation of finance by managing both the
country’s commercial banks and state-owned special banks. Since
Korean bond and equity markets were relatively underdeveloped, 
it was the banking system that carried out most of financial inter-
mediation. This nexus between the Korean government, chaebols
and the banking industry resulted in inadequate financial super-
vision and regulation, and inefficient use of capital (Borensztein 
and Wha 1999). 
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The merchant banks, some of which were owned by chaebols,
were regulated even more loosely than the commercial banks.11 As a
result of the chaebols’ rapid expansion and weak financial super-
vision, the debt/equity ratio of the 30 major chaebols reached
500%.12 In January 1997, Korea’s second largest steelmaker, Hanbo
Iron and Steel, was unable to honour its promissory notes, and was
forced into bankruptcy. The collapse of other mid-size chaebols,
such as Kia Motors, Jinro, and Haitai, followed in early 1997. 

The weaknesses of the Korean financial and corporate sector had
become obvious. On top of these difficulties, the speculative attack
on the Thai baht exposed the merchant banks’ liquidity problems.
Since the early 1997, Korean merchant banks were experiencing
problems over their short-term dollar loans. This problem of debt
rollovers, although common throughout the region, was more pro-
found in Korea than in any other East Asian economy. Korea’s ratio
of short-term foreign borrowing to foreign exchange reserves was
285%, far above the ratios of other Asian countries. For example,
Thailand had a 135% ratio, and the Philippines 105% (Takatoshi
1999). One of the consequences of the Korean governmental policy
to encourage domestic banks and corporations to borrow in foreign
currencies for industrial development, were severe maturity and cur-
rency mismatches: The external borrowings, denominated in
foreign currencies,13 were mostly short term, while domestic loans
were designated for long-term projects. 
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11 Korea’s merchant banks specialise in short-term corporate lending 
and have different regulations and structures than commercial banks.
Korean chaebols typically financed their capital expenditures by 
borrowing from commercial banks. However, they often financed their
working capital by issuing promissory notes. When suppliers needed
paying, they turned to merchant banks, which discounted the note and
gave them funds. In the run up to the crisis, the merchant banks gener-
ated easy profits with their aggressive investments in Southeast Asia,
Russia, and other emerging markets. These risky investments turned
into a $3 billion loss by late 1997.

12 The debt/equity ratio in Taiwan is about 120%, and the norm for indus-
trial countries is below 200%. 

13 The maturity mismatches by Korean merchant banks were riskier than
the mismatch of other deposit institutions because the number of
depositors (foreign lenders) was smaller than in other types of deposit
institutions, such as commercial banks.
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As the crisis was unfolding in Thailand, Korean merchant banks’
difficulties spread to commercial banks. The panic started. The
Japanese banks, suffering from their lending to Southeast Asia and
their growing share of non-performing domestic loans, were major
players in a massive withdrawal of loans.14 Japanese loans to Korea
dropped from $21.9 billion at the end of 1996 to $8.8 billion by the
end of 1997. In response, the Korean government announced on
August 25, 1997, that it was committed to providing financial
support to commercial and merchant banks and would ensure
repayment of all Korean financial institutions’ foreign debt. The
markets, however, did not react to the promise. The inability to 
roll over short-term loans triggered runs in the Korean currency
markets. The won began to fall, and by late November, lost 25% of
its pre-crisis value.15

Interventions in the currency markets left less than $6 billion in
Korea’s foreign exchange reserves. On December 4, 1997, the IMF
approved a $58.4 billion standby arrangement to support foreign
exchange reserves. This rescue plan included a range of structural
reforms in the financial and corporate sectors to address what the
IMF believed to be the causes of the crisis. President-elect Dae-jung
Kim approved the IMF package, and monetary policy was tightened.
As a result, the overnight call rate shot up to 25% (Ha and Kim
2003: 60). The turbulence in the currency market quickly crushed
the banking sector. By early 1998, most Korean commercial banks
and other financial institutions were in technical default due to the
severe depreciation and high interest rates. Damage to the economy
was substantial: in the third quarter of 1998 real GDP shrank 8.1%,
compared with the previous year.16 In summary, the short-term debt
rescheduling, the IMF bailout, and the collapse of import demand
following a tight monetary policy stabilised the currency market,
mainly by severely contracting domestic economic activity.
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14 Japan’s response supports the premise that Korea’s liquidity problem
was triggered by the contagion from Southeast Asian countries rather
than by intrinsic problems within its economic structure.

15 The Bank of Korea. http://www.bok.or.kr/eng/index.jsp 
16 Statistics, Korea. http://www.worldbank.org 
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Crisis contagion

What caused the contagion of the Thai crisis in 1997? The spread of
volatility from Thailand across the region shows that the financial
panic was at least as crucial in transmitting turbulence through the
markets as were the structural linkages in real economies and trade
(Lo 2001: 104). Moreover, according to most observers, financial
channels amplified the impact of the crisis (Wade 1998: 703). By
December 1996, the Asian-5 stock markets were already down from
their peaks (Shiller 2000: 130). Hence the collapse of speculative
bubbles in these countries preceded the crisis and was part of the
ambience that produced the collapse. At the same time, the respon-
sibility for the Asian crashes should not be confined to the interna-
tional financial speculators. Although hedge funds launched the
initial attack on the Thai baht in July 1997, the heaviest sellers of
currencies soon after were local firms forced to repay dollar loans
(and foreign banks unwilling to roll over), desperately trying to
hedge their foreign exchange liabilities for fear that the currency
might fall (The Economist, 5 March 1998). Also, King (2001) found
that it was the Japanese commercial banks who triggered the crisis
by reducing their exposure to the region. The nature and directions
of capital flight following the Asian crisis also highlighted the role
played by banks, rather than hedge funds, as the chief propagators
of the crisis (Wincoop and Yi 2000). 

Events in East Asia ignited a slow-burning fuse in the global
credit system. Policymakers at various levels of the global economy
scurried to find ways out, while the people of East Asia suffered
from the extraordinary devastation (Warburton 2000: 263; Wolfson
2000: 370). 

The crisis and its aftermath destroyed wealth on a massive scale
and shot up absolute poverty. Poverty levels increased dramatically
across the region, with Indonesia suffering the biggest increase. If
prior to the crisis approximately one-fifth of the population of
Indonesia were unable to fulfil their minimal needs, after the crisis
this rose to 30–35% of the total population. With growth slowdown
in 2000–2001, reductions in poverty levels came slower than anti-
cipated. In the banking system alone, corporate loans equivalent to
around half of one year’s GDP went bad – a destruction of savings
on a scale typically associated with a full-scale war (The Economist,
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6 February 2003: 4). Across East Asia, because of the introduction of
SAPs, social services have been shrunk; fees were introduced for pre-
viously publicly provided goods such as education and healthcare.
In addition, subsidies for food, transport and other services were cut
(Crotty and Dymski 2001: 90–1; Young 2002). 

The turmoil in East Asia came as an enormous shock to the
global economy, pulling Russia, Brazil and other emerging markets
into a chain of financial crises. The ‘tigers’ had been performing
exceptionally well for decades. Few whistleblowers aside (Young
1994, 1995), nobody foresaw such a massive outbreak. It is true
that contrary to popular wisdom, the East Asian ‘tigers’ have been
in trouble before. South Korea saw its GDP fall by 3% in 1980s;
Indonesia and the Philippines suffered financial crises in 1983,
Thailand in 1984, and Malaysia and Singapore in 1985. Taiwan
had a banking crisis in 1989. Each time the future looked grim,
but these countries eventually bounced back. In 1997, however,
the ‘tigers’ have all caught a chill at the same time. Financial and
trade linkages with each other magnified the region’s problems. In
addition, thanks to international capital liberalisation these
economies now had much higher levels of foreign debt than a
decade ago (Krugman 2000; The Economist, 5 March 1998). 

This time around, in the context of deregulated and privatised
credit, the financial collapse has been greatly aggravated by the
availability of innovative trading techniques. Modern communica-
tions technology has made transmission of the current play of 
preferences much more rapid and widespread than in the past. The
inability of derivative contracts to allow important players to hedge
against the risks worsened the Asian crisis and its consequences
(Dodd 2002; Kregel 1998a, b; 2001). Due to the self-fulfiling trans-
mission mechanism of the financial system, the ‘punishment’ for
the East Asian economies turned out to be much larger than the
crime: the post-crisis currency devaluations were far greater than
warranted by all calculation of fundamentals (Eatwell and Taylor
2000: 85; Toporowski 2001). 

Therefore, three key elements associated with changes in the
global financial sphere have contributed to the crisis: The liberalisa-
tion of domestic financial markets and the capital account; the inap-
propriate use of capital inflows for speculative investment; problems
with resolving excessive corporate indebtedness. 
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Notably, as the book will show in the next chapter, similar prob-
lems brought about by economic liberalisation, financial specula-
tion and excessive debt structures have also been at the epicentre of
the Russian financial crisis of August 1998. Yet before we proceed to
the analysis of the Russian case, it is instructive to take a closer look
at the problem that lies at the epicentre of financial fragility, and
which the Asian crisis has brought into light: namely, the issue of
systemic illiquidity in a crisis. 

Illiquidity and Minskyan debt deflation in East Asia17

The volume of the short-term foreign currency funding and the
underdeveloped nature of the capital and money markets made 
the East Asian economies particularly vulnerable to an international
liquidity squeeze. Many investments made by the East Asian 
conglomerates went into sectors with substantial global, regional
and domestic overcapacities (Bevacqua 1998). These included real
estate (Thailand, Malaysia, Indonesia); automobiles (Korea and
Indonesia); steel (Korea), and semi-conductors (Korea and Malaysia).
The value of the collateral on bank loans depended heavily on
increase in asset prices. According to many Minskyan scholars, this
was fragility in the making, with property companies and banks
being vulnerable to a downturn in prices, a rise in interest rates or 
currency depreciation (Arestis and Glickman 2002: 248). Therefore,
East Asia had been in the midst of a Minskyan cycle of systemic
financial fragility, at the centre of which were short-term unhedged
financing projects with long gestation lags, directed into sectors
with overcapacities. Due to a mismatch in the term structures of
their assets and foreign liabilities, the region’s economies were 
vulnerable to an international liquidity crisis (Prakash 2001: 124;
Kregel 1998b, 2001). 

The combination of high interest rates and falling currencies 
put enormous pressure on domestic borrowers whose loans 
were denominated in dollars or yen. The number of speculative
and Ponzi units rose. Borrowers trying to repay their dollar- or
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17 This section relies, among other sources, on Woodward (2001) and
Chang and Velasco (1998).
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yen-denominated debts sold domestic currencies to obtain the
necessary hard currency. But the very process of selling led to even
more downward pressure on the currency values, increasing the
burden on borrowers. Thus an interactive debt-deflation spiral
got underway, in which the borrowers’ actions to repay debt
reduced the value of their currency and thus increased the burden
of their debt, which led to further selling, etc. (Wolfson 2000;
Kregel 1998b, 2001).

This chain of events fuelled the crisis in the ostensibly stable
Asian ‘tigers.’ According to Chang and Velasco, although macroeco-
nomic performance varied across the Asian-5, what the crisis-hit
countries had in common was a striking situation of international
illiquidity. This was evidenced by sharply rising ratios of hard 
currency short-term liabilities to liquid assets. As such, they 
were extremely vulnerable to a reversal of capital inflows, which
unfolded in the second half of 1997. Bankruptcies and financial
panic fed on itself, causing foreign creditors to call in loans and
depositors to withdraw funds from banks; this exacerbated the illiq-
uidity of domestic financial institutions and forced yet another
round of costly asset liquidation and price deflation (Chang and
Velasco 1998: 4; Wolfson 2002; Kregel 1998b).

‘Financial systems that are internationally illiquid effectively 
live at the mercy of exogenous economic conditions and of the
moods of depositors and creditors’. Acute illiquidity left East Asia
vulnerable to a sharp reversal in the direction of capital flows. Net
international inflows of capital to the Asian-5 fell dramatically 
to –$12 billion in 1997, from $93 billion in 1996. This fall in
inflows is largely attributed to the behaviour of foreign banks,
whose positions in the Asian-5 dropped by $21.3 billion in 1997
after increasing by $55.5 billion in 1996 (Chang and Velasco 1998:
37). In 1997 net capital outflow reached more than $100 billion –
equivalent to 10% of the GDP of these countries (Wade 1998: 697).
As investors fled the Asian financial markets and as exchange rates
fell, the pressure on domestic borrowers to repay debts in hard 
currency intensified. As falling exchange rates increased the real
value of debt repayment in hard currency, more borrowers were
unable to meet debt payment commitments, and more loans were
defaulted. Thus an interactive process developed that ultimately
spiralled downward and intensified the crisis, a process akin to
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domestic debt-deflation (Wolfson 2002). As a direct consequence of
the depleted liquidity channels, barter trade grew across the region:

With national and corporate coffers from South Korea to
Indonesia depleted of foreign exchange, companies are being
offered everything from tea to textiles instead of cash. Southeast
Asian leaders are calling for regional trading programs that avoid
the mighty US dollar, or any other currency for that matter.
Because credit is unavailable to many Asian companies, their
trading partners and bankers are chasing ways to keep commerce
flowing (WSJ 1998, in Saber 1999: 229). 

Seen in this light of the Minskyan cycle of financial fragility, the
Asian crisis is a story of unsustainable bubbles in asset prices, illiq-
uidity and debt. Relatively cheap and ostensibly plentiful finance
led to a surge of essentially speculative investment, mainly in the
property market, as it exceeded profitable opportunities for produc-
tive investment. This speculative investment pushed asset prices 
up to unsustainable levels, and the acceptance by banks of property
at inflated prices as collateral for their loans made the whole
financial system vulnerable to the inevitable bursting of the bubble.
According to Woodward, the oversupply of capital was, to a great
extent, a result of large capital inflows on top of the region’s unusu-
ally high savings rates. The result was very high investment as a 
proportion of GDP: 42% in China, 41% in Thailand and Malaysia,
38% in Korea and 32% in Indonesia in 1996. The average for the
East Asia and Pacific region as a whole was 39% (Woodward 2001:
187–8). 

The problem of corporate indebtedness was exacerbated by the
fact that East Asian businesses are typically more leveraged than
the Anglo-American ones: debt-equity ratios of 3:1 are common
versus 1:1.5 in Anglo-American firms (Prakash 2001: 122). The
ratio increased between mid-1994 and mid-1997 in every case
except for Indonesia. At the end of 1996 the levels of short-term
debt to reserves were substantially over 1 in Korea, Indonesia, and
Thailand. This dynamics reflects a progressively fragile financial
structure, in the sense that international reserves would not have
been sufficient to repay the shorter debt had foreign banks decided
not to roll it over. While the level of the short-term debt to
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reserves ratio was below one in Malaysia and the Philippines, it
doubled between mid-1994 and mid-1997 (Chang and Velasco
1998: 25). The evidence, the authors argue, strongly indicates that
the short-term external liabilities of the financial system were
growing faster than its liquid international assets. This trend 
deteriorated international liquidity position of the Asian-5 to the
point where a loss of confidence from foreign creditors could bring
the financial system to a crisis. 

One of the many lessons of the Asian crisis is that moderately weak
(or even stable) fundamentals and small changes in exogenous circum-
stances can cause large swings in asset prices and economic activity.
The magnifying mechanism lies in the financial system: its collapse
causes costly asset liquidation and an unnecessarily large credit crunch
(Chang and Velasco 1998: 2–3). Furthermore, the costs of the crisis are
socialised: those who are innocent typically suffer together with those
who have made the wrong investment decisions. Many private corpo-
rations, which would otherwise be profitable, are made insolvent
because the devalued domestic currency has increased their debts to
unsustainable levels, and previously surplus government budgets have
to endure cuts in public expenditures to help pay off the foreign debt
largely accumulated by the private sector (Liew 1998: 304; Eatwell and
Taylor 2000; Taylor 1998). 

Therefore, contrary to the assumptions of the traditional finance
theory, and more in line with a Minskyan vision of international
finance, events in East Asia in 1997–1998 have demonstrated that 
the crisis was the result of endogenous processes generated by private
economic agents. Moreover, a Minskyan emphasis on illiquidity and
indebtedness in the attempts to understand the dynamics of financial
fragility highlights the fact that financial factors are at least as impor-
tant as non-financial ones in determining what the range of funda-
mentals is in which self-fulfiling crashes can occur (Chang and Velasco
1998: 38–9). While the behaviour of real macroeconomic fundamen-
tals was quite varied across Asia, progressive illiquidity was a common
feature to all of the ones that eventually found themselves in a crisis.
As the next chapter of this book shows, systemic illiquidity and the
persistence of government debt were also acute in the next victim of
the 1990s wave of fragile finance, Russia, where, as this book argues,
the Minskyan dynamics of crisis constituted the epicentre of the 1998
default and economic collapse.
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7
Ponzi Capitalism Russian-style

There is, of course, little doubt that post-Soviet Russia was even
more remote from the capitalism of Minsky’s time than East Asian
‘tigers.’ Large, structurally disrupted, ungoverned and saturated with
corruption, the 1990s Russia had neither an established system of
property rights, nor a functioning system of financial intermedia-
tion. The only segment of the economy where the cosmetic progress
of ‘transition’ reforms was somehow notable was the financial
market. It was the design of the Russian financial market, and its
key players, that became the centre of a giant Ponzi pyramid that
ultimately brought the era of the Yeltsin ‘marketeering’ of the 1990s
to the end. 

At the same time, it is difficult, if not impossible, to discuss the
crisis that engulfed the Russian economy in 1998 as a mere financial
crash in isolation from other aspects of the transition to capitalism.
The malaise of August 1998 was triggered, in part, by endless
political miscalculations, combined with economic disruptions and
what can only be described as social catastrophe. The complexity
and diversity of the causes of the crisis notwithstanding, in the eyes
of many, August 1998 encapsulated the very essence of what the
Russian road to capitalism of the 1990s was all about, and became a
painful, and extremely costly, symbol of the era of ‘primary accumu-
lation’ in Russia. Or of what can also be described as Russia’s Ponzi
capitalism in the age of financial globalisation. August 1998 became
a watershed in the new Russia’s history of capitalism, separating a
period characterised by disembedded laissez-faire reforms of the Boris
Yeltsin era, from the new reconfiguration of the Russian political
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economy under Vladimir Putin. Why did Russia experience such a
severe crisis, and what can explain its timing? 

Russian laissez-faire

Not unlike the experience of other emerging markets during the
1990s, Russia’s ‘transition’ from communism to capitalism was
based on three distinct and yet related, principles. First was the
adoption of ‘the market’, domestically as well as internationally.
Here, financial deregulation and privatisation became the two
central drivers of the Russian transition towards a market economy
(Aslund 2002: 77–8). Second was the aim to overcome the depen-
dence of most economic, social and political institutions on cen-
tralised state command, provision and ideological guidance. Third
was the creation of a new middle class – property owners and
entrepreneurs – who would have recognised the material benefits
of marketisation and thus would constitute the social base of
neoliberal reforms (Gustafson 1999: 12; Aslund 2002: 405). The
concurrent implementation of all three levels of laissez-faire
reforms in an incredibly short time frame was a severe challenge to
the Russian elites, while for ordinary Russians, the reforms of the
early 1990s became a nightmare. The challenge of transformation
also posed great difficulties to international economic institutions
and foreign governments involved in the Russian reform. Despite
the enthusiasm of Russia’s young reformers and their Western
advisers, the process met with countless difficulties, and, unsur-
prisingly, was ridden with mistakes and failures. One of the most
glaring, and according to many observers, unforgivable of such
miscalculations, was the government’s fixation on the ubiquity of
the market in the early 1990s. 

An anecdote from that time captures the absurdity of the obses-
sion of Yeltsin and his governments with a speedy ‘transition’ to
capitalism. During a trip through Moscow on one sunny day,
Yeltsin suddenly ordered his cortege to stop, and stepped out of his
car to a sidewalk in one of the central avenues of Moscow. The side-
walk was busy with private traders, mostly ‘babushkas’ selling news-
papers, beer and cigarettes. Yeltsin confronted a 10-year-old boy
selling beer. Instead of inquiring why the boy was not at school,
Yeltsin uttered: ‘well-done son, you have entered the market!’ 
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One of the greatest puzzles of the 1990s transformations, and
specifically, behind the 1998 crisis, is that Russia’s twisted and
deeply disjointed socio-economic system had long been on a brink
of a disaster. Yet despite the many signs of failure no one seemed
able to time the crisis accurately. Cynthia Freeland explains the
failure to predict the crisis by the very gradual, yet unstoppable,
nature of the decline. ‘The Russian financial demon was slow and
cunning; consuming the country with a salami strategy sufficiently
delicate that the government didn’t realise what was happening
until it was too late’ (2000: 284). Partly, the crisis had been brewing
for such a long time because all three stages of marketisation (men-
tioned above) had brought a measure of ostensible success. Sadly,
none of the declared achievements in the conversion of the Russian
economy from communism to capitalism was genuine. Economic
and financial liberalisation were one-sided, aggravating the eco-
nomic fragility and in fact, accelerating the social disintegration in
the country. Despite the prominent rise of new owners of capital,
there emerged no substitute for the welfare functions of the state
which remained at the centre of the political-economic machine.
While a new middle class had risen in Moscow, St. Petersburg and
other large cities, much of the new wealth was illusionary, originat-
ing mainly in financial speculation. 

Since the early 1990s, the Russian government had come to the
view that the price mechanism of the free market would, in and by
itself, be capable of mending the distortions of command economy
and central planning. To achieve those aims, in January 1992, just
weeks after Russian became a sovereign state again, the Gaidar gov-
ernment deregulated practically overnight the majority of prices of
consumer goods, strictly controlled by the state for almost seven
decades. Later during that year, foreign trade and financial markets
were also freed from state control. This sequence of liberalisation
reforms at such rapid pace would turn out to be a crucial policy
mistake, since other segments of the economic system, such as
domestic prices for raw materials, the rigid industrial complex
inherited from the command economy, as well as the labour
market, had been neglected. 

The command economy relied on centralised, large-scale, vertical
redistribution of resources. Abandoning this huge complex of rigid
inter-enterprise links in the new market environment, leaving it far
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behind the changes in the financial sphere and foreign trade was a
fundamental error of Russia’s reformers and foreign advisors. The
loss of production integrity and technological links, the prioritisa-
tion of export-oriented activities and operations in the financial
markets contributed to the loss of the country’s economic auton-
omy. The result was rapid decline in domestic production. By 1998,
Russia imported over 50% of food products and up to 80% of
domestic appliances. The disappearance of internal foundations of a
stable economic growth aggravated the country’s dependence on
external economic factors and hence, made it particularly vulner-
able to external shocks (Glaziev 1998: 246–9; Robinson 1999).

At the same time, like in many other cases of the implementation
of SAPs in the emerging markets, financial deregulation in Russia
was pushed through at the expense of institutional and structural
balance (e.g. Bezemer 2001). Within weeks, the deregulation of
prices resulted in hyperinflation. By late 1992, annual rate of infla-
tion rates reached 2500%. Meanwhile, the liberalisation of trade and
prices deepened the gulf between the non-financial economy and
the financial sector. With no concrete improvements in the pro-
ductivity in the manufacturing or services, nor in the efficiency of
regulation and control, the deregulation of prices and finance con-
tributed to the spread of financial fragility and speculation. While
investment in new production and services remained in its em-
bryonic stages, speculation on price differentials between wholesale
and retail trade, investing in new financial services and in particular,
short-term speculation on currency rates have become the principal
business activities for the initial years of reform. 

In 1992 for example, the domestic price of oil, still controlled by
the state, stood at only 1% of the open-market world price; domes-
tic prices of other commodities were approximately 10% of their
world levels. Having identified a window of opportunity, managers
of state companies bought oil, metals, and other commodities from
the very state enterprises they controlled, acquired export licenses
and quotas from corrupt officials, arranged political protection for
themselves, and sold these commodities abroad at world prices (see
Stiglitz 2002; Solnik 1998). According to Solnik (1998), two key
groups of people drove this process of ‘stealing the state’. Later they
became Russia’s most powerful businessmen and billionaires with
global reach, the infamous oligarchs. The first group, particularly
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prominent in banking, included young men who set up commercial
banks with the help of Komsomol1 assets in the late 1980s. In the
chaotic and opaque economic and political climate of 1986–1987,
local Komsomol agents rushed to appropriate Party assets over which
their committee could assert control. In the last years of the USSR,
these Komsomol-related acquisitions became the first private busi-
nesses and cooperatives, making profits mostly on trade and small-
scale production. After the collapse of the USSR, the cooperatives
were converted into bigger firms and banks, thus becoming the first
vehicle for the accumulation of capitals in Russia (e.g., Freeland
2000; Klebnikov 2000; Hoffman 2002). 

The second large group of the first generation of new Russian cap-
italists were industrial managers of previously state companies who
led the nomenklatura privatisation and asset striping. This group,
sometimes known as ‘red directors’, secured control over state-
owned assets that they managed at the expense of central state
administrators (Solnik 1998: 124, 251). Thus, the Russian mass pri-
vatisation and deregulation of 1992–1994 in practice turned out to
be a device for transforming political authority of the former
nomenklatura into an economic power in the new privatised
economy. The hyperinflationary conditions of the time reinforced
this process, crowding small entrepreneurs and the ordinary public
out of the market. For, as Bedirhanoglu notes, although ‘mass pri-
vatisation enabled the workers and managers to become major
stakeholders in about 70% of the privatised enterprises, given their
inherited ability to control the labour collective, the managers
became de facto owners of the enterprises without any formal
responsibility’ (Bedirhanoglu 2004: 24–5, Gray 1998). 

Meanwhile the liberalisation of foreign trade and domestic retail
markets encouraged a flood of cheap imports into the Russian
markets. Still struggling with the legacy of planning and command,
domestic producers were inefficient, and could not compete with
imported goods. The Soviet-style inter-enterprise links had been
broken down; the disruption in industrial networks was com-
pounded by rapidly rising prices for inputs and supplies. While
industrial producers struggled to survive, consumers could not
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afford to buy final goods at market prices, since increases in real
wages lagged drastically behind price inflation. The spiral of deterio-
rating conditions contributed further to the crisis in the industrial
sector. The combination of apparent wealth accruing to the new
groups of oligarchs and their cronies who were busy ‘stealing the
state,’ and the rapid decline in real domestic production was only
aggravated by the ‘shock therapy’ proposed by luminaries such as
Jeffery Sachs, Balcerowicz, Gaidar and Chubais. Already in 1992, in
the wake of first deregulation measures, Russia’s GDP contracted by
about 15% from its 1989 level.2 The overall recession of the Russian
economy and the contraction of output continued for eight years
and were one of the deepest among all transition economies in
Eastern Europe (Kolodko 2001). 

Structurally, the reforms of the 1990s had split the Russian eco-
nomy into two disjointed parts. One on one hand, there appeared
to be a booming financial market, bringing huge profits, fast returns
and, with the pegged rouble, a seemingly exchange rate risk-free
environment. On the other hand, there was the rigid industrial
complex, characterised by low profitability, acute illiquidity, uncer-
tainty regarding ownership rights, shrinking demand and generally
unfavourable market environment (Ershov 2000: 222). While em-
ployment in the banking and financial sector increased by 80%
during the 1990s, employment in industry, in contrast, fell by 
40%, construction by 44% and science by 54%. Total employment
fell by over 20% (Clarke 2003). The imbalances between the two
sectors – financial and the non-financial – were not a new phenom-
enon, and have been present since as early as the 1970s, when
growing export incomes spurred the disassociation of the currency
circuit from the domestic industry. Structural deficiencies are also
inherent in the institutional structure of the post-command
economy. But the ‘shock without therapy’ packages authorised 
by the IMF and advisors like Jeffrey Sachs made Russia’s fate even
worse.

Some analysts refer to the first half of the 1990s as a necessarily
painful, but unavoidable, phase of Russia’s ‘primitive accumulation’
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of capital, often likening this process, for example, to the formation
of American capitalism in the late 19th century (Novodvorskaja
2000). The formation of American capitalism was similarly uneven,
chaotic and poorly regulated by the state (Josephson 1934 [1962]).
Yet having survived the black Friday of 1869 and the panic of crises
of 1873–1874, by 1914 the USA had emerged as one of the world’s
military, political and industrial superpowers (Golub 2004). Could 
it be then, that the 1990s chaos in Russia was a necessary and
unavoidable, ‘moulding’ period for the country’s long-term trajectory
of capitalist evolution? 

This question will undoubtedly occupy economic historians and
political economists for years to come. What interests us in the
context of this book is the role that finance and financial liberal-
isation have played in the process of capitalist restructuring in
Russia during the 1990s. While debates about Russia’s idiosyncrasies
abide (e.g., Gustafson 1999; Lane 2000; Reddaway and Glinski
2001), there is little doubt that finance and financial globalisation
have played a leading role in setting the path for Russia’s political-
economic developments during the 1990s. The laissez-faire reforms
of 1991–1992 brought many previously alien concepts, products
and activities to the Russian life. One of the most noteworthy
among the outcomes of these changes was a brand new sphere of
the economy, unknown in the Soviet economy but central to
capitalism: the financial sector. 

During 1991–1992, capital requirements for a banking license
were ridiculously low, while monitoring and supervision were at
best, formal. As a result, in the early 1990s, the number of listed
Russian banks went from fewer than 10 to over 2500. Like many
other attributes of Russia’s perilous journey into capitalism, these
banks were often cosmetic, if not outright fraudulent, institutions.
While Moscow and a few other big cities became besieged by expen-
sive advertising campaigns of foreign banks and investment firms,
most of the new banks were no more than money-changing bou-
tiques, or former Soviet state banks with a new name, often with old
Communist bureaucrats still in charge (Gustafson 1999). As this
chapter details below, in the peculiar neoliberalism-driven context
of the 1990s, financial liberalisation has given rise to a Ponzi-type
system of finance in Russia. And Ponzi schemes, however grandiose
and wide-reaching they can be, are bound to collapse.
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Speculation, Ponzi finance and debt

Since Russia did not have an efficient network of either institutional
control or property rights, the newly formed commercial banks
could hardly lend to business enterprises. They tried to survive by
establishing exclusive, long-term relations with the business sector
and the politicians (Mennicken 2000: 46; Ledeneva 1998). The large
Moscow banks, such as Oneximbank, SBS-Agro, Alfa Bank, Most
Bank, were dominated by controlling stakes in large industrial enter-
prises. After Yeltsin issued a decree ‘On measures governing holding
companies activities’3 in 1992, key banks were incorporated in the
so-called Financial-Industrial Groups (FIGs) (Sakwa 2000: 200; Slavic
Research Centre 1999). 

In light of the new measures, ten holding companies including
Gazprom, Russian United Energy System, YuKOS were authorised to
conduct business. Gazprom developed into a FIG by establishing its
own private banks such as Gazprombank and acquiring a share of the
Imperial Bank (Slavic Research Centre 1999). As the financial system
expanded, the well-connected banks capitalised on political support,
with profitable assignments to manage the balances of state author-
ities, or to finance certain expenditures (Perotti 2002: 367). The
capitalisation of individual banks was low, and the banking system
was highly centralised. On the one hand, the high degree of centralisa-
tion of the banking system can make regulation and control easier. On
the other hand, however, highly centralised banking systems con-
tribute to the concentration of risk, making the whole system fragile
and particularly susceptible to crisis. Given the lack of a coherent
system of monitoring and control in Russia, the highly centralised
banking structure became an easy channel of transmission of financial
risk, contagion and thus, crisis. A few large banks controlled a sizeable
portion of the economy through their widespread political connec-
tions and media holdings. As of July 1997, 20 largest banks controlled
57.8% of the total assets in the banking system. The 220 largest banks
controlled 86.5% of total assets (Dubinin 1997).

Throughout the 1990s, around 80% of the Russian banks con-
ducted business with dangerously low funding capital, creating
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serious systemic risk. On the eve of the 1998 crisis for example, the
overall volume of banking capital of all the Russian banks put
together was around $10 billion, which was lower than a capital
base of a single large American bank (Ershov 2000). Given the low
capitalisation, combined with a large proportion of bad loans and
low deposits, the banks were increasingly vulnerable to a shock or
market distress. Russian regulators, legislators and prosecutors failed
to keep pace with changes in the financial system, or have acted in
ways that did not fairly balance the different interests involved.
Legal loopholes, outdated laws, slow and contradictory decisions by
the regulatory authorities have had little positive impact (Perotti
2002). Despite the ostensible boom in the financial sector, the
Russian banking system was not able to provide reliable and timely
clearing services and failed to become a serious channel of financial
intermediation. In 1998, for instance, the Russian public still held
an estimated $40 to $60 billion at home ‘under the mattresses’ 
and in jars, showing little confidence in the financial system. Only
$2 to $3 billion were placed in the hands of the official banking
system (Shmelev 1998). 

During the first half of the 1990s, many new banks, especially the
so-called ‘pocket banks’ of big FIGs, simply performed clearing func-
tions, capital flight and whitewashing services for enterprises or
shadowy organisations, gaining most of the profits by speculating
on the rouble. Exploiting the high rates of inflation, banks could
hold on to transfer payments for clients while earning on the float.
The hyperinflationary climate also attracted many non-banking
institutions which emerged under the names of ‘investment funds’
and ‘financial companies’, quickly developing into pure Ponzi pyra-
mids. As Radaev (2000) details, new ‘hedge’ and ‘investment’ funds
launched to attack on the unprepared Russian public, luring people
into buying the ‘shares’ in their ‘funds’ on the promise of buying for
15 roubles today and selling them for 20 roubles tomorrow. The
‘funds’ were mere fronts for money-changing boutiques, there was
nothing real behind their ‘shares’, yet the promise of easy and quick
gains attracted thousands of Russians. The most infamous of such
pyramids was the MMM fund, which collapsed scandalously in
1994, ripping its ‘shareholders’ of millions of roubles.

To make things worse, Russia became a member of the IMF in
February 1992. After that date, the reform measures implemented 
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by the government were conducted in close consultation with 
the IMF staff, and crucially, in accordance with the signals given 
by the IMF to other international forums, namely the World Bank,
London and Paris Clubs, international credit rating agencies and
private investors (Bedirhanoglu 2004: 23). The IMF advice to Russia
can be summed up in two terms: monetary discipline and fiscal
austerity. Both components of the IMF strategy exacerbated the
structural problems in the Russian economy in the medium term
and ultimately, precipitated the financial crisis of August 1998.
Throughout the 1990s, the attention of the IMF and the World
Bank was focussed on macroeconomic indicators. Although the
Bank provided technical assistance on ways of targeting ‘safety nets’,
little practical efforts were made to reform social expenditures apart
from general fiscal austerity. For example, having registered a
dramatic increase in poverty levels in Russia, the Commonwealth of
Independent States (CIS) [formerly the USSR], Central and Southern
Europe and the Baltics (CSB), the World Bank commented:

…positive developments largely explain the rise in inequality in
CSB: rising returns on education, decompressing wages, and
emerging returns to risk-taking and entrepreneurship. These
forces are welcome despite the increase in inequality, because
they signal that the market is now rewarding skills and effort, as
in more mature market economies (World Bank 2002a: xiv).

The monetarist drive of the IMF programmes appeared to have
helped Russia to stabilise its economy, the rouble and in particular,
to tame the high inflation in 1992–1994. Much of the IFIs’ guid-
ance, technical advice and financial assistance proved, however,
counterproductive and politically biased. As Aslund has observed,
Western decision not to support Russian reforms in early 1992
doomed the whole of the CIS to hyperinflation, delayed stabilisa-
tion and perverted later reforms (Aslund 2002: 406–11). Joseph
Stiglitz (2002) charges the Bretton Woods institutions with pushing
Russia to privatise far too rapidly, to open up external trade and
capital accounts, and thus effectively, with creating the chaotic
environment conducive to ‘asset stripping’ and kleptocracy in Russia.
Despite its concerns about the situation, the IMF did not push hard
for higher social expenditures or a reform of the social safety net.
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As one official later admitted, ‘in general, the IMF felt that it could
not, against a background of weak revenues, insist on achieving both a
satisfactory overall fiscal balance and the protection of social expendi-
tures’ (Smee 2004). At the same time, the Fund’s demands on Russia to
maintain the schedule of debt repayments severely constrained the
resources of the national budget available for social and welfare needs.
In 1997 for instance, Russia spent only 52 billion roubles on educa-
tion, health and social policy combined, while 118 billion roubles
were directed to external and domestic debt repayments. In 1999,
these figures stood at 88 and 288 billion roubles, respectively (IMF
2004b: Table 15). Altogether, between 1992 and 1999, the IMF dis-
bursed $22.1 billion in loans to Russia. Notably, the most substantial
amounts of money came in at most uncertain times of the Yeltsin
presidency: the presidential campaign of 1995–1996 ($5.5 and 
$3.8 billion); and in the summer of 1998 ($6.2 billion), when the
country was on the brink of a financial disaster (Smee 2004: 19).

In accordance with the IMF ‘stabilisation packages’ of the early
1990s, the Russian central bank was forced to cut back on monetary
emission and raise interest rates. Following the radical monetary
tightening of 1993–1995, the money supply shrank to as low as 15%
of Russia’s GDP (Commander and Mummsen 2000: 116). Although
the main aim of monetary restriction was to tame hyperinflation,
the unexpected side-effect of the policy became a profound, and
largely uncontrollable, spread of the arrears throughout the country
(e.g. Gaddy and Ickes 1998, 1999). From mid-1993, the system of
Russian finance was locked in a vicious circle: the federal govern-
ment experiencing a severe short-fall of incoming tax revenues, was
running a growing deficit. As a result, regional administrations and
budget enterprises, dependent on budget transfers, did not receive
federal transfers and subsidies. To compound the problem, often
when transfers did reach the regional administration, the money
was diverted into the financial market, thus leaving regional enter-
prises without cash for months. In the words of David Woodruff,

many Russian firms found that they had run up debts to suppli-
ers that they were unable to repay… They started to rely on
barter and various kinds of IOUs to maintain production net-
works. As the barter trade expanded, so too did debts for taxes.
Local governments, faced with the revenue shortage, developed
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mechanisms for in-kind taxation. As the vast fiscal implications
of barter became clear, the federal government too, found itself
forced to concede to the use of alternative means of payment of
taxes, which it began to do from the fall of 1994. By 1996–97,
non-cash tax collections accounted for around 40 percent of
federal revenues and over 50 percent of provincial budgets
(Woodruff 2000: 461–2).

By August 1998, the share of barter in total transactions had reached
its peak of 54%; the rate of demonetisation in local and regional
budgets was even higher (Woodruff 1999, 2000). Naturally, the
demonetisation of the economy entailed severe social costs. As long as
industrial enterprises were kept on the margin of bankruptcy, workers
were not laid off, but they were not paid either. As of January 1998,
the average industrial worker was owed nearly two months of back
wages, and in agriculture the average delay was more than four
months (Ershov 2000; Aslund 2002; Bedirhanoglu 2004: 31). 

In the context of deepening economic recession, rising unemploy-
ment and prices, unpaid wages and pensions, the social costs of
Russia’s neoliberal transition became the most traumatic outcomes of
the laissez-faire reforms. Comparisons with the late Soviet years,
when the effects of a deep structural crisis had already been appar-
ent, are staggering. In the last years of the USSR, its GDP per capita
was ranked as number 43 in the world. In 2000, Russia ranked at
number 135. In the ten years between 1989 and 1999, Russian GDP
per capita was halved: from $2554 to $1249. If in 1989, around
11.5% of the population lived below poverty line; in 1999, the figure
rose to more than 35% (Buiter 2000: 610–11; World Bank 2002a: 8–9).
The social costs of the policy of marketisation – poverty and unem-
ployment – unknown in Soviet Russia, along with humanitarian
crises, environmental catastrophes and civil conflicts, became the
most tragic outcomes of the Yeltsin reforms, which many scholars
view as synonymous to ‘market bolshevism’ (Reddaway and Glinski
2001), or even genocide (Glaziev 2000).

The crisis

Notwithstanding the lingering socio-economic and political crises,
Russia in 1997 was a world apart from Russia of 1991–1992. Moscow
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and other large cities were booming with investment, new financial
companies and banks were hiring new staff, the country became
more open to the global economy, and even in the area of policy
reform, there was some progress to report. By 1997, the economy
seemed to have overcome the macroeconomic instability of the
early 1990s, although by ambiguous means. After five years of strug-
gling with hyperinflation, the government succeeded in stabilising
price levels (inflation was down to 11%) and the rouble exchange
rate (pegged at around 6 roubles per dollar). The IMF, having regis-
tered a firm drop in inflation, supported a $10 billion restructuring
programme (Blustein 2003) and praised the government’s policies.

At the same time, in 1997 the federal government spending
amounted to 18.3% of GDP, while revenues were only 10.8% of GDP,
implying (on the IMF’s accounting definitions) a deficit of 7.5% of
GDP. Cash revenues were 9.1% of GDP, the rest being collected in the
form of non-cash arrangements featuring the mutual clearance of tax
and spending arrears (Fisher 1998).4 In retrospect, it seems that in
their search for cash inflows into the budget, the Russian reformers
prioritised short-term stability at the expense of long-term structural
and institutional balance. Unable either to monetise the deficit (i.e.,
print the roubles), or to collect enough taxes, the government opted
for a third option: to borrow. The desperate need for new money, and
the chosen technique of obtaining the finance, quickly drew the
Russian state into a giant Ponzi pyramid scheme.

The Russian Ponzi game 

Designed by Anatoly Chubais, the government debt market was set
up in February 1993 (Klebnikov 2000: 279). Since then, the steady
sale of high-yield government short-term bonds (GKOs) and long-
term bonds (OFZs) became the major source of earnings for the
Ministry of Finance, and of the federal budget revenue (Glaziev
1998). The hole in the federal budget was large and chronic, and
given the constraints imposed by the rouble peg and IMF stabil-
isation programme, the deficit pushed the government to issue the
debt paper continually. As a result, every Wednesday, new GKOs
were offered to the eagerly awaiting market players. 
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In its early stages, the scheme operated within the frame of the
Russian domestic financial system: the issuer of the obligations was
the government, while the key purchasers of these bonds were
young Russian financial institutions and banks, attracted by the
extraordinarily high GKO yields. While initially, the debt market
was open only to institutions resident in Russia, in February 1994
the central bank allowed non-residents to hold up to 10% of the
nominal volume of the GKO issue. As the government’s need for
cash grew more urgent, the central bank deregulated the market
further, making it easier for foreign buyers to participate in the
GKO-OFZ auctions and repatriate profits. Eventually in January
1998, pressed for cash, the government removed all restrictions on
foreign participation in the GKO market, thus liberalising it com-
pletely. Since the profits gained on GKO auctions were mostly re-
invested into the financial market, and since there was no economic
progress underpinning the growing yields on the commercial paper,
the market which was initially envisaged as a temporary channel for
additional funds into the budget quickly developed into a Ponzi
scheme. 

As noted above, in the inflationary climate of the early 1990s, the
main and most profitable source of profits for financial companies
were operations with foreign exchange: taking rouble deposits, con-
verting them into dollars and gambling on exchange rate fluctua-
tions. Yet with the introduction of the currency peg in 1995,
inflation rates and the amplitude of exchange rate fluctuations
decreased significantly, and banks’ investment into foreign curren-
cies became less attractive (Rud’ko-Selivanov 1998: 81). Thus from
mid-1990s, commercial banks and investment companies switched
to GKO-OFZ trade as a major source of profits (Ershov 2000). To
those who knew how to play the game, the GKO scheme brought
fantastic returns: profits of up to 120%, and higher returns were not
unusual. On average, for every dollar invested into the Ponzi
pyramid investors would get 18–36 dollars back. 

In 1996, the investor euphoria was fuelled further. Boris Yeltsin
won the 1996 presidential elections, thus signalling to the world
that Russia stands firm on the road to the market and is not going
back to the dark ages of its Communist past. By autumn 1996,
Russia was engulfed in the emerging market financial fever. As Paul
Blustein writes, that year, portfolio investment into the country
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surged to $4.4 billion (up from a mere $21 million in 1994 and
minus $378 million in 1993).5 According to Blustein, the inflow of
finance roughly equalled 10% of Russia’s GDP, which stood at $450
billion. Hundreds of newly emerged Russia-dedicated mutual funds
swarm in foreign cash as the stock market, which began 1997 with
its main index below 200, peaked at 571 in October. ‘Having
braved Russia’s rickety air transport, western investment bankers
developed a great appetite for risk by making syndicated loans and
snapping up the bonds of local governments’ (Blustein 2003:
245–6). In autumn 1996, Russia also received credit ratings from
major world credit agencies, attracting more interest from foreign,
and therefore, Russian, investors.6

Thus the GKO frenzy, and its key pillars – the fixed rouble rate
and relatively low inflation – came to dominate the Russian political
economy during the late years of the Yeltsin reign. Unwilling to
compromise low inflation and stable (although overvalued) rouble,
and unable to resolve the crisis in the economic reform, the govern-
ment had no recourse but putting all its hopes and efforts into sus-
taining the GKO market turnover. By June 1996, the stock of T-bills
alone surpassed the sum total of household deposits in the Russian
financial system. By June 1997, the stock of GKOs and OFZs had
surpassed all federal revenue. The Russian financial sector was, in
effect, constructed around a vast GKO pyramid. 

The debt pyramid was a classical Ponzi-scheme game. Russia was
not alone in resorting to such senseless Ponzi schemes. Throughout
the 1990s, Ponzi pyramids became common in all transition
economies (Radaev 2000; Bezemer 2001); yet in Russia, Ponzi 
mentality spread not only through numerous private investment
funds of dubious origin but became, in contrast to other transition
economies, a key instrument of governmental economic policy. The
sales of GKOs were backed up by negative rates of economic growth
and shrinking budgetary revenues, an unsustainable practice as the
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Russian policymakers must have known. On various short-term
GKOs the government guaranteed fantastic returns – from 50 to
over 200% per annum (Shmelev 1998: 6–7). As a result, all free (and
not free) liquidity abandoned the real economy and poured into the
GKO pyramid: who would invest for the average 5–10% profits in
the real sector? The infamous Ponzi units such as MMM, Chara,
Khoper-Invest stayed afloat for two years; the Russian government
managed to do so for four years. 

At the level of the macroeconomy, the growth of the GKO market
substituted domestic debt finance for money creation, prompting a
drastic increase in the domestic indebtedness. Between 1995 and
mid-1998, the stock of outstanding Treasury bills jumped from 
4 to 17% of the GDP (Commander and Mummsen 2000: 117). The
state became the major debtor in the economy: by 1998, total out-
standing debt of the Russian government stood at $218 billion, or
50% of GDP. By the end of 1998, it reached $242 billion, or 77% of
GDP. In 1997, external indebtedness stood at $123.5 billion; by
1998 it has risen to $145.5 billion (Kheifets 2001). With its hands
tied up by monetary restriction and the need to pay interest on the
outstanding GKOs, the government started to suspend transfer 
payments and financing to enterprises. Thus the growing state
indebtedness was paralleled by the spread of payment arrears and
deteriorating tax collections. 

The debt pyramid had far-reaching implications for the Russian
economy and the financial system. The steady sale of forward dollar
contracts to foreigners by the Russian banks in 1997 built up a huge
exposure to contingent dollar liabilities. According to Perotti, the
exposure represented up to 20 times of banks’ (largely imaginary)
capital. This allowed them to capture the interest rate differential
without any real investment, nor any obligation they planned to
honour. Thus effectively, Russian banks were bankrupt even before
the crisis; they were pure legal fictions used primarily as conducts of
capital flight, leveraging their speculation bets with borrowed funds
(Perotti 2002). As revealed by one ‘diligence’ review conducted by
the Russian central bank in 1998, out of the 18 large Moscow-based
banks7 reviewed, nearly all were deeply insolvent. Fifteen of the 
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18 banks had negative net worth. Several of these banks had lever-
age ratios in excess of minus 400%. Only three banks actually had
positive capital (Alexander et al. 2000: 6–7). 

The Ponzi scheme became a shield that disguised many con-
comitant crises in the Russian economy. The most destructive
impact of the growing pyramid had been the deepening gulf
between Russia’s financial and real economies and therefore, deep-
ening financial fragility. The dangerously high pyramid of govern-
ment debt disguised progressively growing illiquidity of the
economy, both internally (as reflected in the growth of non-
payments and barterisation) and externally (as seen in the highly over-
valued rouble rate and rapidly diminishing hard currency reserves of
the central bank). In reality, for about four years, the federal budget
had been built on two fragile pillars: the GKO pyramid, including 
its dollar component; and the direct assistance of some external
partners and international financial institutions (Perotti 2002;
Shmelev 1998; Robinson 1999). 

Fiscal austerity – i.e., the control of federal budget outflows – so
vehemently demanded by the IMF advisers, in practice amounted to
a series of sequestrations that were in turn linked to large accu-
mulations of government arrears, over 5% of GDP by early 1998.
Non-payments on the part of the government in turn, led to the
proliferation of tax and budget offsets, as well as the widespread
acceptance of settlements in kind. By 1996–1997, non-cash tax col-
lections accounted for around 40% of federal revenues and over
50% of regional budgets. By 1998, only about 20% of the economy
was serviced with cash; whereas the other 80% relied on barter and
various kinds of monetary surrogates and IOUs. Blinded by the need
to maintain the cash inflow into the budget, the Russian govern-
ment was getting deeper and deeper into the trap of financial
fragility and debt. The level of indebtedness inside the Russian
banking system also indicated a systemically fragile situation.
According to some estimates, the proportion of bad loans in bank
credit amounted to 30% in 1996–1997, the share growing over time
(Chapman and Mulino 2001: 14). 

The rouble peg, in turn, imposed its own constraints on the 
sustainability of the financial boom. The rouble-dollar exchange 
rate band attracted foreign buyers into the GKO market and was 
one of the few achievements Yeltsin and his governments could
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boast. Yet in the context of falling oil prices at the world markets,8 the
currency peg became the key vehicle for transmitting the crisis into
the Russian economy. In late 1997, refinancing the booming stock of
short-term debt became extremely difficult: the fall of world oil prices
hit Russian export revenues and hence foreign exchange reserves of
the central bank; while the repercussions of the Asian crisis unnerved
international investors. In light of market turbulence and especially
following the collapse of the East Asian economies in late 1997, the
government opened the market to foreign participants and thus
shifted its borrowing abroad to push domestic yields lower (Sutela
1998: 110). Following the opening of the GKO market to non-
residents in early 1998, the GKO market shares were split as follows:
Russian commercial banks held around 30% of the market; Sberbank
controlled 25%; central bank – 15%; foreign investors – 30%.9

However in late 1997, foreign investors, increasingly anxious about
the fate of emerging markets, began to abandon the Russian market,
putting pressures on the rouble peg, and therefore on the vaults of the
central bank. As a result of the massive sell-off, the official foreign
reserves of the Russian central bank fell from $24.6 billion in mid-1997
to $12.7 billion in the third quarter of 1998. 

As foreign investors were withdrawing their money, financial fragility
in Russia, both domestically and internationally, became acute.
Portfolio inflows dropped from their peak of $8.2 billion in 1997, down
to $1 billion by the middle of 1998 and to a mere $0.7 billion by the
end of the year. In the first quarter of 1998, Russia’s trade balance fell to
a deficit of $1.5 billion; the year before it was $3.9 billion in surplus
(Blustein 2003: 248). A new government, headed by a young prime
minister, Sergey Kirienko, was brought in March 1998 on a mandate to
restore stability. Kirienko’s few reforms went unimplemented, tax col-
lection failed to improve and banks’ coffers were emptied (Perotti 2002:
373). Concerns about the sustainability of the rouble peg mounted, and
capital flight continued apace. During June alone, the central bank’s
reserves had dwindled by more than $3 billion as investors swapped
their roubles holdings for dollars (Blustein 2003: 255). 
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Amidst the panic, the government made two desperate attempts to
keep the Ponzi game up. First, in January 1998, when the GKO debt
pyramid had outgrown the internal financing facilities, all restrictions
on capital expatriation were removed and foreign participants were
encouraged to buy state securities. Estimates at the time put the share
of foreign investors in the GKO pyramid at around 30–32% for August
1998. In reality, if we include assets employed by the foreign banks
resident in Russia and hence operating like Russian banks, the share of
foreign participation in the GKO pyramid was closer to 50%. By mid-
1998, foreign institutions owned around one-third of the government
securities market and two-thirds of the equities market. The increased
dependence of the Russian market on foreigners was a direct con-
sequence of the deregulation of the financial market in 1996–1998
(Zagashvili 1999: 24–5).

The liberalisation of the financial market and the withdrawal of the
Russian central bank from intervention in the foreign exchange opera-
tions aggravated the fragility of the Russian banking sector. In practice,
Russian banks could do little more than follow the market trend
formed by the foreign investors’ sentiments (Ershov 2000: 294–5).
Foreign sentiments, in turn, were not good at all in 1998. Out of the
three regions of emerging economies – Latin America, East Asia and
Eastern Europe – Russia probably featured least favourably. The shal-
lowness of the Russian financial market implied an acute vulnerability
to even small fluctuations in capital movements. Given the low capital-
isation of the Russian banking and financial sectors, it was foreign oper-
ators who provided the main support to the GKO-OFZ market. Any,
however small, deviation from the dominant trend in prices immedi-
ately impacted upon general market indices. The speculative character
of the majority of capitals on the Russian financial market rendered it
especially unstable and increased its dependence on foreign markets. 

In this climate of domestic financial fragility, the liberalisation of
the GKO market was a decisive policy mistake: it severely restricted the
opportunities for debt management and restructuring. Fearing the poss-
ibility of rouble devaluation, foreign investors, seemingly unaware 
of the deep-seated fragility of the Russian banking system and near-
bankruptcies of many key institutions,10 had hedged their investments
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with the Russian banks. Thus the GKO debt was effectively dollarised
by hedging: when a US bank went in and purchased GKOs, it offset its
rouble exposure through dollar hedge positions with several big
Russian banks. Concurrently, the debt pyramid was getting higher:
by mid-1998, the GKO market turnover had surpassed 300 billion
roubles; while the existing money mass (M2) stood only at 
370 billion roubles. If in 1994 internal sources represented 90% of
the federal budget deficit financing, by 1998 the debt was financed
almost entirely from external borrowings. Such heavy bias towards
external financing channels started to distress both individual
banks’ portfolios, and the country’s levels of indebtedness as a
whole. With the growing portion of the debt financed through
foreign borrowings, a collapse of the pyramid was inevitable, if
unpredictable as to timing (Ericson 1999; Ershov 2000: 289; Federal
Council 1999). By the summer of 1998, the total debt of the Russian
government represented 77% of the country’s GDP. With dwindling
hard currency reserves, and no tangible inflows of cash, Russia was
literally living on borrowed time. 

In July 1998, the government made a second, and, it would turn
out, last fruitless attempt to secure additional cash inflow into its
Ponzi scheme. Desperate for help, Moscow turned to the IFIs for a
loan. Under a severe pressure from the Clinton administration, the
IMF reluctantly assembled a $22 billion rescue package for Russia.
The deal was finalised on July 13th, with the first disbursement of
$4.8 billion. Encouraged by Western support, president Yeltsin,
largely detached from the events at the market, repeatedly reassured
the public that ‘there will be no devaluation of the rouble’. 

However, despite the efforts to calm the storm, the IMF rescue
package failed. There are many reasons behind the failure. Joseph
Stiglitz (2002) cites the highly overvalued rouble peg and structural
crisis as chief among them; others point to market pressures and
herd-like mentality of investors who got particularly anxious after
George Soros published a letter in Financial Times, calling for rouble
devaluation. Moreover, there are speculations that part of the IMF
July loan itself ended up in foreign bank accounts of members of
the Russian government (Federal Council 1999). Since 1998, the
‘vanishing billions’ of the IMF credits have been the subject of
investigations by the FBI and Swiss officials linked to the larger Bank
of New York scandal involving the alleged laundering of up to 
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$10 billion in dirty Russian money (Whittle 2000). Investigators
suspect that elaborate money laundering schemes, involving foreign
bank and offshore accounts, were constructed with the assistance of
Russian oligarchic structures such as Menatep and Yukos (World
Bank 1999).

With no sources of cash, the market continued to crumble.
‘Russian stocks, the highest of flyers among emerging market invest-
ments a year earlier, had fallen 48% in the four weeks after the IMF
programme’s approval. Investors were dumping Russian treasury
bills like hot potatoes, and the government was forced to cancel 
its weekly sales of GKOs because it could not pay the 100 plus %
interest rates the markets would have demanded. ‘The turmoil
threatened to undo one of the most cherished accomplishments of
Yeltsin’s regime, the stability of the rouble against the US dollar’
(Blustein 2003: 235). Still however, despite the stupefying size of the
Ponzi scheme, like in East Asia a year earlier, few expected a large-
scale financial collapse: bond markets had envisioned devaluation,
but not a complete default (Perotti 2002: 373). 

According to Freeland (2000: 304), the decision to repudiate on
the debt and to devalue the rouble was taken by Kirienko, Dubinin,
Alexanshenko, Chubais and Gaidar over the weekend of 14–16th of
August. Boris Yeltsin, away at his dacha retreat near Moscow, was
not involved in the discussions, and was informed only after the
technical questions of the default had been finalised. After weight-
ing the options available to them, the team opted to default on the
government’s domestic debt and to restructure the terms of foreign
indebtedness. With controlled devaluation and some breathing
space for interest repayments, the government could, in principle,
control the financial stability. The problem, however, was that this
scenario implied ripping off both domestic and foreign investors; 
if implemented, Russia’s reputation as a capitalist economy and 
a responsible participant in the global financial game would be
severely damaged. In the words of Gaidar himself, the path of action
the young reformers took was a ‘bastardly, disgusting scenario’
(Freeland 2000: 305). Crucially, the plan angered the oligarchs who
had been calling for devaluation for months. In the end, the scheme
was tweaked so that the government ordered a moratorium on debt
payment by commercial banks to their creditors (Freeland 2000:
305–6, 309). 
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On Monday morning of August 17th 1998, Kirienko announced the
final scheme: the government relaxed the currency peg from 6 to 
9.5 roubles per dollar, froze all domestic bonds maturing to the end of
the year, thus defaulting on $40 billion, one-third of which was owned
by foreign investors; and imposed a moratorium on the payments of
all foreign debts by Russian companies and the public (Freeland 2000:
309; also Buchs 1999; IMF 2002a: 69). The giant Russian Ponzi game
was over.

A Minskyan crisis?

Economic and social scientists continue to debate the nature, causes
and lessons of the 1997–1998 crises. Yet if we want to inquire into
the processes and mechanisms that drove the economies into crises,
it is the framework that Hyman Minsky suggested some 30 years ago
that proves to be most revealing. Under the regime of pegged
exchange rates, the construction of speculative and Ponzi pyramids
(bad lending practices in East Asia; government debt pyramid in
Russia), led to acute crises of illiquidity, ultimately bringing private
firms in East Asia and the Russian government to insolvency. 

In the analyses of the political economy of the Russian crisis of
1998, it is difficult to isolate a single factor that accounted for 
the devastating economic collapse. On the one hand, considering
the complexity of the problems inherited from the USSR, as well as
difficulties in implementing the reforms during the 1990s, it seems
that it was only a matter of time before problems in the real eco-
nomy manifested themselves in the financial sphere. On the other
hand, in a ‘disjuncture framework’, the 1998 crisis was largely a con-
sequence of the disjointed development of the booming financial
markets and the ‘real’ economy of industrial production, stagnating
agriculture and services, rather than a mere outcome of progressive
budget deterioration, as some economists claim (e.g., Aslund 2002). 

Many of the causes of the 1998 crisis lay in the financial sphere. The
underdeveloped state of the financial market and the banking system;
the lack of legal norms and regulatory oversight; pervasive cronyism
and corruption; misapplication of the monetary restriction, all made
the Russian financial market extremely vulnerable to fluctuating
prices, volumes of trade and exchange rate risk. With banks engaged
mostly in GKO and foreign exchange trading, monetary tightening
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unleashed a vicious circle: the banking sector did not advance credit to
the real economy; the real sector, in turn, lacking liquidity, technology
and investment, deteriorated fast. This, in turn, led to the growth of
overdue payments in the structure of banks’ balance sheets, and the
fall in overall banks’ liquidity, which further diminished the banks’
investment potential (Rud’ko-Selivanov 1998: 80). 

Internationally, the Russian economy was extremely vulnerable to
speculative fevers and changes in foreign sentiment. The reforms of
1991–1992 opened Russian markets prematurely and prioritised the
liberalisation of finance and trade over the progress of reform in the
real economy. Lacking any internal foundations of economic stability
and growth, Russia’s integration into global capitalism relied almost
exclusively on the financial sector. Here, finance, just as it does else-
where, provided Russia with an attractive window of opportunity to
flirt with foreign investors and international financial institutions; but
it did this at a high price of systemic illiquidity and a de facto debt trap. 

It would be a mistake to overlook the role of the state policies in the
1990s transition generally, and in the 1998 crisis in particular. Since the
early 1990s, the succession of Russian governments had committed
numerous errors and miscalculations, many of which were overlooked,
or sometimes even encouraged, by foreign advisors and the IFIs. And
yet seen in the context of the globalising market of speculative capital,
driven by private actors and the process of financial innovation, the
Russian crisis clearly would not have been so severe had it not occurred
in the country open to global markets and financial capital. 

In this respect, despite the many idiosyncrasies of the Russian socio-
economic and political system that continue to baffle social scientists to
this date, the August crisis of 1998 is far from being unique. In its
dynamics, it was similar to the Asian collapse that preceded it a year
ago; bewilderingly, as we will see later, the centrality of Ponzi finance in
the August 1998 crisis also makes its dynamics close to the subsequent
crises in advanced markets, such as the crash of the LTCM fund in
1998, or the dotcom bubble burst in 2000–2001. With these considera-
tions in mind, it is possible to identify three major factors that shaped
the nature of the 1997–1998 crises in emerging markets: the negative
consequences of financial liberalisation, reinforced by the regimes of
currency pegs; progressive illiquidity of domestic economies, amplified
by the effects of financial innovation; and the levels, and nature, of
incurred indebtedness.
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8
Ponzi Finance Goes Global

Each one of the crises analysed in the previous chapters was unique
in many respects. It is important, however, to try and understand
why each of these crises spread so fast throughout the entire
financial system. Orthodox theories tend to see each crisis in isola-
tion, as specific to a country and attributed mostly to human error
and/or market shocks. Alternative explanations, originating in the
‘disjuncture’ paradigm of financial capitalism view the crises as
symptoms of the fissure between the overblown financial market
and the stagnating ‘real’ economy. A Minskyan framework provides
an insight into the inner mechanisms of financial fragility in 
crisis-hit countries, while allowing for important institutional and
structural differences between them. 

It would be naïve of me to claim that financial crisis today is nec-
essarily a Minsky-type one. Minsky himself recognised that financial
fragility has many causes, structural and idiosyncratic. In many
cases, the economic and political circumstances in the run-up to the
crisis are so complex and uncertain that a comprehensive analysis of
all the precipitating factors is only possible retrospectively, after the
collapse, if at all. Yet at the same time, the central role of financial
speculation, reckless borrowing and especially, arising progressive
illiquidity of credit pyramids in the recent wave of crises, have
exposed the limits of conventional economics in understanding
financial fragility and crisis management. 

Financial crisis has become a veritable curse of the 1990s.
Volatility and shocks no longer discriminate between the tradition-
ally ‘problematic’ emerging market economies, and the highly
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sophisticated financial systems of advanced industrialised coun-
tries. Financial volatility has affected most participants of the
global economy, from households to corporations to national and
regional economies. Emerging markets, nonetheless, whose rela-
tively small economies could easily be overwhelmed by macroeco-
nomic shifts on such scale, took the brunt of the impact (Pettis
2001: 31). When a country, or even a whole region, becomes a
favourite of international investors, it often experiences a tempo-
rary boom. Mexico in the late 1970s and early 1990s, East Asia
throughout the 1980s and first half of the 1990s, Russia in 
1995–1998, all lived through feverish consumption booms driven
by foreign investment, only to end up in crashes when in a couple
of years or so, the very same foreign investors concluded that the
economic ‘fundamentals’ failed to justify their initial euphoria
(Krugman 2000: 26; Bello et al. 2000). 

The results of these investment booms were unfortunately all 
too familiar: irrespective of the economic fundamentals, whether
they were sound or not, progressively illiquid financial pyramids
triggered a financial crisis. This was precisely the case of East Asia.
Naturally, when the fundamentals are weak, illiquidity makes 
a bad situation worse, as was the case in Russia. Once it becomes 
a problem, international illiquidity further undermines the
confidence of international capital markets in a stricken country.
Capital outflow increases, reducing liquidity further, thereby
depleting reserves and precipitating default. Thus just like invest-
ment booms in advanced economies, the foreign decision to invest
in an emerging market, while often justified by perceived changes
in the economic policy, tends to follow its own rhythm and
pattern, somewhat independent from the ‘fundamentals’ of the
country (Pettis 2001: 47; Bird and Rajan 2002). Therefore, one of
the lessons of the late 1990s suggests that ‘countries and even
regions are increasingly subject to market-related risks and shocks
that can disrupt their behaviour, just as companies are, and these
risks are transmitted in a similar way: through their capital struc-
tures’ (Pettis 2001: ix). 

Changes in investor sentiment and abrupt capital outflows are
often motivated by concerns over mounting public debt or financial
imbalances. The crises of the late 1990s have been aggravated by
cross-border financial contagion, where market liquidity suddenly
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dried up – again, not because of economic fundamentals in these
countries, but because they shared some characteristics with another
economy, suffering as a result an unfortunate loss of confidence
(OECD 2002). According to Woodward (2001: 9, 187), speculative
investment played three distinct roles in the financial crises in
Mexico, East Asia and Russia, although their relative importance
varied markedly:

• It helped to inflate speculative bubbles in asset markets;
• It contributed to the reversal of capital flows which precipitated

and intensified the crises;
• It was a key factor in the contagion process spreading crises

between countries.

A Minskyan crisis scenario centred on financial expansion, debt
and illiquidity, was played out in almost all cases of financial
fragility over the past decade and a half. The scope of this book does
not permit us to delve into the details of each of the episodes and
their consequences, but it will be useful to briefly review some of
the cases in the late 1990s’ chain of financial fragility in key emerg-
ing markets: Brazil, Turkey and Argentina. 

Brazil, 1999

A large, open, but historically unstable economy, Brazil in the
1990s shared many attributes of the Russian economy. Just like
Russia, Brazil embarked in the second half of the decade on a
recovery plan after a long period of economic stagnation. By 1995,
economic growth had reached 10.4% (Palma 2002: 411). And
although Brazil was running a deficit (3%) on its current account
in 1995 (just like Russia), a fixed exchange rate of the Real to the
dollar encouraged an inflow of foreign capital into the economy.
In the ensuing investment euphoria, Brazil had attracted a large
share of foreign investment. During this period, between 1994 and
1998, real interest rates remained high and averaged around 
23% per year. By 1998, the net inflow of capital into Brazil reached
$50 billion a year, a marked increase from a net outflow of over 
$3 billion the year before the Collor plan was introduced in March
1990 (Palma 2002: 397; Cardoso and Helwege 2001: 161). It was in
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these circumstances, that just like Russia in 1995–1998, Brazil
became another emerging market to get carried away in a giant
Ponzi gamble (Kregel 2000). 

Despite the apparent success of the stabilisation programme,
there were several macroeconomic factors that contributed to the
build-up of financial fragility in Brazil. Successful stabilisation of
the inflation rate was anchored in the policy of high interest rates;
while the liberalisation of the capital markets fuelled a sense of
optimism about the prospects of the national economy (Palma
2002: 393). At the same time, the overvalued Real had been distort-
ing the export-led growth strategy; coupled with growing inflows of
foreign capital, exchange rate policy affected the pattern of growth,
re-orientating it towards a dangerous combination of private 
consumption dependent on externally financed private investment
(Palma 2002: 397–9).

In late 1997, again, just like in the Russian case, the country’s
creditors got anxious about the Brazilian policy mix and prospects
of emerging markets in general, and began to withdraw their funds
from the country (Cardoso and Helwege 2001). Faced with the
danger of investor panic, a massive withdrawal of funds, and poten-
tially, a domestic banking collapse, the Brazilian authorities intro-
duced all the necessary restrictive measures to try and avoid these
types of crisis. In order to keep reserve losses down and support the
exchange rate, interest rates were raised to 50% (Eatwell and Taylor
2000: 175). Yet in implementing these measures, Brazilian policy-
makers in fact ‘ended up creating a different type of crisis’: a
Minskyan Ponzi-type collapse (Palma 2002: 393). 

In the midst of global financial turbulence of 1997–1998, the
combination of fixed exchange rate and high interest rates made the
Brazilian economy particularly vulnerable to a financial shock. In
another parallel to the Russian experience, domestic budget deficit
doubled from 4% of GDP in 1997 to 8% in 1998. And although 
the IMF provided a loan to support the Real, this measure was
insufficient to sustain confidence in the currency and the country’s
financial system (Eatwell and Taylor 2000: 175). In these circum-
stances, ‘a deregulated, but badly supervised financial market,
closely linked to a highly liquid, but under-regulated and unstable
international financial market, coupled with a domestic economy
characterised by large imbalances, a weak state, and even a weaker
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government coalition, made a sudden collapse of confidence and
withdrawal of funds a real possibility’ (Palma 2002: 428). By
February 1999, foreign reserves had fallen to $25 billion and the
exchange rate came close to 2.0 Reals per dollar as opposed to 1.2 in
October (Eatwell and Taylor 2000: 175). A Ponzi-type crisis ensued. 

Turkey, 2000–2001

While often seen in isolation, and not centred on a Ponzi scheme,
the next collapse of an emerging market, the Turkish financial crisis
of 2000–2001, echoed some of the dynamics identified in this book.
Like most economies undergoing structural reform, macroeconomic
conditions in Turkey in the late 1990s were not particularly robust.
However despite macroeconomic difficulties, in anticipation of a
new stabilisation programme, in November 1999, Turkey’s invest-
ment status had been upgraded to positive (Alper 2001: 61). Soon
afterwards, the fragile banking system of the country was shaken by
rumours of instability of several commercial banks, and foreign
capital began to flee. Just like in Russia and Brazil, the IMF 
$7.5 billion loan to Turkey proved inadequate to eliminate the
exchange rate risks (Alper 2001: 78).1

A vicious Minsky-type cycle of debt deflation unfolded: banks in
need of short-term credit rapidly sold government securities, raising
the interest rates in the process. Growing demand for foreign
exchange fuelled capital outflow further and put pressure on the
currency markets (Alper 2001: 69). The capital flight and high inter-
est rates eroded the equity of many commercial banks and reduced
the value of government securities, increasing the market risk. As a
consequence, the year 2000 saw an increase in the ratio of short-
term foreign debt to the foreign exchange. This ratio had reached
1:1 by the end of August, and 1:44 by the end of the year, which
was far above the corresponding pre-crisis levels of Malaysia (0.61)
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1 In December 2000, the IMF provided a support credit of $7.5 billion for
the period of three years but the conditions of the loan meant that inter-
est rates remained high in early 2001, eroding the equity of commercial
banks and ultimately, precipitating a second liquidity crisis in February
2001 (Alper 2001). 
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and the Philippines (0.85), and almost equivalent to that of
Thailand (1.45) before the Asian crisis (Orhangazi 2002: 338).2

At the end of 2001, the total debt stock in Turkey rose from 75.8%
of national income to 88.5%. According to Orhangazi, the costs 
of the crisis had been $45 billion for additional domestic debt, 
$22.4 billion for additional foreign debt, and $52 billion lost 
in national income; the cost of the IMF-directed programme has
reached almost 80% of GNP, or $1,800 per capita (2002: 339). 

Argentina, 2001

Again, like Russia, Brazil and Turkey, the Argentine crisis of 2001
became a product of a dangerous combination of domestic financial
fragility and destabilising influence of foreign capital inflows, and
specifically, of high short-term borrowing by domestic firms. During
the 1990s, the build-up of liabilities in many Latin American
economies generally resembled a Ponzi scheme, justified only by 
the waves of investor optimism in 1990–1993 and 1997–1999. This
process generated many imbalances, as under the policies adopted
in most countries, for instance, in Brazil, only restrictive measures
were available to respond to deteriorating investor confidence. In
addition, the induced dollarisation of domestic financial assets and
liabilities aggravated currency mismatches and domestic financial
fragility (Ffench-Davis and Studart 2003: 78).

Although for most of the 1990s Argentina had been a ‘star’
student of the Washington Consensus paradigm, in the wake 
of the 1997–1998 crises, growth expectations rapidly declined. In
large part, this was caused by the monetary and fiscal measures
that were adopted to sustain credibility and investor confidence.
At the same time, the need to maintain high levels of reserves and
the nature of the financial reforms stimulated short-term borrow-
ings, thus contributing to the build-up of systemic financial
fragility (Ffench-Davis and Studart 2003: 71–3). As Abeles (2005)
details, external capital inflows into Argentina were gradually
transformed into a Ponzi scheme: between 1995 and 2001, along
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with the general increase in leverage ratios, foreign liabilities as a
share of total liabilities has increased from 0.39 to 0.51. This
increase in short-term indebtedness threatened many firms with
illiquidity and insolvency. Between 2001 and 2002, Argentina’s peso
depreciated by more than 70% (Abeles 2005: 16, note 21). At the
same time, the ratio of current account balance and external debt3

was not only negative throughout the period, but deteriorated
rapidly during the two periods of investor euphoria: from 1990 
to 1994, and again from 1996 to 1997 (Ffench-Davis and Studart
2003: 70). The ensuing crisis of 2001 in Argentina entailed a painful
macroeconomic austerity programme domestically, and the biggest
restructuring of foreign debt in history (Helleiner 2005). 

Financial fragility in the emerging markets: some lessons

The emerging market crises in the late 1990s presented the world of
finance and economics with many sobering lessons. The collapse or
near collapse of economies as diverse as East Asian ‘tigers’, Russia,
Brazil, Turkey and Argentina undermined many of the principles of
the Washington Consensus of the 1990s and spurred a debate of the
whole framework of the international financial architecture
(Eichengreen 1999; Kenen 2001; Soederberg 2002b, 2005). One par-
ticular lesson from the 1990s stands out: the eruptions of fragile
finance have shown that blaming a set of macroeconomic policies
for financial crises is simply, misguided (see Pettis 2003). On the
contrary, a Minskyan reading of finance and crisis shows that the
crises in East Asia, Russia and other economies were not mere acci-
dents. At the heart of financial fragility in all crisis-hit countries lay
poor liability management, excessive borrowing and structural
fragility of economies open to global capital. In its contemporary
setting, crisis is caused by speculation, over-borrowing and progres-
sive illiquidity of companies and, in the case of emerging markets
dependent on currency pegs, national economies. 

Of these three factors precipitating fragile financial structures
today, it is the problem of progressive illiquidity that proves to be

3 A key indicator of the capacity of an economy to repay its external 
liabilities.
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most complex. Indeed, with the expansion of private credit to the
terrain of emerging markets, in addition to the characteristics of
domestic financial fragility mentioned by Minsky in his original
work, foreign exchange has become a crucial component of
financial fragility in the global context (Wolfson 2002). The core 
of the illiquidity problem is a mismatch between assets and liabil-
ities, and a general loss of money-liquidity poses a great danger in
all capital markets, national or international. As most of hetero-
dox crisis models document, the illiquidity of the financial system
is typically rooted in a previous bout of financial liberalisation,
which accentuates the maturity mismatch between international
assets and liabilities (Eatwell and Taylor 2000: 112; Chang and
Velasco 1998). The rapid rise of short-term borrowing reflected
speculative asset booms in many developing countries. Financial
deregulation and capital account liberalisation, combined with
distortions in international capital-adequacy regulations, also
favoured short-term lending. These, in turn, increased the vulner-
ability of many countries, as in East Asia and Russia, to liquidity
crises, especially as short-term borrowing tended to reverse rapidly
during adverse economic shocks (Dadush et al. 2000). 

Today’s combination of a liberalised financial system, a monetary
standard with no exogenous anchor such as gold, and a monetary
policy prioritising short-term price stability increases the risk of
longer and bigger build-ups in credit. That makes asset-price and
debt bubbles more likely (The Economist, 26 September 2002: 29).
Therefore increasingly, financial crisis in an emerging economy
occurs at a nexus of foreign exchange market disturbances, debt
defaults (sovereign or private), and banking system failures (Eichen-
green and Portes 1987). Indeed crises in recent years have all involved
countries or companies in which debts were run up to excessive
levels which then, when circumstances suddenly changed, caused
acute pain. Excessive borrowing by firms, households and govern-
ments lay behind the economic crises in Mexico, East Asia, Russia,
Brazil and Argentina. 

A situation of international illiquidity in an emerging market 
is often critical, because it involves a fragile situation: it is a 
necessary and often sufficient precondition for financial crashes
and debt crises. If initially financial systems are relatively illiquid,
a ‘small’ real shock can push the economy into a region where 
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a financial crisis is inevitable. If a crash does occur, bankruptcies 
and the liquidation of investments entail systemic consequences 
that multiply the harmful effects of the initial shock. Making 
payments on existing debt restricts investment and dampens
growth, due to a liquidity shortage. This shortage arises, in turn,
because expectations of continuing future debt burden reduce
incentives for current investment and dissuades external lenders
from new financing (Dymski 2003: 4). And although they may 
seem as less serious than solvency crises, liquidity crises can be
extremely damaging. As Pettis (2001: 25) reminds us, liquidity
crises, especially at a system level, entail detrimental socio-economic
repercussions.

Minskyan crises in the U.S. economy

LTCM, 1998

The scandal and the collapse of the Long Term Capital Management
(LTCM) Fund in the USA became an almost immediate, and direct,
consequence of the Russian debt default of August 1998, and a legend
of recent financial history in its own right. Although conceived by
three champions of financial mathematics and operating like
diversified fund aiming to outguess the bond markets, the fund, in
fact, operated (and collapsed), as we will see, like a giant Ponzi scheme.
LTCM was formally established in Greenwich, Connecticut, in 1994.
In the words of Nicholas Dunbar (2000: 124) ‘the apparent obscurity
of this location would later add to the sense of mystery surrounding’
the fund. LTCM’s starting capital (equity) was $1.3 billion. Of this
sum, over $100 million was contributed by the LTCM general partners,
who included, among others, Myron Scholes and Robert Merton, who
both won Nobel prizes for their work in the pricing of financial instru-
ments (Edwards 1999: 199; Dunbar 2000). 

The fund’s operations were mostly focussed on the arbitrage in
the bond markets. The principal idea guiding the operations was
simple enough: it was a belief that some of the bonds, particularly
the so-called junk papers, were under-priced in the markets. And
LTCM, through clever use of arbitrage, would correct this, while
making profits by using its dynamic models of option pricing
(Dunbar 2000). To this end, the fund held long positions in less
liquid bonds that it considered undervalued, and short positions in
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liquid, lower-yielding securities that it considered overvalued
(Edwards 1999: 198).4

For several years, the chosen strategy had worked smoothly for
LTCM and its investors. Conceived by the geniuses of financial eco-
nomics, LTCM, operating with a high leverage ratio, brought excellent
returns to its investors: nearly 20% in 1994, 42.8% in 1995, 40.8% in
1996 and another 17.1% in 1997 (Edwards 1999: 198). The institution
became a ‘pinnacle of a 30-year-long revolution in finance, which had
done for trading what the Apollo space programme had done for lunar
exploration’ (Dunbar 2000: xi) At any fixed point in time, the wide
range of different trades open by LTCM made it look as if its portfolio
was diversified, and thus the exposure to risky assets and market
shocks had been minimised. Deceptively, LTCM had about 20 differ-
ent trades on at any moment, and the long/short balance meant that
they were not exposed to the risk of bond prices rising or falling. 
Yet from a Minskyan view, Mehrling argues, LTCM was not diversified
at all. In fact, the fund made only one bet – that liquidity spreads
would narrow (Mehrling 2001: 154). Confident in its own arbitrage
strategy as liquidity creating, LTCM seems to have been unaware of its
vulnerability to a short squeeze and an eventual evaporation of market
liquidity (Mehrling 2001: 154–6; Dunbar 2000: 203–6). And although
the use of computer models and dynamic trading techniques had 
supported the partners’ hypotheses for several years, by 1998, exces-
sive reliance on leverage and derivatives contracts had made LTCM’s
position particularly fragile. 

During its relatively short life in the market, LTCM had reportedly
borrowed more than $125 billion from banks and securities firms,
having only around $5 billion in equity. This 20-to-1 ratio, Edwards
stresses, was exceptionally high and unusual even for hedge funds.
Although clever use of leverage and mathematics made LTCM’s
trading technique particularly successful, in the wake of the Asian
financial crisis the fund encountered difficulties in sustaining
profitability. In early 1998, its equity stood at only $4.8 billion, down
from $7 billion in late 1997 (Edwards 1999: 198). Reacting to market

Ponzi Finance Goes Global 137

4 Specifically, LTCM bought high-yielding, less liquid bonds, such as
Danish mortgage-backed securities, bonds issued by emerging market bor-
rowers, and ‘junk’ corporate bonds, and sold low-yielding, more liquid
bonds, such as US government bonds (Edwards 1999: 198). 
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stress and contagion, the fund calculated that the yield spread between
high- and low-risk bonds (or less liquid and more liquid securities) was
excessively wide – for example, the spread between high-yield cor-
porate bonds and US Treasuries was close to 4 percentage points in
early 1998 – and so would narrow as investors reassessed the risks
(Edwards 1999: 198). 

Relying on these calculations, LTCM entered into derivative con-
tracts in Russia. Dunbar (2000: 199–200) explains the mechanism as
follows. A friendly investment bank would buy the Russian GKOs for
LTCM. In return for paying the bank a dollar floating rate, LTCM
would receive the high GKO coupons, in roubles, which could be con-
verted back into dollars again (Dunbar 2000: 199). Simultaneously,
LTCM entered into a forward contract (with a different investment
bank) so that as soon as it received a rouble payment in a few months
time, it could exchange the roubles for dollars at today’s exchange
rate.5 This hedging mechanism ensured that if the rouble was devalued
in the meantime, LTCM would be protected (Dunbar 2000: 199). 

But the fund’s strategists badly miscalculated risk. Already by early
1998, contagion had spread from the East Asian financial markets to
other economies. While other financial institutions began to unload
their risky, illiquid positions, LTCM’s trading models still predicted
that liquidity spreads would narrow. However, as investors across the
world were growing increasingly fearful of emerging markets, buyers of
junk bonds disappeared: within a few months, there was virtually no
bids and hence, market, for junk bonds, as buyers vanished and yields
on high-risk bonds soared. With the disappearing buyers, liquidity also
evaporated. And then politics interfered with the markets. 

On 17 August, Russia defaulted on 281 billion roubles ($13.5 billion)
of its Treasury debt and devalued the rouble. That decision came as a
shock to global financial markets generally, and as a particularly nasty
surprise to LTCM and its partners. In a somewhat delayed attempt 
to protect the Russian financial system from complete collapse, the
Kirienko government issued a decree forbidding domestic banks from

5 This second bank would earn its fee on the transaction, which it would
hedge by trading in the Russian domestic currency markets. To make life
even simpler for hedge funds like LTCM, both halves of the money
machine could be expressed as a value in dollars, so save the trouble of
having to deal in actual roubles (Dunbar 2000: 200). 
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honouring their foreign exchange obligations for a month. As a result,
Russian banks and securities firms exercised the force majeure clause in
their derivatives contracts and refused to honour their contracts
(Edwards 1999: 199). LTCM was one of the high-profile clients in the
unfortunate group of foreign investors caught in the cross-fire:
holding large open positions in junk bonds of emerging markets,
the fund lost about $430 million on to the Russian default. 

And although LTCM’s own exposure to the Russian market was not
particularly large (Mackenzie 2007), the spread of financial panic
across global financial markets has turned the fortune of the fund
around. Across the world, panicking investors adjusted their portfolios
to safer assets, grabbing US treasury bonds and selling other securities.
As a result, contrary to LTCM’s initial calculations, the values the
bonds diverged, and already by late August 1998 the fund had lost
$1.85 billion in capital. By mid-September 1998, LTCM’s equity had
dropped to $600 million, a loss of more than $4 billion (Edwards 1999:
199). Over-leveraged, and having lost its key source of profits, the fund
was de facto bankrupt. 

Although the giant fund had around a dozen or so big counter-
parties, its collapse could have unleashed serious systemic risk for
the US economy. The Fed had little choice but to step in with 
a rescue operation, organising a consortium of creditors to inject
additional capital into the sinking fund.6 On September 23 1998, a
16-member consortium arranged a $3.625 billion package in
exchange for 90% of the remaining equity in LTCM. By the end of
1998, the stakes of the 16 general LTCM partners were reportedly
worth about $30 million, down from $1.6 billion earlier in the 
year (Edwards 1999: 200). Since the creditor bailout, LTCM have
reportedly made profits of more than $70 million, and the old
LTCM partnership was said to collect annual fees of as much as 
$50 million (Pacelle 1998, in Edwards 1999). 

The rise and fall of LTCM has become a legend of recent financial
history (see de Goede 2001; Mackenzie 2007; Lowenstein 2002).
Among the many lessons that the scandal of the fund offers to
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6 The consortium included: Goldman Sachs; the Travellers group, Merrill
Lynch, JP Morgan, Morgan Stanley, Dean Witter, Union Bank of
Switzerland, Barclays, Bankers Trust, Chase Manhattan, CSFB, Deutsche
bank, Lehman Brothers, Paribas, and Soceite Generale (Edwards 1999).

9780230_006904_10_cha08.pdf  30/8/07  8:43 AM  Page 139



students of finance, one stands out in particular. From a Minskyan
point of view, LTCM was essentially a Ponzi scheme. Relying on
leverage, it held long positions in illiquid securities and short posi-
tions in lower-quality, but more liquid securities. Since LTCM’s
theory of security valuation completely abstracted from the problem
of liquidity, such an exposure entailed serious systemic risk
(Mehrling 2001). The EMT of finance tends to assume all tradable
assets as equally and completely liquid. This assumption makes the
dealer’s role of ‘completing the market’, of tying together the
various tiers of the system, relatively straightforward (Mehrling
2001: 154–6). 

Minsky, in contrast, believed that financial intermediation entails
complex structures of claims and liabilities that require accom-
modating cash flows to keep them from collapse. Indeed, in the real
world, capital markets are used to refinance the reserves and pro-
ductive capital of companies, rather than as initial finance for new
fixed capital investment. This refinancing mechanism can cause
extreme shifts in corporate liquidity over the period of the business
cycle (Toporowski 1999: 22; 2000: 7). Ignoring the problem of
liquidity and its systemic implications has become a fatal mistake of
LTCM and a personal drama for its founding partners. At a broader
level, the crash of the fund has highlighted a more serious challenge
for modern finance theory: as the preceding crashes in East Asia and
Russia, as well as subsequent crises in other emerging markets, the
story of LTCM suggests that financial crisis today is a crisis of liquid-
ity and over-borrowing far more than it is a crisis born of informa-
tion, market failures or policy mistakes (Bookstaber 2000). 

The ‘new economy’ crash, 2000–2001

For a short period in the wake of the LTCM crisis, the US financial
system, supported by systemic liquidity assurances, remained the safe
haven for the expansive global speculating community. Yet in late
2000–early 2001, US energy and electric utility companies using
derivatives, such as Enron, shocked the world of investors when they
unsuccessfully tried to convert the derivatives-related receivables on
their balance sheets into cash (Hughes 2003). The Minskyan pattern
of systemic financial fragility centred on financial innovation, access
to new credit and speculation, repeated itself yet again, in the 
so-called ‘new economy’ mania in 1995–2000. The story behind 
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the rise and fall of the dotcom bubble in the American economy 
in the late 1990s is now well known (Bootle 2003; Henwood 1997;
O’Hara 2003; Rennstich 2002; Shiller 2000; Aysha 2001). 

In the USA, like in East Asia prior to the 1997–1998 crises, along the
classic Minskyan lines, much of the surge in borrowing in the late
1990s was based on overly optimistic and unwarranted forecasts of
income. In the first quarter of 2000, the value of US corporate equities,
their market capitalisation, had soared to $19.6 trillion, up from 
$6.3 trillion in 1994. The incongruity of this figure, and its ascent, was
evident from many angles. Most definitive was the lack of connection
between the rise of share prices and the growth of output – and particu-
larly of profitability – in the underlying economy. Market capitalisation
as a percentage of GDP had needed just five years between 1995–2000
to triple from 50% to 150% of GDP – despite the fact that after-tax
profits had risen by only 41.2% in the interim (Beams 2002). In the first
quarter of 2000, the ratio of stock market value of US non-financial 
corporations to their net worth – known as Tobin’s Q – reached 1.92,
up from 0.94 in 1994 and 1.14 in 1995, and from an average of 0.65 for
the 20th century as a whole. As Brenner (2000) argues, from 1998
onwards, the growth of debt-driven consumption came to substitute 
for increasing manufacturing competitiveness and rising exports in
pushing the US economy forwards, enabling it to ‘finesse the system-
wide problems’. 

As Rima (2002) observes, the mystique that surrounded the issues of
dotcom shares was in large part a reflection of first-day gains. Some
dotcom stock prices soared in excess of 1000% within a very short
time of the date of their initial public offering. Their spectacular per-
formance confirms Minsky’s expectation that a regime in which
capital gains are expected generates an environment for engaging in
speculative and/or Ponzi finance. Rising values served as collateral for
debt on the premise that the rise in equity prices would continue. Yet
by the spring of 2000, as the confidence in ‘new economy’ stocks
evaporated, the dotcom bubble had started to deflate, leaving moun-
tains of unpayable debts behind (Rima 2002: 407–14).

According to S&P’s there were more defaults worldwide in 2001
than ever: 216 companies defaulted on $116 billion of debt.7 That

7 The figure reflects a specific method chosen by S&P. The actual number of
bankruptcies is likely to be much higher. 
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trend continued into the first quarter of 2002, when defaults reached
$34 billion. The rate of failure among large corporations was higher
relative to smaller companies than in the past, suggesting that the
ability of larger companies to generate and retain more debt – and
exploit derivative markets and off-balance sheet vehicles – has resulted
in the higher default rates. Only in the period between 2000 and 2002,
25 large US corporations have filed for bankruptcy, with the total cost
of the five largest defaults around $230 billion (Data from the
Financial Times).

The crash of the ‘new economy’ bubble in the USA has brought the
world economy into recession, raising further concerns about a poss-
ible global spread of a debt deflation process. In many ways, the
euphoria associated with the rise of the Internet and ‘new economy’
age of prosperity mirrored previous financial manias, such as the
Dutch tulip mania of 1636, the South Sea bubble of 1720, the tech-
nology revolution of the 1920s, or the stock market crash of 1987. In
each of these episodes, investors got carried away on the promise of
high and easy profits, yet the speculative drive of ‘new economies’
stretched the financial pyramids too far away from the underlying
foundations of growth. Each mania was followed by a severe recession
and, in the case of the 1920s economic boom, a Great Depression. And
although history knows of too many painful consequences, observers
are baffled by how easy the lessons of history can be forgotten… 

After the crises

Indeed, ten years onwards, most of the crisis-hit economies managed
to recover from the traumas and outperform their pre-crisis growth.
Since 2000, the East Asian region has been growing on average at
around 6–7% per year. Asian emerging economies have benefited from
a surge in external demand for the region’s products, particularly elec-
tronics. Corporate governance reforms that ensued in the wake of the
crises of 1997–1998 have facilitated a renewed surge of investments
into the region, while domestic technological, legal and economic
reforms are said to have transformed Asian industries from old-style
type of industrial concentration to more innovative, IT-driven mode of
competition (IMF 2006; Lee and McNulty 2003). 

In Russia, similarly, the August 1998 crisis marked a start of a new
era of prosperity. Since 1999, the country’s GDP has been growing
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steadily, averaging 6–7% per year. Employment and real wages have
been rising. Supported by the rouble devaluation and high oil
prices, Russia’s current account and federal budget have been in
surplus since 2000; the Russian central bank has accumulated more
than $311 billion of hard currency reserves, one of the highest
levels in the world today. In 2006, the Russian rouble was made a
convertible currency. Russia’s fiscal health is among the best in the
world. In August 2006, Russia paid off its debt to the Paris Club
ahead of schedule, 12 years before the due date, thus saving around
$7 billion. The contrast between the Russian economy today and its
pre-1998 situation, structurally disjointed and financially fragile,
seems striking indeed. 

Across the world, the emerging markets, having suffered from the
exhaustion of capital inflows in the wake of the 1997–1999 crises,
have been again attracting large inflows of capital. In 2003–2005
emerging market shares more than doubled, with total returns of
165%. East European markets returned 226%, Latin American
markets 265% and Asian markets8 122%. While in the late 1990s,
these countries were suffering from domestic and international
financial fragility,9 as reflected in weak balance sheets, opaque
accounting and murky governance, at present, their positions seem
rather different. Today, emerging markets have strong current
account surpluses, vast reserves and undervalued currencies. If ten
years ago, emerging economies had an average current account
deficit of 2% of gross domestic product; today the figure is a 2%
surplus. Fiscal deficits, which averaged 3% of GDP ten years ago,
now fluctuate at around modest 1%. Inflation, 14% on average a
decade ago, is now only 4%. Reflecting the ‘rehabilitation’ of many
emerging markets, international rating agencies upgrade their 
sovereign debt frequently (figures from the Financial Times).

It is important however, not to get away amidst the current wave
of optimism. In the East Asian economies, the post-crisis restructur-
ing and financial reforms have been paralleled by a widening of the
financial services sector: previously ‘unbanked’ layers of the popula-
tion have been drawn into the private-sector credit boom. Korea, a
champion of post-1998 economic recovery, in fact already suffered 
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8 Outside Japan.
9 Deficits, overvalued currencies and insufficient foreign exchange reserves.
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a credit-card crisis in 2002. Korea’s credit-card industry expanded
rapidly from 1999 to 2002, with the number of active cards more
than doubling to over 100 million. The consequences of this exces-
sive expansion were a large number of household delinquencies10

and several credit-card companies in financial distress.11 The subse-
quent consumer credit crunch put the economy into a recession
(IMF 2006: 62–3). 

Throughout the Asian region, the IMF continues, consumer credit
boom creates more risks. For example, as the upturn in the global
interest rate cycle increases debt service costs, consumption and
asset prices may be threatened. Banks may have loosened lending
standards to compete for market shares in what they perceived as a
strategic market for the medium term, while at the same time they
may have struggled to process large numbers of applications for
products for which they, as well as the borrowers, had little experi-
ence. In addition, although credit-card loans are still a small fraction
of total credit in most Asian countries, they are often concentrated
at a small number of institutions relying on interbank and whole-
sale markets for financing. As such, instability associated with these
segments may be of systemic relevance (IMF 2006: 62; Ward 2003;
Fifield 2004).

In Russia, where mortgage markets and credit card industry are still
miniscule by international standards, private sector indebtedness is
growing rapidly. Worryingly, there are signs that the state-led borrow-
ing of the Yeltsin era has been replaced by the private sector debt
during the Putin regime. While the external indebtedness of the
Russian state has been decreasing under Putin; the debt of Russian
private companies to international creditors has grown more than six
times: from $31 billion in 2000 to $176 billion in 2006. Paradoxically,
although the country has been striving to repay its major foreign debts
before the deadlines, the total foreign debt of the country continues to
rise: from $186 billion in 2004 to $275 billion in 2006. The new loans
go to Russian banks and private companies (including those that are
partially owned by the government). The interest on these new loans
is high: 1.5–2% higher than on state debts. While there are few
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10 An average of four cards per adult. About 17% of the economically
active population. 

11 The largest, LG Card, eventually was the object of a bailout.
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worries about the Russian oil giants’ ability to repay their debts amid
high world oil prices, the sustainability of these debts may be
shattered once raw materials prices fall, or if the world markets suffer
from a different kind of shock, or if the Russian financial market
suffers from a systemic crisis. 

But nowhere has the growing fragility of the consumer finance
industry has been more pronounced than in the Anglo-Saxon eco-
nomies (Montgomerie 2006, 2007). The deregulation of lending and
the removal of capital controls that accompanied the emergence of
large-scale institutional investors, have prompted the public to
detach themselves from state welfare and pension provisions. As
Pettifor (2003) claims, the abrogation of responsibility by the 
government for the welfare of the elderly led to today’s pension
crisis. Both in the UK and USA, household savings are channelled
into corporate savings. As a result, the Anglo-Saxon stock markets
operate like giant Ponzi schemes (Froud et al. 2001). 

The UK’s personal debt burden recently topped £1 trillion; the
total household debt servicing, including secured debt, is now above
20% of incomes; the country’s credit card debt accounts for two-
thirds of the EU’s total. While the bulk of the debt is mortgages,
more than a fifth is unsecured debt – on credit cards and personal
loans. ‘Middle-income Britain is locked into a cycle in which periods
of excessive spending are followed by remortgaging and other debt
consolidation.’ Essentially, an average household has unsecured
loans of £7650 (Halligan 2005: 12). Consumer bankruptcies have hit
record levels: at the time of writing, individual insolvencies are
twice as common as when Labour took office in 1997. 

In the USA, new, riskier forms of mortgage finance also allowed
buyers to borrow more. In 2004, 42% of all first-time buyers and 25%
of all borrowers made no down payment on their home purchase. In
2005, adjustable-rate mortgages have risen to 50% of all mortgages in
those states with the biggest house price rises (The Economist, 18 June
2005). American banks have been lending to ‘marginal’ debtors,
unloading many of the loans either on one of the quasi-governmental
housing agencies (Fannie Mae, Freddie Mac) or to private investors 
in asset-backed securities. Much of the lending took the form of 
‘subprime loans’, variable-rate, interest-only and negative-amortisation
loans. As a result, both debtors and creditors have become more
exposed to interest-rate changes, and the continuing souring of the 
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US housing market reflects the deepening fragility of debt-driven
economy in the USA (The Economist, 18 August 2005).

Against this worrisome background, it is important to learn from
the wave of the financial crises of the late 1990s–early 2000s. The
scandals of LTCM, the collapse of the dotcom bubble in 2001, as
well as many other corporate scandals over the past few years, do
offer many sobering lessons to students of finance and financial
policymakers. While disagreements about the nature and long-term
significance of these crises persist, most post-crisis assessments con-
verge around the following: the global financial system has become
inherently volatile; financial markets are prone to information
failure, moral hazard and herd-like tendencies, and thus can be
inefficient. Financial contagion is a new and serious danger emanat-
ing from the tight interconnectedness of global credit networks.
Investment and capital inflows are crucial for development and eco-
nomic growth, yet the experience of the 1990s shows that financial
liberalisation can be a very mixed blessing (c.f. Bordo et al. 2001;
Eatwell and Taylor 2000; Kaminsky and Reinhart 1998; Stiglitz 2003;
Soederberg 2005; Woodward 2001; Rogoff et al. 2003). 

The crises that occurred in an environment of low inflation and
often did not involve major fiscal deficits,12 posed severe intellectual
challenge to neoclassical models of finance and crisis; casting doubts
on the validity of the underlying paradigm of monetary economics
(Rajan 2002; Eatwell and Taylor 2000; Bello et al. 2000; Mishkin 1999;
Toporowski 2001; Eichengreen and Mitchener 2003). As a result,
perhaps rather painfully, financial policymakers have had to face the
fact that in today’s climate of privatised credit and financial expan-
sion, their intellectual and theoretical apparatus may be insufficient
when dealing with the issues of financial volatility and its threats to
the economic stability and societies across the globe. One of the
responses to financial fragility was the so-called New International
Financial Architecture (NIFA). Increasingly, along with routine prob-
lems of development finance and policy implementation, the NIFA
designers have recognised the need to tackle much more fundamental
issues of the nature of finance and credit itself (Kapstein 2006; Knight
2005; Borio et al. 2003; White 2006a, b; Kaufman 1998). In the 
concluding chapter, we review some of these shifts.
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12 Russia in 1998 and Turkey in 2000 are notable exceptions.
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Conclusion

The spate of financial crises and financial volatility of the last
decade have not gone unnoticed, but have alerted policymakers
and academics to many, often hidden, hazards of liberalised
finance. If one thing was learned from the experience of the past
two decades, then it was that liquidity management and control
are among the most difficult challenges to financial orthodoxy and
policy apparatus today. At the same time, although the causality of
the build-up of progressive illiquidity has recently been noted by a
number of market practitioners and financial regulators, it remains
extremely unclear what is the best way to gauge and tame illiquid-
ity at a systemic level, and how to enforce measures of crisis 
prevention. Hyman Minsky did not live to witness the dramas of
the late 1990s–early 2000s. Yet it is telling that among the wide
variety of economic perspectives on finance, it is the work of
Hyman Minsky that has been revived in the wake of the recent
financial explosions (Warburton 2000; Persaud 2002; Myers and
Rajan 1998; Felix 2003; Kregel 2000, 2001; Pettis 2001, 2003;
Wolfson 2000, 2002). 

Central banks and illiquidity

When confronted with systemic crises brought on by excessive spec-
ulation, it is the central banks that have to accommodate the
market’s need for monetary base and provide the needed liquidity
(Savona 2002: 181; Ferguson 2003: 8). There are, however, at least
two problems related to the existence and functions of the lender of
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last resort in the global financial system. First, at the national level,
central banks in emerging markets – the most common victims of
financial crisis – have a very limited ability to tame financial volatil-
ity in time and avert a crisis. Central bank intervention at an early
stage of crisis evolution raises the risk that it will set off currency
depreciation, and possibly, raise interest rates, thus pushing the
economy into a deeper structural crisis (Mishkin 1999).1

Second, the presence of a lender of last resort (LLR) propagates
moral hazard, encouraging excessive risk-taking and speculation
(Mishkin 1999: 18). The traditional remedy for a financial collapse,
as we have seen in the cases of the Mexican, Asian and Russian
crises, was to provide new loans to governments, with disburse-
ments conditional on macroeconomic targets and specific policy
changes. However, as illustrated by the East Asian case most persua-
sively, foreign loans tend to be directed to bailing out foreign
financial institutions, and do little, if anything, to solve the under-
lying problems of the domestic economy itself (Hart-Landsberg and
Burkett 1999). Third, Barry Eichengreen notes that the distinction
between illiquidity and insolvency is especially difficult to draw for
countries (also Kenen 2001). In recent defaults of Ukraine and
Pakistan, for example,

the markets’ unwillingness to defer their claims in the absence of
IMF support sounds like a classical liquidity problem. But the
reluctance of (creditors) to meet the countries’ requests [to
restructure the debts] … reflected the existence of policy prob-
lems… that raised concerns about the willingness and ability of
their governments to service their obligations… In other words, it
was hard to categorise Pakistan and Ukraine as cases of either
pure insolvency or pure illiquidity (Eichengreen 2002: 58).

Meanwhile, lending to governments still operates on the principle
that ‘countries do not go bankrupt’. As a result, the IMF – the
current international ‘quasi-LLR’ – still experiences problems adju-
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1 As F. Mishkin explains it, particularly in an emerging economy, central
bank’s lending in the wake of a financial crash may fuel fears of high
inflation, with the effects of higher nominal interest rates, currency
depreciation and further deterioration of balance sheets (p. 15). 
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dicating when a country is insolvent or illiquid. As a result, lending
to governments in crisis involves a considerable degree of polit-
ical judgement and again, propagates moral hazard (Eichengreen 
2002: 56–66). 

Given the complexity of financial trades today, the need to 
distinguish illiquidity from insolvency, difficult even in the context 
of a closed economy, poses an arduous challenge at the interna-
tional level (Fratianni and Pattison 2002). As both Asian and
Russian crises showed, macroeconomic illiquidity has ramifications
through its impact on domestic and global markets and settlement
mechanisms.2 Similarly, recent increases in foreign reserves of many
emerging markets boosted central bank liquidity in the domestic
currency. To the extent that this additional liquidity is not sterilised
by the central bank, excess liquidity can spill over to another
country, destabilising the financial situation there (IMF 2005a,
Chapter 2, Box 2.1: 15). These hidden interconnectivities make 
it almost impossible for monetary and financial authorities to
diagnose the type of crisis accurately and introduce relevant policy
measures in time. 

Thus along with academics, policymakers increasingly confront
the need to understand the process whereby perceptions about the
behaviour of the products of financial innovation tend to affect 
the systemic balance and precipitate crises of confidence and valua-
tion. Being at the heart of the process of asset price inflation, over-
the-counter trading and speculation, liquidity has become a key
focus in regulatory attempts to capture and mitigate the problem 
of systemic risk. Given the growing awareness of the problems of
credit endogeneity, it is unsurprising that many recent attempts to
resolve the puzzles encrypted in the dilemmas of liquidity seem 
to gravitate to the ideas of financial Keynesianism. Interestingly in
this case, back in 1995, one post-Keynesian scholar predicted that
soon, Hyman Minsky ‘may be reclaimed by economic orthodoxy’
(King 1995: 13). In 2001, Perry Mehrling noted that the key debate
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2 In the East Asian countries and in Russia, the lack of foreign exchange
reserves undermined the currency pegs, translating into the inability of
banks and firms to settle foreign currency-denominated contracts. The
use of financial derivatives added to the spread of financial panic and
international contagion. 

9780230_006904_11_conclu.pdf  30/8/07  8:44 AM  Page 149



in finance today is no longer between Keynesians and monetarists,
but between Minsky and central bankers on the one side, and
modern finance on the other. 

Claudio Borio and the thinking at the BIS

In this regard, along with academics working in the post-Keynesian
tradition, one of the most prolific analysts of the problem of liquid-
ity and its systemic implications has been a chief economist at the
BIS, Claudio Borio. In his insightful studies of the behaviour of
financial markets, some of which closely parallel Keynesian notions
of the ‘illusion of liquidity’, Borio developed the notion of artificial
liquidity as an intuitive, yet useful, gauge of financial fragility. Here,
one of the most important lessons from the past wave of crises is the
recognition that the fluidity, or velocity of financial circulation –
the key products of financial deregulation and liberalisation of
credit – are, just as Minsky warned, not synonymous with liquidity
of the system as such (cf. Warburton 2000). 

According to Borio, the interaction between cash and market liquid-
ity is a critical determining factor for gauging the robustness of
financial markets. The dislocations generated by the evaporation of
liquidity in systemically important markets in 1998–1999 are clear
illustrations of the heightened significance of systemic liquidity for
financial stability (Borio 2000: 38–9; 2004; Pettis 2001, 2003). This
dark side of liquidity – its disappearance during times of stress – has
received attention of scholars and market analysts in the past few
years. As a consequence of such liquidity illusions, the fragility associ-
ated with liquidity strains often leads to systemic changes in the
behaviour of both public and private sectors, as both investors and reg-
ulators become more aware of the dangers associated with the pro-
liferation and transfer of credit risk. Thus increasingly in the debate 
on global financial regulation, systemic risk relates to concerns about
solvency of financial institutions, as well as failures of market liquidity
and breakdowns of market infrastructure (Davis 2003; Large 2005).

In their attempts to formulate a more nuanced understanding of
liquidity within a financial cycle some central bankers and market
analysts have distinguished between several types of risk associated
with liquidity. The Basel committee, for instance, has identified two
types of liquidity risk. First, market liquidity risk concerns a party’s
ability to liquidate a position. This depends on a number of factors,
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including the markets for the product, the size of the position, and
the creditworthiness of the counterparty. Second, funding liquidity
risk relates to the ability to fund a position. In addition, there is a
residual category of operational risk (‘other risks’) that covers fraud,
legal negligence, misconduct, and technology failure (Alexander 
et al. 2006: 25). 

Recent research at the European Central Bank (ECB) has identified
two corresponding types of liquidity within a financial cycle: search
liquidity and systemic liquidity. While ‘search liquidity’ describes the
behaviour of market institutions during ‘good’ times, systemic liquid-
ity matters in times of stress. In ‘quiet times’, the liquidity premium3 is
driven by ‘search’ costs: time, information, capital, funding, inventory
and research costs required for a trader to locate a buyer for a ‘stock’
that it has recently purchased. In stress times on the other hand, liq-
uidity premium is determined by the homogeneity of investors. Thus
systemic liquidity relates to the collective behaviour of investors. If
investors are similar in reacting to information, in valuing and manag-
ing risks, and are reducing their risk exposures simultaneously, finding
a buyer is almost impossible. The liquidity to sell disappears down a
‘black hole’ (Persaud 2002; Lagana et al. 2006). 

It appears that the new approaches to understanding risks and
market dynamics outlined above award greater importance to the
subjectivity of investors’ actions, as well as certain scepticism about
the ability of existing regulatory frameworks to capture the com-
plexity of financial risks (Lagana et al. 2006: 15). These nascent
shifts sketched out above point to a remarkable transformation
within the existing framework of financial regulation. Intriguingly,
it transpires that many of the post-crisis views on the problem of
financial fragility and liquidity illusions are grounded in Keynesian
and post-Keynesian economic traditions. Given the otherwise intact
hegemony of neoclassical economics, this is a remarkable develop-
ment indeed. Can the ideas of Keynes, Minsky and their followers
help re-establish some order in the complex and increasingly
opaque world of finance and credit today?
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3 The liquidity premium approximates the difference between the observed
corporate bind yield spreads and the smaller theoretical spreads derived
from default probabilities. 
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Towards a new post-Keynesian financial architecture?

This is not the first study to have observed certain parallels between
the design of global financial regulation today and a vision of
financial markets Keynes proposed some 70 years ago (e.g., Gnos
and Rochon 2004). Following the Enron débacle, many analysts
recognised the need for an internationally coherent plan for reform
of the financial system. The so-called New International Finance
Architecture (NIFA) is an umbrella term that refers to a myriad of
coordinated policy responses at the international level to the wave
of crises that engulfed emerging economies and threatened the 
stability of advanced capitalism (Blinder 1999; Summers 1998; US
Treasury 1999; Feldstein 1999). A full discussion of NIFA is beyond
the scope of this study, but as Cartapanis and Herland (2002) point
out, both NIFA and the Keynesian theory of finance share a built-in
scepticism of the role of foreign investors and the necessity to
subject them to certain standards of behaviour. 

The ostensible change in the global financial paradigm is sup-
ported by the growing interest in Keynesian political economy on
the part of some representatives of global policy elite (Felix 2003;
Brealey et al. 2001). The self-professed ‘global Keynesians’ include
Joseph Stiglitz and George Soros, both of whom have recommended
the introduction of a new form of global money4 to support wider
developmental goals (Gnos and Rochon 2004). Stiglitz, in particular,
has noted that the practical challenges of distinguishing between
illiquidity and insolvency today expose the inability of monetarist
orthodoxy to tame financial fragility: ‘the distinction [between 
illiquid and insolvent institutions] itself is evidence of the belief
that markets do not work in a manner described by the neoclassical
model, in which any firm which had a positive net worth could gain
access to credit’ (Stiglitz and Bhattacharya 1999). 

As an institutional alternative, Stiglitz suggests an establishment
of an international body that would provide ‘global greenbacks’ 
to the countries facing deficits and financial distress (in Duncan
2005: 257). In a similar vein, asserting that ‘the private sector is 
ill-suited to allocate international credit’, Soros has suggested the
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4 An SDR-based currency.
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creation of an International Credit Insurance Corporation (ICIC) to
guarantee international loans. The ICIC would help control crisis-
prone credit expansions and contractions inherent in the current
market-dominated system (Financial Times, 31 December 1997).
He added that ‘the IMF has to become more of a lender of last
resort, on an international scale… [it should] develop in the direc-
tion of an international central bank’ (Soros 2000).

In the wake of the crises, financial regulators stressed the need for
convergence and transparency, prioritising identical rules on
accounting, auditing and governance across the world. But gradu-
ally, it has transpired that this programme was far too ambitious: as
a result, financial watchdogs are switching their attention to more
achievable principles of ‘mutual recognition’ of regulations that
affect accountants and companies operating in multiple jurisdic-
tions. This change, Financial Times argues, reflects a pragmatism
borne of futile attempts to achieve full convergence. ‘Talk of mutual
recognition at least signals that the objectives are maturing, away
from the idealism of full convergence towards a more realistic
attempt to get along’ (Jopson 2006: 1–2).

Yet despite some notable shifts from the financial consensus of
the 1980s and early 1990s, the ‘new macroprudential framework’ 
of financial regulation is still limited in its ability to account for the
link between microeconomic risk-taking and macroeconomic per-
formance. The existing approach to financial regulation focusses on
payment and banking systems within their national jurisdictions; it
largely ignores the evolution of the non-bank financial institutions,
leaving the global interconnectedness of private credit networks
outside the frame of regulation (Alexander et al. 2006: 268). As a
result, notwithstanding recent advances in regulation and some
improvements in the balance sheets of companies and banks, the
global financial system is more opaque and complex than ever. In
this sense, the new post-Keynesian insights into the dynamics of
financial markets, although signifying an interesting methodolo-
gical shift, offer little pledge of financial stability: when it comes to
detecting new strains in the system, ‘policymakers are increasingly
flying blind’ (Tett 2005). 

Ironically, it transpires that if the recent insights into the behav-
iour of financial markets brought something qualitatively new to
the policy consensus compared to its formulation in the 1980s and
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1990s, it is in the growing realisation that today, financial regulators
are often helpless in the face of outbreaks of financial volatility and
crises. The recent crises have cast new light on many of the previ-
ously ignored processes of financial evolution; yet many dangers of
credit expansions still remain hidden from the regulators’ lens. And
while the global financial system seems to have withstood the
shocks of the recent years, largely with the help of timely interven-
tions by monetary authorities, the sustainability of current global
capital boom is not certain… 

As the process of private financial expansion continues, as Minsky
forewarned, ‘innovations, particularly in finance, assure that 
problems of instability will continue to crop up; the result will be
equivalent but not identical bouts of instability to those that 
are so evident in history’ (1986: 287). At the time of writing, the
confidence associated with relative stability of advanced economies
complicates the challenge to discern the risks posed by the global
spread of financial innovation.5 

In this instance, as in others, Hyman Minsky cautions: one of
the causes of financial instability is…stability itself. Stability
encourages optimism, financial experimentation, innovation and
excessive risk-taking. Therefore unfortunately, any endeavour to
stabilise the financial markets and an attempt at ‘restructuring will
enjoy only transitory success’. The current relative stability of
global financial markets does offer some breathing space for
national and global policymakers. It is important to use this space
in order to prepare for the next, and unfortunately, inevitable
cycle of distress and crises, and to learn the ways to minimise their
social costs. A closer focus on the dilemmas of liquidity, fragility
and systemic risks in the emerging regulatory framework is a right
step in that direction, and the scholarship of Minsky and his 

154 Fragile Finance

5 As one shrewd observer notes: ‘Until very recently, we have seen an
unusual dynamic in financial markets, in which low realised volatility in
macroeconomic outcomes, low realised credit losses and low uncertainty
about future inflation and interest rates have worked together to bring
risk premia down across many asset prices. There is a self-reinforcing
character to this pattern, with past stability seemingly increasing
confidence in future stability, and this dynamic itself can magnify the
risk of a more damaging reversal’ (Geither 2005).
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followers offers a fertile pool of knowledge for such an exercise.
And yet among the many lessons that Minskyan and post-
Keynesian readings of financial fragility have to offer, one stands
out in particular. It may well be that along with many other prod-
ucts of the three decades of private financial innovation – such as
the emergence risk management tools, new techniques of invest-
ment and greater variety of financial strategies and institutions – it
is uncertainty and therefore, endemic fragility, that are the most
lasting legacy of the post-Bretton Woods financial revolution.

Conclusion 155
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